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Foreword

About the I nternational Association of Insurance Supervisors (1AlS)

The IAIS was established in 1994. Its membership includes insurance regulators and supervisors of
some 180 jurisdictions in more than 120 countries. Its objectives are to:

e cooperate to ensure improved supervision of the insurance industry on a domestic as well as on an
international level in order to maintain efficient, fair, safe and stable insurance markets for the
benefit and protection of policyholders;

e promote the development of well-regulated insurance markets:

e contribute to global financial stability.

The IAIS develops principles and standards on insurance supervision. In doing so, it helps establish
and maintain fair and efficient insurance markets for the benefit and protection of policyholders. The
IAIS also prepares issues papers that provide background on specific areas of interest to insurance
supervisors.

The IAIS is active in promoting the implementation of its supervisory standards through training
activities. It works closely with international organisations, regional groups and supervisory authorities
to accomplish this mission. The IAIS also develops implementation tools such as case studies on
supervisory issues.

The IAIS contributes to assessments of jurisdictions’ observance of standards in close collaboration
with the IMF and World Bank. The Insurance Core Principles, methodology and self-assessment
questionnaire are used for this purpose and by any jurisdiction wishing to improve its supervisory laws
and practices. In this regard the IAIS maintains a list of qualified insurance experts able to conduct
assessments.

The IAIS collaborates closely with other international regulatory organisations. In particular, the IAIS
is one of the constituting bodies of the Joint Forum and participates in all of its working groups. It is
represented on the Financial Stability Forum. The IAIS provides input to the International Accounting
Standards Board's work in establishing standards for insurance accounting and has two
representatives on their Insurance Working Group, and one on their Standards Advisory Council. It
also has observer status on the Financial Action Task Force.

Mailing address:  International Association of Insurance Supervisors,
c/o Bank for International Settlements, CH-4002 Basel, Switzerland
Telephone:  41-61-225-7300
Fax: 41-61-280-9151
E-mail: iais@bis.org
Website:  www.iaisweb.org

Insurance Principles, Standards and




Guidance Papers

The IAIS is committed to developing standards that can be used by insurance supervision throughout
the world. 1AIS papers represent best practices, or targets, for supervisors to work towards; they can
be implemented in a flexible manner depending on the circumstances within each jurisdiction.

Please use the links below to access the papers listed.

Principles

The IAIS sets out principles that are fundamental to effective insurance supervision. The principles
identify areas in which the insurance supervisor should have authority or control. These form the
basis from which standards are developed.

Periodically, members carry out self-assessments to determine whether the principles of insurance
supervision are being substantially complied to within their jurisdictions.

1. Insurance core principles and methodology
October 2003
2. Supervision of international insurers and insurance groups and their cross-border business
operations
December 1999
3. Conduct of insurance business
December 1999
4. Supervision of insurance activities on the Internet

October 2004

5. Capital adequacy and solvency
January 2002

6. Minimum requirements for supervision of reinsurers
October 2002

Standards

Standards focus on particular issues and describe best or most prudent practices. In some cases,
standards will set out best practices for a supervisory authority; in others, the papers describe the
practices a well managed insurance company would be expected to follow and, thereby, assist
supervisors in assessing the practices that companies in their jurisdictions have in place.

1. Licensing
October 1998
2. On-site inspections
October 1998
3. Derivatives
October 1998
4. Asset management by insurance companies
December 1999
5.  Group coordination
October 2000
6. Exchange of information
January 2002
7. Evaluation of the reinsurance cover
January 2002



8. Supervision of reinsurers
October 2003

9. Disclosures concerning technical performance and risks for non-life insurers and reinsurers
October 2004

Guidance papers

Guidance papers are an adjunct to principles and standards. They are designed to assist supervisors,
although sometimes they are addressed to insurance companies.

1. Insurance regulation and supervision for emerging market economies
September 1997
2. A Model memorandum of understanding (to facilitate the exchange of information between
financial supervisors)
September 1997
3. Fitand proper principles and their application

October 2000

4. Public disclosure by insurers
January 2002

5. Anti-money laundering and combating the financing of terrorism
October 2004

6. Solvency control levels
October 2003

7. The Use of actuaries as part of a supervisory model guidance paper
October 2003

8. Stress testing by insurers
October 2003

9. Investment risk management
October 2004
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[This document was prepared by the Task Force on the Revisions to the Insurance Core Principlesin
consultation with members and observers.]



I nsurance core principles and methodology

The Insurance core principles and methodology consist of

essential principles that need to be in place for a supervisory system to be effective
explanatory notes that set out the rationale underlying each principle
criteriato facilitate comprehensive and consistent assessments.

This document should serve as a basic benchmark for insurance supervisorsin al jurisdictions. It can
be used when establishing a supervisory regime or for identifying areas in existing regimes that need
to be improved.

Public authorities concerned with issues of financia stability are urged to provide the necessary
support to the supervisory authority so that it can meet the principles and the criteria set out herein.
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1. Introduction

1 To contribute to economic growth, efficiently allocate resources, manage risk, and mobilise
long-term savings, the insurance sector must operate on a financialy sound basis. A well-devel oped
insurance sector aso helps enhance overal efficiency of the financial system by reducing transaction
costs, creating liquidity, and facilitating economies of scale in investment. A sound regulatory and
supervisory system is necessary for maintaining efficient, safe, fair and stable insurance markets and
for promoting growth and competition in the sector. Such markets benefit and protect policyholders'.
Sound macroeconomic policies are aso essentia for the effective performance of insurance

SUpervisory regimes.

2. The insurance industry, like other components of the financial system, is changing in response
to a wide range of socia and economic forces. In particular, insurance and insurance-linked financia
activities are increasingly crossing national and sectoral boundaries. Technological advances are
facilitating innovation. Insurance supervisory systems and practices must be continually upgraded to
cope with these developments. Furthermore 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.

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
financil 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 and
costs arise only if a specified event occurs. Insurers intermediate risks directly. They manage these
risks through diversification and the law of large numbers enhanced by arange of other techniques.

4, Aside from the direct business risks, significant risks to insurers are generated on the liability
side of the balance sheet. These risks are referred to as technical risks and relate to the actuaria or
statistical calculations used in estimating liabilities. On the asset side of the balance sheet, insurers
incur market, credit, and liquidity risk from their investments and financial operations, as well as risks
arising from asset-liability mismatches. Life insurers also offer products of life cover with a savings
content and pension products that are usualy managed with a long-term perspective. The supervisory
framework must address all these aspects.

5. Finaly, the supervisory framework needs to reflect the increasing presence in the market of
financial conglomerates and groups, as well as financia convergence. The importance of the
insurance sector for financia stability has been increasing. This trend has implications for insurance
supervision as it requires more focus on a broader set of risks. Supervisory authorities at a national
and international level must collaborate to ensure that these entities are effectively supervised so that
business and individual policyholders are protected and financial markets remain stable; to avoid

! In this document policyholder includes beneficiaries.
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contagious risks being transferred from one sector or jurisdiction to another; and to avoid supervisory
duplication.

Scope and cover age of thelnsurance core principles

6. The Insurance core principles provide a globally-accepted framework for the regulation and
supervision of the insurance sector. IAIS principles, standards and guidance papers expand on various
aspects. They provide the basis for evauating insurance legisation, and supervisory systems and
procedures.

7.  The principles apply to the supervison of insurers and reinsurers, whether private or
government-controlled insurers that compete with private enterprises, wherever their business is
conducted, including through ecommerce. The term insurer refers to both insurers and reinsurers.
Where the principles do not apply to reinsurers (such as, consumer protection), thisisindicated in the
text. Conversdy, the core principles do not normally apply to the supervision of intermediaries,
however, where they do thisis specificaly indicated.

8. 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. In this document, the expectation is that the core
principles are applied within the jurisdiction rather than necessarily by one supervisory authority. It is,
however, essentia that in situations where multiple authorities exist, coordination arrangements be
established to ensure the implementation of the core principles within an accountable framework.

9. The supervisory authority 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 authority is not
enough to demonstrate observance with a principle. The supervisory authority should exercise its
authority in practice. Similarly it is not enough for the supervisory authority to set requirements; it
should also ensure that these requirements are implemented. Having the necessary resources and
capacity is essentia for the supervisory authority to effectively implement the requirements.

10. The supervisor must recognise that transparency and accountability in all its functions
contribute to its legitimacy and credibility, and the efficiency and stability of the market. A critica
element of transparency is for supervisors 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 and efficient operation of the market, supervisors
should establish clear timelines for public consultation and action, where appropriate.

Implementation and assessment

11. The Insurance core principles can be used to establish or enhance a jurisdiction’s supervisory
framework. They can also serve as the basis for assessing the existing supervisory framework and in
so doing may identify weaknesses, some of which could affect policyholder protection and market
stability. In order to ensure that the core principles are interpreted and implemented in a consistent
manner by insurance supervisory authorities, each principle is followed by an explanatory note and
criteria. Annex 1 contains a list of IAIS principles, standards and guidance documents, as well as
selected codes, that expand on some of the core principles. Thislist will be updated as new principles,
standards and guidance are developed. Annex 2 sets out factors that should be considered when using
or implementing these principles and describes how observance should be evaluated.
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12.  The criteria, which must be implemented both in form and in practice, consist of two distinct
groupings:

(i) essentia criteria, or those components that are intrinsic to the implementation of the core
principle. All the essential elements should be met for a supervisory authority to demonstrate
“observed” status for each principle.

(i)  advanced criteria, or those components that are considered to improve on the essential criteria
and thus enhance the supervisory regime. Advanced criteria ae not used for assessing observance
with a principle, rather th%y are used when commenting on ajurisdiction’ s supervisory framework and
making recommendations®.

13.  While implementing the criteria in a jurisdiction, and when carrying out the assessment, t is
important to take into account the domestic context, industry, structure and stage of development of
the financial system and overall macroeconomic conditions. The ways and means of implementation
will vary across jurisdictions, and while good implementation practices should be kept in mind, there
is no mandated method of implementation. For example, in some jurisdictions the supervisory
authority may, within clear limits and following a consultative process, be able to issue guidelines or
establish regulations that insurers must follow, whereas in other jurisdictions these powers may reside
with the legislature.®

14. For a core principle to be regarded as being “observed” the essentia criteria must be met
without any significant shortcomings athough there may be instances, where one can demonstrate that
the principles have been observed through different means other than those identified in the criteria.
Conversely, owing to the specific conditions in individua jurisdictions, the criteria identified in this
document may not always be sufficient to achieve the objective of the specific principle and therefore
additional e ements may have to be taken into account.

2. Conditionsfor effective insurance supervision

ICP1 Conditionsfor effectiveinsurancesupervision

Insurance supervision relies upon
apalicy, indtitutional and legal framework for financia sector supervision
awell developed and effective financia market infrastructure
efficient financial markets.

Explanatory note

11 Implementation of the principle depends upon the existence of a sound financial policy and
institutional environment, as well as a properly functioning financia sector and legal infrastructure.

12. Thisis essentid for the supervisory authority to perform its functions and meet its supervisory
objectives effectively. The lack of any, or a combination of, essential conditions could affect the
quality and efficacy of insurance supervision.

2 Recommendations may also arise from comments made about the observation of the essential criteria

3 In this document, “law” requires full legislative consent; “legislation” refers to either laws or other forms of
regulatory rules (e.g., regulations, decrees, ordinance).
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13. This principle identifies elements of the economic, legal and financia sector environment and
the supporting market infrastructure that need to be present. In most jurisdictions these elements are
not defined or controlled by the supervisory authority and are also required for the effective
functioning of other sectors as well.

14. The existence of an effective financia sector policy and an appropriate institutional and legal
framework is necessary to ensure the stable and efficient operation of the financia system. It also
facilitates formal and closer co-ordination among the relevant supervisory authorities and with the
government, and enhances stakeholders' confidence in the supervisory regime. Good laws aone are
not enough. The lega system must provide support in honouring and enforcing insurance contracts.

15. Another essential condition for effective supervision is for the supervisor to establish credibility
and respect in the market vis-a-vis stakeholders, especiadly insurers and intermediaries. Credibility and
respect are a function of many factors including relevant laws and rules, consultation with the
industry, and the quality of supervision and supervisory staff.

1.6. Similarly, insurance supervision can be severely constrained by inadequacies in the financia
sector infrastructure, such as weaknesses in the national accounting standards or the lack of actuarial
skills and insurance expertise. Accurate financial data requires qualified experts including
accountants, auditors and financial analysts and access to reliable and comparable economic and socia
statistics for the proper evaluation of risks. In order to conduct asset liability management a broad
based, liquid and well-functioning money and securities markets are also essential.

17. Where the conditions for effective insurance supervision are not yet sufficient, the insurance
supervisor could have additional powers to put in place rules and procedures and prudential rules to
address the weaknesses.

Financial sector policy framework
Essential criteria

a The government establishes and publicly discloses a policy statement aimed at ensuring
financia stability, including the provision of effective financial sector supervision covering the
insurance and other financial sectors.

b. An ingtitutional and legal framework — comprising public institutions, laws and regulations —
exists for financial sector issues, including those pertaining to insurance, to address system-wide
issues. This framework is well-defined and publicly disclosed.

Financial market infrastructure

Essential criteria

C. There is a reliable, effective, efficient and fair legal and court system (a body of ethical,
professiona and trained lawyers and judges) whose decisions are enforceable. Alternative
dispute mechanisms operate within an appropriate lega framework.

d. Accounting, actuarial and auditing standards are comprehensive, documented, transparent and
consistent with international standards. Accounting and actuarial standards are applied and
disclosed in a manner that alows current and prospective policyholders, investors,
intermediaries, creditors and supervisors to properly evaluate the financial condition of insurers.

IAIS- Insurance core principles Page 7 of 52
Approved in Singapore on 3 October 2003



e.  Accountants, actuaries and auditors are competent and experienced and comply with technical
and ethical standards to ensure the accuracy and reliability of financia data and its
interpretation. Auditors are independent from the insurer.

f. Professional bodies set and enforce technical and ethical standards. These standards are
accessible to the public.

0. Basic economic, financial and socia statistics are available to the supervisory authority, the
industry and the public.

Advanced criteria

h. Laws and regulations are updated, as necessary, to reflect current best practices and industry
conditions.

Efficient financial markets
Essential criteria

i. Well-functioning money and securities markets exist to support the availability of both long-
term and short-term investment opportunities.

3. Thesupervisory system

ICP2 Supervisory objectives

The principa objectives of insurance supervision are clearly defined.

Explanatory note

2.1. The insurance law should include a clear statement of the mandate and responsibilities of the
supervisory authority. This gives prominence to the authority’srole. Publicly defined objectives also
foster transparency. With this basis the public, government, legislatures and other interested bodies
can form expectations about insurance supervision and assess how well the authority is achieving its
mandate and fulfilling its responsibilities legidation.

2.2. Being entrenched in law aso ensures that the mandate and functions of the supervisory
authority cannot be changed on an ad hoc basis. The process of periodically atering the governing
laws can promote transparency by way of public discussions on relevant issues, however, if done too
frequently stakeholders may form the impression that the policymaking processis unstable. Therefore
it would be prudent to avoid being overly specific. Instead the law could be supplemented as needed
with updated regulations, for example.

2.3. The law should also set forth the institutional framework or the basic conceptual structure
governing the ingtitutions involved in the design and implementation of insurance supervisory
policies, identifying, wherever appropriate, the broader set of relevant financial agencies and the
nature of the relationships among them.
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24. Often the supervisory authority’s mandate includes several objectives. As financial markets
evolve and depending on current financial conditions, the emphasis a supervisory authority places on a
particular objective may change and, where requested, this should be explained.

Essential criteria

a Legidation or regulation clearly defines the objectives of insurance supervision .

b.  The key objectives of supervison promote the maintenance of efficient, fair, safe and stable
insurance markets for the benefit and protection of policyholders.

C. In the event that the law mandates or specifies multiple objectives for insurance supervision, the
supervisory authority discloses and explains how each objective will be applied.

d. The supervisory authority gives reasons for and explains any deviations from its objectives.

e. Where objectives are contradictory, the supervisory authority initiates or proposes correction in
law or regulation.

ICP3 Supervisory authority

The supervisory authority:
has adequate powers, lega protection and financia resources to exercise its
functions and powers
is operationally independent and accountable in the exercise of its functions and
powers
hires, trains and maintains sufficient staff with high professional standards
treats confidential information appropriately.

Explanatory note

3.1. The supervisory authority must be fully empowered to achieve its objectives. The principle
therefore covers the following essential elements relating to a supervisory authority: its legal kasis,
independence and accountability, powers, financial resources, human resources, legal protection and
confidentiality.

3.2. Independence, accountability, transparency and integrity interact and reinforce each other.
Transparency is a vehicle for safeguardng independence, ensuring accountability, and establishing
and safeguarding integrity.

3.3. To support the independence and integrity of the supervisors, there should be provisions for the
lega protection of staff, as well as clear rules for appointment and remova of the head of the
supervisory authority. These should be publicly disclosed. The supervisory authority should be
operationally independent from externa political and commercia interference in the exercise of its
functions and powers. Independence enhances the credibility and effectiveness of the supervisory
process. The existence of an appeals mechanism through the courts helps ensure that regulatory and
supervisory decisions are made within the law consistently and are well reasoned.

34. It is mportant to define the relationship between the supervisory authority and the executive
and judicia branches, including processes for sharing information, consultation or approva with the
relevant ministry and the manner in which the supervisory authority could be subject to judicial
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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 ministries is necessary.

L egal framework

Essential criteria

a

The legidation identifies the authority (or authorities) responsible for the supervision of
insurance entities.

The legidation gives the supervisory authorities the power to issue and enforce rules by
administrative means (refer to ICP 4 EC a).

The legidation grants sufficient powers for the effective discharge of supervisory
responsibilities.

I ndependence and accountability

Essential criteria

d.

The governance structure of the supervisory authority is clearly defined. Interna governance
procedures necessary to ensure the integrity of supervisory operations, including internal audit
arrangements, are in place.

There are explicit procedures regarding the appointment and dismissal of the head and members
of the governing body.  When the head of an authority or the governing body is removed from
office, the reasons are publicly disclosed.

The ingtitutional relationships between the supervisory authority and executive and the judiciary
branches are clearly defined and transparent. Circumstances where executive overrides are
alowed are specified.

The supervisory authority and its staff are free from undue political, governmental and industry
interference in the performance of supervisory responsibilities.

The supervisory authority is financed in a manner that does not undermine its independence
from political, governmenta or industry bodies.

The supervisory authority has discretion to allocate its resources in accordance with its mandate
and objectives and the risks it perceives.

The supervisory authority has transparent processes and procedures for making supervisory
decisions. Supervisory decisions are demonstrably consistent.

All material changes to the insurance legislation and supervisory practices are normally subject
to prior consultations with market participants.

Advanced criteria

Representatives of the supervisory authority publicly explain their policy objectives, and report
on their activities and performance in pursuing their objectives.

Page 10 of 52 IAIS- Insurance core principles

Approved in Singapore on 3 October 2003



m.  Subject to confidentiality mnsiderations, information is provided publicly about problem or
failed insurers, including information on officia actions taken.

Powers

Essential criteria

n.  When necessary, the supervisory authority has the power to take immediate action to achieve its
objectives, especialy to protect policyholders interests (refer to ICP 4 EC €).

Financial resources

Essential criteria

0. The supervisory authority has its own budget sufficient to enable it to conduct effective
supervison. The supervisory authority is able to attract and retain highly skilled staff, hire
outside experts as necessary, provide training, and rely upon an adequate supervisory
infrastructure and tools.

p.  The supervisory authority publishes audited financial statements on aregular basis.

Human resources and legal protection

Essential criteria

g The supervisory authority and its staff

- Observe the highest professional standards

- have the appropriate levels of skills and experience have the necessary legal protection to
protect them against lwsuits for actions taken in good faith while discharging their duties,
provided they have not acted illegaly

- are adequately protected against the costs of defending their actions while discharging their
duties

- act with integrity. Supervisory staff are subject to conflict of interest rules, such as prohibition
on dealing in shares and investing in the companies they supervise. The supervisory authority
establishes and enforces a code of conduct that applies to al staff members.

r. The supervisory authority has the authority to hire, contract or retain the services of external
specialists through contracts or outsourcing arrangements if necessary.

S. Where supervisory functions are outsourced to third parties, the supervisory authority is able to
assess thelr competence, monitor their performance, and ensure their independence from the
insurer or any other related party.

Confidentiality

Essential criteria

t. The supervisory authority maintains appropriate safeguards for the protection of confidential
information in its possession. 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 reguested information, the supervisory authority denies requests for confidential
information in its possession (refer to ICP 5).
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u. Externa specidists hired by the supervisory authority are subject to the same confidentiality
and code of conduct requirements as the staff of the supervisory authority.

ICP4 Supervisory process

The supervisory authority conducts its functions in a transparent and accountable manner.

Explanatory note

4.1. The public's knowledge of and appropriate consultation on the supervisory process is important
to the effectiveness and credibility of the supervisor. Accordingly, the supervisor should make
available to the public written information about its organisation and activities.

4.2. The supervisory authority should make available to the public the text of proposed and existing
regulations. This would include not only substantive rules of general applicability but also policies
and interpretations that are not confidential but that may affect a member of the public. The
supervisory authority’s public information should include information about how the public can
interact with its officials. 1t would be appropriate also to describe the manner in which and on what
timetabl e the supervisory authority intends to respond.

4.3. The supervisory authority must be accountable for the actions it takes in fulfilling its mandate to
those 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.

44. In genera, proper accountability requires a complex combination of approaches, such as
legidative and executive oversight, strict procedural requirements, and disclosure. In addition the
supervisory authority establishes internal processes for ensuring it is meeting its objectives and
complying with legidation.

Essential criteria

a The supervisory authority adopts clear, transparent and consistent regulatory and supervisory
processes. The rules and procedures of the supervisory authority are published and updated

regularly.

b.  The supervisory authority applies all regulations and administrative procedures consistently and
equitably, taking into account the different risk profiles of insurers.

C. The adminigtrative decisions of the supervisory authority can be subject to substantive judicia
review. However, such action must not unduly impede the ability of the supervisory authority to
make timely interventions in order to protect policyholders' interests.

d. The supervisory authority makes information on its role publicly available.

e The decision-making lines of the supervisory authority are so structured that action can be taken
immediately in the case of an emergency situation (refer to ICP 3 EC n and ICP 15).

f. The process to appea supervisory decisions is specified and balanced to preserve supervisory
independence and effectiveness.
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g  Thesupervisory authority publishes aregular report — at least annually and in atimely manner —
on the conduct of its policy, explaining its objectives and describing its performance in pursuing
its objectives.

Advanced criteria
h. The supervisory authority provides and publishes information about the financia situation of

the insurance industry and observations on maor developments in the insurance or financia
market.

ICP5 Supervisory cooperation and information sharing

The supervisory authority cooperates and shares information with other relevant
supervisors subject to confidentiality requirements.

Explanatory note

5.1 Efficient and timely exchange of information among supervisory bodies, both within the
insurance sector and across the financia services sector, is critica to the effective supervision
particularly in the case of internationaly active insurers, insurance groups and financia
conglomerates. Thisis also essential in the context of the effective supervision of the financial system
asawhole.

5.2. Information sharing arrangements should facilitate prompt and appropriate action in situations
where material supervisory issues need to be addressed. Increasingly supervisors need to share
information on matters relating to fraud, anti-money laundering and the combating of financing of
terrorism.

5.3. The supervisory authority maintains the confidentidity of the supervisory information it
receives from another supervisor. Without adequate safeguards on confidentiality, supervisors will
find that their access to confidential information is denied or delayed and their ability to carry out
supervisory responsibilities severely diminished.

Essential criteria

a.  The existence of a formal agreement with another supervisor is not a prerequisite for
information sharing.

b. The supervisory authority, at its discretion, can enter into agreements or understandings with
any other financial sector supervisor (“another supervisor”) to share relevant supervisory
information or to otherwise work together.

C. When reasonably requested and with appropriate safeguards, the supervisory authority is able to
exchange with another supervisor (refer to ICP 7 EC ) the following:
- relevant supervisory information, including specific information requested and gathered
from a supervised entity
- relevant financia data
- objective information on individuals holding positions of responsibility in such entities.

d. Information sharing, whether carried out under formal or informal arrangements, alows for a
two-way flow of information without requiring strict reciprocity in terms of the level, format
and detailed characteristics of the information exchanged.

IAIS- Insurance core principles Page 13 of 52
Approved in Singapore on 3 October 2003




e The home supervisory authority provides relevant information to the host supervisor.

f. The supervisory authority is required to take reasonable steps to ensure that any information
released to another supervisor will be treated as confidential by the receiving supervisor and will
be used only for supervisory purposes.

g The supervisory authority consults with another supervisor if it proposes to take action on the
evidence of the information received from that supervisor.

h. The home supervisory authority informs relevant host supervisors of any material changes in
supervision that may have a significant bearing on the operations of foreign establishments
operating in their jurisdictions.

I. Where possible, the home supervisory authority informs the host supervisor in advance of
taking any action that will affect the foreign establishment in the host supervisor’s jurisdiction.

J- Where possible, the host supervisory authority informs the home supervisor in advance of

taking any action that will affect the parent company or headquarters in the home supervisor's
jurisdiction.

4. Thesupervised entity

ICP6 Licersng

An insurer must be licensed before it can operate within ajurisdiction. The requirements
for licensing are clear, objective and public.

Explanatory note

6.1. To protect theinterest of policyholders a jurisdiction must be able to determine which insurers
are alowed to carry out insurance activities within itsarea. Licensing refers to the formal authority
given to an insurer to carry on insurance business under the domestic insurance legidation. It does not
refer to any approval granted in terms of the general domestic company or business legidation.

6.2.  When the licensing procedure meets internationally accepted standards and is effective and
impartial, confidence in the supervisory system will grow and may facilitate mutual recognition of
supervisory systems and thus the further liberalisation of market access for foreign insurers.
Licensing procedures and conditions are in place for supervisory purposes; they should not in
themselves act as a barrier to market access.

Essential criteria

a The insurance legidlation:
- includes a definition of insurers
- requires licensing of insurers, and prohibits unauthorised insurance activities
- defines the permissible legal forms of insurers
- allocates the responsibility for issuing licences.
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b. Clear, objective and public licensing criteria require:

- the applicant’s board members, senior management, auditor and actuary both individually
and collectively to be suitable, as specified in ICP 7

- the applicant’ s significant owners (refer to ICP 8 EC &) to be suitable, as specified in ICP 7

- theapplicant to hold the required capital

- the applicant’s risk management systems including reinsurance arrangements, interna
control systems, information technology systems, policies and procedures to be adequate for
the nature and scale of the business in question

- information on the applicant’ s business plan projected out for a minimum of three years. The
business plan must reflect the business lines and risk profile, and give details of projected
setting-up costs, capital requirements, projected development of business, solvency margins
and reinsurance arrangements. The business plan must present information regarding
primary insurance and inward reinsurance separately

- information on the products to be offered by the insurer

- information on contracts with affiliates and outsourcing arrangements

- information on the applicant’s reporting arrangements, both internally to its own
management and externally to the supervisory authority

- input from the applicant’s home supervisory authority when the insurer or its owners are not
domestic and a home supervisory authority exists (refer to ICP 5).

C. The supervisory authority requires that no domestic or foreign insurance establishment escape
supervision.

d. All insurance establishments of international insurance groups and international insurers are
subject to effective supervision. The creation of a cross border establishment should be subject
to consultation between the host and home supervisor.

e The insurance legidation determines the method by which a foreign insurer can carry on
business in the jurisdiction. This may be by way of a loca branch or subsidiary that must be
licensed, or on a services basis only.

f. If aforeign insurer is alowed to carry on business in the jurisdiction the supervisory authority

must be provided with the following data:

- confirmation from the home supervisory authority that the insurer is authorised to carry on
the types of insurance business proposed

- information from the home supervisory authority that the insurer is solvent and meets al the
regulatory requirements in the home jurisdiction

- inthe case of abranch office: the name and address of the branch

- the name of the authorised agent in the local jurisdiction in the case of insurance offered on a
services basis (i.e., where alocal branch or subsidiary is not established)

- the information and documentation normally required to be licensed in the local jurisdiction,
when appropriate

These information requirements might be waived if insurance is offered on a services kasis
only.

g Aninsurer licensed to underwrite life insurance business must not also be licensed to underwrite
non-life insurance business, and vice versa, unless the supervisory authority is satisfied that the
insurer has satisfactory processes requiring that risks be handled separately on both a going-
concern and awinding-up basis.
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h.  The supervisory authority imposes additional requirements, conditions or restrictions on an
applicant where the supervisory authority considers this appropriate. This might include
restrictions on non-insurance activities.

i. The supervisory authority assesses the application and makes a decision within a reasonable
time. No licence isissued without its approval. The applicant must be informed of the decision
without delay and, if the licence is denied or conditional, be provided with an explanation.

J- The supervisory authority refuses to issue a licence where it considers the applicant not to have
sufficient resources to maintain the insurer’s solvency on an on-going basis, where the
organisationa (or group) structure hinders effective supervision, or where the application is not
in accordance with the licensing criteria.

k. As necessary, after an insurer has been licensed, the supervisory authority evaluates and
monitors the degree to which the insurer satisfies the relevant licensing principles and
requirements of the jurisdiction.

ICP7 Suitability of persons

The significant owners, board members, senior management, auditors and actuaries of an
insurer are fit and proper to fulfil their roles. This requires that they possess the
appropriate integrity, competency, experience and qualifications.

Explanatory note

7.1.  Animportant element of the supervision of insurersis the initial and on-going assessment of the
fitness and propriety of an insurer’s significant owners and key functionaries such as board members,
senior management, auditors and actuaries. In the case of significant owners, fit and proper
requirements relate to the persons and their financia soundness. A significant owner is defined as a
person (legal or natural) that directly or indirectly, alone or with an associate, exercises control over
the insurer (refer to ICP 8 EC a). The main responsibility for assessment of the fitness and propriety of
key functionaries lies with the insurers themselves.

7.2. The supervisory authority should be satisfied that significant owners and key functionaries have
the level of competence for their roles, and should ascertain whether they have the appropriate ability
and integrity to conduct insurance business, taking account of potentia conflicts of interests.
Appropriate ability can generaly be judged from the level of a person’s professiona or formal
qudlifications or relevant experience within the insurance and financial industries or other related
businesses.

Essential criteria

a Legidation identifies which key functionaries must meet fit and proper requirements. The key
functionaries identified may differ depending on the legal form and governance structure of the
insurer.

b. In cases where significant owners no longer meet fit and proper requirements, the supervisory
authority must be able to take appropriate action, including requiring that the owners dispose of
thelr interests.

C. The supervisory authority disqualifies the appointment of key functionaries including auditors
and actuaries of insurers that do not comply with fit and proper requirements
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d. The insurer should be required to demonstrate to the supervisory authority the fitness and
propriety of key functionaries by submitting documentation illustrating their knowledge,
experience, skills and integrity upon request, or where there are changes in key functionaries.
The knowledge and experience required depends on the position and responsibility of the
functionary within the insurer.

e.  The supervisory authority exchanges information with other authorities inside and outside its
jurisdiction where necessary to check the suitability of persons. The supervisory authority uses
this information as an additiona tool to effectively assess the fitness and propriety of, or to
obtain information on, a key functionary of an insurer (refer to ICP 5).

f. The supervisory authority disallows actuaries, auditors, directors and senior managers, from
simultaneously holding two positionsin an insurer where this could result in a materia conflict.

o Where the insurer becomes aware of circumstances that may be relevant to the fitness and
propriety of its key functionaries, it is required to notify the supervisory authority as soon as
possible.

Advanced criteria

h. Criteria to assess the fitness and propriety of auditors and actuaries include qualifications,
professional proficiency, appropriate practical experience and updated knowledge on
developments within their profession and membership of professional bodies.

i. In the case of auditors and actuaries, the supervisory authority may give regard to or rely on
professional bodies that set and enforce standards of professional conduct.

ICP8 Changesin control and portfolio transfers
The supervisory authority approves or rejects proposals to acquire significant ownership
or any other interest in an insurer that results in that person, directly or indirectly, alone or
with an associate, exercising control over the insurer.

The supervisory author ity approves the portfolio transfer or merger of insurance business.

Explanatory note

8.1. The supervisory authority must be able to grant or deny approva to a person (legal or natural)
that wants to acquire significant ownership or a controlling interest in an insurer, whether directly or
indirectly, alone or with an associate. The concepts of significant ownership or control should be
defined in legidation.

8.2. Notification should be required for changes in ownership or control according to the
percentages of an insurer’ s issued shares. These established percentages typically range between 5 and
10 percent. Where supervisory approva is required in addition to notification, specific thresholds
(equal to or higher than those for notification) should be set.

8.3. The supervisory authority must require that the proposed owners have the resources to provide
the minimum capital required as well as the ability to provide further capita or other support for the
insurer when needed.
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84. Owners should not expose the insurer to undue risks or hinder effective supervision. The
supervisory authority should be satisfied about what constitutes an insurance group or conglomerate
and which entities are considered to be part of such a group. The structure and risk profile of the
group to which the insurer belongs should not damage the insurer’ s stability and solvency (refer to ICP

17).

85. Changesin control have an indirect effect on the contractual arrangements between insurer and
policyholder, whereas a portfolio transfer will have a direct effect on this relationship. For this reason
supervisory authorities should closely monitor portfolio transfers.

8.6. Insurance policies are legal contracts between an insurer and its policyholders. An insurer
should not be able to unilaterally ater 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, legidation should restrict the ability of insurers to transfer
their policy liabilities. The supervisory authority must ensure that policyholders reasonable 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 isinsolvent (refer to ICP 16).

Changesin control
Essential criteria

a The term “control” over an insurer is defined in legidation and it addresses:
- holding of a defined number or percentage of issued shares or specified financia 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 financia instruments
- power to gppoint or remove directors to the board and other executive committees.

b. The supervisory authority requires that the potential controlling owners apply for approva for
the acquisition, or change in control, of the insurers. The insurer must inform the supervisory
authority of any acquisitions or changesin control.

C. The supervisory authority approves any significant increase in shareholdings above the
predetermined control levels in an insurer by legal or natural persons, whether obtained
individually or in association with others. This also applies to any other interest in that hsurer
or its intermediate or ultimate beneficial owners.

d. The requirements in criteria b and ¢ above aso 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. Supervision of changes in control may require
coordination with supervisors in other jurisdictions (refer to ICP 5).

e The supervisory authority must be satisfied that those seeking control meet the criteria applied
during the licensing process. The requirementsin ICP 7 — Suitability of persons— will apply to
the prospective owners in control of insurers.

f. The supervisory authority requires that the structures of the financia groups containing
potential controlling owners of insurers be sufficiently transparent so that supervision of the
insurance group will not be hindered (refer to ICP 17).
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0.  The supervisory authority reects applications of proposed owners to control insurers if facts
exist from which it can be deduced that their ownership will be unduly preudicia to
policyholders. The supervisory authority should know who is the intended beneficial owner.

h. To assess applications for proposed acquisitions or changes in control of insurers the
supervisory authority establishes requirements for financial and non-financial resources.

Advanced criteria
I Upon request insurers provide the supervisory authority with information on their shareholders

and any other person directly or indirectly exercising control. The supervisory authority
determines the content and format of this information.

Portfolio transfer
Essential criteria

J. The supervisory authority requires that insurers get approval from the authority before they
transfer dl or any part of their insurance business.

k. The supervisory authority establishes requirements to assess insurers' applications to transfer all
or any part of their insurance business.

The supervisory authority requires that the interests of the policyholders of both the transferee
and transferor be protected when insurance business is transferred (refer to ICP 15 EC c).

ICP9 Corporategover nance

The corporate governance framework recognises and protects rights of al interested
parties. The supervisory authority requires compliance with all applicable corporate
governance standards.

Explanatory note

9.1. Insurers must be managed prudently. Corporate governance refers to the manner in which
boards of directors and senior management oversee the insurers business. It encompasses the means
by which members of the board and senior management are held accountable and responsible for their
actions. Corporate governance includes corporate discipling, transparency, independence,
accountability, responsibility, fairness and social responsibility. Timely and accurate disclosure on all
material matters regarding the insurer, including the financial situation, performance, ownership and
governance arrangements, is part of a corporate governance framework. Corporate governance aso
includes compliance with legal and regulatory requirements.

9.2. Theboard isthe focd point of the corporate governance system. It is ultimately accountable and
responsible for the performance and conduct of the insurer. Delegating authority to board committees
or management does not in any way mitigate or dissipate the discharge by the board of directors of its
duties and responsibilities. In the case of a policy established by the board, the board would need to
be satisfied that the policy has been implemented and that compliance has been monitored. Similarly
the board needs to be satisfied that applicable laws and regulations have been complied with. The
responsibilities of the governing body must be consistent with the rules on governance structure
established in the jurisdiction. Where the posts of chairman and chief executive are combined in one
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person, the supervisory authority will verify that appropriate controls are in place to ensure that
management is sufficiently accountable to the board of directors.

9.3. In most jurisdictions corporate governance rules exist for general purpose corporations; these
likely also apply to insurers. Often, however, it is necessary to establish additiona requirements,
through the insurance legidation, that deal with the matters of specific concern and importance to
insurance supervisors. These matters are described in the criteria below. As the supervisory authority
may not have the power to specify the details of general corporate governance rules or to enforce
compliance, several criteria under this principle refer to the responsbility of the board of directors
rather than requirements from the supervisory authority.

Essential criteria

a The supervisory authority requires and verifies that the insurer complies with applicable
corporate governance principles.

b. The board of directors:

- setsout its responsibilities in accepting and committing to the specific corporate governance
principles for its undertaking. Regulations on corporate governance should be covered in
general company law and/or insurance law. These regulations should take account of the size,
nature and complexity of the insurer.

- establishes policies and strategies, the means of attaining them, and procedures for monitoring
and evaluating the progress toward them. Adherence to the policies and strategies are
reviewed regularly, and at least annually.

- sdisfies itself that the insurer is organised in a way that promotes the effective and prudent
management of the institution and the board’s oversight of that management. The koard of
directors has in place and monitors independent risk management functions that monitor the
risks related to the type of business undertaken. The board of directors establishes audit
functions, actuaria functions, strong internal controls and applicable checks and balances.

- distinguishes between the responsibilities, decision-making, interaction and cooperation of the
board of directors, chairman, chief executive and senior management. The board of directors
delegates its responsibilities and establishes decisiorntmaking processes. The insurer
establishes a division of responsihilities that will ensure a balance of power and authority, so
that no one individual has unfettered powers of decision.

- establishes standards of business conduct and ethical behaviour for directors, senior
management and other personnel. These include policies on private transactions, self-dealing,
preferentia treatment of favoured interna and external entities, covering trading losses and
other inordinate trade practices of a non-arm’s length nature. The insurer has an on-going,
appropriate and effective process of ensuring adherence to those standards.

- appoints and dismisses senior management. It establishes a remuneration policy that is
reviewed periodicaly. This policy is made available to the supervisory authority.

- collectively ensures that the insurer complies with all relevant laws, regulations and any
established codes of conduct (refer to EC f).

- hasthorough knowledge, skills, experience and commitment to oversee the insurer effectively
(refer to ICP 7).

- isnot subject to undue influence from management or other parties. The board of directors has
access to information about the insurer, and asks and receives additional information and
analyses that the board seesfit.

- communicates with the supervisory authority as required and meets with the supervisory
authority when requested.

- setsout policies that address conflicts of interest, fair treatment of customers and information
sharing with stakeholders, and reviews these policies regularly (refer to ICP 25).
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C. Senior management is responsible for:

- overseeing the operations of the insurer and providing direction to it on a day-to-day basis,
subject to the objectives and policies set out by the board of directors, as well as to legidation.

- providing the board of directors with recommendations, for its review and approval, on
objectives, strategy, business plans and major policies that govern the operation of the insurer.

- providing the board with comprehensive, relevant and timely information that will enable it to
review business objectives, business strategy and policies, and to hold senior management
accountable for its performance.

Advanced criteria

d. The board of directors may establish committees with specific responsibilities like a
compensation committee, audit committee or risk management committee.

e. The remuneration policy for directors and senior management has regard to the performance of
the person as well as that of the insurer. The remuneration policy should not include incentives
that would encourage imprudent behaviour.

f. The board of directors identifies an officer or officers with responsibility for ensuring
compliance with relevant legidation and required standards of business conduct and who
reports to the board of directors at regular intervals (refer to EC b).

0. When a “responsible actuary” is part of the supervisory process, the actuary has direct accessto
the board of directors or a committee of the board. The actuary reports relevant matters to the
board of directors on atimely basis.

ICP10 Internal control

The supervisory authority requires insurers to have in place internal controls that are
adequate for the nature and scale of the business. The oversight and reporting systems
alow the board and management to monitor and control the operations.

Explanatory note

10.1. The purpose of interna control isto verify that:
the business of an insurer is conducted in a prudent manner in accordance with policies and
strategies established by the board of directors (refer to ICP 9)
transactions are only entered into with appropriate authority
assets are safeguarded (refer to ICP 21)
accounting and other records provide complete, accurate, verifiable and timely information

management is able to identify, assess, manage and control the risks of the business and hold
sufficient capital for these risks (refer to ICP 18 and 23).

10.2. A system of interna control is critical to effective risk management and a foundation for the
safe and sound operation of an insurer. It provides a systematic and disciplined approach to evaluating
and improving the effectiveness of the operation and assuring compliance with laws and regulations. It
is the respongibility of the board of directors to develop a strong internal control aulture within its
organisation, a centra feature of which is the establishment of systems for adequate communication of
information between levels of management.
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10.3. Itisan essential element of an internal control system that the board of directors receive regular
reporting on the effectiveness of the interna control. Any identified weakness should be reported to
the board of directors as soon as possible so appropriate action can be taken.

Essential criteria

a

The supervisory authority reviews the internal controls and checks their adequacy to the nature
and the scale of the business and requires strengthening of these controls where necessary. The
board of directorsis ultimately responsible for establishing and maintaining an effective internal
control system.

The framework for internal controls within the insurer includes arrangements for delegating
authority and responsibility, and the segregation of duties. The internal controls address checks
and balances; e.g. cross-checking, dua control of assets, double signatures (refer to ICP 9 EC
b).

Theinterna and external audit, actuarial and compliance functions are part of the framework for
internal control, and must test adherence to the internal controls as well as to applicable laws
and regulations.

The board of directors must provide suitable prudential oversight and establish a risk
management system that includes setting and monitoring policies so that dl maor risks are
identified, measured, monitored and controlled on an on-going basis. The risk management
systems, strategies and policies are approved and periodically reviewed by the board of directors
(refer to ICP 18).

The board of directors provides suitable oversight of market conduct activities.

The board of directors should receive regular reporting on the effectiveness of the internal
controls. Interna control deficiencies, either identified by management, staff, internal audit or
other control personnel, are reported in atimely manner and addressed promptly.

The supervisory authority requires that internal controls address accounting procedures,
reconciliation of accounts, control lists and information for management.

The supervisory authority requires oversight and clear accountability for al outsourced
functions as if these functions were performed internally and subject to the normal standards of
internal controls.

The supervisory authority requires the insurer to have an on-going internal audit function of a
nature and scope appropriate to the business. This includes ensuring compliance with all

applicable policies and procedures and reviewing whether the insurer’s policies, practices and
controls remain sufficient and appropriate for its business.

The supervisory authority requires that an internal audit function:

- has unfettered accessto al the insurer’ s business lines and support departments

- assesses outsourced functions

- has appropriate independence, including reporting lines to the board of directors

- has status within the insurer to ensure that senior management reacts to and acts upon its
recommendations

- has sufficient resources and staff that are suitably trained and have relevant experience to
understand and evaluate the business they are auditing
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- employs a methodology that identifies the key risks run by the institution and allocates its
resources accordingly (refer to ICP 18).

k. The supervisory authority has access to reports of the internal audit function.
l. Where the appointment of an actuary is called for by applicable legidation or by the nature of

the insurer's operations, the supervisory authority requires that actuarial reports be made to the
board and to management.

5. On-going supervision

ICP11 Market analysis

Making use of al available sources, the supervisory authority monitors and analyses all
factors that may have an impact on insurers and insurance markets. It draws conclusions
and takes action as appropriate.

Explanatory note

11.1. In order to achieve its objectives, the supervisory authority supervises the financial soundness of
individual insurers and contributes to financial stability of the insurance market. Both require an
anaysis of individual insurers and insurance groups as well as the market and the environment in
which they operate.

11.2. In today’s globalised financial markets and rapidly integrating financial systems, economic
developments and policy decisions of one jurisdiction may affect many other jurisdictions. Similarly,
developments in the economy as a whole, or in one part of the financial sector, may impact the
business operations and financial stability of the insurance market. To enable an assessment of
financia data, it will be necessary to have an understanding of the basis of financia reporting in
relevant jurisdictions.

11.3. Indepth market analysis helps identify risks and vulnerabilities, supports prompt supervisory
intervention as referred in ICP 14 and strengthens the supervisory framework with a view to reducing
the likelihood or severity of future problems. It is recognised that in-depth market analysis requires
skilled resources.

11.4. A quantitative analysis of the market could include, for example, developments in the financia
markets generally; the number of insurers and reinsurers subdivided by ownership structure whether a
branch, domestic or foreign; the number of insurers and reinsurers entering and exiting the market;
market indicators such as premiums, balance sheet totals and profitability; investment structure; new
product devel opments and market share; distribution channels; and use of reinsurance.

11.5. A qudlitative analysis could include, for example, reporting on general developments which may
impact insurance markets, companies and clients; new or forthcoming financial sector and other
relevant legidation; developments in supervisory practices and approaches; and reasons for market
exits.

Essential criteria:

a The supervisory authority conducts regular analysis of market conditions.
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b. The market analysis not only includes past devel opments and the present situation, but also aims
to identify trends and possible future scenarios and issues, so that the supervisory authority is
well prepared to take action at an early stage, if required.

C. The market andysis is both quantitative and qualitative and makes use of both public and
confidential sources of information.

d. The supervisory authority or others, such as the insurance industry, publish aggregated market
datathat is readily and publicly available to the insurance industry and other interested parties.

e. The supervisory authority requires market-wide systematic reporting to analyse and monitor
particular market-wide events of importance for the financial stability of insurance markets.

Advanced criteria:

f. Insofar as international relationships affect internal insurance and financial markets, the analysis
is not limited to the home market, but also includes devel opments elsewhere.

g.  Thesupervisory authority monitors trends that may have an impact on the financial stability of
insurance markets. It assesses whether macro-economic risks and vulnerabilities are adversely
impinging on prudential safeguards, financia stability or consumer interests.

ICP 12 Reporting to supervisors and off-site monitoring

The supervisory authority receives necessary information to conduct effective off-site
monitoring and to evaluate the condition of each insurer as well as the insurance market.

Explanatory note

12.1. It isessentia for the supervisory authority to receive information necessary to conduct effective
off-site monitoring which can often identify potential problems, particularly in the interval between
on-site inspections, thereby providing early detection and prompting corrective action before problems
become more serious.

12.2. The supervisory authority 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 situation. They aso reflect the sSituation at
individual insurers and the way they control their risks (e.g., asset/liability management, reinsurance
policy.). Information should be both current and prospective in nature. In setting the requirements the
supervisory authority should strike a balance between the need for information for supervisory
purposes and the administrative burden it puts on insurers.

12.3. Reporting requirements should apply to all insurers licensed in a jurisdiction and form the
genera basis for off-site anaysis. The reporting requirements should be reviewed periodicaly.
Additiona information may be requested from specific insurers on a case-by-case basis. New
developments may require the supervisory authority to carry out market-wide off-site analyses, which
will require having insurers to submit information on an ad-hoc basis.

12.4. In setting the requirements, the supervisory authority may make a distinction between the
standards applied to reports prepared for disclosure to policyholders and investors, and those applied
for the supervisory authority.
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12.5. In setting the requirements, the supervisory authority may make a distinction between the
financial reports and calculations prepared for companies incorporated in its jurisdiction, and branch
operations in its jurisdiction of companies incorporated in another jurisdiction.

Essential criteria;

a.  Thesupervisory authority:

- sets the requirements for the submission of regular and systematic financial and statistical
information, actuaria reports and other information from all insurers licensed in the
jurisdiction

- defines the scope and frequency of those reports and information, including any requirement
that reports and information be audited

- requires, as aminimum, an audit opinion should be provided annualy (refer to ICP 1 EC €)

- reguests more frequent and more detailed additional information whenever thereisa need.

b. If making a distinction between the financial reports and requirements of companies
incorporated in the jurisdiction and branches, or between private entities and government-
sponsored insurers that compete with private enterprises, the supervisory authority should not
distort the market in favour of or against any particular form of enterprise.

C. The supervisory authority:

- requires insurers to submit information about their financial condition and performance on
both a solo and a group-wide basis. It may request and obtain financia information on any
subsidiary of the supervised entity.

- sets out the principles and norms regarding accounting and consolidation techniques to be
used. The valuation of assets and liabilities should be consistent, redlistic, and prudent (refer to
ICP 21 ECb).

- requiresinsurers to report any off-balance sheet exposures.

- requiresinsurers to report on their outsourced functions.

- requires that the gppropriate level of an insurer’s senior management is responsible for the
timing and accuracy of these returns.

- requires that inaccurate information be corrected and has the authority to impose sanctions for
deliberate misreporting.

- based on this information, maintains a framework for on-going monitoring of the financial
condition and performance of the insurers.

Advanced criteria

d. From time to time, the supervisory authority reviews its regular and systematic reporting
requirements to ensure they still serve their intended aims and are carried out in an efficient and
effective manner.

e The supervisory authority requires insurers to report promptly material changes that affect the
evaluation of their condition.

ICP 13 On-site inspection

The supervisory authority carries out on-site inspections to examine the business of an
insurer and its compliance with legidation and supervisory requirements.
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Explanatory note

13.1. Whether performed by the staff of the supervisory authority or other suitably qualified
specialists, ontsite inspection is an important part of the supervisory process, closely related to the off-
site monitoring process. It provides information that supplements the analysis of the reporting to
supervisory authorities sent by the insurer. On-site inspection, however, also needs the support of
market information and statistics derived from the analysis of the annua accounts and returns.

13.2. Through on-site inspections the supervisory authority is able to verify or capture reliable data
and information to assess and analyse an insurer’s current and prospective solvency. Onsite
inspection enables the supervisor to obtain information and detect problems that cannot be easily
obtained or detected through on-going monitoring. In particular, on-site inspections alow the
supervisor to identify problems or irregularities in arange of areas, including asset quality, accounting
and actuarial practices, internal controls (including those dealing with information technology and
outsourcing), quality of underwriting (both the prudence of the underwriting policy and the
effectiveness of its implementation in practice), valuation of technical provisions® , strategic and
operationa direction, reinsurance, and risk management.

13.3. On-site inspections enhance the supervisor’s ability to assess the competence of the managers of
insurers. It is aso an effective way for supervisors to assess the management’s decision-making
processes and internal controls. It provides supervisors the opportunity to analyse the impact of
specific regulations and, more generaly, to gather information for benchmarking.

13.4. The criteria envisage that on-site inspection may be carried out in a manner that is either “full
scale’ or “on afocussed basis.” Both forms of inspection need to be conducted by skilled staff that
can evaluate and analyse the information that they obtain during the inspection. Usually the
supervisory authority 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.

13.5. On-site inspection can assist in assessing the risks to which afirm is exposed. A full-scale on-
dte ingpection includes, at a minimum, the following activities:
- evauation 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 an evauation 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 financia strength, notably the technical provisions
evaluation of compliance with corporate governance requirements.

13.6. A full-scale on-site ingpection of market conduct issues includes, at a minimum, the following
activities:

checking the sufficiency and adequacy of the information given to consumers

reviewing the timing of payments

* Theterm “technical provisions” is used throughout this document. Some jurisdictions use the term “policy
liabilities” instead. The meaning isthe same, i.e., amount set aside on the balance sheet to meet liabilities arising
out of insurance contracts, including claims provision (whether reported or not), provisionfor unearned
premiums, provision for unexpired risks, life assurance provision and other liabilities related to life insurance
contracts (e.g. premium deposits, savings accumulated over the term of with—profit policies) (source: IAIS
Glossary of Terms).
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reviewing the frequency and nature of litigation
assessing observance of the market conduct standards and consumer regulations (refer to ICP 25
and 26).

13.7. 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 company. Where another authority supervises the outsourced service provider supervisory
actions should be coordinated (refer to ICP 5).

13.8. The frequency of on-site inspections will take account of the risk profile 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 market.

Essential criteria;

a By law, the supervisory authority has wide-ranging powers to conduct on-site inspections and
gather information deemed necessary to perform its duties.

b. The supervisory authority, external auditors or other suitably qualified parties verify
information in regulatory returns periodically through on-site inspections. Where parties other
than the supervisory authority verify information, then arrangements for communication with
the supervisory authority should be established.

c.  The supervisory authority may conduct on-site inspections on either a full scale, or a focussed
basis investigating areas of specific concern.

d. The supervisory authority promptly discusses findings and any need for corrective action with
the insurer and obtains appropriate feedback from the insurer.

e The supervisory authority follows up with the insurer to ensure that any required action has

been taken.

f. The supervisory authority can extend on-site inspections to obtain information from
intermediaries and companies that have accepted functions outsourced by the supervised
insurer.

ICP14 Preventive and corrective measur es

The supervisory authority takes preventive and corrective measures that are timely,
suitable and necessary to achieve the objectives of insurance supervision.

Explanatory note

14.1. Where insurers fail to meet supervisory requirements or where their continued solvency comes
into question, the supervisory authority must intervene to protect policyholders. To do so, the
supervisor authority needs to have the legal and operational capacity to bring about timely corrective
action. Depending on the nature of the problem detected, a graduated response may be required. In
instances where the detected problem is relatively minor, informal action such as an ora or written
communication to management may be sufficient. In other instances, more forma action may be

necessary.
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Essential criteria:

a The supervisory authority has available and makes use of adequate instruments to enable timely
preventive and corrective measures if an insurer fails to operate in a manner that is consistent
with sound business practices or regulatory requirements.

b. There should be a progressive escalation of action or remedial measures if the problems become
worse or if management of the insurer ignores more informal requests from the supervisory
authority to take corrective action.

c.  The supervisory authority has the capacity and standing to communicate with insurers, and
insurers comply with such communications, to ensure that relatively minor preventive or
corrective measures are taken.

d. If necessary the supervisory authority requires the insurer to develop an acceptable plan for
correction of problems. Corrective plans include agreed and acceptable steps to be taken to
resolve the issues raised and an acceptable timetable.

e. The supervisory authority initiates measures designed to prevent a breach of the legidation from
occurring, and promptly and effectively deals with non-compliance with regulations that could
put policyholders at risk or impinge on any other of the authority’s objectives.

ICP 15 Enfor cement or sanctions

The supervisory authority enforces corrective action and, where needed, imposes
sanctions based on clear and objective criteria that are publicly disclosed.

Explanatory note

15.1. The supervisory authority must have the power to take remedia action in a timely manner
where problems involving licensed insurers are identified. The decison-making lines of the
supervisory authority should be structured so that action can be taken immediately in the case of an
emergency situation (refer to ICP 4 EC e).

15.2. The supervisory authority must have a range of actions available in order to apply appropriate
enforcement or sanctions where problems are encountered. Powers should be set out in legislation and
may include:
- redricting business activities

stopping the writing of new business

withholding approval for new activities or acquisitions

directing the insurer to stop practices that are unsafe or unsound

putting assets of the insurer in trust or restricting disposal of those assets

revoking the licence of an insurer

removing directors and managers

barring individuals from the business of insurance.

15.3. In some cases it may be appropriate to apply punitive sanctions against insurers or individuals.
Provided that the policyholders are not put at greater risk, provisions would normally apply to such
situations that would permit a right of appeal of decisions. For actions taken in good faith while
discharging their duties the law provides lega protection to the supervisory authority and its staff
against lawsuits (refer to ICP 3).
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15.4. This principle is directed at the overal protection of policyholders and the observance of
requirements. Matters involving individual customers are subject to ICP 25.

Essential criteria;

a

The supervisory authority can issue formal directions to companies to take particular actions or
to desist from taking particular actions. Failure to comply with a formal direction issued by the
supervisory authority has serious consequences for those that take such a step.

The supervisory authority has the power to prevent the insurer issuing new policies.

The supervisory authority can arrange for compulsory transfer of the obligations under the
policies from afailing insurer to another insurer that accepts this transfer (refer to ICP 8 EC ).

The supervisory authority can require capital levels to be increased, restrict or suspend dividend
or other payments to shareholders, restrict asset transfers and restrict an insurer’s purchase of its
own shares. It can also initiate action to restrict the ownership or activities of a subsidiary
where, in its opinion, such activities jeopardise the financial situation of the insurer.

The supervisory authority has effective means to address management problems, including the
power to have controlling owners, directors, and managers replaced or their powers restricted.
More generaly the supervisory authority in extreme cases, imposes conservatorship over an
insurer that isfailing to meet prudential or other requirements. The supervisory authority has the
power to take control of the insurer, or to appoint other specified officials or receivers for the
task, and to make such arrangements for the benefit of the policyholders as are necessary.

Once action has been taken or remedial measures have been imposed, the supervisory authority
periodicaly checks to determine that the insurer is complying with the measures.

The insurance legidation provides for sanctions by way of fines against individuals and insurers
where the provisions of the legidation are breached.

The insurance legidation provides for sanctions against individuals who withhold information
from the supervisory authority, provide information that is intended to mislead the supervisory
authority or fail to provide information to the supervisory authority in atimely fashion.
Individuals can be barred from acting in responsible capacities in the future.

The process of applying sanctions should not delay necessary preventive and corrective
measures and enforcement.

The supervisory authority takes action to withdraw the license of an insurer where appropriate.

The supervisory authority has the powers to protect one or more insurers within its jurisdiction
that belong to a group from the financia difficulties in other parts of the group.

The supervisory authority, or another responsible body in the jurisdiction, takes action to
enforce all the sanctions noted above.

The supervisory authority ensures consistency in the way insurers are sanctioned, so that similar
violations and weaknesses attract similar preventive and corrective measures.
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0.  The supervisory authority or other authority takes action against those individuas or entities
that are operating an insurance business without a licence.

ICP 16 Winding-up and exit from the market

The lega and regulatory framework defines a range of options for the orderly exit of
insurers from the marketplace. It defines insolvency and establishes the criteria and
procedure for dealing with insolvency. In the event of winding-up proceedings, the legal
framework gives priority to the protection of policyholders.

Explanatory note

16.1. An insurer may no longer be financialy viable or may be insolvent. In such cases, the
supervisory authority can be involved in resolutions that require a take-over by or merger with a
hedlthier institution. When all other measures fail, the supervisory authority should have the ahility to
close or assist in the closure of the troubled insurer.

16.2. The legidation 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. Some jurisdictions may decide that protection provided through a
policyholder protection fund is not necessary for commercial policyholders.

Essential criteria:

a The legal and regulatory framework provides for the determination of the point at which it is no
longer permissible for an insurer to continue its business.

b. The procedures for deding with insolvency and the winding-up of the insurer are clearly set
forth in the law.

C. A high legd priority is given to the protection of the rights and entitlements of policyholders
and other policy beneficiaries in the event of an insurer becoming insolvent and winding-up.
This priority ensures that, as far as is practical, there is limited disruption to the provision of
benefits to policyholders.

ICP 17 Group-wide supervision

The supervisory authority supervises its insurers on a solo and a group-wide basis.

Explanatory note

17.1. Supervision of insurers, who are part of a wider insurance group or conglomerate, whether
domestic or international, should not be limited to the solo supervision of that insurer. The operations
of other group companies, including any holding companies if applicable, are taken into account in
assessing the totality of the risk exposures of the insurers, insurance groups and conglomerates. The
fact that such an insurer is part of a group generally alters, often considerably, its risk profile, its
financia pogtion, the role of its management, and its business strategy. As a consequence, there
should be lega provisions and effective supervision that adequately meet the changed profile of the
insurer, ensuring adequate group wide assessment and supervisory action as appropriate.
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17.2. Asafirst step, there should be legal certainty for all parties involved about what constitutes an
insurance group or conglomerate. For entities that are considered to be part of such a group, a group
mapping exercise should be undertaken that delineates the group structure, and identifies the
supervisory authorities involved. Supervisory tasks for the group and the congtituent parts should be
agreed upon by the supervisors involved or may be set out in legidation. This may cal for further co-
operation agreements between the various supervisory authorities often including supervisory
authorities from different jurisdictions and financia sectors.

17.3. Group-wide assessment and supervision should not be limited to financia indicators such as
capital adequacy and risk concentration, but also the management structure, fit and proper testing, and
legal issues. The groups should have information systems in place not only to serve their internal
information needs, but also to provide all information that the supervisory authority may require in an
adequate and timely manner.

17.4. The effective supervision of groups may require effort to ensure that the necessary supervisory
tools such as information collection and on-site inspections are able to address group-wide issues
effectively.

Essential criteria:

a What constitutes an insurance group and financial conglomerate is clearly defined so that
supervisors and insurers can determine:
- which groups are considered to be insurance groups or financial conglomerates
- which group or groups an insurer belongs to
- the scope of the supervision.

b. The supervisory authority ensures effective and efficient group-wide supervison. The
supervisory authorities co-operate to avoid unnecessary duplication.

C. Where different supervisory authorities are responsible for different parts of a group or
conglomerate appropriate co-operation and co-ordination exists. The supervisory
responsibilities of each authority are well-defined and leave no supervisory gaps.

d At a minimum, group-wide supervision of insurers which are part of insurance groups or
financia conglomerates includes, as a supplement to solo supervision, at a group level, and
intermediate level as appropriate, adequate policies on and supervisory oversight of:

- group structure and interrelationships, including ownership and management structure

- capital adequacy

- reinsurance and risk concertration

- intragroup transactions and exposures, including intra-group guarantees and possible lega
ligbilities

- interna control mechanisms and risk management processes, including reporting lines and
fit and proper testing of senior management.

e Host supervisory authorities avoid uncooperative behaviour with home supervisory authorities
S0 as not to hinder effective supervision of groups and conglomerates (refer to ICP 5 EC ).

f. The supervisory authority requires that insurance groups and financia conglomerates have
reporting systems in place that adequately meet the supervisory information demands.
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0.  Thesupervisory authority may deny or withdraw the license when the organisationa (or group)
structure hinders effective supervision (refer to ICP 6 and ICP 15).

6. Prudential requirements
15. Thissection sets out six principles addressing prudential requirements. Their common goal isto

ensure that insurers have the ability under all reasonably foreseeable circumstances to fulfil their
obligations as they fall due.

ICP18 Risk assessment and management

The supervisory authority requires insurers to recognise the range of risks that they face
and to assess and manage them effectively.

Explanatory note

18.1. Aninsurer should identify, understand, and manage the significant risks that it faces. Effective
and prudent risk management systems appropriate to the complexity, size and nature of the insurer’s
business should identify and measure against risk tolerance limits the risk exposure of the insurer on
an on-going basis in order to indicate potentia risks as early as possible. This may include looking at
risks by territory or by line of business.

18.2. Some risks are specific to the insurance sector, such as underwriting risks and risks related to
the evaluation of technical provisions. Other risks are similar to those of other financial institutions,

for example market (including interest rate), operationa, legal, organisational and conglomerate risks
(including contagion, correlation and counter-party risks).

18.3. Supervisors play acritical role in the risk management process by reviewing the monitoring and
controls exercised by the insurer. The supervisory authority develops prudentia regulations and
requirements to contain these risks. While the supervisor puts sich requirements in place with the
intention of ensuring enhanced practices by insurers, the ultimate responsibility for the development of
best practices and the proper operation of the insurer must always rest with the board of directors.

Essential criteria

a The supervisory authority requires and checks that insurers have in place comprehensive risk
management policies and systems capable of promptly identifying, measuring, assessing,
reporting and controlling their risks (refer to ICP 10 EC d).

b. The risk management policies and risk control systems are appropriate to the complexity, size
and nature of the insurer’s business. The insurer establishes an appropriate tolerance level or
risk limit for material sources of risk.

C. The risk management system monitors and controls al materia risks.
d. Insurers regularly review the market environment in which they operate, draw appropriate

conclusions as to the risks posed and take appropriate actions to manage adverse impacts of the
environment on the insurer’ s business.
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Advanced criteria

e Larger insurers establish arisk management function and a risk management committee.

ICP 19 I nsurance activity

Since insurance is a risk taking activity, the supervisory authority requires insurers to
evaluate and manage the risks that they underwrite, in particular through reinsurance,
and to have the tools to establish an adequate level of premiums.

Explanatory note

19.1. Insurers take on risks and manage them through a range of techniques including pooling and
diversification. Every insurer should have an underwriting policy that is approved and monitored by
the board of directors.

19.2. Insurers use actuarial, statistical, or financial methods for estimating liabilities and determining
premiums. If these amounts are materially understated, the consequences for the insurer can be
significant and in some cases fatal. In particular, premiums charged could be inadequate to cover the
risk and costs, insurers may pursue lines of business that are not profitable, and liabilities may be
understated, masking the true financia state of the insurer. There is a need to ensure that embedded
options have been identified, properly priced and an appropriate reserve has been established.

19.3. Insurers use a number of tools to mitigate and diversify the risks they assume. The most
important tool to transfer risk is reinsurance. An insurer should have a reinsurance strategy, approved
by its board, that is appropriate to its overall risk profile and its capital. The reinsurance strategy will
be part of the insurer’s overall underwriting strategy.

Essential criteria

a The supervisory authority requires insurers to have in place strategic underwriting and pricing
policies approved and reviewed regularly by the board of directors.

b. The supervisory authority checks that insurers evaluate the risks that they underwrite and
establish and maintain an adequate level of premiums. For this purpose, insurers should have
systems in place to control their expenses related to premiums and claims, including claims
handling and administration expenses. These expenses should be monitored by management on
an on-going basis.

C. The supervisory authority is able to review the methodology used by the insurer to set premiums
to determine that they are established on reasonable assumptions to enable the insurer to meet
its commitments.

d. The supervisory authority requires that the insurer has a clear strategy to mitigate and diversify
risks by defining limits on the amount of risk retained and taking out appropriate reinsurance
cover or using other risk transfer arrangements consistent with its capital position. This strategy
is an integral part of the insurer’s underwriting policy and must be approved and regularly
monitored and reviewed by the board of directors.

e. The supervisory authority reviews reinsurance arrangements to check that they are adequate and
that the claims held by insurers on their reinsurers are recoverable. This includes that:

IAIS- Insurance core principles Page 33 of 52
Approved in Singapore on 3 October 2003




- the reinsurance programme provides coverage appropriate to the level of capita of the
insurer (taking into account the real transfer of risk) and the profile of the risks it underwrites

- thereinsurer’s protection is secure. This might be addressed through different means, such as
relying on a system of direct supervison of reinsurers or obtaining collateral (including
trusts, letters of credit or funds withheld).

f. The supervisory authority checks that risk transfer instruments are properly accounted for in
order to give atrue and fair view of the insurer’s risk exposure.

ICP20 Liabilities

The supervisory authority requires insurers to comply with standards for establishing
adequate technical provisions and other liabilities, and making allowance for reinsurance
recoverables. The supervisory authority has both the authority and the ability to assessthe
adequacy of the technical provisions and to require that these provisions be increased, if
necessary.

Explanatory note

20.1. Aninsurer must identify and quantify its existing and anticipated obligations. The establishment
of sufficient technical provisions, that is the amount set aside on the balance sheet to meet obligations
arising out of insurance contracts (including any related administration expenses, embedded options,
policyholder dividends or bonuses and taxes) is a cornerstone of a sound capital adequacy and
solvency regime.

20.2. Standards should be defined to be followed by the insurers in setting up their liabilities and, in
particular, their technical provisions. These standards should address what is to be included as
liabilities; for example, claims provisions — including provisions for claims incurred but not reported,
provisions for unearned premiums, provisions for unexpired risks, life insurance provisions and any
other liabilities or technical provisons. These standards should aso be consistent with other
components of the solvency regime. The standards should ensure the that technical provisions are
sufficient to cover all expected and some unexpected claims and expenses, make use of reliable and
objective methods, and allow a comparison across insurers. The supervisors must have both the power
and the ability to check the adequacy of the technical provisions vis-a-vis the established standards
and to require the provisions to be increased if, in the supervisor’s opinion, these are not sufficient.
This part of the supervisory process requires the use of appropriate actuarial skills.

Essential criteria

a Lega provisions are in place for establishing adequate technical provisions and other liabilities
based on sound accounting and actuaria principles.

b.  The supervisory authority prescribes or agrees to standards for establishing technical provisions
and other liabilities.

C. The supervisory authority in developing the standards considers:
- what isto beincluded as aliability
- the procedure and the interna control system that are in place to ensure reliable data (refer to
ICP 10)
- the methods and assumptions for assessing, on areliable, objective, transparent and prudent
basis, technical provisionsto cover all expected and some unexpected claims and expenses.
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d.  The supervisory authority reviews the sufficiency of the technical provisions through off-site
monitoring and on-site inspection (refer to ICPs 12 and 13).

e The supervisory authority requires the technical provisions to be increased if they are not
sufficient.

f. The supervisory authority ensures that standards stipul ate:

- genera limits for the valuation of the amounts recoverable under reinsurance arrangements
with a given reinsurer for solvency purposes, taking into account the ultimate collectability
and the real transfer of risk

- sound accounting principles for the booking of the amounts recoverable under reinsurance
arrangements

- the credit for technical provisions for amounts recoverable under reinsurance arrangements.
In that case, the amount recoverable is disclosed in the financia statement of the insurer by
reporting the respective gross and net figures in the accounts.

Advanced criteria
g. The supervisory authority requires that insurers undertake regular stress testing for a range of

adverse scenarios in order to assess the adequacy of capital resources in case technical
provisions have to be increased (refer to ICP 21 AC k and ICP 23 AC))).

ICP21 I nvestments

The supervisory authority requires insurers to comply with standards on investment
activities. These standards include requirements on investment policy, asset mix,
valuation, diversification, asset-liability matching, and risk management.

Explanatory note

21.1. Insurers must manage their investments in a sound and prudent manner. An investment portfolio
carries a range of investment-related risks that might affect the coverage of technical provisions and
the solvency margin.  Insurers need to identify, measure, report and control the main risks.

21.2. For insurers in many jurisdictions concentration risk arising from the limited availability of
suitable domestic investment vehiclesis area problem. By contrast, international insurers investment
dtrategies are potentially complex because often they 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.

21.3. The supervisory authority ensures that standards are established for insurers in managing their
investment portfolios and inherent risks. The supervisory authority needs to have both the authority
and ability to assess these risks and their potential impact on technical provisions and solvency.
However, the detailed formulation of an insurer’s investment management policy and internal risk
control methodology is the responsibility of the board of directors.

Essential criteria
a Requirements regarding the management d investments are in place, either in the law or in

supervisory rules. These requirements address, but may not be limited to, the following:
- the mixture and diversification by type
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- limits or redtrictions on the amount that may be held in particular types of financia
instruments, property, and receivables

- the safekeeping of assets

- the appropriate matching of assets and liabilities

- thelevd of liquidity.

Investments are valued according to a method prescribed by or acceptable to the supervisory
authority.

The supervisory authority requires insurers to have in place an overal strategic investment

policy, approved and reviewed annually by the board of directors, that addresses the following

main elements:

- therisk profile of the insurer

- the determination of the strategic asset alocation, that is, the long-term asset mix over the
main investment categories

- the establishment of limits for the allocation of assets by geographical area, markets, sectors,
counterparties and currency

- the extent to which the holding of some types of assets is restricted or disallowed, for
exampleilliquid or volatile assets or derivatives

- the conditions under which the insurer can pledge or lend assets

- an overdl policy on the use of financial derivatives and structured products that have the
economic effect of derivatives (refer to ICP 22)

- clear accountability for all asset transactions and associated risks.

The risk management systems must cover the risks associated with investment activities that
might affect the coverage of technica provisions and/or solvency margins (capital). The main
risksinclude:

- market risk

- creditrisk

- liquidity risk

- failurein safe keeping of assets (including the risk of inadequate custodia agreements).

The supervisory authority checks that insurers have in place adequate internal controls to ensure
that assets are managed in accordance with the overal investment policy, as well as in
compliance with legal, accounting, and regulatory requirements. These controls should ensure
that investment procedures are documented and properly overseen. Normally the functions
responsible for measuring, monitoring, settling and controlling asset transactions are separate
from the front office functions (refer to |CP 10).

The supervisory authority requires that oversight of, and clear management accountability for,
an insurer’s investment policies and procedures remain ultimately with the board of directors,
regardless of the extent to which associated activities and functions are delegated or outsourced.

The supervisory authority requires that key staff involved with investment activities have the
appropriate levels of skills, experience and integrity.

The supervisory authority requires that insurers have in place rigorous audit procedures that
include full coverage of their investment activities to ensure the timely identification of interna
control weaknesses and operating system deficiencies. If the audit is performed interndly it
should be independent of the function being reviewed.
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I. The supervisory authority requires that insurers have in place effective procedures for
monitoring and managing their asset/liability position to ensure that their investment activities
and asset positions are appropriate to their liability and risk profiles.

J- The supervisory authority requires that insurers have in place contingency plans to mitigate the
effects of deteriorating conditions.

Advanced criteria
K. The supervisory authority requires that insurers undertake regular stress testing for a range of

market scenarios and changing investment and operating conditions in order to assess the
appropriateness of asset alocation limits (refer to ICP 20 AC g and ICP 23 AC)).

ICP 22 Derivativesand smilar commitments

The supervisory authority requires insurers to @mply with standards on the use of
derivatives and similar commitments. These standards address restrictions in their use
and disclosure requirements, as well as internal controls and monitoring of the related
positions.

Explanatory note

22.1. A derivative is a financia asset or liability whose value depends on (or is derived from) other
assets, liabilities or indices (the "underlying asset"). Derivatives are financia contracts and include a
wide assortment of instruments, such as forwards, futures, options, warrants, and swaps. These
features can be embedded in hybrid instruments (e.g., a bond whose maturity value is tied to an equity
index is a hybrid instrument that contains a derivative). Insurers choosing to engage in derivative
activities should clearly define their objectives, ensuring that these are consistent with any legidative
restrictions.

22.2. Given the nature of insurance operations, derivatives should be used preferably as a risk
mitigation mechanism. Supervisory authorities may restrict the use of derivatives to the reduction of
investment risk or efficient portfolio management. Derivatives should be considered in the context of
aprudent overall asset/liability management strategy.

22.3. This principle also applies to financia instruments that have the economic effect of derivatives
and could apply to commodity derivatives, where insurers are permitted to engage in these
transactions. Where a jurisdiction completely prohibits the use of derivatives and similar commitments
then the assessment criteria clearly do not apply. The prohibition of the use of derivatives is
particularly appropriate where a jurisdiction does not fully observe the conditions for effective
supervision (refer to ICP 1).

224, The criteria of transparent and structured decision-making procedures of policy-setting,
execution, monitoring, reporting and control apply equally to similar commitments that are not
derivatives transactions but which may be included in some jurisdictions as * off-balance sheet’ items.
Equivaent requirements and controls should be in place for commitments transacted through specia
purpose vehicles.

22.5. Derivatives, used appropriately, can be useful tools in the reduction of portfolio risk of insurers.
In monitoring the activities of insurers involved in derivatives, the supervisory authority must satisfy
itself that insurers have the ability to recognise, measure, and prudently manage the risks associated
with their use. The supervisory authority should obtain sufficient information on insurers policies and
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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.

Essential criteria

a

Requirements regarding the use of derivatives are in place, ether in the law or in supervisory
rules. The requirements consider the risks in the use of derivatives and smilar commitments.

The supervisory authority establishes disclosure requirements for derivatives and similar
commitments.

The supervisory authority requires the board of directors to satisfy itself that collectively the
board has sufficient expertise to understand the important issues related to the use of
derivatives, and that al individuals conducting and monitoring derivatives activities are suitably
qualified and competent.

The supervisory authority requires insurers using derivatives to have in place an appropriate

policy for their use that must be approved and reviewed annually by the board of directors. This

policy should be consistent with the insurer’s activities, its overall strategic investment policy

and asset/liability management strategy, and its risk tolerance. It addresses at |east the following

elements:

- the purposes for which derivatives can be used

- the establishment of appropriately structured exposure limits for derivatives taking into
account the purpose of their use and the uncertainty caused by market, credit, liquidity,
operations and legal risk

- the extent to which the holding of some types of derivatives is restricted or not authorised;
for example, where the potential exposure cannot be reliably measured, the closing out or
disposal of the derivative could be difficult due to its lack of marketability (as may be the
case with over-the-counter instruments) or the illiquidity of the market, or where
independent (i.e. externa) verification of pricing is not available

- the delineation of lines of responsibility and a framework of accountability for derivatives
transactions.

The supervisory authority requires that insurers have in place risk management systems,

covering the risks from derivatives activities to ensure that the risks arising from al derivatives

transactions undertaken by the insurer can be:

- anaysed and monitored individualy and in aggregate

- monitored and managed in an integrated manner with similar risks arising from
nonderivatives activities so that exposures can be regularly assessed on a consolidated basis.

The supervisory authority requires that insurers have in place adequate interna controls to
ensure that derivatives activities are properly overseen and that transactions have been entered
into only in accordance with the insurer's approved policies and procedures, and legal and
regulatory requirements. These controls ensure appropriate segregation between those who
measure, monitor, settle and control derivatives and those who initiate transactions (refer to ICP
10).

The supervisory authority requires that insurers have in place personnel with appropriate skills
to vet models used by the front office and to price the instruments used, and that pricing follows
market convention. These functions should also be separate from the front office.
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h.  The supervisory authority requires that the board of directors ensure that the insurer has the
appropriate capability to verify pricing independently where the use of ‘over-the-counter’
derivatives is permitted under the insurer’s policy.

i. The supervisory authority requires that insurers have in place rigorous audit procedures that
include coverage of their derivatives activities to ensure the timely identification of internal
control weaknesses and operating system deficiencies. If the audit is performed interndly it
should be independent of the function being reviewed.

ICP23 Capital adequacy and solvency

The supervisory authority requires insurers to comply with the prescribed solvency
regime. This regime includes capital adequacy requirements and requires suitable forms
of capital that enable the insurer to absorb significant unforeseen losses.

Explanatory note

231. A sound solvency regime is essentiad to the supervison of insurance companies and the
protection of policyholders. Capital adequacy requirements are part of a solvency regime. A solvency
regime should take into account not only the sufficiency of technical provisionsto cover all expected
and some unexpected claims and expenses but aso the sufficiency of capital to absorb significant
unexpected losses - to the extent not covered by the technical provisions - on the risks for which
capital is explicitly required. It should aso require additiona capital to absorb losses from risks not
explicitly identified.

23.2. In order to protect policyholders from undue loss, it is necessary that a solvency regime
establishes not only minimum capita adequacy requirements, but also a solvency control level, or
series of control levels, which act as indicators or triggers for early supervisory action, before
problems become serious threats to an insurer’s solvency. The form of the solvency control level may
be based on capital levels or other financiad measures related to the solvency regime of the
jurisdiction.

23.3. Any dlowance for reinsurance in a capital adequacy and solvency regime should consider the
effectiveness of the risk transfer and make allowance for the likely security of the reinsurance
counterparty.

Essential criteria

a The solvency regime addresses in a cons stent manner:
- vauation of liahilities, including technica provisions and the margins contained therein
- quality, liquidity and valuation of assets
- matching of assets and liabilities
- suitable forms of capital
- capital adequacy requirements.

b. Any alowance for risk mitigation or transfer considers both its effectiveness and the security of
any counterparty.

C. Suitable forms of capital are defined.

d. Capita adequacy requirements are sensitive to the size, complexity and risks of an insurer’s
operations, as well as the accounting requirements that apply to the insurer.
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e The minimum capital adequacy requirements should be set at a sufficiently prudent level to give
reasonabl e assurance that policyholder interests will be protected.

f. Capital adequacy requirements are established at alevel such that an insurer having assets equal
to the total of liabilities and required capital will be able to absorb significant unforeseen losses.

s} Solvency control levels are established. Where the solvency position reaches or falls below one
or more control levels, the supervisory authority intervenes and requires corrective action by the
insurer or imposes restrictions on the insurer. The control level is set so that corrective action
can be taken in atimely manner (refer to ICP 14).

h. Inflation of capital — through double or multiple gearing, intra-group transactions, or other
financing techniques available as a result of the insurer’s membership in a corporate group — is
addressed in the capital adegquacy and solvency calculation (refer to ICP 17).

i. The solvency regime addresses the requirements placed upon an insurer operating through a
branch.

Advanced criteria

J- The solvency regime provides for periodic, forward-looking analysis (e.g., dynamic solvency/
stress testing) of an insurer’s ability to meet its obligations under various conditions (refer to
ICP20 AC gand ICP 21 ACK).

k. The supervisory authority assesses the structure of its solvency regime against structures of a
peer group of jurisdictions and works towards achieving consistency.

7. M arkets and consumers

16. The following principles address issues of market conduct that are an essential area of the
supervision in the insurance sector, and may have areputation risk or prudential impact on insurers.

ICP24 Intermediaries

The supervisory authority sets requirements, directly or through the supervision of
insurers, for the conduct of intermediaries.

Explanatory note

24.1. In many insurance markets, intermediaries serve as important distribution channels of insurance.
They provide the interface between consumers and the insurer. Their good conduct is essential to
protect consumers and promote confidence in insurance markets. For this reason, intermediaries
should be directly or indirectly supervised. Where intermediaries are supervised directly, then the
supervisory authority should be able to conduct on-site inspection when needed (refer to ICP 13 EC f).
24.2. Intermediariesinclude al those who are engaged in insurance intermediation activities.
Essential criteria

a The supervisory authority requires intermediaries to be licensed or registered.
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b. The supervisory authority requires intermediaries to have adequate general, commercia and
professiona knowledge and ability as well as having a good reputation.

C. If necessary, the supervisory authority takes corrective action, including applying sanctions,
directly or through insurers, and cancelling the intermediary’s licence or registration, when
appropriate.

d.  The supervisory authority requires an intermediary who handles client's money to have
sufficient safeguards in place to protect these funds.

e The supervisory authority requires intermediaries to give customers information on their status,
specifically whether they are independent or associated with particular insurance companies and
whether they are authorised to conclude insurance contracts on behalf of an insurer or not.

f. The supervisory authority or other authority must have powers to take action against those
individuals or entities that are carrying on insurance intermediation activity without license or
registration.

ICP 25 Consumer protection

The supervisory authority sets minimum requirements for insurers and intermediaries in
dealing with consumers in its jurisdiction, including foreign insurers selling products on a
cross-border basis. The requirements include provision of timely, complete and relevant
information to consumers both before a contract is entered into through to the point at
which all obligations under a contract have been satisfied.

Explanatory note:

25.1. Requirements for the conduct of insurance business help to strengthen consumer confidence in
the insurance market.

25.2. The supervisory authority requires insurers and intermediaries to treat their customers fairly,
paying attention to their information needs. With respect to consumers in their own jurisdiction, the
supervisory authority should set requirements with which insurers and intermediaries must comply.
The requirements applicable to cross-border sales should aso be clear.

25.3. A good claim resolution process is essentia for the fair treatment of consumers. For this
purpose, some jurisdictions have established extra judicial claim resolution mechanisms, such as
independent panels or arbitrators.

25.4. For alarge number of consumers, insurance products are difficult to understand and evaluate.
Insurers and intermediaries have a greater knowledge of insurance issues than the consumers.
Arrangements should therefore exist for potentia policyholders:
to have access to information needed to make an informed decision before entering into a contract
to be informed about their rights and obligations for the duration of the contract

25.5. These requirements should distinguish between particular types of customers. In particular,
detailed conduct of business rules may not be appropriate for reinsurance transactions or in respect of
professional customers. Nonetheless this does not relieve reinsurers of their duty to provide complete
and accurate information to the insurers with whom they deal.
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Essential criteria

a The supervisory authority requires insurers and intermediaries to act with due skill, care and
diligencein their dealing with consumers.

b. The supervisory authority requires insurers and intermediaries to have policies on how to treat
consumers fairly and to have systems and provide training to ensure compliance with those
policies by their employees and other sales collaborators.

C. The supervisory authority requires insurers and intermediaries to seek the information from
their consumers that is appropriate in order to assess their insurance needs, before giving advice
or concluding a contract.

d. The supervisory authority sets requirements for insurers and intermediaries with regard to the
content and timing of provision of information:
- on the product, including the associated risks, benefits, obligations, and charges
- on other matters related to the sale, including possible conflict d interest to existing or
potential policyholders.

e The supervisory authority requires insurers and intermediaries to deal with clams and
complaints effectively and fairly through a smple, easily accessible and equitable process.

Advanced criteria

f. The supervisory authority requires insurers and intermediaries to set rules on the handling of
customer information paying due regard to the protection of private information of customers.

0. The supervisory authority gives information to the public about whether and how loca
legidation applies to the cross-border offering of insurance, such as e-commerce. The
Supervisor issues warning notices to consumers when necessary in order to avoid transactions
with unsupervised entities.

h. The supervisory authority promotes the consumers' understanding of the insurance contracts.

ICP 26 Information, disclosure & transparency towards the market

The supervisory authority requires insurers to disclose relevant information on a timely
basis in order to give stakeholders a clear view of their business activities and financia
position and to facilitate the understanding of the risks to which they are exposed.

Explanatory note

26.1. Public disclosure of reliable and timely information facilitates the understanding by prospective
and existing stakeholders of the financia position of insurers and the risks to which they are subject,
regardless of whether they are publicly traded or not.

26.2. Supervisory authorities are concerned with maintaining efficient, fair, safe and stable insurance
markets for the benefit and protection of policyholders. When provided with appropriate information
markets can act efficiently, rewarding those insurers that operate effectively and penalising those that
do not. This aspect of market discipline serves as an adjunct to supervision.
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26.3. Regular disclosure can facilitate the smooth functioning of the insurance markets. For example,
when timely public disclosure exists market participants are less likely to overreact to negative
information about an insurer.

26.4. Greater disclosure entails increased costs, which may be direct or indirect. For example,
companies may experience a competitive disadvantage from increased disclosure of proprietary
information. These costs must be weighed against the potential benefit of increased disclosure required
by any standards.

26.5. The supervisory authority takes action, if necessary in coordination with other relevant bodies,
to ensure effective and relevant disclosure.

Essential criteria

a Insurers are required to disclose information on their financial position and the risks to which

they are subject. Specifically, information disclosed should be:
relevant to decisions taken by market participants

- timely so asto be available and up-to-date at the time those decisions are made

- accessible without undue expense or delay by the market participants

- comprehensive and meaningful so as to enable market participants to form a well-rounded
view of the insurer

- reliable as a basis upon which to make decisions

- comparable between different insurers

- consistent over time so as to enable relevant trends to be discerned.

b. Information includes quantitative and qualitative information on:
- financia position
- financial performance
and a description of:
- the basis, methods and assumptions upon which information is prepared (and comments on
the impact of any changes)
- risks exposures and how they are managed
- management and corporate governance.

C. Insurers are required to produce, at least annually, audited financia statements and make them
available to stakeholders.

d. The supervisory authority monitors the information disclosed by insurers and takes the
necessary actions to ensure the compliance with disclosure requirements.

Advanced criteria

e Information includes quantitative information of relevant risk exposures.

ICP27 Fraud

The supervisory authority requires that insurers and intermediaries take the necessary
measures to prevent, detect and remedy insurance fraud.
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Explanatory note

27.1. The supervisory authority has an important role to play n combating fraud in insurance in its
jurisdiction. It communicates with other supervisors in addressing such fraud across jurisdictions.

27.2. Fraud can be perpetrated by any party involved in insurance, e.g. insurers, insurerS managers
and staff, intermediaries, accountants, auditors, consultants, claims adjusters as well as policyholders.

27.3. Most jurisdictions have lega provisions against fraud in insurance. In many jurisdictions,
instances of fraud are crimina acts.

27.4. Fraud in insurance results in reputational as well as financial damage and social and economic
costs. That is why the supervisory authority requires that insurers and intermediaries address it
effectively.

Essential criteria

a.  Thesupervisory authority has the powers and resources to establish and enforce regulations and
to communicate as appropriate with enforcement authorities, as well as with other supervisors,
to deter, detect, record, report and remedy fraud in insurance.

b. L egidation addresses insurer fraud.
C. Claims fraud is a punishable offence.

d. The supervisory authority requires insurers and intermediaries to ensure high standards of
integrity of their business.

e.  The supervisory authority requires that insurers and intermediaries alocate appropriate
resources and implement effective pocedures and controls to deter, detect, record and, as
required, promptly report fraud to appropriate authorities. This function is under the
responsibility of senior staff of the insurer and intermediary.

f. As required, the supervisory authority ascertains that insurers take effective measures to prevent
fraud, including providing counter-fraud training to management and staff. The supervisory
authority promotes the exchange of information between insurers with respect to fraud and
those committing fraud including, as appropriate, through the use of databases.

0.  The supervisory authority co-operates with other supervisory authorities including, as
appropriate, in other jurisdictions in countering fraud.
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8. Anti-money laundering, combating the financing of terrorism

ICP28 Anti-money laundering, combating the financing of terrorism (AML/CFT)

The supervisory authority requires insurers and intermediaries, at a minimum those
insurers and intermediaries offering life insurance products or other investment related
insurance, to take effective measures to deter, detect and report money laundering and the
financing of terrorism consistent with the Recommendations of the Financial Action Task
Force on Money Laundering (FATF).

Explanatory note

28.1. In most IAIS member jurisdictions, money laundering and financing of terrorism are criminal
acts under the law. Money laundering is the processing of crimina proceeds to disguise their illegal
origin. The financing of terrorism involves the direct or indirect provison of funds, whether lawfully
or unlawfully obtained, for terrorist acts or to terrorist organisations.

28.2. Insurers and intermediaries, in particular those insurers and intermediaries offering life
insurance or other investment related insurance could be involved, knowingly or unknowingly, in
money laundering and financing of terrorism. This exposes them to legal, operational and reputational
risks. Supervisory authorities, in conjunction with law enforcement authorities and in co-operation
with other supervisors, must adequately supervise insurers and intermediaries for AML/CFT purposes
to prevent and counter such activities.

Essential criteria

a The measures required under the AML/CFT legidation and the activities of the supervisors
should meet the criteria under those FATF Recommendations applicable to the insurance
sector”

b. The supervisory authority has adequate powers of supervision, enforcement and sanction in
order to monitor and ensure compliance with AML/CFT requirements. Furthermore, the
supervisory authority has the authority to take the necessary supervisory measures to prevent
criminals or their associates from holding or being the beneficial owner of a significant or
controlling interest or holding a management function in an insurer or an intermediary.

C. The supervisory authority has appropriate authority to co-operate effectively with the domestic
Financia Intelligence Unit (FIU) and domestic enforcement authorities, as well as with other
supervisors both domestic and foreign, for AML/CFT purposes.

d.  The supervisory authority devotes adequate resources - financial, human and technical - to
AML/CFT supervisory activities.

e. The supervisory authority requires insurers and intermediaries, at a minimum those insurers and
intermediaries offering life insurance products or other investment related insurance, to comply
with AML/CFT requirements, which are consistent with the FATF Recommendations
applicable to the insurance sector, including:

® See FATF Recommendations 4-6, 811, 13-1517,21-23, 25 2932 and 40 as well as Special
Recommendations IV, V and the AML /CFT Methodology for a description of the complete set of AML/CFT
measures that are required.
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- performing the necessary customer due diligence (CDD) on customers, beneficia owners
and beneficiaries

- taking enhanced measures with respect to higher risk customers

- maintaining full business and transaction records, including CDD data, for at least 5 years

- monitoring for complex, unusua large transactions, or unusual patterns of transactions, that
have no apparent or visible economic or lawful purpose

- reporting suspicious transactions to the FIU

- developing interna programmes (including training), procedures, controls and audit
functions to combat money laundering and terrorist financing

- ensuring that their foreign branches and subsidiaries observe appropriate AML/CFT
measures consistent with the home jurisdiction requirements.
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Annex 1 - Referenced

Conditionsfor effective supervision

| ICP1 Conditions for effective insurance supervision

Thesupervisory system

ICP2 Supervisory objectives

ICP3 Supervisory authority

ICP4 Supervisory process

ICP5 Supervisory cooperation and information sharing

References:
- Principles No. 2. Principles Applicable to the Supervision of International Insurers and Insurance
Groups and their Cross-Border Business Operations (Approved December 1999)

Principles No. 6. Principles on Minimum Requirements for Supervision of Reinsurers (Approved
October 2002)

Supervisory Standard No. 6. Supervisory Standard on the Exchange of Information (Approved
January 2002)

Supervisory Standard No. 8. Standard on supervision of reinsurers (Approved October 2003)
Guidance Paper No. 2. A Model Memorandum of Understanding (to facilitate the exchange of
information between financia supervisors) (Approved September 1997)

IMF s Code of Good Practices on Transparency in Monetary and Financial Policies: Declaration
of Principles (September 1999 and July 2000)

Thesupervised entity

ICP6 Licensing

ICP7 Suitability of persons

ICP8 Changes in control and portfolio transfers
ICP9 Corporate governance

ICP 10 Internal control

References:

- Principles No. 2. Principles Applicable to the Supervision of Internationa Insurers and Insurance
Groups and their Cross-Border Business Operations (Approved December 1999)
Principles No. 6. Principles on Minimum Requirements for Supervision of Reinsurers (Approved
October 2002)
Supervisory Standard No. 1. Supervisory Standard on Licensing (Approved October 1998)
Supervisory Standard No.3. Supervisory Standard on Derivatives (Approved October 1998)
Supervisory Standard No.4. Supervisory Standard on Asset Management by Insurance
Companies (Approved December 1999)
Supervisory Standard No.7. Supervisory Standard on the Evaluation of the Reinsurance Cover
(Approved January 2002)
Supervisory Standard No. 8. Standard on supervision of reinsurers (Approved October 2003)
Guidance Paper No 1. Guidance on Insurance Regulation and Supervision for Emerging Market
Economies (Approved September 1997)

® Note: papers that are still in draft but whose adoption is anticipated at the October 2003 General Meeting are
listed in bold. Annual updating of this part of the document will be necessary.
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Guidance Paper No. 2. A Modd Memorandum of Understanding (to facilitate the exchange of
information between financia supervisors) (Approved September 1997)

Guidance Paper No. 3. Guidance Paper for Fit And Proper Principles and their Application
(Approved October 2000)

Guidance Paper No. 7: The Use of actuaries as part of a supervisory model (Approved October

2003)

On-going Supervision

ICP11 Market analysis

ICP 12 Reporting to supervisors and off-site monitoring
ICP 13 On-site ingpection

ICP 14 Preventive and corrective measures

ICP15 Enforcement or sanctions

ICP 16 Winding-up & exit from the market

ICP 17 Group-wide supervision

References:
- Principles No. 6. Principles on Minimum Requirements for Supervision of Reinsurers (Approved
October 2002)
Supervisory Standard No. 2. Supervisory Standard on On-Site Inspections (Approved October
1998)
Supervisory Standard No. 5. Supervisory Standard on Group Coordination (Approved October
2000)
Supervisory Standard No. 7. Supervisory Standard on the Evaluation of the Reinsurance Cover
(Approved January 2002)
Guidance Paper No. 6: Solvency control levels (Approved October 2003)
Joint Forum papers pertaining to:
- coordination
- supervisory information sharing
- capital adequacy
- fit and proper tests
- intra-group transactions and exposures
- risk concentrations

Prudential requirements

ICP 18 Risk assessment and management
ICP 19 Insurance activity

ICP 20 Liabilities

ICP21 Investments

ICP 22 Derivatives and similar commitments

ICP 23 Capita adequacy and solvency

References:
Principles No. 5. Principles on Capital Adequacy and Solvency (Approved January 2002)
Principles No. 6. Principles on Minimum Requirements for Supervision of Reinsurers (Approved
October 2002)
Supervisory Standard No. 3. Supervisory Standard on Derivatives (Approved October 1998)
Supervisory Standard No. 4. Supervisory Standard on Asset Management by Insurance
Companies (Approved December 1999)
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Supervisory Standard No. 7. Supervisory Standard on the Evaluation of the Reinsurance Cover
(Approved January 2002)

Supervisory Standard No. 8. Standard on supervision of reinsurers (Approved October 2003)
Guidance Paper No. 7: The Use of actuaries as part of a supervisory model (Approved October
2003)

Guidance Paper No. 6: Solvency control levels (Approved October 2003)

Guidance Paper No. 8: Stress testing (Approved October 2003)

Discussion Paper Quantifying and Assessing Insurance Liabilities - January 2003

Marketsand consumers

ICP24 Intermediaries
ICP 25 Consumer protection

ICP 26 Information, disclosure & transparency towards the market
ICP 27 Fraud
References:

Principles No. 3. Principles for the Conduct of Insurance Business (Approved December 1999)
Principles No. 4. Principles on the Supervision of Insurance Activities on the Internet (Approved
October 2000)

Guidance Paper No. 4. Guidance Paper on Public Disclosure by Insurers (Approved January
2002)

Anti-money laundering/ Combating the Financing of Terrorism

| ICP 28 Anti-money laundering/ Combating the Financing of Terrorism

References:
Guidance Paper No. 5. Anti-Money Laundering Guidance Notes for Insurance Supervisors and
Insurance Entities (Approved January 2002)
Methodology for Assessing Compliance with Anti-Money Laundering and Combating the
Financing of Terrorism Standards (prepared IMF, World Bank, Financial Action Task Force and
approved by at an FATF plenary meeting October 2002)
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Annex 2 - Assessment methodology

1 This annex sets out factors that should be considered when carrying out an assessment of a
jurisdiction or authority’ s observance of the Insurance core principlesand criteria

2. The IAIS strongly encourages implementation of the framework for effective supervision
described by the Insurance core principles 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 market stability -- as well as recommending
possible remedies.

3. The framework described by the Insurance wre principles is general. Supervisors have
flexibility in adapting it to the domestic context (e.g., depending on the market structure and stage of
development). The explanatory notes and criteria provide more guidance on what is expected in order
to implement each principle. 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.

Scope

4. Assessments against the Insurance core principles can be conducted in a number of contexts

including:

- self assessments performed by insurance supervisors themselves, sometimes with the assistance
of other experts
reviews conducted by third parties and, in particular, those conducted in the context of the IMF
and World Bank Financial Sector Assessment Program (FSAP).

5. Assessments can be limited to the responsibilities of a particular insurance supervisory authority
or relate to the jurisdiction as a whole. Whatever the case, this should be clearly understood by all
parties concerned. FSAP reviews are always done with respect to the jurisdiction as a whole. Where
more than one authority is involved in the supervisory process then the interaction of supervisory roles
should be clearly described in the assessment.

Conduct of independent assessments - assessment by experts

6. The process of assessing each principle requires a judgmental weighing of numerous elements
that only qualified assessors with practical and relevant experience can provide. Normaly an
independent assessment would be conducted by at least one expert. Assessors not familiar with the
insurance sector, while possibly providing a fresh perspective, could come to incorrect or misleading
conclusions due to their lack of sector specific knowledge.

Conduct of independent assessments - access to information

7. 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 laws, regulations and
administrative policies but aso 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. 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, insurance companies and insurance industry
associations, actuaries, auditors, and other financial sector participants.
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Assessment categories

Assessment of essential criteria

8. In making the assessment, each of the essential criteria has to be considered. The criteria
should be assessed using five categories. observed, largely observed, partly observed, not
observed, and not applicable.

0. For a criterion to be considered observed, it is usually necessary that the authority has the legal
authority to perform its tasks and that it exercises this authority to a satisfactory standard. Where the
supervisory authority sets requirementsit should also ensure that these requirements are implemented.
Having the necessary resources is essentia for the supervisory authority to effectively implement the
requirements. Just to accept the power in the law is insufficient for full observance to be recorded
againg a criterion except where the criterion is specificaly 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 practiceis clearly substantiated as common and undisputed.

10.  Normally, but not always, the Insurance core principles should be equally applicable to both
life and non-life sectors in order for an overal rating to be assigned. Similarly, it is possible that
certain specidised parts of the insurance sector would have observance with the Insurance core
principles differing from the other insurance business in the jurisdiction. Where the lega or practical
position is materialy 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.

11.  Assessments are based solely on the laws, regulations and other supervisory requirements or
practices that are in place at the time. Proposed improvements 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 fuly implemented. Similarly, laws that do not meet with a
satisfactory level of observance in practice cannot be recorded as “observed”. As a result, it is
important to recognise when the assessment is conducted and to record this in the report.

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

13. A criterion would be considered not applicable whenever:

- the criterion does not apply given the structural, lega and ingtitutional features of a jurisdiction’
an assessment is conducted in the context of the individual supervisory authority and the criterion
is the responsibility of other authorities in the jurisdiction (for example for ICP 1). In this
instance, the relevant authority should be clearly identified in the assessment report.

14.  In the assessment of ICP 1 the assessor may refer to recent assessments or studies on these
matters by public international institutions where available.

7. An example of this situation isif ajurisdiction prohibits the use of derivatives and similar commitments.

In such acase, most, if not al, of the criteriaunder ICP 22 would be noted as not applicable.
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Assessment of advanced criteria

15.  With respect to the advanced criteria set forth in this document, these may or may not be
assessed depending on the objectives and views of those sponsoring the exercise. Even when they are
included, however, the results will not be a factor in coming to an overall view on observance with a
principle. Instead, the assessment of the advanced criteria is recorded in the description and informs
the comments and recommendations as appropriate. For consistency only essentia criteria are taken
into account in the assessment of the overal core principle.

Assessment of principles

16. As noted above, the level of observance for each principle reflects the assessments of the
essential criteria. A principle will be considered observed whenever al the essential criteria are
considered to be observed or when all the essentia criteria are observed except for a number that are
considered not applicable. A principle will be considered to be not applicable when the essential
criteria are considered to be not applicable.

17.  With respect to an assessment of the principle that is other than observed or not applicable,
similar guidance is to be used as applies to the criteria themselves. So, for a principle to be considered
largely observed, it is necessary that only minor shortcomings exist which do not raise any concerns
about the authority’s ability to achieve full observance with the principle. A principle will be
consdered partly observed whenever, despite progress, the shortcomings are sufficient to raise
doubts about the authority’s ability to achieve observance. A principle will be considered not
obser ved whenever no substantive progress toward observance has been achieved.

18. Whileit is generaly expected that full observance of a principle would be achieved through the
observance of the essentia criteria, there may be instances, where a jurisdiction can demonstrate that
observance with a principle has been achieved through different means. Conversaly, due to specific
conditions in ajurisdiction, meeting the essential criteria may not be sufficient to achieve observance
of the objective of aprinciple. In these cases, additional measures are needed in order for observance
of the particular principle to be considered effective.

Reporting

19. The IAIS does not prescribe the precise format or content of reports that result from an
assessment against the Insurance core principles. It does, however, consider that the report should:
- beinwriting
include both the assessment of observance itself and any additional information referred to in this
section
identify the scope and timing of the assessment
identify the assessors
in the case of an external assessment, refer to the infamation 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 externa assessment, include prioritised recommendations for achieving
improved observance of the Insurance core principles recognising that the assessment should not
be considered as an end in itself.
in the case of an externa assessment, include the formal comments provided by the authoritiesin
response to the assessment.

20. Thequestion of publication of the results of an assessment is a matter for the local authorities.
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1. Introduction

1. The overdl objective of insurance supervison is to maintain efficient, far, safe and sable
insurance markets for the benefit and protection of policyholders. To achieve this objective in an
environment where many insurers and insurance groups are rapidly extending ther internationa
operations, often into new and emerging markets, there is an increasing need for insurance
supervisors to co-operate with each other. The purpose of this paper is therefore to develop
practical standards that members may chose to gpply, and in this sense to establish principles for co-
operation between insurance supervisors in the supervision of the foreign' business operations of
internationa insurers and insurance groups with a view to maintaining and enhancing its effectiveness.
The main focus is on regulation in the interests of policyholders and potentiad policyholders of the
financid srength of insurers and their ability to pay clams - and not on conduct of busness
regulation. The principles which are eaborated below should be implemented taking full account of
any internationa obligations which may aso be applicable.

2. This paper covers foreign branches (and the equivaent?), which are integral parts of an
insurer incorporated in a different jurisdiction; foreign subsdiaries, which are legdly separate

a) In the United States, the term "foreign" is normally utilised by State supervisors to denote insurers with their head office in
another US State. Insurers with a head office outside the United States are designated "alien" insurers. The principles
developed in this paper will be applied in the United States taking account of this difference in terminology.

b) The principles will be applied within the European Union (EU) taking account of the provisions for mutual recognition, and
the exercise of home jurisdiction control over branches in other EU Member States.

References to branches elsewhere in the paper are to be taken to cover equivalent establishments.
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ingtitutions incorporated in a different jurisdiction from that of the parent insurers which have control
over them; joint ventures, which are legdly separate indtitutions owned and controlled by two or
more parent ingitutions, at least one of which is incorporated in a different jurisdiction, and not al of
which are necessarily insurers; and the cross-border provision of insurance on a services basis,

3. This paper does not consder questions arising from the provison of insurance over the
Internet. Nor does it cover the activities of pure reinsurers, which are directly supervised in some
juridictions but not in others, dthough this gap may be partly filled by the dose interest most
supervisors teke in the qudity of the reinsurance programmes placed by the direct insurers they
upervise, or by the impostion of financid or other requirements on reinsurance contracts as a
condition for credit being given for reinsurance ceded by direct insurers. These are two aress to
which the IAIS will revert.

2. Definitions

4, The following definitions apply to terms used in the paper:

Homejurisdiction. A homejurisdiction is onein which a parent insurer isincorporated, or in which
the head office of a branch is incorporated. Host jurisdictions/supervisors must be aware of the
distinctions between immediate and higher level home jurisdictions/supervisors, taking account of the
hierarchica corporate structures of many internationa insurers and insurance groups. Except where
specified, the terms home jurisdiction/supervisor where they agppear cover both immediate and higher
levels

Host jurisdiction. A hog jurisdiction is one in which a branch of aforeign insurer is located; or in
which a subsdiary or joint venture of a foreign parent insurer is incorporated; or, in the case of the
cross-border provison of insurance on a services bass, the jurisdiction in which the service is
provided.

Insurer/insurance company both in the text and other definitions refers to a licensed legd entity
which underwrites insurance (but note the exemption of pure reinsurers).

Insurance group refers, in this paper, to a group structure which contains two or more insurers.
The gtructure of internationa insurance groups may derive from an ultimate holding company which is
not an insurer.  Such a holding company can be an indudtrid or commercia company, another
financid ingtitution (for example a bank) or a company the mgority of whose assets congst of shares
in insurance companies (and/or other regulated financid inditutions).

Jurisdiction refers to a country, state, province, or other jurisdiction with legdly enforcegble loca
insurance laws that relate to the incorporation or operation of insurance companies.

Licensing refers, in this paper, to the incorporation of an insurer in the jurisdiction or the gpproval
given to a company to underwrite insurance in the jurisdiction. These are recognised to be separate
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goprovas and may be made in separate jurisdictions. The principles which gpply to licenang apply
to both types of approval.

Solo supervision. There is no unique, comprehensve definition of “solo supervison”. For the
purposes of this paper solo supervision refers to supervison of an insurer by the supervisor in the
jurisdiction where the insurer is incorporated: this is bound to cover the whole company, but the
focus may be on the protection of dl policyholders of the company, or only those in the jurisdiction
of the supervisor in question. Under solo supervison there can be no automatic assumption thet the
entity in question will receive additiond financid support from a parent indtitution, or thet it - in turn -
will have mora or commercid obligations to support other insurers in which it has invested beyond
the extent of those invesments, or other contractua obligations (for example guarantess). The
concept of solo supervison in the context of this paper is not in any way intended to exclude the
possibility of supervison of abranch by ahost jurisdiction.

Supervisor refers, as gppropriate, to either the insurance regulator or the insurance supervisor in the
jurisdiction.

3. Principlesfor the supervision of cross-border business
oper ations
5. The following principles for the supervison of crossborder busness operations are

proposed for goplication by individua supervisors.

Principlel:  Noforeign insurance establishments should escape supervision

6. A primary am of co-operation between insurance supervisors is to ensure that no insurance
establishment escapes supervison. Whilst being senstive to the potential for unnecessary duplication
of supervison, each supervisor has a duty to ensure that dl foreign insurance establishments in its
jurisdiction are effectively supervised. Acceptance of this principle does not remove the possibility of
gaps in supervison. Gaps may occur, for example, when an establishment is classfied as an insurer
by the home supervisor but not by the host supervisor, or vice versa.

7. There are differences in the supervison of subsdiaries and branches. Subsdiaries should
aways be supervised in the hogt jurisdiction where they are incorporated, and will be subject to host
rules on capita adequacy/solvency. Branches will dso usudly come under hogt jurisdiction
supervison (except where mutua recognition schemes operate as in the EU). However, branch
solvency may be assessed under the provisons gpplying in both home and hogt jurisdictions. In
some cases the branch's host supervisor may be willing to rely on the home supervisor's assessment.
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Principle2:  All insurance establishments of international insurance groups and
international insurersshould be subject to effective supervision.

8. In deciding whether, and if so on what bass, to license or to continue a licence of a
subgdiary or branch of aforeign insurer inits jurisdiction, the host supervisor may need to assess on
acase by case bagis the effectiveness of the supervison of the foreign insurer in its home jurisdiction,
consulting the home supervisor as necessary. This assessment would take into account IAIS genera
supervisory principles and standards and the ability of the home supervisor to gpply sanctions to
prevent corporate structures that conflict with effective supervison.

0. The traditiona gpproach to insurance supervison has laid the primary emphasis on effective
solo supervison of individua insurance companies. Because insurance companies are less vulnerable
to risks of contagion than, for example banks, and because they are more rarely a source of systemic
risk to the wider financid system, insurance supervisors seek to ring fence an individua insurer
incorporated in their jurisdiction, isolating it from other companies in the same group.

10.  Where, however, a parent insurer has materid participations in other insurers (or in other
financid inditutions), it is important to take into account the potentia additiona risks creeted by the
existence of agroup in assessing the financid strength of the parent insurer and the group as awhole:
notably the possible effects of double gearing of capital on solvency; intra-group transactions, and
large exposures. Work on the prudent trestment of such situations is going on in other fora, and will
need in due course to be incorporated into a "solo-plus’ or group-wide view of the supervison of
internationa insurance groups. This will not, however, diminish the importance of the effective
upervison of international insurers on asolo basis.

Principle3:  Thecreation of a cross-border insurance establishment should be subject
to consultation between the host and home supervisors

11.  Theinitid opportunity for collaboration between host and home supervisors occurs when an
individua application by an insurer to establish a new foreign presence is firs made. The licensing
procedure aso offers a good opportunity for host and home authorities to creete the bass for future
collaboration.

12.  Host supervisors may wish to consult home supervisors on particular aspects of an licenang
proposd, but in any event they should aways consider checking that the home supervisor of the
immediate insurance parent has no objection before granting a licence. This process might give an
opportunity to a home supervisor which disapproves of its insurer's plans to establish abroad to
make its reasons known to the host supervisor, and perhaps recommend that the host supervisor
refuse a licence. Where such checks are made and where a host supervisor is unable to obtain a
positive reply from a home supervisor with the legd authority to respond, or a quaified response is
received, it should condder either refusing the gpplication, increasing the intensity of supervison or
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imposing conditions on the grant of alicence. The host supervisor should inform the home supervisor
of any regtrictions or prohibitions imposed on alicence.

13. Hos supervisors should exercise particular caution in gpproving gpplications for a licence
from foreign entities which are not subject to prudentid regulation of their cgpital strength in the home
juridiction, or joint ventures for which there is no clear parenta respongbility. In such
circumstances, any licence should be contingent on the host supervisor's capacity to impose specific
restrictions on activities - or require specific guarantees - and supervise the company effectively.

14.  Thefind decison on licenang should remain with the host supervisor on the basis of non-
discriminatory criteria (except where a mutud recognition scheme operates as in the EU). Home
supervisors should maintain alisting of al the cross-border establishments of their insurers.

Principle4:  Foreign insurers providing insurance cover on a cross-border services
basis should be subject to effective supervision

15.  Whether or not foreign insurers are permitted to provide insurance services on a Cross-
border basisin any jurisdiction is usudly a matter of law in the jurisdiction concerned.

16.  Where consumers have the unrediricted freedom to seek insurance abroad on their own
initigtive, the presumption is normally that they take responghbility for their own actions. However,
where the active promotion of insurance contracts on a cross-border services basis is permitted, the
host supervisor may wish to be notified of the intention of a foreign insurer to promote insurance
contracts within their jurisdiction, and to check that the foreign insurer is subject to prudentia
regulation of their capital strength in the home jurisdiction.® Another legitimate approach might be the
application of aspecid licenang procedure, or the introduction of specific safeguards to protect the
policyholder.

17. I the active promotion of insurance contracts on a cross-border services basis is permitted,
the home supervisor will retain the primary responsibility for ensuring that the insurer remains solvert,
the host supervisor should consider very serioudy any reservations or objections expressed by the
home supervisor to the insurer’s proposed activity. Home supervisors should have the power to
prevent insurers within their jurisdiction from promoting contracts of insurance on a cross-border
basis in foreign jurisdictions if they condder that the insurer does not have the required financid
capacity, or the necessary expertise to manage this business prudently.

18.  Where the host supervisor has been notified of the intention of a foreign insurer to promote
insurance contracts within their jurisdiction, the host supervisor should consder what information
should be made available to the consumer by the foreign insurer.  This might include details of the
authority responsible for the supervison of the insurer.

®  Particular care should be taken where it is proposed that cross-border services be provided through a branch of the foreign

insurer located in a jurisdiction other than the home jurisdiction . In such cases both the home supervisor and the supervisor of
the branch should be aware of the business being conducted.
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4, Aidsto cooperation

19.  Mutud trust between supervisors is enhanced if information can flow with confidence in both
directions on a broadly reciprocal bass. In seeking to improve the supervison of internationa
insurers and insurance groups, efforts continue to be required to improve information exchange
between insurers and supervisors, and between different supervisors. The purpose is to address
materid supervisory issues, not Smply to circulate large amounts of routine information. The need to
exchange information encompasses the following dements.

4.1 Information needs of home supervisors

20.  Theprincipd requirement of the home supervisor isto ensure that its information needs from
the parent insurer are fully met in atimely fashion. This will typicaly require a sound and verifiable
system of reporting from any foreign establishment to the head office or parent insurer,” and that
practicad solutions be found for dealing with particular information needs. To this end:

a Home supervisors should seek to satisfy themselves that insurers internd controls include
comprehensive and regular reporting between an insurer's foreign establishments and its head
office, 0 that the overdl financid Stuation of the insurer and the effectiveness of its control
systems can be accurately reported and assessed.

b. If a host supervisor identifies, or has reason to suspect, problems of a material nature in a
foreign establishment, it should take the initiative to inform the home supervisor, subject to its
own judgement. The levd of materidity will vary according to the nature of the problem.
Home supervisors may wish to inform host supervisors as to the precise levels of materidity
which would trigger their concern. However, the host supervisor is often in the best position
to detect problems and therefore should be ready to act on its own initiative.

C. Home supervisors may wish to seek an independent check on data reported by an individua
foreign establishment. Where ingpection by home supervisors is permitted, host supervisors
should welcome such ingpections. Where ingpection by home supervisors is not a present
possible (or where the home supervisor does not use the inspection process), the home
supervisor can consult the host supervisor with a view to the host supervisor checking or
commenting on designated festures of the insurer's activities. It is desrable that the results
obtained should be available to both host and home supervisor.

d. If serious problems arise in a foreign establishment, the host supervisor may wish to consult
with the head office or parent insurer and aso with the home supervisor in order to design
possible remedies. Where such consultation with the home supervisor has taken place, and
the host supervisor decides to withdraw the licence of a foreign establishment or take smilar
action, the home supervisor should, where possible and appropriate, be given prior warning.

4 The home supervisor should ensure that full information is available in the case of outsourced functions.
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e In some ingtances the host supervisor may, by agreement with the home supervisor, share
respongbility for and co-ordinate supervisory activities with the home supervisor.

21.  Hog supervisors should make the home supervisor aware of any materid difficulties arising
from the provision of insurance on a cross-border services basis.

4.2 Information needs of host supervisors

22.  Hog supervison of foreign establishments will be more effective if it is undertaken with an
awareness of the extent to which the home supervisor of the immediate parent insurer monitors the
foreign establishment and of any prudential congraints placed on the parent insurer or the group asa
whole. To thisend:

a Home supervisors should inform host supervisors of changes in supervisory measures which
have a sgnificant bearing on the operations of their insurers foreign establishments, subject to
their own judgement. Home supervisors should respond positively to approaches from host
supervisors for factud information covering, for example, the scope of the activities of alocdl
establishment, its role within the insurance group and the gpplication of internd controls and
for information relevant for effective supervison by host supervisors.

b. Where a home supervisor has doubts about the standard of host supervision in a particular
jurisdiction and, as a consequence, is envisaging action which will affect foreign
edtablishments in the jurisdiction concerned, the home supervisor should consult the host
Supervisor in advance.

C. In the case of particular insurers, home supervisors should be ready to take host supervisors
into their confidence as much as possible. Even in sengtive cases such as impending changes
of ownership or when an insurer faces problems, liaison between home and host supervisors
may be mutualy advantageous, though decisons on both substance and timing on such
senditive issues can only be taken case by case.

23. Home supervisors should respond posgitively to approaches from host supervisors seeking
factua information on individua insurers known to be providing insurance on a cross-border services
basis.

4.3 Confidentiality constraints on the flow of information

24.  The freedom to exchange prudentiad information, subject to certain conditions designed to
protect both the provider and recelver of the information, greatly enhances effective collaboration
between supervisors. A possible obgtacle to the transmisson of prudentid information is the
different level of confidentidity regulationsin different jurisdictions.

25.  Jurigdictions whose confidentidity requirements continue to congrain or prevent the sharing
of information for supervisory purposes with insurance supervisors in other jurisdictions, and the
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countries where information received from a foreign supervisor cannot be kept confidentia, are
urged to review their requirementsin congderation of the following conditions.

a Information received should only be used for purposes related the supervision of financia
inditutions.

b. Information sharing arrangements should alow for a two-way flow of information, but drict
reciprocity in respect of the format and detalled characteritics of the information should not
be demanded.

C. The confidentidity of information transmitted should be legally protected, except in the event
of crimind prosecution.®  All insurance supervisors should, of course, be subject to
professond secrecy condraints in respect of information obtained in the course of ther
activities, including during the conduct of on-dte ingpections.

d. The recipient should undertake, where possible, to consult with the supervisor providing the
information if he proposes to take action on the evidence of the information received.

26.  Supervisors may wish to consider, on a case by case bass, and consulting each other as
necessay, the appropriateness of informing the companies on which they have exchanged
information of the nature of the contact made.

5. External audit

27.  Supervisors can gain reassurance from sound internationa auditing and actuarial standards.
At present, not dl foreign establishments are subject to externd audit and, even where they are, the
audit work may not be sufficiently thorough. All foreign establishments should be subject to externd
audit, where necessary ether a the ingtigation of the home or host supervisor.

28. The exigence of adequate provison for externd audit is an important condderation for
insurance supervisors, and might be a factor taken into account in deciding on licences for new
establishments. For the foreign establishments of internationd insurers and insurance groups the audit
firm may often be the one that audits the parent insurer, provided the firm in question has the
gopropriate capacity and experience in the hogt jurisdiction. Where a foragn esablishment is
audited by a different firm, it is dedrable that the externa auditor and the insurance supervisor of the
parent insurer satisfy themselves as to the proper audit of the foreign establishment.

29.  Supervisors have a grong interest in the quality and thoroughness of audits. Where audits
are inadequately conducted, supervisors should address criticism to the local representative body of
auditors. It is desrable that the insurance supervisor be empowered, where necessary, to insdst on a
further audit by a different auditor or to have the auditor replaced. As a means of raising auditing

®  Supervisors may also be subpoenaed to give evidence in civil cases. Although in some jurisdictions they may be open to

contempt of court if they refuse, they can make clear that, if the court insists, the information flow would dry up and their
own ability to supervise effectively in future would be impaired.
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gandards for international insurance groups, it is dedirable that auditors with recognised experience
of insurance audit, including within the jurisdiction concerned, be gppointed. Where any doubt
arises, host and home supervisors should consider consulting.

30.  Externa auditors may aso be asked to verify the accuracy of reporting returns or compliance
with any specid conditions. It is desrable that dl supervisors should have the ability to communicate
with insurance externd auditors and vice versa  Effective co-ordination between insurance
supervisors and externd auditors is encouraged. However, whilst externa auditors can play a key
role, their involvement does not reduce in any way the need for sound internd controls, including
provison for effective internd audit.
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Definitions:

In this paper:

I nsur er/Insurance company refersto alicensed legal entity which underwrites insurance.

Insurance supervisory authority refers, as appropriate, to either the insurance regulatory
authority or the insurance supervisory authority in the jurisdiction.

Jurisdiction refers to a country, state, province or other territory with legally enforceable
local insurance laws which relate to the incorporation or operation of insurers and/or
intermediaries.

Intermediary refers to any person who, or organisation which, gives advice by way of direct
offering advertising or on a person-to-person basis in respect of an insurance product and
includes the promotion of such product or the facilitation of an agreement or contract between
an insurer and a customer. Intermediaries are generaly divided into separate classes. The
most common types are ‘Independent intermediaries who represent the buyer in dealings
with the insurer (also known as independent brokers) and ‘agents (which generaly include
multiple agents and sub-agents) who represent the insurer;

Service provider refersto aninsurer and/or intermediary, read in the context of its usage.

Customer implies policyholder and potential policyholder.

IAIS—Technical Committee Principlesfor the Conduct of Insurance Business
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|. Background

1. The principal task of al insurance supervisory authorities is to establish a means of
ensuring high standards of financial soundness and conduct of al insurers under their
supervision. The main objectives of such measurers are to provide a high degree of security to
the policyholders and to maintain the confidence in the industry.

2. For alarge number of market participants insurance products are difficult to understand
and evaluate. They take the form of contractually agreed promises by the insurer to provide
benefits or compensation (indemnity) to cover specified events or risks in exchange for
certain obligations by the policyholder. As a result it is important for customers to have
relevant, meaningful and understandable information, as far as possible in writing. Written
information may be supplemented by verbal information. Accordingly persons providing
verbal information must possess the necessary knowledge to give advice.

3. Arrangements must therefore exist for potential policyholders to have access to al
material information before the conclusion of an insurance contract, to receive advice in a
correct and meaningful manner in assessing their insurance requirements, to be informed
about their rights and obligations for the duration of the contract, to be confident that they will
receive correct and timely compensation in the event of a legitimate clam and in case of
doubt to be able to receive supplementary advice from a neutral body. Policyholders have a
right to deal with honest, trustworthy and knowledgeable insurers and intermediaries.

4. Insurers and intermediaries have a greater knowledge of insurance issues than the
majority of policyholders. Consumers may not be able to detect contracts which could be
biased in favour of insurers, which may be unreasonably interpreted to favour the insurer or
which simply fail to meet their needs. Marketing methods could place potential policyholders
under pressure. There could be other anti-consumer practices that support the need for sound
market conduct principles. It is for these reasons that conduct of business principles,
approved by regulators, should be in place.

5.  Principles for the conduct of insurance business can be expected to improve insurer,
intermediary and consumer relationships and thereby strengthen consumer confidence and
protection. A set of common principles should provide basic standards of business conduct,
wherever business is undertaken. This should facilitate cross border business, encourage
competition and protect the integrity of the market. Such a framework of principles will
provide guidance as to what are legitimate and acceptable market practices. It will set the
background to test types of behaviour that may lead to enforce action (if applicable) and
provide guidance for setting local rules so that those adversely affected by market abuse have
afacility to seek appropriate redress.

6. The tasks of domestic regulators will be made easier if internationa principles can be
agreed upon. This implies that each jurisdiction should decide on the legislative status,
implementation and accountability regarding these principles. Clear responsibilities should
be established for monitoring, enforcing and instituting sanctions, where necessary. These
principles could be developed further by setting standards which could then be adapted by
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domestic regulators to fit their own circumstances. These standards will be the subject of
Separate papers.

7. The principles are intended to apply to insurers and intermediaries involved in al
aspects of insurance. The issues are described in terms of the implications of these principles
in the retail insurance market place. This approach is not intended to preclude the application
of the principles to the wholesale, employee benefit and reinsurance markets.

8.  These principles for the conduct of insurance business are applicable to the conduct of
both insurers and intermediaries, whether they are individuals or legal entities. Specific
principles may be applicable to only one or either of them. However, adherence to these
Principles by insurers and/or intermediaries does not mean consumers should not take the
utmost care in assessing the risks and the suitability of the product to their needs.

II. Principlesfor the Conduct of | nsurance Business

Insurance supervisors should therefore ensure that the following principles be adhered to in
the best interests of the customers and the integrity of the market.

Principlel: Integrity

Insurers and intermediaries should at all times act honestly and in a
straightforward manner.

9. Sewvice providers have an obligation to avoid misleading and deceptive acts or
representations. Service providers should not seek to exclude or restrict any duty or liability
to a customer which it has under a legidative framework and/or accepted practices. It should
also not seek to unreasonably rely on any provision seeking to exclude or restrict any such
duty or liability.

Principle2: Skill, Careand Diligence

In conducting their business activities, insurers and intermediaries should act
with due skill, care and diligence.

10. The service provider has a duty to act competently and diligently with regard to all
transactions between itself and the customer. Where appropriate an assessment of the
customer’s individual requirements should be made to determine what insurance coverage is
necessary. The concept of ‘care’ implies that insurers and intermediaries should discharge
those duties as can reasonably be expected from a prudent person in alike position and under
similar circumstances. It aso includes arranging adequate protection for a customer’s assets
when responsible for them in the context of the nature of the service provider’s legal structure
and the business it undertakes.
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Principle3: Prudence

Insurers and intermediaries should conduct their business and organise their
affairs with prudence.

11.1 Thisincludes:
- maintai ning adequate financial resources, including adequate liquidity, and
- maintaining effective risk management systems.

11.2 Prudence requires the insurer not to assume risks without taking due account of the
possible consequences. ‘Adequate’ implies the taking into account of the necessary margins
for unexpected contingencies. The possible impact of the insurer’s non-regulated activities on
its regulated activities should also be taken into account.

Principle4: Disclosure of Information to Customers

Insurers and intermediaries should pay due regard to the information needs
of their customers and treat them fairly.

12.1 Thisincludes communicating:

- relevant and meaningful information in a timely and comprehensive manner
to enable the customer to make a balanced and informed decision;

- the benefits and any risksto the customer in afair and balanced way;

- the obligations of both the service provider and the customer in a clear and
understandable way.

12.2 The service provider should take reasonable care that the information is accurate in all
material respects, not misleading, easily understandable and available in writing or
appropriate electronic means.

12.3 The customer should be given information about:
- the intermediary (if applicable) and especialy its status i.e. whether the
intermediary isindependent or tied, e.g. whether the intermediary acts for the
customer or the insurer;

- theinsurer;

- the product e.g. price, cover, conditions, aims of product, risk factors,
guarantees, specia exclusions, et cetera;

- charges and estimated returns (if applicable); and
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- complaints handling and other contractual arrangements;

12.4 The frequency with which information is to be disclosed should depend on the type of
contractual arrangement.

Principle5: Information about Customers

Insurers and intermediaries should seek from their customers information
which might reasonably be expected before giving advice or concluding a
contract.

13. The relationship between the service provider and customer should be one of trust. To
build such a relationship the service provider should obtain sufficient information about the
customer to assess its insurance needs. Information which a customer expects to be
confidential should be treated as such. Customers should be informed about their duty to
disclose relevant information.

Principle6: Conflictsof Interest

Insurers and intermediaries should avoid conflicts of interest.

14. A service provider should avoid conflicts of interest. However where conflicts arise,
the service provider should ensure fair treatment to all its customers by disclosure, internal
rules of confidentiality, declining to act, or otherwise. A service provider should not unfairly
place its interests above those of its customers and where a properly informed customer would
reasonably expect that the service provider would place the customer’s interests above its
own, the service provider should live up to that expectation.

Principle 7. Relationship with Regulators

Insurers and intermediaries should deal with their regulatorsin an open and
cooperative way.

15. The service provider should deal with its regulator/supervisor in an open and
cooperative manner and keep the regulator/supervisor promptly informed of significant
events.

This principle extends to information and notification of events concerning non-regulated
activities where appropriate. Service providers must ensure that an effective compliance
programme isin place that meets the regulator/supervisor’s requirements.
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Principle8: Complaints

Insurers and intermediaries should support a system of complaints handling
where applicable.

Service providers should deal with complaints of customers effectively and fairly. A simple
and equitable process of dispute resolution should be available through which complaints of
customers can effectively be dealt with. This process should be well disclosed and easily
accessible. It is advisable that, in addition, a neutral body, independent of the service
providers, be set up as an aternative dispute resolution mechanism to deal with such
complaints in an effective and affordable manner. Such neutral body should report publicly,
at least annually and service providers should voluntarily support such a system.

Principle9: Management and Control

Insurers and intermediaries should organise and control their affairs
effectively.

17.1 A service provider should keep effective control over its own affairs. The management
and control systems required will vary depending on the size and complexity of the service
provider. Relatively ssmple procedures will be enough in the case of a one-person business,
while sophisticated systems of control are likely to be necessary in the case of a complex
organisation.

17.2 The service provider should, where appropriate:

17.2.1 have directors and senior managers who are and remain fit and proper for their roles;

17.2.2 apportion responsibilities among its directors and senior managers in such away that:
- their individual responsibilities are clear; and

- the business of the service provider is adequately monitored through systems
of internal control at senior management and board level;

17.2.3 operate robust arrangements for meeting the standards and requirements of the
regulatory system, and for guarding against involvement in market abuse or financial
crime (including the detection and prevention of money laundering); and

17.2.4 keep adequate and orderly records of its business and internal organisation.

17.3 Paragraph 17.2.1 deals with the service provider’s responsibility to make sure its people
are suitable for the roles they fill. This extends to competence as well as honesty, and in some
cases their financial position may also be relevant. Persons who carry out functions on behalf
of the service provider include not only employees, but also al kinds of intermediaries,
corporate agents and providers of out sourced services.
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17.4 Paragraph 17.2.2 requires the service provider to operate a clear division of duties
among its directors and senior managers and to make sure that the whole business of the
service provider are controlled at senior management level through an appropriate
combination of individual and collective responsibilities.

17.5 Paragraph 17.2.3 requires the service provider to operate compliance arrangements that
are robust and reliable. They must include safeguards against participating in or being used
by others as a vehicle for market abuse or financial crimes such as money-laundering.

17.6 Paragraph 17.2.4 requires good records of business transacted which includes, whether
audited or not, accounting statements, financial returns and/or statutory reports, including the
bal ance sheet and income statement prepared for disclosure to the public and/or the insurance
supervisory authorities. Good records also contain descriptions of the internal organisation -
for example, of the apportionment and responsibilities among senior managers.

[1l. General

18. The above principles will form the base for specific standards of market conduct. These
standards may have statutory backing or be supervised and enforced by industry associations,
depending on what individual jurisdictions decide. They may contain some prescriptive
measures and options from which supervisors may choose, - they may define best practice.
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1. Introduction

1. The development of electronic commerce, particularly on the Internet, presents insurance
supervisors and regulators, as well as insurers and insurance intermediaries, with new kinds of
opportunities, challenges and questions. The use of the Internet will undoubtedly affect the ways
in which insurance companies, intermediaries and insurance supervisors function in the future.
For example, the number of cross border insurance transactions will increase.

2. In principle, there are considerable benefits for insurers, intermediaries and consumers
alike from the development of the Internet. The use of information networks has the potential to
make the offering of insurance products more efficient and less costly than before. Insurance
companies and intermediaries are provided with the technical capability to reach many millions
of potential policyholders with good quality information on their products and services.
Consumers increasingly have access to more and more sophisticated programmes for searching
for, identifying and purchasing insurance products.

3. However, whilst the Internet creates a new environment in which insurance products can
be advertised, sold and delivered, it does not alter the fundamental principles of insurance,
insurance intermediation and insurance supervision. It is a new medium through which to
transact business.

4. Current concerns over the security of concluding contracts over the Internet are being
addressed, but there remain substantial risks to consumers. Sales over the Internet extend the
opportunities for insurance fraud, money laundering and mis-selling of insurance products. It
presents insurance supervisors with new challenges in delivering the level of protection that
consumers in their jurisdiction expect. In particular, it raises questions for consumers and
insurance supervisors alike over the applicable contract law, and means of redress where there
is a dispute between the insurer and insured. Unless consumers are confident that these issues
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are adequately addressed the full potential of the Internet as a channel for distributing insurance
products may not be realised.

5.  One of the most important tasks of insurance supervision is the protection of policyholders
and potential policyholders through the maintenance of efficient, fair, safe and stable insurance
markets. The Internet does not change this basic premise. Where it helps is in offering insurance
supervisors a new kind of medium for cooperation.

6. This paper proposes an environment for the supervision of insurance activities on the
Internet which aims at ensuring that relevant information is available to consumers, insurers,
intermediaries and insurance supervisors. Due to the extremely fast development of electronic
commerce, the framework for the supervision of insurance activities on the Internet needs to be
regularly reviewed.

2. Supervision and risk management of insurance activities on the
Internet

7. Insurance supervisors should require that the sale, purchase, and delivery of insurance
products over the Internet are conducted in a secure environment, and that policyholders are
adequately protected. The primary responsibility for the supervision of insurance activities rests
with the supervisor in the jurisdiction in which the insurer (or intermediary) is established and
from which it conducts its Internet activities. The IAIS Insurance Core Principles and
Methodology (October 2003) and the principles listed in this paper should be applied for the
supervision of insurance activities on the Internet.

8. Insurers, in particular, should give close consideration to the risks involved in electronic
commerce. It is the overall responsibility of the board of directors and senior management to
evaluate risks and produce a risk management plan for the insurance company. The
management should incorporate changes in the insurer’s operating environment.

9. Insurers and insurance intermediaries should closely examine and maintain control
mechanisms to manage identified risks arising from insurance activities on the Internet.? In the
context of the Internet, the key non-technical and operational risks to be considered include:

o strategic risks which arise when a company engages in a new business strategy; this does
not consider all the implications that electronic commerce will have on other parts of the
organisation or the insurer as a whole

) operational risks that arise as a result of a failure or default in the information technology
infrastructure

o transaction risks such as risks of any unauthorised alterations or modifications to texts,
information or data transmitted over computer networks between an insurer and its client,
or vice versa. This may also include difficulties surrounding the collection of premiums.

1 Where the regulation of certain insurance activities on the Internet is the responsibility of another regulatory body, the supervisor should cooperate
with that regulatory body to ensure that policyholders’ interests are protected.

2 For further information, refer to the IAIS issues paper Risks to insurers posed by electronic commerce (October 2002).
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o data security risks are considered to be the risks of losses, unintentional changes or leaks
of information or data in computer systems

) connectivity risks, which are the risks that a failure in one part of the system may impact
all or other parts of the system

o conduct of business risks, which relate to the fact that insurance laws and regulations have
been developed with the view that business will be conducted on a person to person basis,
with paper documentation. Electronic commerce poses many new issues with attendant
risks in this respect.

In addition to the above, legal and reputation risks may arise from the conduct of insurance
activities on the Internet. Without proper attention to the former, transactions may conceivably be
repudiated or deemed null and void.

10. Internet operations are highly dependent on system reliability and integrity. Insurance
supervisors should require that insurers and intermediaries apply effective internal control
mechanisms to their insurance activities on the Internet. In particular, they should require that
supervised companies that offer insurance services over the Internet have sufficient control
systems in place (including security, confidentiality, control of personal data, back-up and
record-keeping systems) to transact that business in a proper manner. Supervisors should look
closely at any outsourcing arrangements to ensure that appropriate contracts are in place and
that risks are being addressed effectively.

11. IAIS members are encouraged to adopt and implement the following principles:

Principle 1: Consistency of approach

The supervisory approach to insurance activities on the Internet should be
consistent with that applied to insurance activities through other media.

12. Insurance supervisors should seek to apply standards of consumer protection to Internet-
related activities of insurers and intermediaries equivalent to those applied to the provision of
services off-line. They should not constrain the legitimate use of the Internet.

13. Insurance supervisors should be prepared to provide guidance on the circumstances under
which they will seek to assert supervisory authority over Internet activities. Factors that may
support an assertion of authority may include evidence that:

a. an Internet site is targeted at residents and/or risks within the supervisor’s jurisdiction

b. insurance services are, in practice, being provided via the Internet site to residents in the
supervisor’s jurisdiction

c. attempts are made to present information to potential policyholders within the supervisor's
jurisdiction through proactive means, e.g. e-mail.

14. Factors that may support a decision not to assert supervisory authority over Internet
activities may include evidence that:
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a. the insurer or intermediary clearly states that the services are offered to persons and
risks outside the supervisor’s jurisdiction

b. the Internet site contains a list of those jurisdictions in which the insurer or intermediary is
entitled to provide services and the list does not include the supervisor’s jurisdiction

c. the insurer has in place effective systems and procedures that are designed to prevent sales
to residents in the supervisor’s jurisdiction.

Principle 2: Transparency and disclosure

Insurance supervisors should require insurers and intermediaries over which they
exercise jurisdiction to ensure that the principles of transparency and disclosure
applied to Internet insurance activities are equivalent to those applied to
insurance activities through other media.

15. The level of consumer protection should not be dependent on the medium used for
insurance activities. The same basic principles of transparency and disclosure should apply for
the Internet as for other media.

16. For example, the information provided to consumers should be broadly equivalent to that
which would be expected in a traditional transaction, and should always be adequate for a
consumer to make an informed decision on whether or not to avail of the services offered.

17. In order to protect the consumer, insurance supervisors should require that insurers and
intermediaries over which they exercise jurisdiction and which offer insurance products over the
Internet display certain minimum information on their Internet sites. In addition to the information
that is mandatory in the jurisdiction in which services are being offered, the minimum information
should generally include:

a. the address of the insurer's head office, and the contact details for the supervisory
authority responsible for the supervision of the head office

b. contact details for the insurer, branch or intermediary, and for the supervisory authority
responsible for the supervision of the business, if different from the above

c. the jurisdictions in which the insurer or intermediary is legally permitted to provide
insurance services

d. procedures for the submission of claims and a description of the insurer’s claims handling
procedure

e. contact information on the authority or organisation dealing with dispute resolution and/or
consumer complaints.

Principle 3: Effective supervision of Internet activities based on cooperation

Supervisors should cooperate with one another, as necessary, in supervising
insurance activities on the Internet.
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18. The regulation of Internet activities based purely on actions capable of being taken within a
single jurisdiction is often inadequate. It is evident that the regulation and supervision of Internet
activities requires a greater degree of cooperation amongst insurance supervisors. Therefore
insurance supervisors should have the ability to cooperate with one another, for example in
providing assistance when needed or in dealing with cases of abuse in each other’'s markets.

19. The exchange of information between supervisory authorities is a key element in pursuing
effective supervision of Internet activities. The Internet can be an effective tool for exchanging
basic information.

20. Insurance supervisors should generally make the information listed below available on
their own websites:

a. Structure and organisation chart of the supervisory authority, including contact information

b. A listing of relevant insurance legislation

c. Alist of supervised insurance and reinsurance companies, including contact information or a
central point within the supervisory authority from whom such information can be easily
obtained

d. Alink to the website of the IAIS.

21. Insurance supervisors may also consider making available the information listed below
available on or through their own website:

Texts of the relevant insurance legislation

A list of licensed intermediaries, including contact information, or a link to such a registry
The Annual Report of the supervisory authority

Annual insurance statistics

Links to the websites of other relevant supervisors in the same jurisdiction

Other information, as the supervisor deems relevant.

~0o0ow
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Principles on Capital Adequacy and Solvency

This document sets out principles that should serve as the basis for solvency regimes. The
terms capital adequacy and solvency regime are defined in Paragraph 25.

The paper takes into account details set out in the Issues Paper on Solvency, Solvency
Assessment and Actuarial Issues. It is anticipated that further work, which may lead to
standards and guidance papers, will be undertaken on each principle.
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l. Background

1. The 1AIS Insurance Core Principles (October 2000) describes capital adequacy, inter

alia, as an area that has to be addressed in the legidation or the regulations laid down by the
insurance regulatory authorities or other competent bodies in each jurisdiction.

2.

The purpose of supervising insurers is to maintain efficient, fair, safe and stable

insurance markets for the benefit and protection of policyholders. Capital adequacy and
solvency regimes is one of the most important elements in the supervision of insurance
companies.

3. An insurance company is solvent if it is able to fulfil its obligations under al contracts
under all reasonably foreseeable circumstances.
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4. Insurance regulatory authorities require insurers to maintain assets or surplus capital in
excess of liabilities, that is, a solvency margin.

5. The Principles on Capital Adequacy and Solvency as set out in this paper are applicable
to all insurance companies and are relevant for evaluating the solvency of life insurance
undertakings and non-life (or general) insurance undertakings. The extent to which the
principles will be directly applied with respect to reinsurers will depend on the degree of
regulation of the reinsurance industry within the relevant jurisdiction.

6. Adherence to these principles by insurance regulatory authorities does not eliminate the
need for consumers to take the utmost care in assessing the risks and the suitability of an
insurance product to their needs. Insurance companies should be required to disclose relevant
information to the public.

7. In addition, the principles do not remove the need for an insurer to carefully manage
the risks of the business it undertakes. A sound supervisory system has to combine capital
adequacy and solvency regimes with requirements for risk management systems for risk
reduction and mitigation. The purpose of the solvency margin is to provide a safety buffer
against events that may occur that are outside the expected range of events for which risk
reduction measures have been taken.

8. The supervision of individua insurance undertakings by the insurance supervisory
authority remains the essential basis of insurance supervision. In addition the regime has to
address other issues that arise as aresult of membership of a group.

1. Principles on Capital Adequacy and Solvency of Insurers

Principlel: Technical provisions

Technical provisions of an insurer have to be adequate, reliable, objective and
allow comparison across insurers

9. Adequate technical provisions are the cornerstone of a sound capital adequacy and
solvency regime. Accordingly, technical provisions have to be calculated in ardliable, objective
and consistent manner across insurer's.

10. The methodologies and accounting practices used in establishing the technica
provisions and in the treatment of the assets, particularly those available to cover the technical
provisions, have to be considered when forming the solvency requirements that build upon the
technical provisions. As noted in Principle 6, the capital adequacy and solvency regime needs
to take into account the valuation of liabilities including the technical provisions.

11.  Technical provisions should be valued on a prudent and transparent basis. The technical
provisions have to be adequate to meet the obligations to policyholders. An insurer has to have
regard to its own experience and, where appropriate, market experience in determining its
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technical provisions. The technical provisions should include allowance for outstanding claims,
for future claims and guaranteed benefits for policiesin force, as well as expenses.

12.  Reliability and comparability of technical provisions is enhanced by the use of experts.

13. The objective assessment of provisons means an unbiased assessment using an
objective process, even though the valuation of insurance business includes some uncertainty in
the estimation of claims.

Principle2:  Other liabilities

Adequate provisions must be made for all other liabilities insofar as they are
not included in the technical provisions

14.  Supervisors should ensure that an insurer makes adequate provisions for all of its
liabilities. This may include obligations to third parties and amounts owed that are in dispute.

Principle3:  Assets
Assets have to be appropriate, sufficiently realisable and objectively valued

15.  Insurance companies have to invest having regard to safety and return. The assets also
must be sufficiently diversified and spread and should secure liquidity of the insurance
company in order to ensure that the liabilities under insurance contracts can be fulfilled as they
fall due.

16.  For example, assets held with related parties on a non-commercial basis and intangible
assets may not be readily marketable, may have a value other than that which can be used to
fulfill policyholder obligations, or may be unavailable due to encumbrances, specia privilege or
other third-party interests, and therefore, are generally inadmissible or not available for
solvency purposes.

17.  The regulatory framework or insurance supervisory authority may impose other
requirements on the assets to allow for items such as:

a concentration risk;
b credit risk;

C. market risk;

d. liquidity risk; and
e liquidation risk.

18.  In dedling with concentration risk, supervisory rules may prohibit the holding of an
individual asset or a class of assets in excess of a certain level. Alternatively, rules may not
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limit such holdings. In the case where concentrated holdings are permitted, the capital and
solvency regime should ensure that only a certain level of the holding is able to be counted
toward meeting the capital adequacy and solvency requirement.

19. Objective and consistent valuation of assets is based on prudent and transparent
accounting standards and practices and can be enhanced by the use of experts.

20.  Solvency and capital adequacy regimes must take account of the basis used in the
valuation of the assets. Prudent accounting standards and practices should be encouraged.

Principle4: Matching

Capital adequacy and solvency regimes have to address the matching of assets
with liabilities

21.  The capita adequacy and solvency regimes should address the risk of loss arising from
mismatchesin the:

a currency;
b. timing of cash flows; and
C. amount of cash flows,

of the assets and the liabilities of the insurer adjusted to take account of off-balance sheet
EXPOSUres.

Principle5:  Absorption of losses

Capital requirements are needed to absorb losses that can occur from technical
and other risks

22.  Insurance companies must be able to evaluate the risks that they underwrite and to
establish an adequate level of premiums. Nevertheless, under-pricing can occur by
underestimating the risks, changes in the claims experience, or inadequate underwriting.
Insurance companies need to have sufficient capital to absorb the unforeseen losses which can
result.

23.  This capita is also needed to absorb losses from other risks including other technical
risks.

24.  Among the risks that capital adequacy and solvency regimes should have regard to
include:

a other current technical risks (including deviation risk, risk of error, evaluation risk,
reinsurance risk, operating expenses risk and risk associated with major or catastrophic
losses or accumulation of losses caused by a single event);
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b. gpecial technical risks (including liquidation risk and the risk of excessve or
uncoordinated growth);

operational, market, organisational and conglomerate risks; and

investment risks (including risks related to the use of financial derivative instruments
and aso depreciation, liquidity, matching, interest rate, evaluation and participation
risks).

Principle6:  Sensitivity torisk
Capital adequacy and solvency regimes have to be sensitive to risk

25.  Thecapital adequacy and solvency regime comprises the:
valuation of liabilities (including the technical provisions);

a
b. requirements on assets (including requirements for valuation of assets);
C definition of appropriate forms of capital; and

d

required solvency margin.

26. The vauation of assets and liabilities depends on the accounting framework of the
jurisdiction.

27.  The required solvency margin should reflect risks not taken into account in valuing
liabilities and requirements on assets. This includes off-balance sheet exposures.

28.  The capital adequacy and solvency regime as a whole has to be related to the risk faced
by an insurer and should remain adequate at all times as this risk changes over time.

29.  Supervisors may consider the use of internal capital models as a basis for a capita
requirement as long as this model is assessed as adequate for the purpose by the supervisor.

Principle7:  Control level
A control level isrequired

30. Insurance regulatory authorities have to establish a control level, or a series of control
levels, that trigger intervention by the authority in an insurer’s affairs when the available
solvency falls below this control level. These control levels may be supported by a specific
framework or by a more genera framework providing the supervisor a latitude of action.

31.  Thecontrol level hasto be set sufficiently high to alow intervention at an early enough
stage in an insurer’s difficulties for there to be a realistic prospect that this action might rectify
the situation.
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32.  The supervisory regime must provide for some means for the orderly exit of insurers
from the market and for clearly identifying or establishing the status of policyholders vis-a-vis
other creditors.

Principle8:  Minimum capital
A minimum level of capital hasto be specified

33.  Theregulatory framework has to set out a threshold minimum capital requirement for
companies.

34.  This minimum level of capita is designed to provide a minimum assurance of the
financial capacity and soundness of the insurer.

35.  The amount of the minimum capital should take into account the types of risk that are
intended to be covered. The required minimum capital should by no means be used to
compensate for normal foreseeable fluctuations in the development of certain risks. Nor should
the setting-up costs of a new enterprise be covered by this minimum capital. Insurance
regulatory authorities may impose a higher level of initial capital on the start-up of an insurer
to support the business during its formative years.

Principle9:  Definition of capital

Capital adequacy and solvency regimes have to define the suitable form of
capital

36. The capital adequacy and solvency regime has to define the form of capital that is
deemed suitable to provide support when an insurer encounters an unexpected or extreme
event.

37.  In determining the form of suitable capital, insurance regulators should consider the
extent to which the capital element:

a represents a permanent and unrestricted investment of funds;

b isfreely available to absorb losses;

C. does not impose any unavoidable charge on the earnings of the insurer; and

d ranks below the claims of policyholders and other creditors in the event of the insurer

being wound up.

38.  The regulatory framework has to set limits on the amount of capital instruments that
may be counted toward capital adequacy and solvency requirements where they do not fully
meet the criteria of paragraph 37.
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Principle 10: Risk Management

Capital adequacy and solvency regimes have to be supplemented by risk
management systems

39.  The required solvency margin has to be considered the last resort after all other
measures taken by the insurer to secure its financial stability have failed. The insurer also hasto
have in place risk management systems appropriate to the complexity, size and mix of the
insurer’s operations.

40.  These risk management systems have to be comprehensive and cover al risks to which
the insurer is exposed. These risk management systems have to be supported by comprehensive
monitoring and internal control systems. Risk management systems have to be supported by
the regulatory framework, the insurance supervisory authority and, if applicable, the use of
experts.

Principle 11: Allowance for reinsurance

Any dlowance for reinsurance in a capital adequacy and solvency regime
should consider the effectiveness of the risk transfer and make alowance for
the likely security of the reinsurance counterparty

41. Rensurance arrangements are a primary tool for risk transfer. Any credit for
reinsurance should consider the effective transfer of insurance risk under the contract of
reinsurance.

42. Where dlowance is made for reinsurance in determining the valuation of technical
provisions, the reinsurance has to be assessed with regard to adequacy, reliability, objectivity
and consistency.

43.  Thelikely security of the reinsurance counterparty has to be considered in determining
whether, and to what extent, allowance should be given for reinsurance.

Principle 12: Disclosure

The capital adequacy and solvency regime should be supported by appropriate
disclosure

44.  Insurers should be required to publicly disclose appropriate qualitative and quantitative
information about risk exposures and the components that make up their capital.
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45.  The disclosure of appropriate risk exposures increases the ability of the financial
markets, and to a lesser extent, consumers to make judgements about dealing with a particular
insurer. In addition, it encourages insurers to adopt sound risk management policies and
practices.

Principle 13: Solvency assessment
Insurance supervisory authorities have to undertake solvency assessment

46.  Insurance supervisory authorities have to consider the following elements when
undertaking solvency assessment:

a the adequacy, reliability, consistency and objectiveness of technical provisions, assets
and liability valuations and statutory reporting;

b. compliance with the required solvency margin and control levels,
the adequacy of the internal risk assessment processes of the insurer; and
d. the risk management systems of the insurer.

47.  Itistheresponsbility of the Board of Directors and senior management of an insurer to
manage its risks. If efficient control systems are not in place to monitor risk exposures, an
insurer will not be able to adapt quickly enough to changing market situations.

Principle 14: Double gearing

Capital adequacy and solvency regimes have to address double gearing and
other issues that arise as a result of membership in agroup

48.  Capital adequacy and solvency regimes for insurers that are part of a group also should
take a group-wide view. When considering insurance companies that are part of a group, it is
important that steps are taken to avoid double gearing of capital.

49.  Consideration should be given to the capacity for intra-group funding.

50.  For an insurance group, the treatment of transactions between members of the same
group should be considered as part of a capital adequacy and solvency regime.

51. In addition, insurance supervisors should consider reputation and contagion risk that
may arise as aresult of problemsin an associated company.
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Principles on Minimum Requirements for Supervision of
Reinsurers

This paper sets out principles on minimum requirements for supervision of pure re:insurers.IEI It
identifies elements of the supervisory framework that should be common for primary insurers
and reinsurers and those elements that need to be adapted to reflect the unique risks faced by
reinsurers.

Captive insurers often operate as reinsurers. As a result, they are included in the scope of this
paper. However, where captives only insure the risks of their owners and are part of the same
organisation they may not pose the same risk to the financial system and separate regulations
may be established recognising this reduced risk.

Contents

L T OMUCTION. ¢ mnmnenenmnennnn 3

II. Principle 1: Regulation and supervision of reinsurers’ technical provisions,
investments and liquidity, capital requirements, and policies and
procedures to ensure effective corporate governance should
reflect the characteristics of reinsurance business and be supplemented
by systems for exchanging information among SUPErvisors..........ccceveerverunene. 5

II. Principle 2: Except as stated in Principle 1, regulation and supervision of the
legal forms, licensing and the possibility of withdrawing the licence,
fit and proper testing, changes in control, group relations, supervision
of the entire business, on-site inspections, sanctions, internal controls
and audit, and accounting rules applicable to reinsurers should be the
same as that of Primary INSUTETS...........cccueriuierieriieienie et 7

1. Introduction

1. Reinsurers contribute to the stability of insurance markets. They can improve the risk
profile and the financial soundness of primary insurers by diversifying and limiting territorial
accumulations of exposure, and consequently creating underwriting capacity. However, to have
this stabilising effect these entities must be able and willing to meet their obligations as they fall
due.

' While this paper addresses the minimum requirements for supervision of pure reinsurers the TAIS database of
reinsurers include insurers who provide a significant amount of reinsurance business. The principles described
in this paper will, with the necessary adaptations, also be applicable to insurers whose main activity includes the
issuance of reinsurance coverage
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2. Reinsurers offer cover through traditional means or through certain alternative risk
transfer products (ART). They provide services across borders either directly or by establishing
subsidiaries or branches. While reinsurers operate on a global basis, their business has to take
account of the location of the risks, types of business or differences in regulation among
jurisdictions.

3. Currently, reinsurers in some jurisdictions are fully or partly directly supervised; other
jurisdictions rely on rating agencies in assessing the security of a reinsurer. Some supervisors
maintain a register of those reinsurers authorised to underwrite reinsurance in their jurisdiction,
while others evaluate reinsurers writing business in their jurisdiction. Some jurisdictions require
reinsurers to post collateral, covering the likely liabilities (or liabilities plus a margin). In most
jurisdictions, a reinsurer who also acts as a primary insurer is subject to direct supervision.

4. Internationally recognised principles for the supervision of reinsurers are needed because
of the global nature of the business and the expectation that the business will continue to
expand, for example into new regions. They are also needed to ensure that new entrants in the
reinsurance markets or existing entities that expand their business rapidly offer acceptable
security.

5. There is an on-going need for insurers to assess the security of the reinsurers with whom
they deal.™ Supervisors of primary insurers also need access to information on the reinsurers of
their authorised insurers, inclgfing information on whether these reinsurers are subject to
effective supervision elsewhere ™.

6. Recognising that there will always be some differences in the supervisory regimes, this
principles paper identifies minimum requirements for supervision of reinsurers. These
requirements should be supplemented by effective systems for exchanging information. It is
assumed that the move towards global principles will be an evolutionary process especially
because, in a number of jurisdictions, the supervisor presently lacks the powers or the resources
to supervise pure reinsurers.

7. The minimum requirements anticipate a global approach to the regulation of reinsurers.
In such a system, the onus is placed on the home supervisor of the reinsurer. The home
supervisor is responsible for effective supervision of the business and is responsible and
expected to communicate effectively with supervisors in other jurisdictions where the reinsurer
writes business. In the interest of policyholders and by improving comparability,_minimum
requirements could help define a minimum level of acceptable security of reinsurersE.I Within
the framework of the global approach some form of accreditation of home supervisors will be
necessary. In addition, the minimum requirements and standards for accreditation should be at
such a sufficient level so that host supervisors can reasonably be expected to see no need for

additional requirements.

2 Cf. the OECD Recommendation of the Council on Assessment of Reinsurance Companies, C(98)40/FINAL.

Cf. IAIS Standard on the Evaluation of the Reinsurance Cover of Primary Insurers and the Security of their
Reinsurers, January 2002.

Cf. IAIS Standard on the Evaluation of the Reinsurance Cover of Primary Insurers and the Security of their
Reinsurers, January 2002.
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8. The development of an efficient global approach to regulation of reinsurers may present
advantages to reinsurers, primary insurers, and, therefore, to policyholders. These would
include greater risk diversification, more effective use of available capital, minimalisation of
duplicative regulation, and the reduction of alternative methods for assessing the recoverability
of reinsurance claims.

9. The minimum requirements for the supervision of reinsurers naturally differ from those
for primary insurers. Conduct-of-business rules do not apply, since the policyholders of
reinsurers are not consumers and do not require the same protection. Jurisdictions supervising
reinsurers should apply principles reflecting the characteristics of the reinsurance business and
the types of risks entailed (particularly in relation to their financial strength). Regulation should
take account of and reflect best practices in the industry. It should not stifle innovation that
would improve the efficiency and stability of the reinsurance market.

10.  Principle 1 describes where supervisory requirements and practices for reinsurers differ
from those applied to primary insurers because of the characteristics of the business undertaken.
Principle 2 identifies where the same methods can be applied.

I1.

Principle 1: = Regulation and supervision of reinsurers’ technical provisions,
investments and liquidity, capital requirements, and policies and
procedures to ensure effective corporate governance should reflect the
characteristics of reinsurance business and be supplemented by systems
for exchanging information among supervisors

Technical provisions

11. Supervisors should have the ability to assess the adequacy of procedures used by
reinsurers to establish their liabilities.

12. Supervisors should take into consideration limitations that reinsurers face. For example,
they largely depend on information from primary insurers in establishing technical provisions.
As a result there may be significant delays in receiving claims information. Thus, it is
particularly important that the reinsurers have adequate systems for establishing provisions f(ﬁ
claims incurred but not reported or incurred but not enough reported (known as IBNER)™
Generally, reinsurers and primary insurers use similar actuarial methods to establish and review
their IBNR and IBNER provisions. However, the exercise can be more complicated for
reinsurers because of non-homogenous portfolios, long tail classes, or information delays.
Often, it is necessary to review individual treaties.

> Some jurisdictions refer to these provisions collectively as IBNR; in other jurisdictions they are referred to
separately IBNR and IBNER.
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Investments and liquidity

13.  Reinsurers, as well as primary insurers, must invest in assets that in terms of security,
return, diversification and marketability are sufficient to cover their obligations as they fall due.
Reinsurers’ investment strategies are further complicated because often they need to manage
and match assets and liabilities in a number of currencies and different markets. In addition,
they may have to reimburse the large-scale losses of primary insurers on demand. Reinsurers
need to have effective tools in place to manage their investments and liquidity risks and monitor
their cash flows.

Capital requirements

14. In setting capital requirements supervisors should take into account risk profiles,
including the volume of business and degree of diversification. The higher a company’s
sensitivity to risk, the greater the need for it to have strong risk management practices and
capital to shore up its financial strength. Significant risks faced by reinsurers include
underwriting (including cumulations and geographical diversification), retrocession,
investments (liquidity and currency matching), taxation, and, for reinsurers in a group, group
risk. In addition, like primary insurers, reinsurers are exposed to a variety of operational risks
the sources of which could be employees (e.g., human error and internal fraud), technology
(e.g., technological failure and deteriorating systems), customer relationship (e.g., contractual
disputes), and external (e.g., external fraud). Also since reinsurers’ operating results are
potentially more volatile than those of primary insurers, they must hold capital reflecting the
risks inherent in this type of business and sufficient to be able to withstand extreme but
plausible loss scenarios.

15.  Reinsurers may use dypamic financial analysis tools or other risk models to determine
the required economic capital™ Supervisors should be knowledgeable about these tools and have
access to expertise as necessary. Provided the models in the future are sufficiently reliable, and
provided they meet supervisory standards and are properly controlled, they may be used to
facilitate mutual recognition of capital requirements of reinsurers.

Corporate governance

16. Standards should be present to ensure effective corporate governance of reinsurers. For
example, there should be standards with respect to the roles and responsibilities of the board of
directors.

17.  In many respects reinsurers and primary insurers face the same problems. However, in
the case of reinsurers some of the problems may be different and sometimes more acute and of
greater magnitude. With this in mind, reinsurers should be required to have appropriate policies
and procedures covering:

e underwriting (including counterparties’ integrity, management and business policy);

e  provisioning;

S This term is normally used to describe the capital needed to support a given risk profile of the company
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e identification, handling and control of aggregates;

e cumulations (storm, quake, flood and hail);

e business line and geographical diversification;

e retrocession (cover and security);

e investments (including asset/liability matching and asset diversification);

e liquidity and cash flow; and

e currency matching.

18.  In addition, the following IAIS Standards should be referred to: Supervisory Standard on
Asset Management, December 1999; Supervisory Standard on Derivatives, October 1998; and

Standard on the Evaluation of the Reinsurance Cover of Primary Insurers and the Security of
their Reinsurers, January 2002.

Exchange of information on supervision of reinsurers

19. By exchanging information, supervisors can learn from each other’s experiences. This is
especially true given the international and the dynamic nature of reinsurance and ART business.
In particular, supervisors should exchange information on supervisory methods and experience,
including information and experience on catastrophes. Such exchanges will be subject to
normal confidentiality provisions.

I11.

Principle 2: Except atlstated in Principle 1, regulation and supervision of the legal forms,
licensing and the possibility of withdrawing the licence, fit and proper
testing, changes in control, group relations, supervision of the entire
business, on-site inspections, sanctions, internal controls and audit, and
accounting rules applicable to reinsurers should be the same as that of
primary insurers

Legal forms

20.  The law of the home jurisdiction should define the legal forms of reinsurance entities.

Licensing and the possibility of withdrawing the licence

21.  Reinsurers must be licensed or authorised in their home jurisdiction before undertaking
reinsurance activities. The supervisor has the right to revoke the licence if the company no

7 Some entities are given permission to underwrite reinsurance through “authorisation”; in this paper the term
licensing will include authorisation
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longer fulfils the conditions for obtaining a licence, or is able, but not willing to fulfil its
obligations. If the licence is revoked, the reinsurance company must stop writing new business.f]

Fit and proper testing

22.  Supervised reinsurers should be run by persons of good repute, with appropriate
professional qualifications and experience. Thus, substantial owners, the board of directors and
management should be subject to fit and proper tests. These tests should be made in accordance
with the I4IS Guidance Paper for Fit and Proper Principles and their Application, October
2000.

Changes in control

23.  The home jurisdiction supervisor should have the authority to approve or object to
shareholders with material interests in reinsurers.

Group relations

24.  Reinsurers in a group should be supervised on a consolidated or solo-plus basisE,I
incorporating all activities that could have an impact on the financial position of the individual
licensed entities. In particular, supervisors should assess capital adequacy, underwriting and
other risk concentrations, and intra-group transactions including intra-group exposures on a
group-wide basis. The following IAIS Standard may be referred to: Supervisory Standard on
Group Co-ordination, October 2000. Reference is also made to the Joint Forum papers: Capital
Adequacy Principles, February 1999, Risk Concentration Principles, December 1999 and Intra-
Group Transactions and Exposures Principles, December 1999, and Framework for
Supervisory Information Sharing, February 1999.

Supervision of the entire business

25. The home jurisdiction supervisor must make sure that all parts of the business of a
reinsurer are subject to effective supervision. The supervisor should be able and willing to share
relevant information with other insurance and reinsurance supervisors, subject to confidentiality
rules.

On-site inspections

26.  The supervisor should have the authority to carry out on-site inspections to review the
business and affairs of the reinsurer, including the inspection of books, records and other

8 Licensing should follow similar principles to those described in the IAIS Supervisory Standard on Licensing,
October 1998.8. This Standard, however, refers to licensing of primary insurers only.

? The concept of solo-plus supervision implies that in addition to the solo or stand-alone supervision of regulated
entities supplementary supervision should also be applied on a group wide basis. The supplementary supervision
would normally include a review of the group’s capital (ensuring that there is no double gearing or double
leveraging), intra-group transactions or risk transfers (ensuring that they are conducted as if they were on an
arm’s length basis), risk concentrations, and co-operation among supervisors.
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documents. The following IAIS Standard may be referred to: Supervisory Standard on On-Site
Inspections, October 1998.

Sanctions

27.  Supervisors must have the authority to take remedial action where problems involving
licensed reinsurers are identified. The supervisor must have a range of actions available in order
to apply appropriate sanctions to problems encountered, recognising reinsurers and primary
insurers may face different problems. The powers available to the supervisor should be set out
in legislation and/or statute. Where there are serious doubts about the ability of a company to
continue operations, the supervisor would be expected to notify other relevant insurance and
reinsurance supervisors, on the condition that these other supervisors would maintain the
confidentiality of the information according to the rules of the home jurisdiction.

Internal controls and audit

28.  The supervisor should be able to review the internal controls that the board of directors
and management approve and apply, and request strengthening of the controls where necessary.

29.  The supervisor should require accounts to be audited by external auditors. In addition,
the supervisor may require auditors to certify compliance with certain requirements.

Accounting rules

30.  Accounting rules should be in line with those applicable to primary insurers and should
include valuation principles. Since reinsurance is a global business and most entities operate in
several jurisdictions, all reinsurers should use similar accounting principles.

Access to non-public information

31. It is important that reinsurance supervisors have access to and receive information
necessary to form a proper opinion on the risk profile of each reinsurance company domiciled in
their jurisdiction. The information needed to carry out this review and analysis should be
obtained from the financial and statistical reports, including accounts that are filed on a regular
basis and supported by information obtained through special information requests, on-site
inspections and communication with actuaries and external auditors. All reinsurance supervisors
should be subject to confidentiality constraints in respect of information obtained in the course
of their activities, including the conduct of on-site inspections.

19 Cf. IAIS Supervisory Standard on the Exchange of Information, January 2002.
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Supervisory Standard on Licensing
Report from the | AlS Technical Committee

Licensing plays an important role in ensuring efficiency and stability in the insurance
market. Strict conditions governing the formal approval of insurance companies are necessary
to protect insurance users. The licensing process may also help ensure that fair competition
exists among companies in the market.

The “Insurance Supervisory Principles’ (level-one standards) adopted by the IAIS
contain general principles which are attached as an Annex to this standard.

Given the framework of these general principles, this standard contains requirements
that should be met by an insurer seeking a licence, as well as principles that apply to the
licensing procedure itself, including the review of changes in the control of alicensed company.
In some instances the standard goes beyond issues strictly related to “licensing” and may need
to be revised in the future as new supervisory standards dealing specifically with these issues
are prepared.

This standard deals with the prudential aspects of licensing. Although there may aso be
other aspectsto consider in the licensing process, this standard does not deal with them.

The 1AIS recognises that member countries have different legal and supervisory
structures and supervisors may need to adapt this standard to their particular circumstances.
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l. Background

1. The provision of private insurance is a very important economic activity. Insurance
increases for instance the credit standing of a company and hence its funding potential. It offers
certainty of planning, thus making technical progress possible. By compensating for losses, it
maintains the production capacity and may consequently prevent unemployment. Life insurance
plays a significant economic role in mobilising personal savings.

2. Compared to other sectors of the economy, however, insurance takes up a special
position. All the insurer offers in return for the insurance premium already received is in many
cases the mere promise to perform its services if a claim arises in the future. Therefore, the
policyholder must be able to trust the insurer to be able to keep this promise if the insured
event occurs. The failure of one insurer could have negative consequences for the entire sector.
A disturbance in the relationship between the policyholders and their insurance company could
affect the public confidence in the financial system.

3. The role of supervision by or on behalf of the state is to ensure that insurance
companies are able at any moment to fulfill their obligations and that the interests of the
policyholders are sufficiently safeguarded. The licensing procedure is the first step towards
achieving these objectives. It is one of the most important elements of the supervisory system.
If the licensing procedure as well as the on-going supervision of licensed insurers meet
internationally accepted standards, confidence in the supervisory systems will grow on a
domestic level as well as on an internationa level. Such confidence may facilitate mutual
recognition of national supervisory systems and thus the liberalisation of market access for
foreign insurers.

. Definitions
4, The following definitions apply to the terms used in this paper:

Branch:1 part of a company, not being a separate lega entity, established in a jurisdiction
other than the company’s home jurisdiction. In some jurisdictions there may exist other forms
of permanent presence (e.g. agency).

Cross border provision of services:! provision of insurance on a services basis (without local
establishment) in ajurisdiction other than the company’ s home jurisdiction.

These terms do not always apply in the sense given here when jurisdictions within states with a federal structure are
concerned. In such cases cross border refers to crossing the borders surrounding the jurisdictions of the federal structure
but not inside it.

These terms do not always apply in the sense given here when jurisdictions within states with a federal structure are
concerned. In such cases foreign refers to jurisdiction surrounding the federal structure but not jurisdictions inside it.
|AlS— Technical Committee Supervisory Standard on Licensing
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Domestic/foreign:2 inside/outside the jurisdiction: in connection with an insurer, domestic or
foreign refers to the place where the company concerned is incorporated, irrespective of the
place of incorporation of its parent company.

Home jurisdiction: jurisdiction in which an insurer has its head office.

Host jurisdiction: jurisdiction in which a foreign insurer operates by way of alocal branch or
on a services basis without local branch.

Home/host supervisor: supervisor of the home/host jurisdiction.

Jurisdiction: jurisdiction refers to a territory with local insurance laws that relate to the
incorporation or operation of insurance companies. This territory as a rule is the national
territory and at the same time the territory of the insurance supervisor’s competence. In certain
cases this may be the territory inside a state with a federal structure, e.g. the states making up
the USA.

Qualifying participation: a participation held directly, or indirectly through one or severd
subsidiaries, by a natural or legal person, of at least X % in the company, or — also in the case
of a lower percentage — a participation enabling the shareholder to substantialy influence the
company’'s management. X is defined in accordance with domestic law (10 % or 20 % are
common threshold values).

[I1.  General licensing principles
Theterm “licence” in this paper — scope of application

5. In this paper, licence refers to the authority to operate business in the domestic market
which under domestic law:

— isdefined as insurance business;

— is based on contracts between the company offering the business and the policyholders;
and

— issubject to supervision by the competent authorities.

6. Licence refers only to the formal authority to operate business in the meaning of the
domestic supervision law, it does not refer to approvals in the meaning of the general trade or
company law.

7. The following sections apply to direct insurers that also may accept ceded business, but
not to pure reinsurers. This paper does, however, apply, unless stated otherwise, to
foreign insurers who operate by way of establishment or on a services basis without
local establishment. This paper does not deal with the licensing of natural or legal
persons intermediating insurance.
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September 28, 1998 Page 5 of 18



Types of company which must be licensed
Domestic insurers

8. Legal entities operating direct insurance business as defined in the respective insurance
supervision law should aways be licensed, irrespective of their area of operation. As to the
exceptions, see paragraphs 15-17 below.

Foreign insurers
9. There are two ways in which foreign insurers may operate:

a. by alocal branch; and
b. on aservices basis.

As arule, the licence should be given by the host supervisor if the insurance business is to be
operated by one of the two above methods. As an option, however, a foreign insurer may be
allowed to operate only by setting up a branch in the domestic market.

10.  Before giving a licence the host supervisor should at least be provided documentation
including:

— the name and address of the place of incorporation;

— the types of insurance which the company proposes to write;

— confirmation from the home supervisor that the company is indeed authorised to carry
on the types of insurance business proposed;

— confirmation by the home supervisor that the company is solvent and meets all the
regulatory requirements in the home jurisdiction; and

— additionally, in the case stated in paragraph 9a above, name and address of the branch
and the authorised agent in the host jurisdiction. The licensing requirements in section
IV below apply when appropriate. See also principle 3 of the Principles Applicable to
the Supervision of International Insurers and Insurance Groups and their Cross-Border
Establishments, issued by the IAIS in 1997.

11. A foreign insurance company may be allowed to operate, without an approval from the
host supervisor where, for example, bilateral or multilateral agreements are in place which
ensure that the company:

— issubject 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.

Subsidiaries of foreign companies
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12. Companies which are incorporated in accordance with domestic law but which are
partially or wholly foreign-owned subsidiaries should in principle meet the same licensing
reguirements as domestic insurers.

Types of business which must be licensed
I nsurance business

13.  “Insurance business’ in this paper is understood to mean such business asis to be called
insurance in accordance with domestic law. It is obvious, however, that different
interpretations of insurance business could lead to supervisory problems, especially where
cross-border operations are concerned.

Distinction between insurance and social security

14.  This paper does not deal with companies or types of business which are part of the
socia security system. However, in some jurisdictions it may be possible for people to replace
coverage under the social security system by concluding an insurance contract (e.g. for
pensions) offering protection equal to that provided by the socia security system. This paper
deals with these “substitutive’ insurances, as well as with private insurance of a social and/or
compulsory nature (e.g. medical health insurance, third party liability insurance for motor
vehicles and personal pension insurance).

I nsurance business which may not be licensed

15.  Small mutual societies whose activities are limited to a certain geographical area and/or
limited to a certain number of policyholders and/or who offer specia types of cover (death
benefit, livestock insurance) may not be licensed in some jurisdictions. The reasons for this fact
could be that the insured sums do not exceed certain amounts, or that losses are compensated
by payments in kind, and that the activities are pursued following the idea of solidarity.

Correspondent insurance

16.  Where insurance contracts are concluded with an insurer in another jurisdiction on a
services basis without the initiative of this insurer, the latter may not have to be licensed in the
country of his client.

Products which are not offered by licensed domestic insurers

17.  Sometimes, certain very specific risks situated in the country are not covered by
domestic insurers. This may concern specific large risks (nuclear energy, natural disasters) or
very specific personal risks (e.g. professional indemnity). For cases like these, i. e. where an
‘insurance shortage’ is concerned, the domestic law can provide that these risks may be
covered by foreign insurers without these insurers requiring a licence.
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The domestic law may similarly permit maritime shipping, commercial aviation and
goods in international transit to be insured by foreign insurers without these requiring a licence.

Scope of licence

18.  Regarding activities: Since the application for a licence is examined on the basis of
having information on the proposed types of business, the licence should take into account
classes of insurance which are to be operated and may be applied for and granted with respect
to particular classes of insurance. As regards classification, domestic law should categorise
insurance business into types and classes of insurance (at least into life and non-life). In doing
S0, it may rely on internationally accepted classifications (e.g. OECD classifications).

19. Regarding period of time: A licence should in principle be granted for an unlimited
period, given that insurance is by nature a long-term business. Renewing the licence at regular
intervals (e.g. annually) could however be an effective measure for the supervisor to ensure
that the business of a new insurance company develops in the course of the first few years
according to the business plan (see paragraphs 32-36 below).

VI. Licensing requirements
Preliminary remark

20.  Active business life of an insurance company starts once the licence has been granted
or, if registration is required after the licence has been granted, once the registration has been
accomplished. During its course the company is subject to on-going supervison. The
requirements which were preconditions for granting a licence should be met at all times during
the on-going business operations. This applies to capital adequacy, suitability of managers and
owners, adequate reinsurance etc. The supervisor should also aways be able to obtain
information on the type of business operated.

Legal form and head office of the company

21. Each jurisdiction should define the permitted types of legal form. Such legal forms
should provide a certain stahility of the company, as well as enable the creation of own funds,
e.g. joint-stock company and mutual society.

22.  Legidation should require that the location of the head office and also its centra
administration be situated within the home jurisdiction where the licence was granted.

Objective of the company

23. Insurance companies should not carry on any activities other than in connection with or
for the purposes of their insurance business. Operation of business not related to insurance may
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be alowed as an exception only in limited and defined circumstances.

24.  The objective of the company should be defined in the company's articles of
incorporation.

Specialisation

25. A company licensed to operate life insurance should not be licensed to operate also
non-life insurance and vice versa (principle of specialisation), unless there are clear provisions,
satisfactory to the supervisor, to handle a separation of risk on both a going concern and
winding-up basis. As an exemption from this principle, however, the operation of other classes
of personal insurance (e.g. accident, health) together with life insurance could be authorised.

26.  Companies aready doing business of both kinds (“composite companies’) may
continue to do so, provided they maintain separate book-keeping and accounting for life and
non-life insurance operations and provided they take appropriate steps to ensure that life
insurance policyholders are not at risk from losses in the non-life sector and vice versa

27.  Specidlisation may not prevent a non-life insurer from taking substantial shareholdings
in a life insurer (or vice versa). Regulation should, however, provide that the surplus resulting
from prudential assumptions in life insurance is not diminished in a way that affects the
reasonable expectations of the policyholders.

Minimum capital

28.  Animportant licensing requirement is the establishment of sufficient free capital. Thisis
an absolute amount fixed by the supervisor or by law (minimum capital). The amount of the
minimum capital should take into account the type of risk that is intended to be covered. If the
applicant company proposes to write severa classes it is possible either to require the highest
of the amounts fixed for the individual classes or to add up the amounts of the individual
classes.

29.  The required minimum capital should by no means be used to compensate normal
foreseeable fluctuations in the development of certain risks. It should be uncommitted so as to
be available if unforeseeable losses of any kind are to be covered. Nor should the setting-up
costs be covered by this minimum capital. For additional financial requirements, see paragraph
35 below.

30. Proof of the minimum capital should be submitted to the supervisor. The elements
making up the minimum capital should be shown as part of the proof.

31 In order to ensure the guarantee function of the minimum capital, legidation could
require a deposit. The company may only dispose of this deposit with the supervisor's
approval.
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Business plan

32.  The supervisor is to request the submission of a business plan describing the proposed
business of the company for at least three years ahead. This plan should demonstrate
satisfactorily that the company will be able to maintain a sound financial situation and
meet its obligations at all times during the first years. The business plan should include
the following information and proofs:

the types of obligation the company proposes to incur (life insurance) or the types of
risk it proposes to cover (non-life insurance)

33.  This information is particularly important for determining the amount of the financia
resources the company should possess during the initial stages. It should not be restricted to
the indication of the classes of insurance according to the national classification. Instead, the
nature of the risks and the target group with which the company intends to conclude the
contracts should be described in as detailed a manner as possible (see also section “Product
Control” below). The company should provide information on whether it also proposes to
accept reinsurance business, and if so, in which insurance classes.

the basic principles of the company’ s reinsurance policy

34.  The company should describe how and to what extent the expected contracts are to be
reinsured. Prudent founders will at this stage aready have consulted with reinsurance
companies and be able to present a reinsurance programme. The supervisor should be
convinced that the reinsurance company has sufficient security or has pledged securities for the
insurance company.

the estimated setting-up costs and the financial means to be used for this purpose

35.  The company should describe how the structures needed to manage the expected
portfolio of contracts are to be set up and through which channels (e.g. brokers, agents,
distribution outlets) the products offered are to be distributed. The costs which will be
incurred, depending on the intended development of the business, should be estimated. At the
same time the company should prove that the financial means required for covering the setting-
up costs will be available (organisation fund or equivalent).

projected devel opment of business and solvency margins

36. The company should present for at least three years a projection of the expected
development of business in the form of model profit and loss accounts. Simplified
balance sheets and the expected liquidity situation should be considered on the basis of
the same assumptions on business volume and structure, premiums, commissions,
administrative expenses and claims expenses, investment income, and tax. The
supervisor should be able to examine the projections to determine whether they are
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realistic. It may if necessary require a review of assumptions, an increase of the
organisation fund or equivalent, a different method for the calculation of premiums, or
a different reinsurance policy. If the applicant company does not take account of the
supervisor’'s objections, the supervisor may refuse the licence, or grant it subject to
certain conditions, e.g. with respect to net risk retentions.

Suitability of directors and/or senior management

37.  The managers of an insurance company should be suitable, since problems in the
insurance industry are often due to mismanagement caused by persona and professional
inappropriateness of directors and/or managers. Therefore, the supervisor should carefully
check the suitahility of directors and/or senior managers. The following criteria should be taken
into account:

a. directorg/senior managers must be professionally qualified. Professona qudlification
requires theoretical and practical knowledge in insurance as well as managerial
experience. These requirements can be deemed met if an activity of several years for an
insurance company of the same kind and size can be proven. Expert knowledge may,
however, also have been acquired outside the insurance industry if the person
concerned has occupied a managerial post. The requirements should, however, depend
on the area for which the person concerned will be responsible (e.g. data processing,
personnel, fund management etc.);

b. directors/senior managers must be reliable and of good repute. Reliability refers to a
person’s character. In assessing the latter, the supervisor should base its judgement on
known facts and evidence. A reason to deny the licence would be if the supervisor had
knowledge of facts from which it could be deduced that the person concerned will not
manage the insurance company in a due fashion (previous conviction especialy for an
offence committed in connection with financial services, participation in unsound
transactions; bankruptcies caused by dishonesty; tax evasion); and

c. if, in specia cases, senior management functions (e.g. authorised representative of a
foreign branch) are performed by a company (legal person), the representatives of that
company should meet the requirements under @) and b) above.

38. In order to enable the supervisor to check if the above conditions are met, the applicant
may be required to submit a complete curriculum vitae of the proposed directors/senior
managers signed in their own hand providing the following information:

— names and surnames, date and place of birth;

— private address and nationality;

— professional education (training/studies including dates, schools and universities,
diplomas);

— membership in professional organisations;

— full record of the professional career (including the names of all employers for which
the person concerned has worked previously; and
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— type and duration of the respective activities (department, responsibilities).

39. The applicant should provide a declaration from the proposed directors/senior
managers confirming that no criminal proceedings are or have been pending against them. The
supervisor may also require the applicant to submit further particulars on the professional
career of these persons, e.g. by answering a questionnaire elaborated by the supervisor.

40.  The authorised agent of a branch has to meet the above requirements depending on
his/her area of responsibility.

Suitability of owners (Control of shareholders)

41.  The supervisor should know the names of the natural and legal persons holding a direct
or indirect qualifying participation in the applicant company. The supervisor should be
convinced that they meet the demands made in the interest of the sound and prudent
management of the insurance company and that they are reliable.

42.  The licence to operate should be refused if facts exist from which it can be deduced
that the holders of a qualifying participation.

— arein adifficult economic situation;

— areor ever have been directly or indirectly involved inillegal transactions affecting their
suitability, or intend to abuse the insurer for criminal purposes (e.g. money laundering);
and

— are connected with the applicant company in a way that would obstruct or render
effective supervision impossible.

43.  Criteria similar to those listed under the section “ Suitability of directors and/or senior
management” above should be applied to check the reliability of natural persons. If legal
persons are concerned, the supervisor should be authorised to ask for submission of audit
reports and extracts from the register of commerce. It should have the power to exchange
information with other authorities inside and outside its jurisdiction which respect minimum
reciprocity and confidentiality requirements.

44.  In the course of its investigation, the supervisor should aso check if the structures of
the group the applicant company is part of are sufficiently transparent to the supervisor and
will not be a source of weakness. The supervisor should have the authority to prevent
corporate structures that hinder the effective supervision of insurance companies.

Affiliation contracts and outsourcing

45.  Contracts regulating important relationships with other companies, transferring
functions to other companies (outsourcing), influencing the financial situation of the company
or being in some other way relevant for an effective supervision should be submitted in
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compliance with the supervisor’s requirements. If the supervisor objects to the contents of
such contracts, and if these objections cannot be removed, the licence could be denied or
revoked. An apriori submission of these contracts is preferable.

46.  The supervisor should consider the following types of contract:

a. affiliation contracts through which a joint-stock company subjects itself to the
management of another company (e.g. holding company), or commits itself to transfer
its profits to that company. The supervisor should verify that the controlling company
does not have any intervention rights that could be an obstacle to effective supervision;

b. outsourcing contracts outsourcing means to transfer certain functions of material
importance, (e.g. investment management, distribution, informatics, accounting etc.)
from an insurance company to another company which need not necessarily also be an
insurance company. The supervisor should especially see to it that supervision of the
outsourced functions is ensured. This can be done by one of the following methods:

— inrelation to the outsourced functions, the applicant company reserves any rights to
issue instructions to and obtain information from the company accepting the
functions; and

— the supervisor should have the power, where appropriate, to carry out on-site-
inspections on outsourced functions to check if activities are carried out in
accordance with the supervisory rules.

47. If functions are transferred to a subsidiary or another company being part of the same
group, the supervisor should review the suitability and security of the contractual
arrangements.

48.  The outsourcing of central functions of an insurance business (e.g. managing bodies,
accounting, portfolio management etc.) to a company in another jurisdiction is admissible
provided that the requirements in paragraph 46b above are fulfilled. Supervision of the
outsourced function could for instance be ensured by an agreement with the authorities in the
other jurisdiction.

49.  Contracts to the effect that the applicant intends to render services to other companies
should be checked as to whether such services are part of the insurance business or directly
related to it. In the case of contracting parties which are both part of one group the
requirements under paragraph 47 above apply accordingly.

Product control

50. Insurance companies should not be regulated more than strictly necessary regarding the
design of their products. The supervisor should however be empowered to request precise
|AlS— Technical Committee Supervisory Standard on Licensing
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information on the products that are to be marketed. Information could for instance be
required on the design of the products which a newly licensed insurance company intends to
market; this in order to be able to assess risks and to judge if the managers to be nominated
have the necessary qualifications and if the planned organisation structures are suitable for the
administration of such products. Possibly, the financial guarantees that should be provided also
depend on the type of products offered.

a. General policy conditions

51. Information on products may also include the general policy conditions, which could be
submitted a priori, a posteriori or non-systematically on demand.

52. Provisions should be in place ensuring that the cover offered by compulsory insurance
(e.g. motor liability) or contracts replacing coverage under the socia security system
(subgtitutive insurance) is adequate and in accordance with domestic law governing
these sensitive aress.

b. Technical bases for the calculation of premium rates and provisions

53.  The supervisor should be entitled to request precise information on the technical bases
used for the calculation of premium rates and technical provisions. This is important with
respect to al products, whether the premiums are calculated on the basis of actuarial principles
or not. The technical bases of al or most of the products may be systematically checked,
especidly if the company is new to the market. In life insurance as well as in compulsory
insurance and substitutive insurance, the law or the supervisor should recommend statistical
bases or general calculation principles.

54.  The supervisor should in the individual case have the power to check the calculation
and the technical provisions itself or charge another person to do so (e.g. an actuary), and to
intervene if solvency of the insurance company is jeopardised.

Articles of incorporation

55.  The articles of incorporation of the insurance company should be submitted to, or may
be issued by, the supervisor and if necessary approved by it. The articles of incorporation can
include a description of the individual classes of insurance that are to be offered, the investment
principles and an indication as to whether insurance is to be written directly only or aso
indirectly.

56.  The purpose of the examination of the articles of incorporation is to verify that the
provisions under the supervision law and the company law are observed.
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Actuaries and auditors

57.  If companies are required to appoint an actuary with specific responsbilities, the
supervisor should confirm.

a. the qualifications, reliability and good repute of the person to be appointed. Insofar as a
legal person is permitted to fulfill the duties concerned, information should be collected
on its experience as well as on the qudification and reliability of the managers of this
legal person.

b. the position of this person in relation to the management of the insurance company: It
should be sure that the actuary — irrespective of whether he is employed by the
company or free-lance — has sufficient powers and independence to duly fulfill hisrole.

58. If the applicant is required to appoint an auditor before the licence can be granted
(e.g. for the purpose of an initial audit) the supervisor should confirm that the
requirements described in paragraph 57a above are met.

V. Licensing procedure
Application

59.  The company should submit an application if it intends to operate insurance. This
application should include information on the types of business to be written. The application
should also contain all the documents and information required by the supervisor to confirm
that the requirements mentioned under section IV above are met.

Examination procedure

60.  Supervisors are encouraged to issue written guidelines on how to file an application for
a licence. These guidelines could include the licensing requirements set out by legidation and
advise on the required format of documents, projections, initial audits etc.

61. To make the formal licensing procedure easier and prevent any unnecessary delays, the
Supervisor may encourage persons proposing to establish an insurance company to get in touch
informally before applying for the licence. In preliminary talks, the founders of the company
could be advised on how to prepare the documents which should be submitted with the
application.

62.  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. However, where supervisors use external auditors or actuaries, they should
consider:
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— whether adequate controls over their competence exist, and the need to monitor their
performance; and

— their independence towards the company and the consideration they give to the
protection of the policy holders’ interests.

Licence and registration in the register of commerce

63.  Apart from applying for a supervisory licence, other requirements pertaining to trade
and commercial law must in most cases be met (e.g. registration in the register of commerce).
It depends on the jurisdiction if registration takes place before or after the licence is granted.
However, companies should not be alowed to present themselves as licensed insurance
companies without or before having been granted a licence.

Licensing body and supervisor

64. Insomejurisdictions, not the supervisor, but a different body is responsible for granting
licences (e.g. aministry or a specia council). If thisis the case, the supervisor should have the
authority to examine the documents submitted and give its opinion. If the supervisor’s opinion
is negative, the supervisor and the licensing body should agree before making a decision.

Duration of the licensing procedure

65.  The supervisor should come to a decision as quickly as possible and not delay unduly.
A certain period of time should be set from the date on which all licensing requirements are
met. Within this period, the supervisor should decide on the application for a licence.
However, if the supervisor has not come to a decision within this time, the licence cannot
automatically be considered granted. The applicant company should have means at its disposal
to obtain a decision within a reasonable time (e.g. by taking legal action).

Cooperation

66.  The supervisor should be able to exchange information relevant for the application (e.g.
check of suitability of directors and owners) with domestic or foreign authorities. However,
the supervisor need not provide information where the information is not held confidential by
the recipient.

VI. Withdrawal of licence

67. The supervisor should have at its disposal the remedial means of withdrawing the
licence (possibly with respect to certain types of business). As a legal consequence of this
withdrawal, the insurance company is no longer permitted to conclude new contracts, or
prolong, or expand the cover of, existing contracts. Withdrawal of the licence should be
possible under one of the following conditions:
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the company no longer meets the licensing requirements;

the company serioudly infringes the law in force,

the company expressly renounces the licence;

the company does not make use of the licence within a certain period of time,
e.g. 12 months; or

e. the company has ceased to operate, e.g. at least six months ago.

aooTp

68.  Cases stated in paragraph 67a and 67b above apply for instance to situations in which
the insurance company is no longer able to meet capital adequacy standards, or management
meeting the fit and proper requirements can no longer be found. They also refer to cases in
which the insurance company constantly contravenes orders from the supervisor that have legal
force, or if it constantly infringes provisions under the contract law or the consumer protection
law. The licence may also be withdrawn where the company is subsequently found to have
furnished false, misleading or inaccurate information, or has concealed, or failed to disclose,
meaterial facts in its application for a licence. Due to the severe consequences which a
withdrawal of the licence has also for existing contracts, it should only be used as the last
resort where less stringent means, e.g. admonitions or orders from the supervisor or court
decisions, have proven ineffective.

69.  In cases stated in paragraph 68c-e above, the withdrawal of the licence creates a clear
legal situation and improves transparency of the insurance market. It should be avoided that
insurance companies apply for licences “just in case” without actually having the clear intention
of operating insurance business. If an insurance company has either not taken up operations
within quite a long period of time (e.g. over one year) or ceased operations, there is a certain
risk that legal provisions or market conditions will have changed.
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ANNEX Extract from “ Insurance Supervisory Principles’
Licensing

Companies wishing to underwrite insurance in the domestic insurance market should be
licensed. Where the insurance supervisor has authority to grant a license, the supervisor:

1. in granting a license, should assess the suitability of owners, directors, and/or senior
management, and the soundness of the business plan, which could include pro forma
financial statements, a capital plan and projected solvency margins; and

2. in permitting access to the domestic market, may choose to rely on the work carried
out by an insurance supervisor in another jurisdiction if the prudential rules of the two
jurisdictions are broadly equivalent.

Changesin Control

The insurance supervisor should review changes in the control of companies that are
licensed in the jurisdiction. The insurance supervisor should establish clear requirements to be
met when a change in control occurs. These may be the same as, or smilar to, the
reguirements which apply in granting a license. In particular, the insurance supervisor should:

1. require the purchaser or the licensed insurance company to provide notification of the
change in control and/or seek approval of the proposes change; and

2. establish criteria to assess the appropriateness of the change, which could include the
assessment of the suitability of the new owners as well as any new directors and senior
managers, and the soundness of any new business plan.
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1. I ntroduction

1. The objective of insurance and reinsurance supervision is to protect policyholders and policy
beneficiaries. To achieve this objective, Supervisory Authorities should elaborate supervision
methods, which include the ability to conduct on-ste ingpections.

2. On-gte inspection, whether by the supervisory authority or its representatives, is a vitdly
important part of the supervisory process, closaly related to the on-going monitoring process. On the
one hand, it provides information that supplements the andyss of the financid and datistica
information sent by the insurance or reinsurance company. On the other hand, on-sSite ingpection
needs the support of market information and datistics deriving from the andyss of the annua
accounts and returns.

3. On-gte ingpection is an important way to verify or capture religble data and information in
order to assess a company’s current and prospective solvency, measuring its evolution and the
reasons for this evolution.

4, But the usefulness of on-Site supervision is not srictly limited to that point.

5. On-gte ingpection enables the supervisor to obtain information and detect problems that
cannot be obtained or detected through on-going monitoring. In particular:

a in the case of companies experiencing asset trouble, accounting irregularities or deficient
management, it enables the supervisor to identify problems that the company could be given
to ignore and, sometime, to hide;
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b. it offers supervisors the opportunity to have a persond relationship with the managers, which
is very valuable to assess their fitness and properness,

C. it enables supervisors to assess the management's decison-making processes and internd
contrals,

d. it can dissuade companies from pursuing activities, which are either illegd or improper;

e it provides supervisors the opportunity to andyse the impact of specific regulations and, more
generdly, to gather information for benchmarking.

6. On-gte inspection is dso of grest assstance in deding with companies problems. For
example, the supervisors.

a may be able to persuade the companies management to take action to avoid current or
future problems through didogue during on-site ingpection, which may be more efficient than
through regulations;

b. can use on-dte ingpections as an opportunity to provide companies management with
information, especialy concerning new legidation which might need to be explained in order
to avoid mignterpretation.

7. The purpose of this paper is to provide insurance supervisors with some genera supervisory
standards for the conduct of on-Siteinspections. It is divided into three main parts:

a most important objectives of on-Site ingpections,
b. description of the on-gite ingpection procedure;

C. organisation of the on-site ingpection process.

2. Definitions

8. The following definitions gpply to terms used in the paper:

Board of Directors refers to ether the board of directors of a company which is incorporated in
the jurisdiction or, in the case of a company which isincorporated in another jurisdiction and which is
licensed in the jurisdiction, to a senior company officia, acceptable to the insurance supervisor.

Financial Reports refer to accounting statements, financid returns and statutory reports, including
the balance sheet and the income statement and any other numerica reports prepared for disclosure
to policyholders, investors or insurance supervisors and do not refer to reports prepared for other
purposes.

Insurance Company refersto alicensed legd entity, which underwrites insurance.
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Insurance or Reinsurance Supervisor refersto the insurance supervisor in the jurisdiction.

Reinsurance Company refersto alegd entity, which underwrites only reinsurance.

3. Most I mportant Objectives of On-site | ngpections

9. Generdly spesking, the key objective of any on-dte inspection is the gpprasd of the
company’s current and prospective solvency. More specificaly, the objective is to compare the risk
profile of the company with its risk-carrying capacity and to detect any problem that may affect the
company's cagpacity to meet its obligations towards policyholders in the long term.

10.  However, on-dte ingpection should not be limited to detecting the company’s problems.
Supervisors should dso deve into the reasons behind them and identify solutions to overcome them.

11.  These objectives can be plit into intermediate objectives.

a to gppraise the assets and lidbilities (including off balance sheet commitments) and to andyse
the adequacy of tariffs and the balance of operations;

b. to evaduate the technica conduct of the insurance busness (eg. actuarid methods,
commercid palicy, reinsurance palicy);

C. to evauate the treatment of customers and to determine whether unlawful or improper
activities are engaged in a the expense of policyholders or public interedts,

d. to assess the accounting and internal control systems, and to form an opinion on the
corporate governance;

e. to detect problems that may arise from the company's organisation or its belonging to a
group.

4, The On-gte Inspection Procedure

4.1 Planning and preparation

12.  Following the andyds of the financid and datidticd information sent by the companies, the
supervisor should develop a program, based upon a systematic anayss of the records of the
company, for the on-site ingpections which are to be carried out in the next months.

13.  This plan will take into account on the average frequency of on-dite ingpections and the
companies risk profile. On-site ingpections are more frequent and more in depth when they concern
companies which are in adifficult economic or financid pogtion. However, amgor change in the top
management or in the objectives and business plan of the company might be a sufficient reason for a
new on-ste ingpection.
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14.  Neverthdess, the on-dte ingpection plan should remain indicative Since new priorities might
arise during the year. Besides, the length of the inspections is not predictable; the actud on-ste
ingpection may take anything from one day to severd months depending on the business of the
company, itssize, and above al on the problems met.

15.  Inthisrespect, an on-gte ingpection should begin with an overview of the company in order
to properly plan and focus the fieldwork. This review should be pursued with the managers and
result in an agenda of the fieldwork to be made.

4.2 Fiedwork

16.  While on-going monitoring can be systematic and to a certain extent standardised (analysis of
the consstency of financid statements, position of the company with respect to the average of the
market), on-dte inspection is customised and suited to the company’'s particulars, and to the
problems detected on dte. Thus, it is difficult to determine in advance the length and exact outlines of
on-Ste ingpections. Besides, an on-gite inspection can either be a full-scale inspection or a partia
one.

17.  Where supervisors undertake a full-scale on-gte ingpection this one should include at least
the activities listed below.

18.  However, in case of an ingpection concentrated on a limited area of specific concern, the
supervisor could take into account only the relevant points among them. Besides, some of these
activities can be conducted off Ste.

a Evauation of the management and interna control system

reading of the minutes of the meetings of the Board of Directors, the auditors reports
and, if any, actuaries and dectronic data processing audits,;

andysis of the ownership structure and sources of capita funds;

evauation of the fithess and properness of the management, their efficiency, and their
ability to acknowledge and correct their management mistakes (especidly after
changes in the composition of the board);

examination of al the company's current interna procedures and risk control systems
in order to assess the relevance of these internal controls and the company's approach
to risk managemen;

examination of the accounting procedures in order to know whether the financid and
datistica information periodicaly sent to the supervisory authority is trustworthy or
not, and in compliance with the regulations.

b. Andyss of the company's activity

andysis of the mgor categories of business, the customers and the geographica
spread thereof;
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examination of the business plans and meeting with the management to get information
about the plans for the future;

anayds of the contracts.

C. Evauation of the technical conduct of insurance business
evauation of the organisation and the management of the company;

andysds of the commercid policy of the company: in particular, policy conditions and
commissions pad to the intermediaries;

evauation of the reinsurance cover and its security: in particular, the reinsurance cover
should be appropriate to with the financid means of the company and the risks it
covers.

d. Anaysds of the relationships with externd entities
andysis of the organisationa charts, the group structures and the intragroup links;
anadysis of the relationships with branches abroad and the intragroup transactions,
andysis of agreements with externa service providers,
identification of any financid problems originating from any entity in the group to which
the company belongs.

e Evauation of the company's financid strength

andyss of the settlement of clams and the caculation of the technicad provisons
according to current regulations,

andysis of the adequacy of tariffs and the balance of operations;

andysis of the investment policy (including derivatives palicy), the assets held to cover
the technica provisons,

verification of property and vauation of the company’s investments,

andyds of the litigation and off balance sheet commitments;

anaysis 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.

19.  Where supervisors have the necessary powers to dea with the treatment of the customers,
they may indlude the fallowing points in the on-Site ingpection:

a review of the information given to customers and checking of its sufficiency and adequecy;

b. review of the time for payment, the number and nature of litigation and the transactions with

the policyholders;
C. assessment of the compliance with the consumer regulations.
| AlS—Technical Committee Supervisory Standard on On-site I nspections

Approved in Cancun on 1st October 1998 Page7 of 9



4.3 Assessment and reporting

20.  During, or at least a the end of thisingpection, the supervisor should discuss findings with the
insurance company and should pay adequate attention to its reaction.

21.  Supervisors should follow up to ensure corrective action, when identified, has been acted
upon.

5. Organisation of the On-site I nspection Process

22.  On-gte ingpection should have alegd bads in order to sudtain the right of the supervisor to
obtain any information. Insurance legidation should give the Supervisory Authority wide-ranging
powers to investigate insurance or reinsurance companies, and to gather any kind of information.

23.  Furthermore, the supervisor should have the power, where appropriate, to extend on-ste
inspections to brokers and companies that have capitd links with, or that have accepted functions
outsourced by, the supervised company.

24.  The Supervisory authorities should organise the process of on-gte ingpections in order to
maximise their efficiency. By doing so, they should consider, among other métters, the alocation of
supervisory tasks between supervisors and they may wish to outsource certan parts of the

ingpection.

25. Some supervisory organisations may have responghility for both on-going monitoring and
on-gte ingpections for a group of companies. This type of organisation provides close relation
between the monitoring and on-dite inspection. It aso appears to be an efficient way to follow
through companies during a long period of time. However, it needs officers deding with dl the
aspects of insurance supervision (e.g. accounting, actuaria methods, finance, data processing) and dl
types of insurance (e.g. hedth, vehicle, liability).

26. Some supervisory organisations may have specidists in some tasks or in some types of
insurance and take part in the on-gte ingpection of a great number of companies. This type of
organisation gppears to be flexible and efficient to dedl with market problems. However, a good co-
operaion and exchange of information is needed between officers in charge of monitoring and those
in charge of on-dte ingpection. Accordingly, results of analyses must be documented and accessible
to both groups.

27.  Whatever the interna organisation of the supervisory services, supervisors may get assstance
from externd auditors or actuaries to whom they delegate, in part or completely, on-ste inspections.
Usng these professonas may provide the supervisory authorities with flexibility and augment ther
kill.

28.  However, since supervisors reman responsible for the supervison, before usng externa
auditors or actuaries, they should consider:

Supervisory Standard on On-site I nspections | AlS—Technical Committee
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a whether adequate controls over their competence exis and the need to monitor their
performance (for instance, through reviewing their working papers);

b. thelr independence towards the company (in particular when they are paid by the Board of
Directors) and the consderation they give to the protection of the policy holders’ interedts.

29. Beddes, should such a delegation be set up, the supervisor should have the ahility to take
legal action againgt these auditors and actuaries, if necessary.

| AlS—Technical Committee Supervisory Standard on On-site I nspections
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Supervisory Standard on Derivatives
Report from the Derivatives Sub-Committee
of the lAlS Technical Committee

The 1AIS recognises that the supervisory approaches in member jurisdictions are
evolving in response to developments in derivatives markets. This standard sets out risk
management controls for insurers active in derivatives and a reporting framework that are
applicable across the full range of potential activities. The IAIS encourages members to strive
towards ensuring that the appropriate controls and reporting are in place for the insurers that
they supervise taking into account the size, extent and complexity of the derivatives activity in
their jurisdiction.

This standard provides guidance to supervisors in assessing how insurers control risks
in derivatives. The approach chosen by individual supervisors will depend on the extent to
which insurers are permitted to engage in derivatives activities, as well as on other factors such
as the supervisor's legal authority, use of on-site and off-site supervisory techniques and the
role of the external auditors. The supervisory approach will aso be influenced by the extent to
which the insurer uses derivatives and the purpose of their use.
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Background

1. A derivative is afinancial asset or liability whose value depends on (or is derived from)
other assets, liabilities or indexes (the "underlying asset"). Derivatives are financial contracts
and include a wide assortment of instruments, such as forwards, futures, options, warrants,
swaps and composites. This standard also applies to structured products that have the effect of
derivatives and could apply to commodity derivatives, where insurers are permitted to engage
in these transactions.

2. Insurers in a number of IAIS countries are permitted to use derivatives and these
products can play a useful role in investment management. Insurers choosing to engage in
derivative activities should clearly define their objectives, ensuring that these are consistent
with any legidlative restrictions.

3. The role of the insurer and the use of derivatives may be restricted for prudential
reasons by legidation. For example, in many countries insurers may only be end users of
derivatives and may not trade in derivatives on behalf of their clients. In a few jurisdictions,
insurers are permitted to deal in derivatives, quoting bids and offers and committing capital to
satisfy customer demands for derivatives.

4. Some jurisdictions may restrict the use of derivatives to the reduction of investment
risk or efficient portfolio management, or may restrict the use of derivatives by the general
investment rules relating to assets covering the technical provisions. Other jurisdictions allow a
full range of use.

5. Derivative products have inherent risks that must be managed properly. As with
traditional investment activities, insurance companies must address credit, market, liquidity,
cashflow, operational and legal risksin their derivatives activities. The nature and the degree of
these risks will depend on how derivatives are used. The growing complexity, diversity and
volume of derivatives products, made possible by academic research and rapid advances in
technology and communications, pose increasing challenges in managing these risks.

6. Supervisors in jurisdictions that permit insurers to engage in the full range of
derivatives activities, including dealing and market making, should aso refer to the guidance

provided by the Basle Committee and IOSCO. :

Risk Management Guidelines for Derivatives, Bade Committee on Banking Supervision, July
1994,

Framework for supervisory information about the derivatives activities of banks and securities
firms, Joint Report by the Basle Committee on Banking Supervision and the Technical Committee
of the International Organisations of Securities Commissions, May 1995.
|AIS - Derivatives Subcommittee Supervisory Standard on Derivatives
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Risk Management Practices
Written Policies and Procedures

7. The primary components of a sound risk management process for derivatives include
written policies and procedures that:

— clearly delineate lines of responsibility for managing risk;

— set in place adequate systems for measuring risk;

— create appropriately structured limits on risk taking;

— prescribe comprehensive and timely risk monitoring and reporting;
— establish effective independent interna controls; and

— are made known to all staff dealing with derivatives.

The process of risk management for derivatives activities should be integrated into the
insurance company's overall risk management framework to the fullest extent possible.

Board of Directors

8. The Board of Directors should set the company's overall risk management strategy,
including the purposes for which derivatives may be used. The Board should establish and
approve an appropriate policy for the use of derivatives that is consistent with the objectives,
strategy, and overal risk appetite of the insurance company. This should include lines of
responsibility and a framework of accountability for derivatives functions. The policy should be
communicated to all staff dealing with derivatives.

0. The Board of Directors should approve written internal guidelines relating to the types
of derivatives to be used, the purposes and conditions of their use and the counterparties
admissible. Approval should be based on:

— compliance with legal and regulatory restrictions;

— afull anaysis of the risks, the objective of which is to ensure that the Board is fully
aware of any adverse effects which could result from the use of derivatives. On a
regular basis, the Board should receive reports on and evaluate the risk exposure of the
organisation and should re-evaluate the risk management procedures and policies; and

— confirmation that remuneration policies are structured to avoid potential incentives for
excessive risk taking and that remuneration for the back office and risk management
functionsis fully independent of investment results.

The Board of Directors should ensure that approved policies and procedures are in place
before derivatives activities commence.

|AIS - Derivatives Sub-committee Supervisory Standard on Derivatives
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10. Derivative exposure should be considered in the context of the insurance company's
overall asset/liability management strategy. In particular, derivative exposures combined with
exposure to other financial instruments should not result in a net exposure which is inconsistent
with the insurance company's investment strategy.

11.  The variation in derivatives products is enormous. The Board of Directors should
consider whether it is appropriate for the company to be involved in some types of derivatives.
It may be appropriate 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 theilliquidity of the market;

— the derivative is not readily marketable as may be the case with over-the-counter
instruments;

— independent (i.e. external) verification of pricing is not available; or

— the counterparty is not suitably creditworthy.

12.  The Board should consider setting exposure limits for derivatives taking account of the
purpose of their use and the uncertainty caused by credit, market, liquidity, cashflow,
operations and legal risk. Serious consideration should be given to having quantitative limits
for the exposure to any one counterparty (taking account of the credit risk of the counterparty)
particularly in relation to "over-the-counter” transactions.

13. Exposure limits for derivatives must be integrated into the overall limits set out in the
insurance company's investment strategy. Risk exposures should be calculated on the
company's total on and off balance sheet position. For example, in evaluating credit risk the
Board of Directors should take into account all accumulated credit risks to which the insurer is
exposed, whether they originate from derivatives, securities, reinsurance or other transactions.

14. The Board should ensure that the company has an appropriate capability to
independently verify pricing when "over-the-counter” derivatives are used.

15.  The Board must ensure that the reporting and internal control systems of the insurer
are designed to monitor that derivatives are being used in accordance with the stated objectives
and strategy and legal and regulatory requirements. The Board must ensure that:

— they recelve regular information on risk exposure and derivatives usage in a form which is
understood by them and which permits them to make an informed judgement as to the level of
risk on a mark-to-market basis;

— the systems provide accurate and timely information on risk exposure and derivatives positions
and are capable of responding to ad hoc requests;

— they approve the internal control procedures relating to derivatives activities; and

— theinternal controls include an adequate segregation of the functions responsible for measuring,
monitoring and controlling derivatives activities from those conducting day to day derivatives
transactions.
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16.  The Board of Directors should ensure that collectively they have sufficient expertise to
understand the important issues related to derivatives and that all individuals conducting and
monitoring derivatives activities have sufficient levels of knowledge and experience.

Senior Management

17.  Senior management should establish clear written operational policies and procedures
for implementing the derivatives policy set by the Board. Their responsbility includes
specifying lines of responsibility for managing risk, adequate systems for measuring risk,
appropriately structured limits on risk taking, effective interna controls and a comprehensive
risk-reporting process.

18.  The content of operational policies and procedures will be different for each insurance
company but the level of detail should be consistent with the complexity and volume of
derivative usage and the strategy and objectives of the insurer. They should include, as

appropriate:

— the purpose for which particular derivatives are to be used, including the circumstances
in which derivatives transactions can be used and acceptable rationales for undertaking
transactions,

— procedures for seeking approval for the usage of new types of derivatives: these should
include addressing the extent to which there will be any trading activity and who should
take decisionsin this regard;

— procedures for the approval of counterparties and brokers;

— details of who is authorised to enter into derivatives transactions;

— procedures by which senior management exercises control over derivatives activities,

— the quantitative limits to the use of each type of derivative;

— the quantitative limits to credit, market and other risks;

— procedures for monitoring liquidity risk;

— internal procedures covering front office, back office, measurement of compliance with
counterparty credit lines and limits, control and reporting;

— valuation procedures for risk management purposes on a mark-to-market basis or
equivalent for over the counter transactions; and

— the identification of who should be responsible for the valuation. Vauations should be
carried out by individuals independent of those responsible for trade execution or, if
this is not possible, valuations should be independently checked or audited on a timely
basis.

Accounting and taxation rules should aso be taken into consideration in developing
operational policies and procedures for the use of derivatives.

19.  Senior management should allocate sufficient resources to establish and maintain sound
and effective risk management systems. These systems should be integrated with the front
office, back office, accounting and reporting systems.
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20. At least annually, senior management should review the adequacy of its written
operational policies and procedures in light of the insurance company's activities and market
conditions. The Board of Directors must approve changes to derivatives policies and
procedures or reaffirm the existing policies.

Risk Management

21. A forma organisational structure should be established to monitor and manage the
risks inherent in any investment activity undertaken by the insurance company. Risks arising
from derivatives activities (market, credit, liquidity, cashflow, operationa and lega risk)
should be monitored and managed in an integrated manner with the similar risks arising from
non-derivatives activities so that senior management can regularly assess risk exposures on a
consolidated basis.

22.  The overal risk management function should allocate resources to measuring risks
specific to derivatives activities, comparing them against pre-determined risk limits and
reporting to senior management. Therefore the responsibilities of the risk management function
should include:

— setting detailed limits for each mgjor type of risk involved in the insurer's derivatives
activities, as appropriate. These limits should be consistent with the company's overall
risk management process and with the adequacy of its capital position;

— formally noting and promptly reporting breaches,

— reviewing risk management activity over the past period; and

— monitoring compliance with the approved overall risk management strategy,
counterparty credit lines, and limits.

23.  Systems for measuring the various risks arising from derivatives activities should be
comprehensive and accurate, such that risk can be measured and aggregated across trading and
non-trading activities on an organisation-wide basis and, as appropriate, on a group-wide basis,
at any given time. These systems will vary from company to company, however they should be:

— sufficiently robust to reflect the scale of the risks and the activity undertaken;

— capable of accurately capturing and measuring al significant risks in a timely manner;
and

— understood by all relevant personnel at all levels of the insurer.

24.  Once risk management policies and limits have been put in place, adequate procedures
should be established for monitoring compliance with those policies and limits. These
procedures should assist prevention and enable the early detection of non-compliance with the
risk management policies. In many cases this will involve some form of daily monitoring.
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25.  The risk management function should assess the robustness of the risk policies and
limits. To do this, regular stress testing should be undertaken for a wide range of market
scenarios and changing investment and operating conditions. Once an insurer has identified
those situations to which it is most at risk, it should ensure that it puts in place appropriate
policies and procedures to manage them effectively.

26.  The risk management function should regularly report to appropriate levels of senior
management and to the Board of Directors. The frequency of reporting should provide these
individuals with adequate information to judge the changing nature of the insurer's risk profile.
The reports should indicate how the derivatives activities are meeting the stated objectives and
complying with approved policies and procedures.

Internal Controls

27. Al individuals conducting, monitoring, controlling and auditing derivatives business
should be suitably qualified and should have appropriate levels of knowledge and experience.

28.  Adequate systems of internal control must be present to ensure that derivatives
activities are properly supervised and that transactions have been entered into only in
accordance with the insurer's authorised policies and procedures. The extent and nature of
internal controls adopted by each insurer will be different, but procedures to be considered
should include:

— reconciliations between the front office, back office and accounting systems, to be carried out
a an appropriate level depending on the extent of derivatives activity (as a guide, insurers
which actively use derivatives should carry out reconciliations daily);

— procedures to ensure that any restrictions on the power of all parties to enter into any
particular derivatives transaction are observed. This will require close and regular
communication with those responsible for compliance, lega and documentation issues in the
insurer;

— procedures to ensure dl parties to the transaction agree with the terms of the deal. Procedures
for promptly sending, receiving and matching confirmations should be independent of the front
office function;

— procedures to ensure that formal documentation is completed promptly;

— procedures to ensure reconciliation of positions reported by brokers;

— procedures to ensure that positions are properly settled and reported, and that late payments or
late receipts are identified;

— procedures to ensure that all authority and dealing limits are not exceeded and all breaches can
be immediately identified;

— procedures to ensure the independent checking of rates or prices; and

— procedures to monitor any derivative transaction which requires specific action (such as
exercise of an option) or which contemplates delivery of an underlying asset so as to ensure that
the transaction will either be closed out or that the insurer will be in a position to make or take
delivery.
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29.  Regular and timely reports of derivatives activity should be produced which describe
the company's exposure in clearly understandable terms and include quantitative and qualitative
information. The reports should, in principle, be produced on a daily basis for senior
management purposes,; less frequent reporting may be acceptable depending on the nature and
extent of derivatives activities . Upward reporting to the Board of Directors is recommended
on at least amonthly basis. Reports should cover the following aress:

— commentary on derivative activity in the period and the relevant period end position;

— details of positions by type of product;

— an analysis of credit exposures by counterparty;

— details of any regulatory or internal limits breached in the period and the actions taken
thereto; and

— planned future activity.

30. The functions responsible for measuring, monitoring, settling and controlling
derivatives transactions should be distinct from the front office functions. These functions
should be adequately resourced.

31.  Where externa asset managers are used, the Board of Directors must ensure that senior
management is in a position to monitor the performance of those managers against Board
approved policies and procedures. The insurer must retain appropriate expertise and ensure
that, under the terms of the contract, it receives sufficient information to evauate the
compliance of the asset manager with the investment mandate.

Internal Audits

32. Insurance companies should have an internal audit program that includes coverage of
their derivatives activities and ensures timely identification of internal control weaknesses and
operating system deficiencies. The internal audit function must be independent of the functions
and controls it inspects. Concerns with regard to derivatives activities should be reported to
senior management and the Board.

33. Internal audit coverage should be provided by competent professionals who are
knowledgeable of the risks inherent in derivatives.

34. Internal auditors should be expected to evaluate the independence and overal
effectiveness of the institution's risk management functions. In this regard, they should
thoroughly evaluate the effectiveness of the internal controls relevant to measuring, reporting
and limiting risks. Internal auditors should evaluate compliance with risk limits and the
reliability and timeliness of information reported to senior management and the Board of
Directors.

35. Internal auditors should also periodically review derivatives operations to ensure
compliance with the insurance company's regulatory obligations.
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Supervision

36. In monitoring the activities of insurance companies involved in derivatives, supervisors
must satisfy themselves that companies have the ability to measure, analyse and manage the
associated risks. In order to achieve this objective supervisors should see to it that companies
have appropriate quantitative and qualitative information on their derivatives activities.
Information required by supervisors should reflect the extent of derivatives activities.

37.  Supervisors should obtain sufficient information on the company's written policies and
procedures on derivatives and may wish to request the following information:

— the purpose for which particular derivatives are to be used and acceptable rationales for
undertaking transactions;

— procedures for the approval of counterparties and brokers;

— procedures for seeking approval to use new types of derivatives,

— thelimitsto credit, market, and other risks;

— procedures for monitoring liquidity risk;

— interna procedures covering front and back office functions, measurement of
compliance with counterparty credit lines and limits, oversight, control and reporting;

— the professional qualifications of those entrusted with derivatives activities;

— the valuation methodology; and

— compliance reports.

38. Periodically supervisors should monitor the extent of an insurer's exposure in
derivatives. Supervisors may wish to obtain some or al of the following quantitative
information:

— notional amounts of derivatives by broad risk category, instrument type and trading
type (over-the-counter or exchange-traded) in order to understand the scope and nature
of the insurance company's involvement in derivatives activities;

— market values of derivatives, or equivaent for over the counter instruments, by broad
risk category, instrument type and trading type in order to gauge the insurer's exposure
to financia risk;

— for derivatives used in relation to the management of invested assets or liabilities, the
net value of the related positions; and

— where derivatives are held for purposes other than the management of the portfolio of
assets, additional information, as appropriate, using the common minimum reporting
framework developed by the Basle Committee and IOSCO as an example.

Information may include the end-of-period position, the average position and the maximum
position over the analysis period.
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39.  This information should be accessible to supervisors through on-site examinations,
external audits, discussions with companies, special surveys, as well as regular reporting
procedures. Supervisors may wish to make use of internal management information on
derivatives. Information should be timely and comprehensive (i.e., it should include al types of
derivative transactions and cover the entire reporting entity). In cases where insurers outsource
certain functions, they are still responsible for ensuring that information is available for
SUPErVisory purposes.

Public Disclosur e of I nformation

40.  Supervisors should consider requiring that insurers provide qualitative and quantitative
information on derivative activities to the public. Some jurisdictions encourage public
disclosure and increased transparency as aform of market discipline.
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Cashflow risk:
Composite:

Counterparty:
Credit risk:

Liquidity risk:

Market risk:

Operational risk:

Glossary

the risk that the entity will not be able to finance its derivatives activities
(for example, meeting margin calls on futures contracts.)

a combination of two or more standard derivatives to achieve a specified
objective.

the other party with whom a derivatives contract is made.

the risk that a counterparty will not pay an amount due as called for in the
original agreement, and may eventually default on an obligation.

the risk that the entity may not be able to, or cannot easily, unwind or
offset a particular position at or near the previous market price because of
inadequate market depth or because of disruptionsin the market place.

is the risk to an ingtitution's financial condition resulting from adverse
movements in stocks, bonds, interest rates, exchanges rates, commodity
prices and so on.

the risk that deficiencies in information systems or interna controls will
result in unexpected loss. Thisrisk is associated with human error, system
failures and inadequate procedures and controls. This risk can be
exacerbated in the case of certain derivatives because of the complex
nature of their payment structures and calculation of their values.
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1. Preamble

1 The nature of the insurance business implies the formation of technical provisions, and
investment in and the holding of assets to cover these technical provisions and a solvency
margin. In order to ensure that an insurer can meet its contractual liabilities to policyholders,
such assets must be managed in a sound and prudent manner taking account of the profile of
the liabilities held by the company and, indeed, the complete risk-return profile. The complete
risk-return profile should result from an integrated view on product and underwriting policy,
reinsurance policy, investment policy and solvency level policy. The liabilities profile of a
company with respect to term, and the predictability of the size and timing of clams
payments, may differ significantly according to the nature of the insurance business
conducted. It thus follows that the need, for example, to maintain a high degree of liquidity
within the asset portfolio will similarly differ between insurers. Differences in the accounting
and taxation treatment of the various types of insurance business may aso influence
Investment decisions.

2. This standard builds on the framework set out in the IAIS paper “Insurance
Supervisory Principles’ approved in September 1997. Its objective isto describe the essential
elements of a sound asset management system and reporting framework across the full range
of investment activities. The standard thus provides guidelines for good practice for
supervisors to use as a checklist in assessing how insurers should control the risks associated
with their investment activities. Given the wide variation in the nature of companies, it is
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acknowledged that the extent of the application of the practices described in the standard by
any given insurer may differ according to the size and structure of an insurance company and
the type of business it conducts. However, the basic principles of Board of Directors
responsibility, the need for an investment policy, segregation of duties and control will be
applicable to al insurance companies. Similarly, the exact approach adopted by individual
supervisors for the assessment of asset management systems will need to take into account
local statutory restrictions with respect to the investment policies and procedures of insurers,
and other factors such as supervisors' legal authority, use of on-site and off-site supervisory
technigues, and the role of the actuary and the external auditors.

3. Supervisors in jurisdictions that permit insurers to use derivative instruments as part of
their portfolio management processes or to hold structured products that have the effect of
derivatives should also refer to the specific IA1S Supervisory Standard on Derivatives.

2. I ntroduction

2.1 Asset Liability Management

4. A key driver of the asset strategy adopted by an insurer will be its liabilities profile,
and the need to ensure that it holds sufficient assets of appropriate nature, term and liquidity
to enable it to meet those liabilities as they become due. Detailed analysis and management of
this asset/liability relationship will therefore be a pre-requisite to the development and review
of investment policies and procedures which seek to ensure that the insurer adequately
manages the investment-related risks to its solvency. The analysiswill involve, inter alia, the
testing of the resilience of the asset portfolio to a range of market scenarios and investment
conditions, and the impact on the insurer’s solvency position.

2.2 Thelnvestment Process

5. Depending upon the nature of their liabilities insurers will typically hold, in varying
proportions, four main types of financial assets either directly, via other investment vehicles
(such as UCITS [Undertakings for Collective Investments in Transferable Securities]), or
through third party investment managers:

a Bonds and other fixed income instruments;
b. Equities and equity type investments;

C. Debts, deposits and other rights;

d. Property.

6. The holding of a given asset portfolio carries a range of investment-related risks to
technical provisons and solvency which insurers need to monitor, measure, report and
control. The main risks are market risk (adverse movements in, for example, stocks, bonds
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and exchange rates), credit risk (counterparty failure), liquidity risk (inability to unwind a
position at or near market price), operational risk (system/internal control failure), and legal
risk.

7. The actual composition of an asset portfolio at any given moment should be the
product of a well-structured investment process itself, which for the purposes of this standard
isregarded as a circular movement characterised by the following steps:

a Formulation and devel opment of a strategic and tactical investment policy;

b. Implementation of the investment policy, in a suitably equipped investment
organisation, and on the basis of a clear and precise investment mandate(s);

C. Control, measurement and anaysis of the investment results which have been
achieved and the risks taken;

d. Feedback to the appropriate level of authority on points a, b and c.

8. Jurisdictions could adopt the approach of imposing legidlative restraints on the
investment policies and procedures of insurers by placing restrictions on the type of, and
extent to which, certain asset classes may be used to cover technical provisions, and/or
specific requirements on the matching of assets and liabilities. Some jurisdictions may prefer
qualitative demands. Whatever the approach, insurers should develop and operate overall
asset management strategies, which take account of the need to ensure the existence of:

a The definition of a strategic investment policy by the Board of Directors, based on an
assessment of the risksincurred by the company and its risk appetite;

b. On-going Board and senior management oversight of, and clear management
accountability for, investment activities;

C. Comprehensive, accurate and flexible systems which alow the identification,
measurement and assessment of investment risks, and the aggregation of those risks at
various levels, for example for any separate portfolios held, for the insurance company
and, as appropriate, at group level, at any given time. Such systems will vary from
company to company, but should be:

. sufficiently robust to reflect the scale of the risks and the investment activity
undertaken;

. capable of accurately capturing and measuring all significant risks in a timely
manner;

. understood by al relevant personnel at al levels of the insurer;

d. Key control structures, such as the segregation of duties, approvals, verifications,
reconciliations,

e. Adequate procedures for the measurement and assessment of investment performance;
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f. Adequate and timely communication of information on investment activities between
al levels within the insurance company;

g. Internal procedures to review the appropriateness of the investment policies and
proceduresin place;

h. Rigorous and effective audit procedures and monitoring activities to identify and
report weaknesses in investment controls and compliance.

I Procedures to identify and control the dependence on and vulnerability of the insurer
to key personnel and systems.

9. The following sections further develop the above principles, recognising that less
formalised structures and procedures than those described herein may be applicable
depending on the size and nature of the business of an individual insurer.

3. Definition of the Investment Policy and Procedures

3.1 Board of Directors

10. The Board of Directors should be responsible for the formulation and approval of the
strategic investment policy, taking account of the analysis of the asset/liability relationship,
the insurer's overall risk tolerance, its long-term risk-return requirements, its liquidity
requirements and its solvency position.

11.  The investment policy, which should be communicated to all staff involved in
investment activities, should in principle address the following main elements:

a The determination of the strategic asset alocation, that is, the long-term asset mix
over the main investment categories,

b. The establishment of limits for the allocation of assets by geographical area, markets,
sectors, counterparties and currency;

C. The formulation of an overall policy on the selection of individual securities and other
investment titles;

d. The adoption of passive or more active investment management in relation to each
level of decision making;

e. In the case of active management, definition of the scope for investment flexibility,
usually through the setting of quantitative asset exposure limits.

f. The extent to which the holding of some types of assets is ruled out or restricted
where, for example, the disposal of the asset could be difficult due to the illiquidity of
the market or where independent (i.e. external) verification of pricing is not available;
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g. An overal policy on the use of financia derivatives as part of the general portfolio
management process or of structured products that have the economic effect of
derivatives,

h. The framework of accountability for all asset transactions.

12.  The Board of Directors should also be responsible for establishing policies on related
issues of amore operational nature, including:

a The choice between internal or external investment management, and, for the latter,
the criteria for selection of the manager(s). Also, in case of external management, a
choice usually needs to be made between having a segregated (discretionary) portfolio
managed, or participating in a collective or pooled fund, or other indirect investment
vehicles,;

b. The selection and use of brokers;
C. The nature of custodial arrangements,
d. The methodology and frequency of the performance measurement and analysis.

13.  The Board of Directors should authorise senior management to implement the overall
investment policy. The Board of Directors must, however, always retain ultimate
responsibility for the company’s investment policy and procedures, regardless of the extent to
which associated activities and functions are delegated or, indeed, outsourced.

14.  As part of the development of the asset management strategy the Board of Directors
must also ensure that adequate reporting and internal control systems of the insurer are in
place, and designed to monitor that assets are being managed in accordance with the
investment policy and mandate(s), and legal and regulatory requirements. The Board of
Directors must ensure that:

a They receive regular information, including feedback from the company’s risk
management function, on asset exposures, and the associated risks, in aform which is
understood by them and which permits them to make an informed judgement as to the
level of risk on a mark-to-market basis;

b. The systems provide accurate and timely information on asset risk exposure and are
capable of responding to ad hoc requests;

C. The internal controls include an adequate segregation of the functions responsible for
measuring, monitoring and controlling investment activities from those conducting
day to day asset transactions;

d. Remuneration policies are structured to avoid potential incentives for unauthorised
risk taking.

15. Where external asset managers are used, the Board of Directors must ensure that
senior management is in a position to monitor the performance of the external managers
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against Board approved policies and procedures. External managers should be engaged under
a contract that, inter alia, sets out the policies, procedures and quantitative limits of the
investment mandate. The insurer must retain appropriate expertise and ensure that, under the
terms of the contract, it regularly receives sufficient information to evaluate the compliance of
the external asset manager with the investment mandate.

16. The Board of Directors should collectively have sufficient expertise to understand the
important issues related to investment policy and should ensure that al individuals
conducting and monitoring investment activities have sufficient levels of knowledge and
experience.

17. At least annually, the Board of Directors should review the adequacy of its overall
investment policy in the light of the insurance company’s activities, and its overall risk
tolerance, long-term risk-return requirements and solvency position.

3.2 Senior Management

18.  The responsibility for the preparation of a written investment mandate(s) setting out
the operational policies and procedures for implementing the overal investment policy
established by the Board of Directors will frequently be delegated to senior management. The
precise content of the mandate will be different for each insurance company but the level of
detail should be consistent with the nature of any regulatory constraint and complexity and
volume of investment activity, and should specify as appropriate:

a The investment objective, and the relevant limits for asset allocation, and the currency
allocation and policy; any relevant investment benchmarks should also be specified;

b. An exhaustive list of permissible investments and, as appropriate, derivative
instruments, including details of any restrictions as to markets (e.g. only securities
listed at specified stock exchanges), minimum rating requirements or minimum market
capitalisation, minimum sizes of issues to be invested in, diversification limits and
related quantitative or qualitative limits;

C. Details of whom is authorised to undertake asset transactions;

d. Any other restrictions with which portfolio managers have to comply, for example
maximum risk limits within the overall investment policy (or in terms of limits on the
duration of the portfolio in the case of a fixed-income portfolio), authorised
counterparties,

e. The agreed form and frequency of reporting and accountability.
19.  Supporting internal management procedures should be documented and include:

a Procedures for seeking approval for the usage of new types of investment instruments:
the desirability of retaining the flexibility to utilise new investment instruments should
be balanced with the need to identify the risks inherent in them and ensure that they
will be subject to adequate controls before approval is given for their acquisition. The
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principles for measuring such risk, and the methods of accounting for the new
investments should be clarified in detail prior to approval being given for their

acquisition;
b. Procedures for the selection and approval of new counterparties and brokers;
C. Procedures covering front office, back office, measurement of compliance with

guantitative limits, control and reporting;

d. Details of the action which will be taken by senior management in cases of non-
compliance;

e. Vauation procedures for risk management purposes;

f. Identification of who should be responsible for the valuation. Vauations should be

carried out by individuals independent of those responsible for trade execution or, if
thisis not possible, valuations should be independently checked or audited on atimely
basis.

Accounting and taxation rules should be taken into consideration in developing the above
operational policies and procedures.

20.  Senior management should ensure that all individuals conducting, monitoring and
controlling investment activities are suitably qualified and have appropriate levels of
knowledge and experience.

21. At least annually, senior management should review the adequacy of its written
operational procedures and alocated resources in the light of the insurance company’s
activities and market conditions.

4, Monitoring and Control

4.1 Risk Management Function

22.  Insurers should be capable of identifying, monitoring, measuring, reporting and
controlling the risks connected with investment activities. This process should be performed
by arisk management function with responsibility for:

a Monitoring compliance with the approved investment policy;
b. Formally noting and promptly reporting breaches;
C. Reviewing asset risk management activity and results over the past period,;

d. Reviewing the asset/liability and liquidity position.
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23.  The risk management function should also assess the appropriateness of the asset
allocation limits. To do this, regular resilience testing should be undertaken for a wide range
of market scenarios and changing investment and operating conditions. Once an insurer has
identified those situations to which it is most at risk, it should ensure that it feeds back
appropriate amendments to the policies and procedures defined in its investment mandate in
order to manage those risk situations effectively.

24.  The risk management function should regularly report to appropriate levels of senior
management and, as appropriate, to the Board of Directors. The reports should provide
aggregate information as well as sufficient detail to enable management to assess the
sensitivity of the company to changes in market conditions and other risk factors. The
frequency of reporting should provide these individuals with adequate information to judge
the changing nature of the insurer's asset profile, the risks that stem from it and the
consequences for the company’ s solvency.

4.2 Internal Controls

25.  Adeguate systems of internal control must be present to ensure that investment
activities are properly supervised and that transactions have been entered into only in
accordance with the insurer’s approved policies and procedures. Internal control procedures
should be documented. The extent and nature of internal controls adopted by each insurer
will be different, but procedures to be considered should include:

a Reconciliations between front office and back office and accounting systems;

b. Procedures to ensure that any restrictions on the power of all parties to enter into any
particular asset transaction are observed. This will require close and regular
communication with those responsible for compliance, legal and documentation issues
in the insurer;

C. Procedures to ensure all parties to the asset transaction agree with the terms of the
deal. Procedures for promptly sending, receiving and matching confirmations should
be independent of the front office function;

d. Procedures to ensure that formal documentation is completed promptly;
e. Procedures to ensure reconciliation of positions reported by brokers;
f. Procedures to ensure that positions are properly settled and reported, and that late

payments or |ate receipts are identified;

g. Procedures to ensure asset transactions are carried out in conformity with prevailing
market terms and conditions;

h. Procedures to ensure that all authority and dealing limits are not exceeded and all
breaches can be immediately identified;
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I Procedures to ensure the independent checking of rates or prices. the systems should
not solely rely on dealers for rate/price information.

26.  The functions responsible for measuring, monitoring, settling and controlling asset
transactions should be distinct from the front office functions. These functions should be
adequately resourced.

27.  Regular and timely reports of investment activity should be produced which describe
the company’s exposure in clearly understandable terms and include quantitative and
qualitative information. The reports should, in principle, be produced on a daily basis for
senior management purposes; less frequent reporting may be acceptable depending on the
nature and extent of asset transactions. Upward reporting by senior management is
recommended on at least amonthly basis. Reports should at least include the following areas:

a Details of, and commentary on, investment activity in the period and the relevant
period end position;

b. Details of positions by asset type;
C. An analysis of credit exposures by counterparty;

d. Details of any regulatory or internal limits breached in the period and the actions taken

thereto;
e. Planned future activity;
f. Details of the relative position of assets and liabilities.
4.3 Audit
28.  Insurance companies should have an audit that includes full coverage of their

investment activities and ensures timely identification of internal control weaknesses and
operating system deficiencies. If the audit is performed internally it must be independent.
Concerns with regards to investment activity must be reported to senior management and the
Board of Directors.

29. Audit coverage should be provided by competent professionds who are
knowledgeable of the risksinherent in al assets held.

30.  Auditors should be expected to evaluate the independence and overall effectiveness of
the insurer’ s asset management functions. In this regard, they should thoroughly evaluate the
effectiveness of the internal controls relevant to measuring, reporting and limiting risks.
Auditors should evaluate compliance with risk limits and the reliability and timeliness of
information reported to senior management and the Board of Directors.

31.  Auditors should aso periodicaly review the insurer’s asset portfolio and written
investment policies and procedures to ensure compliance with the insurance company’s
regulatory obligations.
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5. Supervision

32.  In monitoring the asset management of insurance companies, supervisors must satisfy
themselves that companies have the ability to identify, monitor, measure, report and control
the associated risks. In order to achieve this objective supervisors should require that insurers
have in place an overal investment policy and procedures approved by the Board of
Directors, including procedures that ascertain that the Board receive appropriate quantitative
and qualitative information on the investment activities and asset positions. Supervisors may
also wish to satisfy themselves that companies have in place effective procedures for
monitoring and managing their asset/liability position to ensure that their investment activities
and asset positions are appropriate to their liabilities profiles.

33. In order to assess how insurers control the risks associated with their investment
activities, supervisors may periodically request the following information:

a A description of the Board of Directors overall approach and policy on products and
underwriting, reinsurance, investment and solvency;

b. Asset/liability management procedures;
C. Specific details of the investment policy, and monitoring and control procedures
including:

. the asset classes approved by the Board of Directors for use by the company and
details of portfolio composition;

. procedures for the approval of counterparties,

. procedures for seeking approval to use new investment instruments and for
ensuring that asset risk controls, once established, keep pace with the emergence
of new investment instruments;

. procedures covering front and back office functions, measurement of
compliance with any limits, oversight, control and reporting;

. the limits to credit, market, and other risks;

. procedures for monitoring liquidity risk;

. the professional qualifications of those entrusted with investment activities;

. the valuation methodologies;

. compliance reports;

. the procedures for selecting and monitoring any external asset managers used;

. the risk position of the asset portfolio, using, for example, value at risk
calculations or other methodol ogies.

34. This information should be accessible to supervisors through on-site inspections,
external audits, discussions with companies, special surveys, as well as regular reporting
procedures. Supervisors may make use of internal management information on asset
portfolios. Information should be timely and comprehensive (i.e. it should include all assets
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held and cover the entire reporting entity). In cases where insurers outsource all or part of
their asset management, they should still be responsible for ensuring the availability of
information for supervisory purposes.
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1. Background

1. Internationaly operating financid groups (including insurance groups) are important and

indispensable participants in financid markets worldwide. Prudential supervisors need to address
prudentid issues arisng from the activities of internationa financia groups.

2. The IAIS has issued severd papers setting out principles, standards and guidance notes
relating to the supervison of insurers and insurance groups, including: ‘Principles Applicable to the
Supervison of Internationd Insurers and Insurance Groups and Their Cross-Border Establishments
(approved Sydney, September 1997)."

3. Given the importance and complexity of internationd financid groups, the IAIS seeks to
extend its work on international insurance groups and other internationa financia groups which are
sgnificantly involved in insurance adtivities?

4, The Technical Committees of the IAIS and I0SCO and the Basd Committee have endorsed
the Joint Forum Principles papers deding with supervison of internationd financid conglomerates
(February 1999).° That guidance is intended primarily for the supervisors of diversified financid
firms with complex organisational and management structures whose activities cross nationd borders

! Cf. 1AIS, Insurance Principles, Standards and Guidance Papers, Basel 1998, pp 11-17. A revised paper is sent out
for consultation by the IAIS Technical Committee (summer of 1999).

2By ‘significant’ is meant such a degree of insurance activities that seen from an insurance policy holders
perspective the role of insurance supervision isindispensable.

% Joint Forum Coordinator Paper in: Joint Forum, Supervision of Financial Conglomerates, Basel 1999, pp. 111-119.
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and sectord boundaries. The Technical Committee of 1AIS has decided to build upon the principles
relating to coordination and information-sharing between supervisors with respect to internationa
insurance groups and other internationd financid groups which are sgnificantly involved in insurance
activities. Although this paper is directed primarily to insurance supervisors, other supervisors may
benefit from the gpplication of principles and processes hereinafter set out.

2. | ntroduction and Preiminaries

5. There are anumber of different kinds of financia groups, ranging from national homogeneous
groupsto internationd heterogeneous financid conglomerates.

6. Insurance and other financia groups embody financid inditutions involved in both retal and
wholesale markets. Governments recognise the need for, and have facilitated, the establishment of
systems of prudentia regulation of the financia sector for saverd reasons, including awell functioning
and stable economy and the protection of consumers.

7. In recent years, the financia markets in many countries of the world have experienced a
substantia concentration process that has led to the emergence of larger and more complex financid
groups. The reach of many such groups crosses nationd borders.

8. Coordination issues between supervisorsregulators in home and host countries were
addressed by the IAIS in: ‘Principles Applicable to the Supervison of Internationa Insurers and
Insurance Groups and Their Cross-Border Establishments.* However, the prominence of
international financid groups with dgnificant insurance activities raises additiona  supervisory
questions. In particular:

a Does the traditional solo-supervison of separate licensed financid inditutions (operating in
groups) need to be supplemented with a form of group wide prudentia supervision, and, if
0, in what way?

b. Should a global coordination take place of the activities of the various supervisors involved
with a spedific financid group, and if so, in what way?

9. The answers will depend on severd factors, such as the degree of internationdisation, the
extent of heterogeneity, the legd and management sructure of the group and the regulatory
framework in place. For example, for an insurance group with the main company in one country and
a handful of subsdiariesin various other countries the response is likely to be negative. On the other
hand, for an internationd financid group with extendve insurance operations and regulated entities in
severd countries responses are likely to be positive.

10.  This paper pertans to internationa insurance groups and other internationa financid groups
which are ggnificantly involved in insurance activities where a kind of group comprehensive

4 Seenote 1.
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supervison may usefully supplement the solo-supervison of the licensed entities. It addresses the
coordination of supervisory activities with respect to the regulated entities within such groups.

11.  ThelAlS recognises that member countries have lega and supervisory structures which need
to be taken into account in developing and modelling coordination and information sharing
arrangements based on the standards enumerated in section V. This aso gpplies to the endorsed
IAIS Principles and Joint Forum Principles. The standards should not hamper supervisory authorities
in finding adequate and effective solutions for specific dtuations and for new unforeseen
developments. The standards should be applied with the flexibility that prudentia practice demands.

12.  Cooperaion between supervisors implies the exchange of prudentia information in a fruitful
and efficient process. It therefore is appropriate to refer to the 1AIS document ‘A Modd
Memorandum of Understanding’.” Furthermore, the importance of a satisfactory regulation of the
secrecy of exchanged prudentia information has been underlined earlier by the IAIS®

13.  Although cooperation between supervisors is indispensable in emergency cases, coordination
arrangements and procedures of information exchange should be discussed and a process agreed to
before problems emerge. The discusson of coordination arrangements and ongoing contacts
between supervisors will create a climate of trus and provide a foundation that will facilitate
coordination during emergency Stuations.

3. Definitions

Financial ingtitution refersto alega entity which is predominantly involved in financid activities.

Licensed financial ingtitution refers to a financid indtitution which has received a permit from a
regulator or asupervisor to do specific financid business as defined by that particular licence (e.g. life
assurance, non-life insurance, banking etc.).

Insurer (insurance company) refersto alicensed legd entity which underwrites (direct) insurance,

Financial group refers to an economic group structure of which the condituent entities are
predominantly involved in (licensed) financid activities.

Insurance group refersto afinancid group that consists of two or more insurers (and possibly other
non-licensed entities).”®

® Seel AlS, Insurance principles Standards and Guidance Papers, Basel 1998, pp. 71-80.

® Seee.g. the IAIS publication in note 1, paragraphs 18 and 19. See al'so Joint Forum on Financial Conglomerates,
Principlesfor Supervisory Information Sharing paper, Basel 1999, pp. 100-107.

" Thiswas already the definition of the Tripartite Group, which was subsequently adopted by the Joint Forum.

8 The use of more than the three already mentioned financial sectors, e.g. investment funds, building societies or
pension funds, requires amore general and wider definition of afinancial conglomerate.
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Financial conglomerate is defined as any group of companies under common control whose
exclusve or predominant activities congst of providing sgnificant services in at least two different
financid sectors (banking, securities, insurance). ,

International financial conglomerate refers to a financid conglomerate with regulated entities
located in different countries.

Homogeneous financial group means an economic group,’ consisting of (predominantly) finandia
licensad entities which essentidly have the same sectord character, eg. a group conssting of life
and/or non-life insurance companies.

Heter ogeneous financial group means an economic group with a mixed character, conssting of
different financid entities, such as banks, insurance companies, securities houses, invesment firms,
pension funds, etc.

(Small) Coordination committee refersto a(smal) group of supervisors which are responsible for
the development and the implementation of a coordination arrangement for a specific group.

Key-coordinator (lead supervisor) is the supervisor who is responsible for the coordination of the
group comprehensive supervisory arrangement for a specific group.

Solo supervision refers to the supervison of a licensed financid entity by the supervisor in the
jurigdiction where the licensed financid entity is incorporated, whereby the supervised entity is
treated asa‘ sand-aone’ entity. The solvency requirements are applied on a stand-alone basis.

Group wide supervision refers to a supervisory gpproach to afinancia group which congders the
group dructure, the condtituent licensed entities and dl the interrdationships within that financia
group.®®

Consolidated supervision refers to a supervisory group approach that focuses on the tota of
individud (licensed or not) entities of the entire group, consolidated at the level of the top holding
company. In this case the solvency requirements are applied to the overal net financia position of the
group asawhole,

Solo-plus supervision™ refers to a supervisory group approach that combines the solo supervision
gpplied to dl licensed financid entities with an, in generd, mainly quaitative assessment of the group
as awhole, by congdering dl the group relations that could have an impact on the financid position
of the individud licensed entities, with specid attention to capitd adequacy, large exposures, intra-
group transactions and positions etc. In this case the solvency requirements are applied to al relevant

® An economic group is defined as a cohering complex of companies under (almost) common governance. A
financia group isan economic group with predominantly financial activities.

1% S0l 0 plus supervision on the one hand and consolidated supervision on the other hand may be viewed as the
most well-known existing approaches within this general definition.

! Consolidated supervision of asub-group may of course be an element of solo-plus supervision of the whole

group.
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entities, taking into account group-induced corrections, and - as a generd check — dso on an
aggregated basis to the group asawhole.

Group comprehensive supervision refers to a supervisory gpproach which fully consders the
condtituent entities of a financia group, the substance of the interrelationships within the group, both
at the solo level and gppropriate (sub) levels of aggregation, and the group as atotd.

4, Current Coordination Principles

14.  The coordination principles endorsed by the IAIS conditute a Starting point for the
formulation of coordination sandards, in particular, the relevant principles from the IAIS Insurance
Concordat*? and the Joint Forum'’s Coordinator Principles.

15.  The IAIS Insurance Concordat includes the following principles which are relevant to the
exchange of information and coordination between supervisors.

Insurance Concordat Principle 1.
“ No foreign insurance establishment should escape from supervision.”

Insurance Concordat Principle 2:
“ All insurance establishments of international insurance groups and international insurers
should be subject to effective supervision.”

16.  The Joint Forum's Coordinator Paper™® contains the following principles:

Joint Forum Coordinator Principle 1.
“ Arrangements between supervisors relating to the coordination process should provide for
certain information to be available in emergency and non-emergency situations.”

Joint Forum Coordinator Principle 2:
“ The decision to appoint a coordinator and the identification of a coordinator should be at
the discretion of the supervisors involved with the conglomerate.”

Joint Forum Coordinator Principle 3:
“ Qupervisors should have the discretion to agree amongst themselves the role and
responsibilities of a coordinator in emergency and non-emergency situations.”

Joint Forum Coordinator Principle 4:
“ Arrangements for information flows between the coordinator and other supervisors and for

12 Cf. IAIS, Principles Applicable to the Supervision of International Insurers and Insurance Groups and their
Cross-Border Establishments, Basel 1998, p.13. See also footnote 1. In the redrafted version of thislAIS
Insurance Concordat both principles remain unchanged.

13 Joint Forum Coordinator Paper in: Joint Forum, Supervision of Financial Conglomerates, Basel 1999, pp. 111-
119.
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any other form of coordination in emergency and non-emergency situations should be
clarified in advance where possible.”

Joint Forum Coordinator Principle 5:

“ Qupervisors' ability to carry out their supervisory responsibilities should not be constrained
by reason of a coordinator being identified and a coordinator assuming certain
responsibilities.”

Joint Forum Coordinator Principle 6:

“ The identification of a coordinator and the determination of responsibilities for a
coordinator should be predicated on the expectation that those responsibilities would enable
supervisors to better carry out the supervision of regulated entities within financial
conglomerates.”

Joint Forum Coordinator Principle 7:
“ The identification and assumption of responsibilities by a coordinator should not create a
perception that responsibility has shifted to the coordinator.”

5. Coordination Standards

17.  The following Coordination Standards are intended to facilitate the development of
coordination and information sharing arrangements between supervisors of internationd insurance
groups and other internationd financid groups which are sgnificantly involved in insurance activities.

Coordination Standard 1:

There should be coordination arrangements between solo supervisors of insurers within an
international insurance group and other internationa financid groups which are significantly involved
in insurance activities, that will contribute to the comprehensive oversight of such groups.

18.  Supervisors should assess whether coordination arrangements should be put in place for
individud internationd insurance groups and other internationa financid groups which are sgnificantly
involved in insurance activities. More complexity means a greater need for a comprehensive
supervisory gpproach, and thus for a coordination arrangement. Such assessments should take into
account the characterigtics of the groups, the legidative frameworks applicable, and the statutory
objectives and authorities of the various supervisors involved.

19.  The credtion of a coordination arrangement for a specific internationd insurance group and
other internationd financid groups which are sgnificantly involved in insurance activities should
provide added vaue in terms of prudentia supervison of the group. The arrangement should aso
enhance the qudity of the surveillance of the separate licensed entities of the group, without infringing
on the respongbilities of the solo supervisors of the licensad entities in the countries where the group
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is active. Any mord hazard effect semming from the creation of a coordinaion arrangement should
be offset by improvements to the comprehensive supervison of the group under review.

Coordination Standard 2:

A primary supervisor has the responghility of initisting discussons to examine with the most
involved supervisors the benefits of developing suitable coordination arrangements.

20.  Thereisno need for aredtrictive definition of such a primary supervisor or another apparent
initistor. Several possbilities may exist, mainly depending on the specific characteridics of the
concrete financid group. As examples can be mentioned e.g. the supervisor of the (licensed) top
holding company, the supervisor of an important licensed entity in the jurisdiction in which the (non-
licensed) top holding company is domiciled, or a supervisor in one of the most important jurisdictions
in repect of the activities of the group.

21.  Oneway for supervisors to enhance their understanding of the structure and operations of an
insurance group is by conducting a mapping exercise of the group. The Joint Forum developed the
Conglomerate Questionnaire for this purpose.

22.  Similarly, the Joint Forum developed the Supervisory Questionnaire to aid supervisors in
understanding each other’s objectives and supervisory gpproaches. (Both documents are available
onthe IAISwebsite)

23.  Having gained an appreciation of the objectives and approaches of the other supervisors, the
initiating primary supervisor, together with the other most involved supervisors, should decide
whether a coordination arrangement would be beneficid and, if so, develop such an agreement.

Coordination Standard 3:

Coordination arrangements should identify the key-coordinator or a smal coordination committee
and the main responsibilities and procedures for the key-coordinator or coordination committee.

24.  In most instances the key coordinator would be the primary supervisor. However, there may
be circumstances where it would be appropriate or desirable to select another supervisor as key-
coordinator or to establish a coordination committee. The Joint Forum Coordinator paper provides
possible bases to assigt in identifying a Coordinator for afinancia conglomerate and those bases may
be helpful in the case of an insurance group.

| AlS—Technical Committee Supervisory Standard on Group Coordination
Approved in Cape Town on 10th October 2000 Page9 of 18




Coordination Standard 4:

Coordination agreements should include procedures for information flows between supervisors on
an ongoing basis and in emergency Stuations, for communication with the top holding company in
the group, for convening periodic meetings of the most involved supervisors and for the conduct of a
comprehensive assessment of the group under review.

25.  The Joint Forum Coordinator paper catalogues elements of coordination and the Framework
for Supervisory Information Sharing paper outlines types of information that would be useful in an
emergency Stuation. This paper isagood starting point to consider in the eaboration of coordination
arrangements for an insurance group.

26.  Various types of coordination models can be used.** The key-coordinator should be more
than an information manager. In a more group wide approach the key-coordinator(s) would
responsible for performing an overal assessment task.

27.  This may incdude an assessment of the trangparency of the group structure, fithess and
propriety of the top-management, capita adequacy, internal adminigtrative and accounting systems,
internal and externa auditing procedures, large intra-group transactions and exposures, and the
group risk profile including large externa exposures.

Coordination Standard 5:

An unrestricted exchange of prudentiad information (the secrecy of which should be efficacioudy
safeguarded between the involved jurisdictions) between involved supervisors, in emergency
gtuations and on an ongoing badis, is a prerequidte for the development of effective coordination
agreements with respect to internationa insurance groups and other international financia groups
which are sgnificantly involved in insurance activities.

28.  In order to be able to participate in such internaionaly needed coordination arrangements
supervisors must be able to exchange prudentid information between each other. Any exising
impediment to the free flow of necessary and rdlevant data (including qualitative knowledge such as
fit and proper assessments) should be removed. In doing so, the guaranteed secrecy of received
prudentia information by other supervisors should under no circumstances be violated.™

29.  Supervisors should develop a protocol with an internationa insurance group and other
internationd financid groups which are dgnificantly involved in insurance activities for obtaning
factud information, possibly involving consultations with representatives of the group under review.
This does not preclude the possbility that supervisors may (aready) exchange information in case
there are regulatory concerns before communication with the specific group.

! See for interesting elements of such models Annex 1 of the Joint Forum’s Coordinator Paper (p. 111).
> With the possibility that the secrecy may to some extent be lifted in case of subpoena procedures.
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30. ThelAIS will be developing additiond guidance on the supervison of these groups in the
future, in conjunction with the work done by 10SCO, the Basd Committee on Banking Supervision,
and in particular with the Joint Forum.

| AlS—Technical Committee Supervisory Standard on Group Coordination
Approved in Cape Town on 10th October 2000 Page 11 of 18



Appendix 1 Joint Forum Coordinator Paper

Objective

1. Given the god of improving cooperation through information-sharing, the objective is to
provide to supervisors guidance for the possble identification of a coordinator or coordinators and a
cataogue of elements of coordination from which supervisors can sdect the role and responsbilities
of a coordinator or coordinatorsin emergency and non-emergency Situations.

Background

2. As financid conglomerates are comprised of lega entities subject to the oversght of two or
more supervisors, there is a greater need for supervisors to cooperate on a cross-border and cross-
sector bass. Communication and information-sharing are the sne qua non of cooperation. This
paper sets out principles for that cooperation and communication between and among supervisors
with respect to, primarily, internationaly active financia conglomerates.

3. In this context, it may be beneficid to designae one of the supervisors involved (the
“coordinator”) to facilitate information-sharing effortsin atimely and efficient manner. In many cases,
the coordinator will be the supervisor that carries out consolidated supervison or which is
responsible for the largest part of the conglomerate.

4, Among the factors that come into play in determining whether to appoint a coordinator and,
if 50, in defining the role and respongibilities of the coordinator are the legd framework, statutory
authorities of individua supervisors and accountabilities to legidaive and other bodies the
capabilities and resources of individua supervisors, the supervisory techniques and remedia actions
employed by supervisors, the ability of supervisors to share information cross-sectoraly and cross-
border, the business activities, risk profile and structure of the conglomerates, and the availability of
information from the conglomerate to individua supervisors. The differences in such factors preclude
the elaboration of a single role and a single set of responghilities for the coordinator. Rather those
differences argue for developing a catalogue of elements of coordination that supervisors could turn
to in defining the role and responsbilities for the coordinator, depending on the circumstances.

5. This catalogue would include different forms of information-sharing. Supervisors could make
use of this catalogue to define the role of the coordinator in emergency and non-emergency
circumstances. Examples of possible roles that could be developed from the cata ogue would include
coordinating the exchange of information in emergencies, making group-wide assessments in
emergency and non-emergency circumstances, and coordinating supervisory activities among the
directly concerned supervisors. In certain circumstances, it may be appropriate not to appoint a
coordinator. (For the purpose of this paper, an emergency would include, among other things, any
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event, regardless of geographic origination, that would likdy have a materid adverse effect on the
solvency or liquidity of financid conglomerates).

Factor s affecting the choice of options

6. Objectives and agpproaches, often determined by responghbilities and authorities under

nationd law, vary among the various supervisors involved in the oversight of regulated entities which
ae pat of financiad conglomerates. These divergences in objectives and gpproaches have

implications as to informationa and other needs of the different supervisors and will affect whether a
coordinator is necessary for a particular group, the choice of a coordinator and the role and

responsibilities that coordinator may have. For example, in a Stuation where a regulated entity in a
group is subject to Sgnificant Sructura or supervisory firewalls that insulate the entity from the affars
of other entities in the group and is not a materid entity in that group, the informationd and other

needs of that entity’s supervisor with respect to other entities may be less than or different from those
of another more significant regulated entity that is more closdly integrated into the operations of other

entitiesin the group.

7. Differences in the organisationd structure of groups aso have implications as to informationa

and other needs of the various supervisors involved. For example, in a group whose legd, business
line and manageriad dructures diverge sgnificantly, the supervisors of the various entities may be
more interested in information about related entities and about the location and functioning of relevant

controls than supervisors of entities in a more traditiond group whose busness activities,

management and controls are organised more dong the lines of the legd entities. Likewise where a
group is headed by aregulated entity and that entity is subject to consolidated supervision, the needs
of a subsdiary’s supervisor for information about sgnificant parts of the whole group may be
different from needs of the supervisor of a subgdiary in another group that is headed by an
unregulated holding company and whose regulated entities are subjected to solo supervison only.

Accordingly, the role and responsihilities of the coordinator will likely be different in each case.

8. The choice of roles and responghilities of a coordinator will dso be influenced by the need to
bal ance the benefits of improved coordination againgt the risks of creating (or gppearing to creete) a
new level of supervisory overdght or an extenson of a governmental safety net to additiond entities,

regulated and unregulated, within a conglomerate. Adding (or appearing to add) a layer of oversght

or extending (or gppearing to extend) a safety net can undermine market discipline, increase
regulatory burden or increase mord hazard. In some jurisdictions, the desire to avoid these risks will

be stronger than in others and will tend to result in a different role for the coordinator.

0. Recognition must aso be given to the practical congraints facing a coordinator and these
issues must be resolved before a coordinator is gppointed and its role defined. For example, the
choice of a coordinator and the definition of its role will be influenced by the capabilities and the
extent of resources of the supervisors involved. In addition, there is a limit to the number of
supervisors with which the coordinator can be in effective contact. Judgements will dso need to be
made on the scope and nature of the information to be shared. While flows of information from
various supervisors to the coordinator should be relatively unimpeded, there may be circumstances
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which affect the timing and comprehensveness of information the coordinator shares with other
Supevisors, eg. a deay may be necessary when a solution to a serious problem is in the senstive
gtages or negotiation or when informing supervisors needs to be coordinated with the conglomerate' s
public disclosure obligations. Smilarly, in an emergency, any proposed arrangements established for
a coordinator cannot in any way interfere with the actions that need to be taken by reevant
authorities to address the emergency. Therefore, any arrangements would necessarily have to be
flexible to dlow for adjustments to given circumstances.

Guiding Principles

10.  The fallowing principles provide guidance to supervisors of regulaied entities in financid
conglomerates in deciding on the need for and identification of a coordinator and on the role and
respongbilities of such coordinator so identified.

1. Arrangements between supervisors relating to the coordination process should
provide for certain information to be available in emergency and non-emergency
situations.

11.  Solo supervisors should identify the types of information needed for them to fully and
efficiently discharge ther supervisory responghilities in respect of regulated entities resding in
financid conglomerates. In emergencies, this would assg the information flow necessary for
upervisors to assess the impact of the emergency on the entity subject to their oversight and to
facilitate regulatory action, if necessary.

2. Thedecison to appoint a coordinator and the identification of a coordinator should
be at the discretion of the supervisorsinvolved with the conglomer ate.

12. A dngle coordinator is consdered generaly preferable to multiple coordinators. However,
there may be circumstances where it may be appropriate to share the responsbility for coordination,
and more than one coordinator could be identified.

13.  In most ingtances, it would be apparent which supervisor would act as a coordinator. In
those cases where it is not apparent, the supervisors involved should decide amongst themsdlves
who would be best suited to act in that capacity. Possible bases have been daborated to provide
some guidance in identifying a coordinator and are attached (Annex 2).

14.  Information sharing in emergency Stuations will normaly be easier if a coordinator has been
identified previoudy since it will avoid burdening the resolution efforts by consultations on the identity
and role of the coordinator. However, the circumstances of particular emergencies may require
different coordinating mechanisms, including a different coordinator than the one previoudy identified.

3. Supervisors should have the discretion to agree amongst themselves the role and
responsibilities of a coordinator in emer gency and non-emer gency stuations.
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15.  Supevisors should edablish amongst themselves the role and responghbilities of the
coordinator. A catalogue of possible dements of those roles and respongbilities have been set out in
Annex 1.

16.  The coordinator should be expected to teke the initiative in shaping the role of the
coordinator and communicate its preferred approach to other relevant supervisors for their reaction.

4. Arrangementsfor information flows between the coordinator and other supervisors
and for any other form of coordination in emergency and non-emer gency Stuations
should be clarified in advance wher e possible.

17.  In order to facilitate the coordinator’s activities, it would be beneficid for supervisors to
agree to arrangements for providing and receiving informetion, the nature of information to be
provided by supervisors to the coordinator and vice versa and under what circumstances, and for
other supervisory coordination in light of the legd and organisationd circumstances of both the
conglomerate and the supervisors involved. Such arrangements should specify the tasks to be
performed by the coordinator in terms of information gathering from regulated entities, unregulated
entities where permitted by law or the conglomerate, from the various supervisors involved or from
a combination of those sources. In emergency Stuations, arrangements made in advance may require
modifications to take into account the unique properties of the emergency.

5. Supervisors ability to carry out their supervisory responsbilities should not be
constrained by reason of a coordinator being identified and a coordinator assuming
certain responsibilities.

18.  Solo supervisors are subject to legidative requirements and nationa accountabilities which
may influence the timing and nature of their actions, condrain their ability to act in particular
circumgtances and dictate specific supervisory responses to events and developments. The
identification of a coordinator does not dter these legidaive requirements and nationd
accountabilities nor does it relieve solo supervisor’s lawful respongibility to take whatever actions are
necessary or consult with any other party in resolving financia problems or crises.

6. Theidentification of a coordinator and the determination of respongbilities for a
coordinator should be predicated on the expectation that those responsbilities
would enable supervisors to better carry out the supervision of regulated entities
within financial conglomer ates.

19.  There may be circumstances where a coordinator’s role would be played by the supervisor
carrying out consolidated supervision, so that little change would arise form the appointment of a
coordinator.

20.  There may be circumstances where a coordinator would not provide any added vaue in
terms of efficiency in the supervison of regulated entities within a group. In such circumstances where
other means of cooperation are assessed to be adequate by the supervisors involved, there would
not be any reason to identify a coordinator.
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21.  Each component of the coordinator’s role should be subjected to periodic critical review by
the relevant supervisors to ensure that the component adds vaue in terms of enhanced supervision of
regulated entities within a group. As the financia conglomerat€' s structure and activities change and
as the legd and supervisory structure evolves, the need for and the role and respongbilities of the
coordinator should be re-assessed.

7. The identification and assumption of responsbilities by a coordinator should not
create a per ception that responsbility has shifted to the coordinator.

22. It is recognised that the identification of a coordinator and the agreement between
upervisors as to its role and responsihilities does not remove from the various supervisors involved
their obligations under nationd legidation. Supervisors should avoid communications with the
regulated entities or with other entities in the group which could give the impression to the group or to
the market that the coordinator has assumed legal responsibility where thisisin fact not the case.
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ANNEX 1

Catalogue of Possible Elements of Coordination

Information Sharing **

Group-wide assessment**

Supervisory activities**

Adverseinformation is
communicated by supervisorsto
the coordinator.

Avallability of information on
group-wide sructure, financia
condition, key group-wide
exposures and intra-group
exposuresis ascertained
periodically by coordinator.

Panned supervisory activities by
upervisors is communicated to
coordinator.

All rdevant information is
communicated by supervisorsto
the coordinator.

Key information on group-wide
sructure, “large’ group —wide
eXposures, intra-group
transactions and financid
condition is maintained by the
coordinator.

Planned supervisory activities by
the coordinator and other
supervisors are exchanged.

Coordinator stands ready to
answer dl inquiries from other
supervisors.

Key information on group-wide
structure etc. is provided to
relevant supervisorsif they wish to
make a group-wide assessment.

Avoidance of overlgpin
upervisory activities through
bilateral discussons of the
coordinator and other supervisors.

Coordinator receives
information from avariety of
sources and provides key
information to relevant
supervisors if aproblem
appears to be emerging.

Coordinator makes an assessment
of key areas (eg. large

exposures, financid condition and
intra-group exposures) and
addresses any issues with
regulated entitiesin the
conglomerate.

Participation of the coordinator in
on-site vidts or examinations of an
inditution’s foreign activities where
legal and appropriate.

Coordinator receives

Coordinator makes an assessment

Coordination of planned

information from avariety of of key areas (eg. large upervisory activities and
sources and provides key exposures, financid condition and | supervisory actions when a serious
information to relevant intra-group exposures) and problem arises crossing
SUpErVisors. communicates potentia problems | jurisdictiond lines.

to relevant supervisors.
Coordinator fecilitates extengve | Coordinator makes group-wide | Coordinated reviews or
information flows under certain | assessment and discusses examinaions of abusnessline
circumstances, eg. observations with relevant crossing severd legd entities, or a
emergencies. SUpervisors. globa risk management or control

function.

** Elementsin one category are not linked in any way to the elementsin other categories.
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ANNEX 2
Possible Basesto Assist in Identifying a Coordinator

The following are examples of gpproaches that supervisors may take in sdecting a coordinator.

Where the conglomerate is headed by a supervised bank, securities firm or insurance
company, the supervisor of that parent entity, in norma circumstances, should be the
Coordinator.

Where the conglomerate is headed by a supervised bank, securities firm or insurance company
but there is a dominant regulated entity in the conglomerate, for example, in terms of baance
sheet assets, revenues or solvency requirements, an option would be for the supervisor of the
dominant entity to be the Coordinator.

Where the conglomerate is headed by a supervised holding company, the supervisor of the
holding company, in norma circumstances, should be the Coordinator.

Where the conglomerate is headed by a supervised holding company but there is a dominant
regulated entity in the conglomerate, for example, in terms of balance sheet assets, revenues or
solvency requirements, an option would be for the supervisor of the dominant entity to be the
Coordinator.

Where the conglomerate is headed by an unsupervised holding company, an option would be
for the supervisor of the dominant regulated entity in the conglomerate, for example, in terms
of balance sheet asseats, revenues or solvency requirements, to be the Coordinator.
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Supervisory Standard on the Exchange of Information

The purpose of this standard is to bring together for insurance supervisors in one document the
conditions that should apply to the exchange of information. It draws on the G7 Ten Key
Principles on Information Sharing; the G7 Ten Key Principles for the Improvement of
International Cooperation Regarding Financial Crime and Regulatory Abuse; the Joint Forum’'s
Principles for Supervisory Information Sharing; and the existing 1AIS materia on this issue,
notably in the Core Principles and Insurance Concordat.

The standard applies particularly where restricted or confidential information is involved,
recognising the principle that all insurance supervisors should be subject to professiona
secrecy constraints.” In many jurisdictions a considerable amount of valuable information is
already in the public domain and can readily be passed on through informa exchanges. Initial
contacts over the telephone, or through e-mail, can often be the most effective way of handling
gpecific information requirements as they arise.
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1. Preamble

1. An efficient and regular exchange of information between supervisory bodies, both

within the insurance sector and across financial services sectors, is becoming increasingly
critical to the effective supervision of internationally active insurers, insurance groups and
financial conglomerates.

2. The development of complex groups and financial conglomerates, in particular, will
make it more and more difficult for insurance supervisors to rely exclusively on the solo
supervision of legal entities within their jurisdictions. The extent of intra-group transactions,
and a concern to monitor risk concentrations within a group or conglomerate, will require
more regular communications with other supervisors. The desire of supervisors in other sectors
to supplement their supervision of individual entities forming part of a financial conglomerate
through an assessment of the financial health of the conglomerate as a whole will increase the

1 The Insurance Core Principles include a general duty of professional secrecy.

| AlS— Exchange of Information Subcommittee Supervisory Standard on Exchange of I nformation
Approved in Tokyo on 9 January 2002 Page 3 of 8



demands on insurance supervisors to provide information to their banking and securities
equivalents both within and outside their own jurisdiction.

3. The increasing use of the internet by insurers and intermediaries is another factor
creating pressure for extended and improved communications between financial sector
supervisors. Internet sites can be accessed globally, and without the exchange of information
and cooperation between supervisors it will prove difficult to regulate the activities of
companies offering products through this medium. Supervisors will not have the same
unilateral ability to protect consumers in their market. The internet will also widen the
opportunities for fraudulent operators to sell bogus insurance, although on the positive side it
provi de:; the capacity for supervisors to exchange information in a more efficient and speedy
manner.

4. The broad principle that insurance supervisory authorities should have the capability to
exchange information with each other in order to facilitate the effective supervision of
insurance companies, and to help combat insurance fraud, is widely accepted. Y et the current
reality would seem to be that there is little systematic information exchange between
supervisory authorities in the insurance sector, or with the supervisors in other financia
services sectors. Cultural factors such as the traditional reliance on solo supervision, and
different legal approaches to professional secrecy/freedom of information, have restricted the
development of information flows.

5. The IAIS's commitment to seek improvements in the exchange of information is
longstanding. The Exchange of Information Subcommittee was one of the first to be
established, and as early as the Association’s Second Annua Conference in St Louisin 1995 a
number of members signed an Undertaking to provide assistance on a reciprocal basis to other
signatories to an IAIS Recommendation Concerning Mutual Assistance, Cooperation and
Sharing of Information. The Association also approved a Model Memorandum of
Understanding on mutual assistance and the exchange of information in 1997.%

2. Standard to be Applied

2.1 Thelegal framework

6. An insurance supervisory authority should have statutory power or legal authority, at
its sole discretion and subject to appropriate safeguards, to share relevant supervisory
information that it has obtained in the course of its own activities with:

a other insurance supervisory authorities within the jurisdiction;

When considering exchanging information over the internet, insurance supervisors should remember that
thisis not a secure medium. See aso Principles on the Supervision of Insurance Activities on the Internet.
The primary objective of a Memorandum of Understanding is to facilitate the exchange of information
between jurisdictions, but it can also be helpful in a domestic context in demonstrating the commitment to
cooperation. Industry and public confidence in the way that a supervisory authority conducts its business
may be enhanced if aformal structure for the exchange of information exists.
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b. the insurance supervisory authorities in other jurisdictions;

C. the supervisory authorities responsible for banks and other credit institutions both
within the jurisdiction and in other jurisdictions;

d. the supervisory authorities responsible for investments, securities and financial markets
both within the jurisdiction and in other jurisdictions; and

e the relevant law enforcement agencies within the jurisdiction in cases that further
supervisory purposes or where financial crime, money laundering or fraud is suspected.

7. The statutory power or legal authority should permit the exchange of supervisory
information both when it is in the direct interest of the insurance supervisory authority to do
so, and when the insurance supervisory authority is reasonably requested to provide relevant
information by one of the authorities referred to in paragraph 6a.-e. above.

8. A statutory power should provide, with appropriate safeguards, for an insurance
supervisory authority to be able to gather from supervised entities information sought by one
of the authorities referred to in paragraphs 6a.-d. above, or otherwise provide assistance. In
the absence of specific statutory authority, a supervisor should not be prevented from
gathering information or providing assistance.

0. Any existing laws that prohibit the exchange of supervisory information, without
appropriate provisons permitting exchanges with the authorities referred to in 6a.-e. above,
should be removed from the statute book at the earliest opportunity. Laws or procedures that
unnecessarily impede the exchange of supervisory information should be amended.

2.2 Typesof information covered

10.  Theability to exchange supervisory information should cover, but not be limited to:

a the management and information systems and controls operated by insurers and
reinsurers,

b. the financia condition of an insurer or reinsurer;

C. objective’ information on individuals holding positions of responsibility in insurers or
reinsurers (to include owners, shareholders, directors, managers, employees or
contractors);

d. objective’ information on individuals, insurers or reinsurers involved, or suspected of

being involved, in crimina activities; and

e information on regulatory investigations and reviews, and on any restrictions imposed
on the business activities of insurers or reinsurers.

4> ‘Objective’ information is normally regarded as information that can be demonstrated to be true, for
example that an individual has been publicly charged with a particular offence or found guilty by a Court of
law. It would not cover hearsay or conjecture.
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2.3 Decisonson sharing information

11.  The decision on whether or not to share information in any particular case rests with
the insurance supervisory authority concerned. In considering whether to accept or decline a
reguest for information, the authority will in particular take account of:

a the ability of the recipient authority to maintain the confidentiality of any information
exchanged, taking account of the legal arrangements in each jurisdiction (see
paragraphs 18-19 below);

b. the use to which the information will be put;
relevant laws and regulations in their jurisdiction; and
d. the nature of the information to be exchanged.

12. The primary purpose of exchanging information is to address materia supervisory
issues. Insurance supervisory authorities will seek to respond positively to appropriate
requests for information taking into account any resource constraints’® The recipient
supervisory authority should advise the authority that provided the information of any
subsequent action taken on the basis of the information received.

2.4 Formal agreementsand written requests

13.  The insurance supervisory authority should have the ability to enter into an agreement
or understanding with any other supervisor, both in other jurisdictions and in other sectors of
the financial services industry, to share information or otherwise work together. Such 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 insurance supervisory authority may be shared.
The 1AIS Model Memorandum of Understanding provides some guidance on some of the
elements that an optimal information sharing agreement might include.”

14.  Formal agreements are particularly valuable where there is a need to provide a basis for
a continuing relationship between the supervisors in two jurisdictions, or between supervisors
responsible for different financia sectors.® However, whilst information sharing agreements
can be used to establish a framework among supervisors to facilitate the efficient execution of
requests for information, the existence of such an arrangement should not be a prerequisite for
information sharing.

15.  Whilst forma requests for information should be in writing from a verifiable source,
insurance supervisory authorities should not insist on written requests in an emergency

®  Where language difficulties arise, and in the absence of any specific agreement between the parties

concerned, the cost of tranglating any information exchanged will generally fall to the authority requesting
the information.

The Model Memorandum of Understanding covers a number of issuesin some detail. These include the
general principlesto be applied, scope, requests for information and assistance, procedures for taking
testimony (where applicable), permissible uses and confidentiality, and consultations between the parties.
For example, aformal agreement between two (or more) supervisory authorities may be considered in order
to facilitate the supervision of amajor group or conglomerate.
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situation where the supervisor is known to them. The expectation is that oral requests will be
confirmed in writing, but the absence of written confirmation should not delay a response
where such a response would otherwise be appropriate. To facilitate the exchange of
information, insurance supervisory authorities may wish to consider nominating an individual
to act as their main contact point.

2.5 Reciprocity requirements

16.  Information sharing agreements should allow for the two-way flow of information, but
strict reciprocity in terms of the level, format and detailed characteristics of the information
exchanged should not be required. Similarly reciprocity should not be a strict precondition for
the exchange of information where no information sharing agreement isin place.

17. It is accepted that the principle of reciprocity may be a consideration in a decision on
whether or not to comply with a specific request. However, the lack of reciprocity should not
be used by an insurance supervisory authority as the only reason for not exchanging
information that it would otherwise be appropriate to share in an emergency or other serious
situation. In that case any information will be taken as strictly confidential.

2.6 Confidentiality

18.  The insurance supervisory authority is required to keep confidential any confidential
information received from other supervisors or law enforcement agencies, except where
constrained by law or in situations where the supervisor or law enforcement agency who
provided the information, or the subject of the information, provides authorisation for its
release. In the event that an insurance supervisory authority is legally compelled to disclose
confidentia information it has received from another authority, the supervisor should promptly
notify the authority that originated the information, indicating what information it is compelled
to release and the circumstances surrounding the release.

19.  Freedom of information provisions should not override the confidentiality requirements
applying to the insurance supervisory authority in respect of information received from other
supervisors or law enforcement agencies where confidentiality is necessary for sound
regulatory practice or effective communications with the other supervisor or agency.

20.  With the exception of confidentiality requirements, an insurance supervisory authority
should not seek to limit unduly the use of information provided by it for supervisory purposes.
Depending on the legal arrangements in the jurisdiction, such supervisory purposes may
include the use of the information in connection with administrative or civil proceedings or
criminal cases in which the authority isinvolved.

21.  In cases that further supervisory purposes, the insurance supervisory authority should
generaly be willing to permit information provided by it to be passed on to other supervisory
or law enforcement agencies in the jurisdiction of the recipient that meet equivaent
confidentidity requirements.  Prior to passing on the information, the initial recipient in the

| AlS— Exchange of Information Subcommittee Supervisory Standard on Exchange of I nformation
Approved in Tokyo on 9 January 2002 Page 7 of 8



jurisdiction should consult and seek the agreement of the supervisor that originated the
information, who may attach conditions to itsrelease.

22.  Jurigdictions where information received by the insurance supervisory authority from
another supervisor or law enforcement agency cannot be kept confidential are urged to review
their requirements.

2.7 Financial crime

23.  Where an insurance supervisory authority identifies suspected financia crime activity —
including fraud — in supervised insurers or reinsurers, they should ensure that the information is
shared with the relevant law enforcement agency in their jurisdiction. The law enforcement
agency should be able to use the information for the full range of its responsibilities subject to
any necessary limitations established at the outset.

24.  Thelaw enforcement agency should be subject to legal requirements so that it is bound
to maintain the confidentiality of any restricted information provided to it by the insurance
supervisory authority. The law enforcement agency should normaly only pass on the
information to other law enforcement agencies with the consent of the insurance supervisory
authority, and subject to any confidentiality requirements.
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Supervisory Standard on the Evaluation of the Reinsurance
Cover of Primary Insurersand the Security of their Reinsurers

This standard provides guidance to supervisors in assessing how insurers manage their
reinsurance arrangements. It discusses the policies and procedures that companies should have
in place and supervisory approaches for evaluating the adequacy of each company’s
reinsurance cover.

The IAIS recognises that currently there are significant differences in supervisory approaches
taken by member jurisdictions with respect to reinsurance. For example, reinsurers in some
jurisdictions are directly supervised; other jurisdictions rely on rating agencies in assessing the
security of a reinsurer. Some supervisors maintain a register of those reinsurers authorised to
underwrite reinsurance in their jurisdiction, while others evaluate reinsurers actually writing
business in their jurisdiction. Some jurisdictions require reinsurers to post collateral, covering
the likely liabilities (or liabilities plus amargin) of the reinsurer, with the ceding companies

This standard acknowledges the differing practices but does not purport to favour one regime
over another.

In addition, in recent years reinsurance has evolved with the introduction of many new
products. These are commonly known as alternative risk transfer (ART) products. The 1AIS
intends to issue a separate paper on this subject, however, it believes that much of the guidance
provided in this standard will also apply in the case of ART products.
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1. Introduction

1. Insurance companies assume risk on behalf of policyholders. They mitigate these risks

by acquiring insurance with reinsurers. Through the use of reinsurance, an insurer can reduce
risk, stabilise its solvency, use available capital more efficiently and expand underwriting
capacity. Reinsurance helps an insurer obtain a desired, prudent risk profile. However,

! Therisk profile of afinancial undertaking reflects the relation between the risks run by the financial

undertaking and its financial strength.
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irrespective of the reinsurance obtained, the primary insurer normally remains contractually
responsible for paying the full claim amounts to policyholders.

2. Reinsurance may be provided by pure (or professiona) reinsurers or by primary
insurers aso authorised to write reinsurance.

2. Types of reinsurance arrangements

Traditional

3. Most risk assumed by reinsurers is based on traditional contracts, which are normally
either “treaty” or “facultative’. Under treaty contracts, the reinsurer automatically participates
in certain sections or portfolios of the insurer’s business (treaty contracts are also referred to as
automatic reinsurance or automatic capacity). Facultative contracts alow the reinsurer to
participate on an individual, risk-by-risk basis.

4. Contracts may be proportional or non-proportional. Proportional reinsurance is aform
of reinsurance in which the premiums and claims of the insurer are shared proportionaly by the
insurer and the reinsurer. In non-proportional reinsurance an insurer pays a risk premium to a
reinsurer and the reinsurer assumes a share of the insurer’s obligations in excess of a certain
amount which could be limited by another, larger, anount. Thus the reinsurance cover can be
built up in layers. Typically, for non-life insurance, reinsurance contracts last one year and
cover specified lines of business. Life reinsurance contracts are usually indefinite and contain a
termination provision for new business only.

ART

5. Insurance risk may be transferred to reinsurers and other counterparties by using ART
techniques, such as financia reinsurance and securitisation. Securitisations commonly utilise
either a “protected cell” or a* Special Purpose Vehicle’ to effectuate the transfer of insurance
risk from the ceding company. To date, most securitisations have been fully funded, which
means that the proceeds of the securitisation fully cover the risk securitised.

6. Similar cover can also be provided by other types of ART contracts some of which are
provided by reinsurers. ART cover may be obtained on a multi-line, multi-year, and holistic
basis, and can be retrospective or prospective. Contracts can provide protection against
different operationa and financial risks. For example, some ART contracts, like traditional
reinsurance contracts, protect a primary insurer’s solvency.

7. In some ART contracts the transfer of insurance risk is secondary to the transfer of
financial risks, such as credit, liquidity or market risk. While called financia “reinsurance”,
most jurisdictions regard that such contracts provide valid reinsurance cover only to the extent
they imply a real transfer of insurance risk. However, such contracts do play a part in the
company’s risk management; but they should not be considered to mitigate insurance risk
unlessthereis a genuine transfer of thisrisk. In some casesthe only intention of the cedent isto
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obtain a favourable impact for financial reporting, but ART contracts should not be used in
order to distort true and fair reporting.

3. Reinsurance strategy and management procedures

Board of Directors

8. Every insurer should have a reinsurance strategy, approved by the company’s Board of
Directors, that is appropriate to the company’s overall risk profile. The reinsurance strategy
will be part of the company’s overal underwriting strategy. The Board should review the
reinsurance strategy annually (in the case of life insurers, possibly less frequently). In addition,
the reinsurance strategy should be reviewed when there have been changes in the company’s
circumstances, its underwriting strategy, or the status of its reinsurers.

9. The reinsurance strategy should define and document the insurer’s strategy for
reinsurance management, identifying the procedures for:

the reinsurance to be purchased;

how reinsurers will be selected, including how to assess their security;

what collateral, if any, isrequired at any given time; and

how the reinsurance programme will be monitored (i.e. the reporting and interna

control systems).
10. The Board should ensure that all legal and regulatory requirements are met. It should
set limits on:

the net risk to be retained; and

the maximum foreseeable amount of reinsurance protection to be obtained from the
approved reinsurers.

Senior management
11.  Senior management should document clear policies and procedures for implementing
the reinsurance strategy set by the Board of Directors. Thisincludes:

setting underwriting guidelines that specify the types of insurance to be underwritten,
policy terms and conditions, and aggregate exposure by type of business,

establishing limits on the amount and type of insurance that will be automatically
covered by reinsurance (e.g. treaty reinsurance); and

establishing criteria for acquiring facultative reinsurance cover.
In order to avoid uncovered risks, the terms and conditions of the reinsurance cover should be
compatible with those of the underlying business.

12.  Limits on the net risk to be retained should be set either per line of business or for the
whole account. The insurer may also set limits per risk or per event (or a combination thereof).
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The limits must be based upon an evauation of its risk profile and the cost of the reinsurance.
In particular, the insurer should have adequate capital to support the risk retained. Some
insurers may use the results of dynamic financia analysis techniques® (using the reinsurance
cover as one of the variables) as input into these operating decisions.

13.  The insurer should maintain an up-to-date list of reinsurers’ that it has approved. For
each approved reinsurer the appropriate level of exposure should be specified. To do this, the
insurer should evauate the ability and willingness of the reinsurer to fulfil its contractua
obligations as they fall due (i.e. its security). Such assessment is required whether collatera is
posted or not. The assessment should take into account the effects of any collateral the
reinsurer has posted in favour of other insurers. The insurer’s credit guidelines should describe
the system for controlling exposures to each reinsurer.

14.  To improve the security of the overall reinsurance cover, insurers may choose to use a
number of different reinsurers. Diversification may also be achieved by using certain ART
techniques.

15.  Generally spesking, if no requirements are placed on the choice of reinsurer or on the
posting of collateral, the fewer the number of reinsurers used, the more an insurer should pay
importance to the security of its reinsurers. If a company takes advice on the strength and
security of a reinsurer, then it should satisfy itself that the advice given is sound. Similarly, if
reinsurance cover is acquired through an intermediary, the company should evaluate the
operational risk associated with the transaction.

16.  Senior management should ensure that the management information system in place
meets al Board requirements with respect to reporting frequency and level of detail. In
addition, there should be adequate systems of internal control to ensure that al underwriting is
carried out in accordance with company policy and that the planned reinsurance cover is in
place. The underwriting control systems should be able to identify and report on atimely basis
where underwriters infringe authorised limits, breach company guidelines or otherwise assume
risks exceeding the ability of the company’s capital base and reinsurance cover to service.

I nternal control

17.  There should be internal control systemsin place to ensure that claims are reported to
the appropriate reinsurer and that reinsurance claims payments are being promptly collected.
The underwriting control may include an actuarial assessment of the risk and whether it has
been transferred as presumed. This assessment may also include a review of the reinsurance

Dynamic financial analysis evaluates an expanded universe of possible scenarios through computer
modelling, as opposed to the traditional approach that involves interpreting historical trends and ratios

(i.e. static). With the power of a computer, a user can simulate multiple scenarios based on specified set of
constants and probabilistic estimates for key variables, such as reinsurance pricing and coverages, premium
volume, pricing adequacy, underwriting profit/loss, investment returns, reserve adequacy, catastrophes and
cost of capital. The resulting distribution of these variables can then be used to influence management’s
operating decisions.

Cf. The OECD Recommendation of the Council on Assessment of Reinsurance Companies,
C(98)40/FINAL.
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contracts. The Board of Directors should receive regular and comprehensive reports on the
effectiveness and performance of the claims system and the reinsurance protection. Companies
internal control systems should be subject to regular audit examination.

4, Supervisory regime for insurance business (reinsurance
cover and security)

18.  The supervisor should verify that the Board of Directors has established an overdll
strategy framework — addressing, inter alia, underwriting and reinsurance. To evaluate
reinsurance cover, reinsurer security and collateral that may be posted, the supervisor should
have, or have access to, sufficient expertise. Usually the supervisor takes a risk-based
approach — ensuring that the company has appropriate policies, systems and procedures in
place and focusing more detailed examination work on areas posing specific and significant
concern.

19.  Before granting a license, the supervisor must be satisfied with the company’s planned
risk management and reinsurance strategies, and accompanying policies. When examining the
business plan of an insurance company, the supervisor must evaluate if the proposed
reinsurance covers maximum foreseeable loss. In the business plan the company must describe
how, and to what extent, future policies will be reinsured. The supervisor should evaluate
whether reinsurers offer sufficient security. In most cases, this evaluation could be enhanced
or improved by the exchange of information between supervisors.

20.  Companies should maintain adequate reinsurance cover at all times. Supervisors should
regularly evaluate the reinsurance cover and risk profile of the insurers. While many
reinsurance treaties operate on an annua basis, some treaties especialy for life business and
some ART contracts can operate for many years. In such cases, supervisors will wish to be
assured that the reinsurer offer sufficient security to act as along-term counterparty

21.  Supervisors must receive sufficient and relevant information on the reinsurers used and
the reinsurance cover arranged. Relevant information may include:
reports describing the reinsurance cover, reinsurance programmes or treaties; and

financial statements, including the result of reinsurance, any amounts outstanding from
reinsurers and the effect of ART techniques, including financia reinsurance.

Supervisors should be able to review the quality and vaidity of information submitted.

22.  Theinformation may be submitted in the form of:
copies of contracts and amendments;
copies of dlips and cover notes;
supervisory returns; or
written contract descriptions and summaries.

Information obtained by supervisors in the process of assessing a company’s reinsurance cover
should be kept confidential.
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23.  Using this information and other relevant information received during on-site
inspection, the supervisor should evaluate:

the prudence of the company risk profile including an evaluation of any risk
concentration, i.e. an aggregate exposure with the potential to produce losses large
enough to threaten the insurer's financial health or its ability to maintain core
operations;

compliance with the company’ s reinsurance strategy;

the sufficiency of the reinsurance cover and the insurance company’s financial
strength, in particular under extreme, but plausible |oss scenarios,

the sufficiency of the reinsurance security, taking into consideration a wide range of
factors including financia strength, whether reinsurers are properly supervised and
whether or not collateral is posted, cf. para. 13 above; and

the appropriateness of any ART techniques, such as securitisation, used.

24.  In making these evaluations the supervisor should consider the overal risk profile of
the insurer. The supervisor should be aware of the security and adequacy of the reinsurance or
ART coverage for long-tail business (where claims development is slow) and the top layers of
catastrophe programmes (where amounts involved can be large).

25.  The choice of reinsurance cover is a business decision made by management within the
overall reinsurance strategy of the insurer. However, where insufficient or inappropriate
reinsurance cover affects the company’s ability to pay policyholders claims, the supervisor
must enter into discussions with the management of the company. The supervisor should have
the legal and administrative power necessary to take remedia action in inter alia cases of
insufficient reinsurance cover, insufficient reinsurer security, non-compliance with company
reinsurance strategy, insufficient collateral (where applicable) or use of non-admitted (i.e. non-
authorised) reinsurers.

26.  Remedia action should include the power to disalow credit in whole or in part for
reinsurance when calculating solvency requirements or technical provisions on a net basis or
when determining the coverage of gross technical provisions by reinsurance recoverables. As
well, the supervisor should be able to require the insurer to:

obtain additional reinsurance cover;

provide additional capital;

establish additional technical provisions; and

have additiona collateral posted, if applicable.
Such action should be taken according to transparent principles and be based on objective
criteria

27.  The supervisor may choose to provide insurers with comparative risk information, for
example in the form of benchmarking data or comparisons. This information alows
management to evaluate the quality of the reinsurance cover in comparison with market
standards and to decide if its risk profile is acceptable and prudent.
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[This document was prepared by the Reinsurance Subcommittee in consultation with members and
observers.]



Standard on supervision of reinsurers

With the adoption at the 2002 IAIS General Meeting of Principles on minimum requirements for
supervision of reinsurers, insurance supervisors around the world are expected to supervise reinsurers
domiciled in their jurisdictions.

Furthermore, the principles anticipate a global approach to the regulation of reinsurers. In such a
system, the onus is placed on the home supervisor of the reinsurer. The home supervisor is responsible
for effective supervision of the business worldwide and is responsible and expected to communicate
effectively with supervisors in other jurisdictions where the reinsurer writes business'. Minimum
requirements help define a minimum level of acceptable security of reinsurers. These are needed to
ensure that market stability and ultimately the interests of policyholders are protected. However, as
stated in the Supervisory standard on the evaluation of the reinsurance cover of primary insurers, it is
the responsibility of the ceding insurer to evaluate the security of proposed reinsurers and the duty of
that ceding insurer’s supervisor to ensure that the evaluation is adequate.

The principles state:

Principle 1: Regulation and supervision of reinsurers’ technical provisions, investments and
liquidity, capital requirements, and policies and procedures to ensure effective corporate
governance should reflect the characteristics of reinsurance business and be supplemented by
systems for exchanging information among supervisors.

Principle 2: Except as stated in Principle 1, regulation and supervision of the legal forms,
licensing and the possibility of withdrawing the license, fit and proper testing, changes in control,
group relations, supervision of the entire business, on-site inspections, sanctions, internal
controls and audit, and accounting rules applicable to reinsurers should be the same as that of
primary insurers.

This standard elaborates on Principle 1, focussing particularly on where reinsurers differ from primary
insurers, hence requiring the supervisory framework to be adapted. The standard applies to
internationally active reinsurers that are pure reinsurers or insurers, whose main activity includes the
issuance of reinsurance coverage, having cedants in at least one jurisdiction outside their own. The
standard also applies to domestic reinsurers to the extent that it is relevant. Supervisors may choose to
apply the standard to insurers whose main activity is the issuance of insurance but who also provide a
material amount of reinsurance coverage.

Supervisory requirements include financial strength, supervisory review and disclosure
requirements. These different aspects of the supervisory framework must be adapted according to the
nature of the customers and the characteristics of the risks assumed. As stated in paragraph 7 of the
Principles on minimum requirements for the supervision of reinsurers a global supervisory framework
envisages moving towards a system of accreditation of home supervisors. As this standard becomes
more widely adopted and implemented, it may become one of the building blocks in the eventual
development of such an accreditation system.

This standard focuses on the supervisory review aspect of the framework. As stressed in the
Insurance core principles, effective supervision can only be accomplished if home supervisors have

' When the word supervisor is used in this standard it means the home supervisor of the reinsurer (i.e. the

supervisor in the jurisdiction in which the reinsurer is incorporated) except where the context implies
otherwise
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adequate powers and resources. The role of the supervisory review process is especially significant
for home country supervision, particularly in the absence of international standards for financial
strength requirements. In this regard the IAIS Solvency Subcommittee, with input from the
International Actuarial Association, is developing the various components of a harmonised
international approach to assessing solvency and capital adequacy.

Disclosure aspects will be addressed by the IAIS Subcommittee on Enhanced Disclosure and previous
and subsequent standards and guidance papers. Due to the professional nature of the customers,
disclosure should improve market discipline and thus provide an important adjunct to supervisory
review. In order to facilitate market discipline financial statements of internationally active reinsurers
should be prepared using internationally accepted accounting principles e.g., International Financial
Reporting Standards (IFRS) or U.S. generally accepted accounting principles (GAAP), and should be
publicly available.

In supervising reinsurers, home supervisors should refer, where appropriate, to the Insurance Core
Principles and other relevant IAIS documents for guidance in areas not covered in this standard.
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1. Technical provisions

Technical provisions for non-life reinsurers

1.  Estimates of provisions, including loss provisions, are inherently uncertain as they attempt to
reliably give an insight into future claims emergence. This uncertainty may be more pronounced in
reinsurance than in primary insurance, particularly for non-life business.

2. The challenges reinsurers may face when setting technical provisions include:
Estimating adequate technical provisions — for example, when costs of claims, particularly for
excess of loss contracts, are driven up by inflation, changes in life expectancy or more stringent
liability laws
Longer reporting lags — there is an inherent delay because claims are first reported to and
evaluated by the cedant. This can sometimes be exacerbated by a periodic notification interval to
the reinsurer and by the retrocession process.
Differing interpretations of reinsurance terminology
Scarcity of industry data and statistics — homogenous data is difficult to collect by account and by
industry

Issued by the International Accounting Standards Board, IASB (previously called IAS)

Page 4 of 10 IAIS - Standard on supervision of reinsurers
Approved in Singapore on 3 October 2003



Heterogeneity of data received — cedants may pay, establish provisions and code information
differently

Selective cedant information — cedants may filter data provided to reinsurers, report on a different
basis (e.g., by accident year instead of underwriting year), change their claims handling and
reserving practices or make errors in data transmission

Differing patterns in reporting information - patterns can differ depending on contract type, line
of business, specific contract conditions, cedant and intermediary

3. Recognising that there may be delays in the claims reporting process and that information may
often be incomplete, reinsurers establish provisions for claims incurred but not reported (IBNR).
Reinsurers should ensure that cedants provide them with cedant relevant and timely information on an
ongoing basis so that the extent of possible claims can be anticipated and reliably estimated. For
example, for an excess of loss contract a reinsurer should require the cedant to report accumulated
losses when they reach a certain level; this level should be set below the trigger level in the contract.

4.  Supervisors should understand the techniques used by reinsurers and their actuaries in setting
technical provisions with specific focus on those used to arrive at IBNR provisions. The IAIS
discussion paper, Quantifying and assessing insurance liabilities, provides useful background
material.

General issues relating to life and non-life reinsurers

5. Reinsurers have developed a number of techniques to deal with the general challenges of
estimating technical provisions. For example, they use a variety of quantitative techniques to estimate
the ultimate cost of claims as reliably as possible. These techniques, however, must be supplemented
by professional and managerial judgment, using in-house or outside information as well as input from
experts in both risk and claims assessment. Reinsurers should check data and other relevant
information received from cedants and reinsurance brokers against historical data. They should be able
to explain if a claim provision is not at least as high as the amount reported by the cedant or broker.
Because of the issues mentioned above, there must be close cooperation at least between the
reinsurer’s underwriters, actuaries, claims managers and accountants.

6.  Contracts between the cedants and the reinsurers lay down the terms and conditions to be
followed by the parties, specifying for example, the length of the contract, premium payments,
commissions, claims reporting time frames, and claims payment terms and time frame. Reinsurers
should communicate with their cedants and their brokers regularly as this relationship is essential for
reinsurers in order to be able to reliably establish technical provisions. In particular, the reinsurer
should understand the risks assumed by each particular cedant and have a comprehension of the
overall developments in the marketplace. Ongoing communication should be maintained throughout
the life of the contracts so that reinsurers can react properly to changes in claims experience and
development, and other relevant factors.

7. Reinsurers should have an in depth knowledge of the underwriting policy and the claims
handling procedure of cedants and should be informed about any material changes. This may be
obtained by collecting appropriate information from cedants on a regular basis in agreed formats and
quality. The contract terms between the reinsurer and cedant also often provide that the reinsurer has
the right and ability to conduct claims audits of the cedants.

8.  In addition, reinsurers need to monitor market conditions and follow industry and societal
trends. They should take note of past experience and expectations of inflation and more stringent
liability laws. Reinsurers should follow claims payments developments to be able to identify changes
or anomalies early.
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9.  Along with its annual audited financial statements and statements that include adequate
disclosures concerning technical performance and risks, a reinsurer should provide detailed
information for each reporting segment to the supervisor upon request. The supervisor may wish to
require information on non-standard transactions such as the use of CAT bonds. The information
should be supplemented by an opinion by a qualified actuary or other competent person on, at least,
the adequacy of the technical provisions.

10. The supervisor should review the claims payment development, assessing it against past trends
and where possible against similar information provided by reinsurers that accept similar type of risk,
or are of a similar size or in a similar market. They should also review run off results and claims
development statistics, as well as the reinsurer’s risk management systems which may include internal
risk models, scenario analyses and sensitivity and stress testing. These should include effects from
each line of business on all relevant balance sheet items.

11. The supervisors should review information provided by reinsurers, particularly when they
suspect problems. This capability can either be provided by in-house staff or by contracting out as
long as confidentiality requirements are respected and conflict of interest safeguards apply.

12.  In addition to understanding the techniques, the supervisor should review the procedures used by
the reinsurers to verify the results and to compensate for information delays and weaknesses in the
data.

2. Investments and liquidity

13. Internationally active reinsurers operate in more than one market, managing global portfolios of
assets and liabilities. In addition to the risks run by primary insurers, reinsurers’ mismatches between
assets and liabilities may imply potentially significant exposure to currency risk. Reinsurers providing
long-term coverage, such as life reinsurance, may face investment risk depending on the terms of the
reinsurance contract.

14. Reinsurers should manage their assets and liabilities in a prudent manner. They should invest in
assets that in terms of security, return, diversification and marketability cover their expected
obligations as they fall due. Asset-liability matching policies should be subject to regular stress testing
and scenario analysis. The scenarios tested should reflect the unique risk profile of the reinsurer. For
example, reinsurers should test any unmatched assets and liabilities, against changes in interest and
exchange rates. Stress testing and scenario analysis should also be used in relation to market and
credit risk in general, including credit insurance® and reinsurance recoverables. The supervisor should
assess capital adequacy, liquidity and currency matching in light of the results of the stress testing. In
addition, reinsurers should manage and monitor the counterparty credit risk inherent in the business.

15.  Often reinsurers and cedants work with current accounts (i.e., accounts in which premiums are
credited and claims are debited). However, because of the types of coverage provided (e.g.,
catastrophe coverage) reinsurers are sometimes obliged to reimburse large-scale losses of cedants on
demand. As a result, they should ensure that they maintain sufficient investments in liquid financial
assets’. Alternatively, they should ensure that liquidity is easily and readily accessible through other
means, for example secure lines of credit, in order to pay large and unexpected losses without having

In the US known as financial guarantee insurance
Assets pledged as collateral can not be regarded as liquid
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to sell a significant portion of their investments, particularly during periods of adverse market
conditions or at short notice.

16. Along with the annual audited financial statements, the supervisor should receive reports
concerning investment performance and risks from reinsurers. On a regular basis or upon request, a
breakdown of the investment portfolio by asset and rating class and currency should be provided.
Reinsurance recoverables are considered as an asset class in this respect. Derivatives are to be reported
according to their underlying assets based on their notional amounts and fair value. Reinsurers should
report what proportion of their asset portfolio has been pledged to primary insurers or other
counterparties.

17. The supervisor should analyse this information over time and compare it to similar information
on reinsurers that accept comparable type of risk or are of a comparable size or in comparable markets.
The supervisor should then discuss the results with the reinsurer focusing specifically on key risks and
how they are being managed and matched.

18. The supervisors should refer to the Supervisory standard on derivatives and the Supervisory
standard on asset management by insurance companies for guidance when assessing a reinsurer’s
investment portfolio, as well as its investment policies, reporting and internal control procedures.

3. Economic capital requirements

19. Regulators cannot prevent every failure. Prudential measures such as the establishment of
regulatory capital requirements are put in place, however, to minimise the probability of such failures
and their potential costs to the cedants and possible impact on policyholders.

20. Reinsurers need to hold capital to manage their overall risk against the possibility of insolvency,
the risk undertaken through reinsurance contracts and assets, and other risks such as operational risk.
On an individual contract basis reinsurers may assume more volatile risks than primary insurers - for
example, by providing coverage for catastrophic events. However, this may be mitigated by better
risk diversification on a global portfolio basis. Volatility may be caused by hardening or softening of
markets through varying reinsurance prices, as well as volatility in the capital markets. Reinsurers
should calculate their risk profile including the above risks as adequately as possible, and manage it
against their risk appetite, as set by the board of directors, (e.g. using probability of ruin/default) by
allocating sufficient capital reflecting the risk profile and the defined period of time.

21. Reinsurers should use models for internal management purposes to analyse their risk profile.
Some risks faced by reinsurers are similar to those of primary insurers. Whereas a primary insurer
faces the credit risk that its reinsurers may not fulfil their obligations, for example, a reinsurer faces
the same risk with its retrocessionaires. Both face underwriting risk, although particular aspects of
underwriting risk - such as the risk of cumulations, can be - but does not necessarily have to be - more
acute for a reinsurer. Similarly, as noted above, both face investment risks, the significance of which
can differ depending on the global reach and lines of business underwritten.

22.  Where the risk profile has life insurance attributes, reinsurers’ economic capital must allow for
the specific risks arising from the reinsurance contract structure. Life reinsurance can include long
term premium guarantees and exposure to selective options, either in the contract with the cedant or in
the contract between the cedant and the policyholder. Long term premium guarantees expose the
business to adverse trends. Changes in investment conditions can expose embedded options. These
need to be identified, understood and adequately priced, and subsequently monitored and mitigated.
Supervisors should expect reinsurers to adopt best market practice to control such risks.
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23. In addition, like primary insurers, reinsurers are exposed to a variety of operational risks such as
those arising from employees (e.g., mis-management, human error and internal fraud), technology
(e.g., technological failure and deteriorating systems), customer relationships (e.g., contractual
disputes) and external sources (e.g., external fraud or changes in legal interpretations).

24. Reinsurers should provide information to the supervisor about their overall risk profile i.e. the
relation between the risks run and their financial strength. The supervisor should review the risk
profile and all other relevant information with the reinsurer. In the case of internationally active
reinsurers, the supervisor should review information about the amount of risk (e.g. using the
probability of ruin/default) the reinsurer considers to be the maximum acceptable. In such cases, the
supervisor should monitor whether the current risk appetite is within the acceptable range taking into
account the international nature of the business. The supervisor should monitor the capital held by
reinsurers on a global basis.

25. The supervisor should have the capability either by using in-house staff or contracting with
outside experts (who would be subject to confidentiality and conflict of interest requirements) to
review reinsurers’ models, seeking to ensure that the models adequately reflect the unique risk profile
of the business, including whether the business is long-tail or short-tail, as well as the potential for
large claims and volatility. Frameworks for establishing economic capital should take into account
countervailing factors, such as a adequately diversified reinsurance book, that could mitigate the
extent of overall losses. They should not only consider risks individually but also in total, bearing in
mind the effects of dependencies, such as when a reinsurer’s investments, its issued financial
guarantees, if any, and/or its retroceded risks are with the same counterparty.

26. For reinsurers that are part of a group, models should take into account intra-group exposures
and highlight the potential for double gearing’ and contagion. Economic capital targets should be set
for operations for the reinsurer as a whole and in specified areas as well.

27. Generally, internationally active reinsurers, or their holding companies, are evaluated by at least
one reputable rating agency. Supervisors should seek to benefit from rating agency information to
learn more about the companies they supervise. When a reinsurer has a declining rating or loses an
investment grade rating, the supervisor should seek an explanation.

4. Corporate governance

28. Corporate governance refers to the manner in which boards of directors and senior management
oversee the business and affairs of the reinsurer. In particular, their responsibilities include
establishing and maintaining policies and procedures regarding risk management, internal controls,
reporting, and auditing and ensuring that the reinsurer complies with the statutory and supervisory
obligations imposed on it.

29. Given the specific nature of the reinsurance business reinsurers should have appropriate policies
and procedures covering:

Underwriting
Policies should be in place identifying the lines of business and types of risks to be assumed by
the reinsurer by location. Appropriate procedures for implementing and monitoring the policies

°  The term double gearing is used to describe a situation where the same capital is used simultaneously as a

buffer against risk in two or more legal entities of a conglomerate
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should be established. They should include a review of the terms and conditions of the contracts
to ensure that they are accurate and clearly understood. The underwriting guidelines should,
where appropriate, require the reinsurer to obtain sufficient information on the cedants with
whom it deals to assess their integrity, management and business policy.

Accumulations of exposures (e.g. catastrophe exposure such as storm, quake, flood, hail and man
made disasters)

The reinsurer should identify, monitor, and measure any concentration of risk on the underlying
lines of business and on the portfolio as a whole due to one and the same event. It should set
limits on the whole portfolio and, where appropriate, per line of business to limit the effect of a
situation where several lines are hit by the same event or the same underlying cause. Where
necessary, there should be risk assessment models for catastrophes and supervisors should have
the capability, either with in-house staff or by engaging external experts (who may be subject to
confidentiality and conflicts of interest requirements), to assess the controls over a reinsurer’s
catastrophe exposures.

Provisioning

Reinsurers should have policies and procedures in place for establishing technical provisions.
They should adequately address the specific challenges faced by reinsurers, particularly with
respect to establishing IBNR provisions.

Retrocession (cover and security)

Like primary insurers, reinsurers should define and document their strategy for retrocession

management, identifying the procedures for:

- the retrocession to be purchased

- how retrocessionaires will be selected, including how to assess their security

- any limits on retrocession to any one retrocessionaire

- what collateral, if any, is required at any given time

- how the retrocession programme will be monitored (i.e. the reporting and internal control
systems).

In their strategy for retrocession management, reinsurers should take into account that there may

be situations where the reinsurer finds itself unable to place retrocession with a retrocessionaire

with an acceptable level of security.

Contract conditions
The reinsurer should identify, monitor and control any special retrocessional contract conditions,
such as aggregates, that will affect the amount recoverable from a retrocessionaire.

Contracts
Reinsurers should establish a process whereby contracts are reviewed and approved on a timely
basis

Investments

A reinsurer’s investment policy should reflect the global nature of the business and specifically
deal with asset/liability management, asset diversification, liquidity, and cash flow, considering
the group structure. It should identify approved investments, set limits by asset class, describe
what assets are considered to be suitable matches for the long tail and the short tail business and
how various risks will be managed - for example, what the reinsurer does to manage currency risk
when it insures risks in several countries. The investment policy should have concentration
limits, such as limits for investments in companies or groups and limits on investments in
particular industry sectors. The reinsurer should have procedures in place to monitor and control
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its investment policy against the limits approved by the board of directors and within regulatory
constraints, if any.

30. The supervisor should review the reinsurer’s corporate governance policies and procedures,
including its system of internal controls, to ensure that they address the nature of the risk undertaken.

S. Exchange of information

31. The home supervisor of an internationally active reinsurer has the duty to communicate with
supervisors in the jurisdictions in which the reinsurer underwrites reinsurance and who are relying on
the work of the home supervisor. At the request of the supervisor in the host jurisdiction, the home
supervisor should provide relevant financial and other supervisory information, including factual
information on individuals holding positions of senior responsibility in the reinsurer to the extent that
such information is relevant to the host supervisor’s supervisory responsibilities.

32. A formal agreement is not a prerequisite for sharing information, but it is desirable in order to
clearly set out the conditions of the information exchange. In any case, supervisors in host
jurisdictions who receive confidential information from the home supervisor must agree to keep the
information confidential. The Supervisory standard on the exchange of information sets out the
conditions that should apply when insurance supervisors exchange information. In addition,
supervisors may wish to refer to the OECD: Decision on the exchange of information on reinsurers,
C(2002)134. Where memorandums of understanding or multilateral agreements exist, these should be
extended to cover reinsurers.

33.  The home supervisor should inform supervisors in host jurisdictions of any material changes in
supervising a reinsurer that have a significant bearing on the operations of the reinsurer. In particular
the home supervisor should inform the supervisor in the relevant host jurisdiction when withdrawing a
license or taking action that will affect the operations of the reinsurer in that jurisdiction.

34. Equally, supervisors in the host jurisdiction should inform the home supervisor of any material
circumstances or concerns that could affect the reinsurer.

35.  The TAIS database on reinsurers supports the exchange of information by providing data on
reinsurers in different jurisdictions. Members can obtain information on whether a reinsurer is
licensed and supervised in another country or review its annual accounts over a number of years.
When using the database, members should be aware that the completeness and accuracy of the
information is dependent on members’ efforts, and when in doubt should contact the relevant
supervisor directly for validation.

36. Exchange of information should not be limited to company specific information. Through
discussions supervisors learn from each other's experiences. For example, a supervisor may learn
about new approaches to estimating technical provisions for catastrophes from another supervisor
facing similar risks.
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This document was prepared by the Enhanced Disclosure Subcommittee,
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Standard on disclosures concerning technical performance
and risks for non-life insurers and reinsurers

The purpose of this standard is to describe best practice of public disclosure requirements
about technical performance and risks that should apply to non-life insurers and reinsurers.*
Whereas international accounting standards (IFRS/IAS) draw up general accounting
principles, which are appropriate to undertakings of all sectors, this standard is only
concerned with insurers and consequently describes best practice for insurers in greater
detail. This is necessary as market participants? are better able to assess the performance of
and risks taken by insurers when adequate information is provided. Public disclosure can
assist them in responding in an appropriate manner, providing an element of market
discipline that can support the supervisory process.

This standard should be seen together with:

¢ the IAIS Insurance core principles and methodology (October 2003) (ICPs), in particular
ICP 26 - Information, disclosure and transparency towards the market - and the related
criteria

e the IAIS Guidance paper on public disclosure by insurers (January 2002) that contains
general guidance on public disclosure.

As described in the guidance paper, disclosures must be relevant, timely, accessible,
comprehensive, reliable, comparable and consistent. At the same time, the costs of
increased disclosure and competitive disadvantage must be weighed against its potential
benefits in setting disclosure requirements.

This standard sets out specific requirements on what to disclose to facilitate the assessment
of technical performance and risks of insurers and how to disclose it. Both retrospective
disclosures and prospective disclosures should be given.

The standard also describes the role of the supervisor in enhancing disclosure by insurers. It
does not, however, require supervisors to disclose information obtained when carrying out
their duties.

This standard does not address disclosures in other areas such as market risk, liquidity risk
and operational risk, which will be covered in future papers. However the standard will be

1 This standard applies to captives if they are considered insurers or reinsurers in the legislation of the jurisdiction. Supervisors can decide not
to apply this standard to “captives” that are considered non-life insurers or reinsurers in the legislation in the jurisdiction, provided there is no
potential threat to the financial system, no public interest need for disclosure and no legitimately interested party is prevented from receiving
information. For the purpose of this standard, “captive” shall mean an insurance or reinsurance entity created and owned by one or several
industrial, commercial or financial entities, other than an insurance or reinsurance group entity, the purpose of which is to provide insurance
or reinsurance cover for risks of the entity or entities to which it belongs, and only a small part, if any, of its risk exposure is related to

providing insurance or reinsurance to other parties.

2 Market participants include policyholders, direct insurers, shareholders, equity analysts, insurance agents and brokers, rating agencies, and

the news media.
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reviewed and revised as required, to reflect evolving best practices.® Taking into account
priorities identified by the IAIS Technical Committee and the Multi-disciplinary Working Group
on Enhanced Disclosure, this standard is to be complemented by a future 1AIS standard on
disclosures concerning investment performance for non-life and life insurers. Later, a
standard on technical performance and risks for life insurers is envisaged.
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1. General requirements

1. Insurers should provide qualitative and quantitative information on technical
performance and risks.

2. Insurers should publicly disclose information on technical performance and risks that is:

e relevant to decisions taken by market participants (policyholders, cedents, investors
etc.)

timely so as to be available and up-to-date at the time those decisions are made

accessible without undue expense or delay by the market participants

comprehensive and meaningful

reliable as a basis upon which to make decisions

comparable between different insurers

consistent over time so as to enable relevant trends to be discerned.

3.  These attributes are expanded upon in the Guidance paper on public disclosure by
insurers (January 2002). In addition, the Guidance Paper explains that meaningful
comparisons can only be made where there is adequate disclosure of how information is
prepared.

3 In developing this standard, the IAIS has taken account of the work of the International Accounting Standards Board (IASB). The standard is

not intended to contradict the IASB requirements and in light of this, will be reviewed once the IASB's work in this area is completed.
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2. Role of supervisors

4. Market discipline is an adjunct to supervision. However, in order to exercise this
discipline effectively, market participants need relevant information on the technical
performance and risks of insurers.

5. The supervisory authority should, therefore, assure that effective disclosure
requirements are in place.

6. Where supervisors are standard setters, they should set disclosure requirements
consistent with this standard.* Where this is not the case, supervisors should encourage
standard setters to set disclosure requirements about technical performance and risks
consistent with this standard.

3. Disclosures by classes

7. Disclosures in paragraphs 11-18 and 20-32 should be provided by business classes.
This helps market participants understand the contribution of individual classes to the
technical performance and risks of the insurer.

8. For entities in which non-life insurance business makes up a significant part of the total
business, disclosures should at least be provided for the following classes if they are
significant:®

i)  Motor insurance

i)  Marine, aviation and transport insurance (including freight)
iii) Fire and other property damage

iv) Credit insurance and suretyship

v) Liability insurance

vi) Accident and health insurance

vii) Other non-life insurance®

viii) Non-proportional reinsurance treaties.

9. Classes i) to vii) should include proportional treaties and facultative reinsurance.

10. Policies combining different risks should be classified according to the most important
risk.

4 The supervisor should determine whether transitional arrangements are necessary in a jurisdiction, but should encourage full compliance

with this standard by all insurers.

5 Supervisors may wish to provide guidance as to what constitutes significant, for example, a minimum 5% of earned premiums or claims

incurred.

6 Insignificant classes should be merged with this class.
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4. Analysis of technical performance

11. Insurers should provide information on their objectives and policies for underwriting
insurance risks that is consistent with how the risks are managed (including information on
the models and techniques that management uses to manage those risks).

12. An insurer should provide qualitative and quantitative information on technical
performance in the areas of pricing adequacy, provision adequacy, claims statistics, risk
concentrations, reinsurance and capital. Note that the analysis of performance is inherently
backward looking, but it is the experiences of the past — the historical data — that are the
major foundation on which the assessment of future risks are based.

Pricing adequacy

13. In order to judge how well insurance premiums cover the underlying risk of the
insurance contracts and the administration expenses of the insurer (pricing adequacy), an
insurer should disclose data on:

loss ratio
expense ratio
combined ratio
operating ratio.

14. These ratios should be calculated from the profit and loss account of the reporting year
and should be gross of reinsurance in order to neutralize the effect of mitigation tools on the
technical performance of the direct business. Gains on reinsurance cannot be expected to
continue indefinitely without price adjustments from reinsurers. Disclosure on reinsurance is
described below. If the net ratios are materially different from the gross ratios, then both
ratios should be disclosed. The ratios should be measured either on an accident year or an
underwriting year basis.

15. The loss (or claims) ratio’ - the ratio of claims incurred to premiums earned - gives an
indication of how well the pricing of an insurer matches the risks taken in the insurance
contracts.

16. The expense ratio is the ratio of expenses to premiums earned, where expenses are
the sum of commissions, administrative expenses and other technical charges.® It can be
used to assess how well premiums cover expenses incurred.

17. The combined ratio - the sum of the loss ratio (claims ratio) and the expense ratio -
gives a rough indication of the profitability of an insurer’'s underwriting operations. It does
not, however, take into account the allocated investment return except to the extent that
discounting takes into account future interest rates. Since income from invested premiums
also contributes to technical performance, the business can be profitable even if the
combined ratio exceeds 100%. The combined ratio is, amongst other factors, a function of

7 The figure stated in the profit and loss account includes the adjustment for claims incurred in previous years. In order to give a more

complete view on pricing adequacy it is necessary to also consider the information requested in paragraphs 24-25.

8  This ratio could vary depending on the way an insurer allocates its general costs.
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the period of time premiums are invested and the return on investments. Furthermore, the
characteristics of the class of business in question, that is, the uncertainties concerning a
particular class of business (volatility of losses, legal framework, the time to re-establish
surplus etc.) can influence the combined ratio.

18. The operating ratio® is the combined ratio adjusted by the addition of allocated
investment return in relation to premium income. This ratio enables the assessment of
business performance after inclusion of allocated investment return.

19. When discounting is used, information on the discount rates used and method of
discounting should be provided. The discount rates should be disclosed at an appropriate
level of aggregation by duration as follows:

o for each of the next five years
e average rate for claims expected to be paid after five years.

20. Insurers should disclose the ratios, accompanied by supporting narrative, over several
years to enable market participants to better evaluate long term trends. Ratios relating to
previous years should not be recalculated to take into account present information. The
length of the time period should reflect the historical volatility of the particular class of
insurance business.

Provision adequacy

21. In order to enable market participants to evaluate trends, insurers should disclose
historical data about earned premiums compared to technical provisions by class of
business. To assess the adequacy of technical provisions, insurers should disclose
historical data on:

e the run off result

e claims development.

22. To facilitate the evaluation of an insurer’s ability to assess the size of the commitments
to indemnify losses covered by the insurance contracts issued, insurers should disclose
historical data on the results of the run off of technical provisions set aside in previous
accounts.

23. Technical provisions can be divided in two: one part that covers claims from insurance
events which have already taken place at the date of reporting (claims provisions including
IBNR provisions™® and IBNER provisions'!) and another part that should cover losses from
insurance events which will take place in the future (the sum of provision for unearned
premiums and provision for unexpired risks also termed premium deficiency reserve).
Insurers should provide information on the run off results defined below for each part of the
technical provisions.

9 If the operating ratio exceeds 100%, losses (claims incurred) and expenses exceed premium income and allocated investment return,

thereby contributing negatively to the overall return on invested capital.
10 Provisions for claims incurred but not reported by the balance-sheet date.

11 Additional provisions for claims incurred but for which not enough has been reserved.
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24. The run off result in relation to provisions for incurred losses is the difference
between:

¢ the claims provisions made at the beginning of the financial year, and
¢ the sum of the payments made during the year on account of claims incurred in previous
years and the claims provisions shown at the end of the year for such outstanding claims.

25. The run off result in relation to provisions for future losses is the difference
between:

e the sum of provision for unearned premiums and provision for unexpired risks made at
the beginning of the year, and

e an evaluation of the payments made during the year and provisions made at the end of
the year, in both cases relating to insurance events covered by the unearned premiums
at the beginning of the year.

26. The run off results should also be disclosed as a ratio of the initial provisions for the
losses in question. When discounting is used, the effect of discounting should be shown
separately.

27. Insurers should disclose the run off results over several years to enable market
participants to evaluate long-term patterns; for example, how well the insurer estimates the
technical provisions. The length of the time period should reflect how long-tailed the
distribution of losses is for the insurance classes in question.

28. Except for short-tail business,® insurers should disclose information on the
development of claims in a claims development triangle. The claims development triangle
shows the insurer's estimate of the cost of claims (claims provisions and claims paid) as of
the end of each year and how this estimate develops over time. This information should be
reported consistently on an accident year or underwriting year basis and should reconcile to
amounts reported in the balance sheet.

12 Short-tail business is defined as: when all claims are expected to be settled no later than one year after the accident year.
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Example: Claims development triangle

This example illustrates a possible format for a claims development triangle.

Accident year 1997 1998 1999 2000 2001
Claims provisions a_nd claims paid 680 290 823 920 968
at the end of the accident year
One year later 673 785 840 903
Two years later 692 776 845
Three years later 697 771
Four years later 702
Total
Estimate of cumulative claims 702 771 845 903 968
Cumulative payments (650) (689) (570) (350) (217)
Claims provisions (undiscounted) 52 82 275 553 751 1,713
Earned premiums 822 933 1,052 1,123 1,215
When discounting is used:
Effect of discounting (5) (14) (68) (175) (285) (547)
Present value recognised in the 47 68 207 378 466 1,166

balance sheet

29. As with the pricing adequacy ratios, provision adequacy should be calculated gross of
reinsurance and be supported by an accompanying narrative.

Claims statistics

30. For high volume, homogeneous classes, direct insurers should disclose statistical
information on claims. For instance, they should describe the trend in the number of claims
and the average size of claims. To be relevant, this information needs to be linked to the
level of business: number of policies, earned premiums, etc.

31. Ideally, the trend in claims should reflect the development in insurance risks. As it is
difficult to point to one good measurement method of insurance risk, several can be
considered but, at a minimum, insurers should disclose historical data accompanied by
supporting narrative on:

e the mean cost of claims incurred — i.e., the ratio of the total cost of claims incurred to the
number of claims — in the accounting period by class of business (classes are described
in paragraph 8)

e claims frequency - for example, the ratio of the number of claims incurred in the
reporting period to the average number of insurance contracts in existence during the
period

32. For non-homogeneous classes, qualitative information will suffice.
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Risk concentrations

33. Insurers should disclose information on risk concentrations.’® A risk concentration
refers to an exposure with the potential to produce losses large enough to threaten an
insurer’s economic health or ability to maintain core operations.

34. Insurers should disclose information on risk concentrations that includes:

e a qualitative and quantitative description of the kinds of risk concentrations to which the
insurer is exposed and how high these are (including a description of the methods used
and assumptions made in arriving at the quantitative data). If it is not possible to provide
quantitative data, it should be explained why it is not possible

e a description of the extent to which the risk is reduced by reinsurance and other risk
mitigating elements.

35. The description of the insurer's risk concentrations should, as a minimum, include
information on the geographical concentration of insurance risk, the economic sectoral
concentration of insurance risk, and if relevant, the risk concentration inherent in the
reinsurance cover (see also paragraphs 43-44).

36. As a minimum, the geographical concentration of premiums* should be disclosed. The
geographical concentration should be based on where the insured risk geographically is
located, rather than where the business is written. Insurers should disclose premiums based
on the geographical location of the insured risk. If this is not possible, the geographical
concentration could be based on where the business is written.

37. As a minimum, the sectoral concentration of premiums should be disclosed. Insurers
could additionally disclose the economic sectoral concentration based on other indicators of
risk, such as sum of insured’s or the coverage amount provided.

38. Insurers should disclose information on the risk concentration inherent in the
reinsurance cover. As a minimum, insurers should disclose the number of reinsurers that it
engages, as well as top-five concentration ratios. As a minimum, insurers should disclose the
top-five-premium concentration ratio, which shows the premiums ceded to an insurer’s five
largest reinsurers in aggregate, as a ratio of the total reinsurance premium ceded.

39. Insurers should consider which other concentrations, in addition to those mentioned in
the minimum requirements above, should also be disclosed.

Reinsurance and other risk mitigation

40. Insurers should provide information on their objectives, policies and practices for
retaining and mitigating insurance risks.

13 Risk concentrations can arise, for example, from: exposure to extreme events (i.e., low-frequency, high-severity risks such as earthquakes,
concentrated exposure from a single contract, or class of related contracts, or concentrated exposure from different classes of insurance
contracts); concentration of policyholders based on geographical location or industry; exposure to significant litigation risks (e.g.,

concentrated exposure from a large single insurance contract, or from a pervasive effect on many insurance contracts)

14 The disclosure should be based on earned premiums, or written premiums, whichever is used for revenue recognition purposes in the

financial reporting of the jurisdiction.
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41. Insurers should provide information about reinsurance and other risk mitigation tools.

42. Insurers should provide information on the adequacy of their reinsurance cover, how
reinsurance is obtained,’® information on their reinsurers and on the credit risk of the
reinsurance cover.

43. Since reinsurance programs are often very complex and highly individual, quantitative
data should be supplemented by qualitative information. A description of the insurer’s overall
reinsurance cover should be disclosed explaining the net risk retained and the types of
reinsurance arrangements made (treaty, facultative, proportional or non-proportional) as well
as any risk mitigating devices that reduce the risks arising out of the reinsurance cover. The
reinsurance result — the cost of reinsurance less recovery from reinsurance of incurred
claims — should be disclosed. The cost of reinsurance should include reinsurance premiums
as well as foregone investment return from these reinsurance premiums.

44, The insurer should disclose the total amount of reinsurance assets included in the
balance sheet,’® showing separately the reinsurers’ share of technical provisions and
receivables from reinsurers on settled claims. Further quantitative information on reinsurance
should be given including:

o the credit quality of the reinsurers, for example, by grouping reinsurance assets by credit
rating

credit risk concentration of reinsurance assets

the proportion of the reinsurers that are supervised

the nature and amount of collateral held against reinsurance assets

the development of reinsurance assets over time

the ageing of receivables from reinsurers on settled claims.

Capital

45. Information on capital adequacy in relation to solvency requirements should be
disclosed; in particular, the generic solvency requirements of the jurisdiction and how
insurers comply with the requirements. Insurers should also disclose the components of
regulatory capital according to its quality; for example, by showing the amount of common
shares, preferred shares, subordinated debt, etc.

46. Since there is currently no international capital standard for insurers, this disclosure
does not lend itself to cross-border comparisons. It is mainly relevant to analysing trends
within an individual insurer.

47. Insurers should at least disclose historical data on a company level on:
e the ratio of regulatory capital to premium income

e the ratio of regulatory capital to losses
e the ratio of regulatory capital to technical provisions.

15 For instance, whether reinsurance is obtained through brokers or directly.

16 Reinsurance assets include receivables from reinsurers on settled claims and the reinsurer’s share of the technical provisions.
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5. Key assumptions and sources of measurement
uncertainty

48. To enhance transparency and comparability, insurers should disclose key assumptions
and methodologies used in measuring insurance assets and liabilities and in the
development of financial information required by this standard. An insurer should indicate
the level of uncertainty association with the reported amounts, to allow the users to judge
whether estimates are likely to fall within a wider or a narrower range. Where relevant, this
information should include:

key assumptions about market variables, such as the rates of inflation
key assumptions on entity-specific variables, such as claim rates, claim severity etc.
the main sources of data used and the chief elements of methodologies applied in
measuring insurance assets and insurance liabilities
significant correlations between different assumptions
the main factors considered when calculating adjustments to the value of insurance
assets and insurance liabilities to reflect risk and uncertainty

e significant pending matters that may cause a reassessment of the value of the insurance
assets and liabilities reported (for example changes in legislation or court rulings)

e other significant assumptions considered in measuring insurance assets and liabilities.

6. Sensitivity, stress testing and scenario analysis*

49. Stress testing and scenario analysis performed by the insurer should reflect the
insurer's unique risk profile. A broad outline of the nature of the tests that have been
undertaken and how the results are used should be disclosed.

50. Public disclosure of the actual financial results of the stress test scenarios might assist
users to assess an insurer’s ability to withstand adversity. On the other hand, stress testing
is a key management tool to help insurers understand the consequences of adverse
situations. Stress testing might not achieve this key objective if insurers were required to
publicly disclose the actual stress test results. For this reason, this standard does not
require such disclosure.

51. Insurers should disclose sensitivity tests in order to enable market participants to
evaluate and compare the uncertainties inherent in the accounts, the exposure to risk, and
their impact on the financial position and economic performance.

52. Disclosure of sensitivity analysis on technical performance and risks is meant to
provide the impact of a minor change in one of the underlying assumptions or variables.

53. Insurers should disclose quantitative and qualitative information about the sensitivity of
their reported financial information to changes in variables that have a material effect on
them. Insurers should describe the analysis performed and explain the results of the
sensitivity analysis and any other aspects that may enhance the understanding of the results,

17 Refer to the IAIS Guidance paper on stress testing by insurers (October 2003) for a description of sensitivity, stress testing and scenario

analysis.
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including non-linearities (such as stop-loss or excess of loss features). As a minimum,
insurers should disclose the results of the following standardised sensitivity analyses:

the effects on profit or loss and equity of a change'® in average claim size of 1 percent
the effects on insurance liabilities of a 10% change in the rate of inflation

the effects on assets of a 10% change in the rate of interest®

if discounting is used, the effects on insurance liabilities of a 10% change in the rate of
interest used for discounting.

54. This does not preclude supervisors from requiring more sophisticated sensitivity
analysis.

55. If the sensitivity tests in paragraph 53 are inappropriate or misleading given particular
market conditions in a market, the supervisory authority of insurers conducting business in
that market could consent to another selection of standardised sensitivity tests.

18 A change refers to a relative change, both an increase and a decrease, for example, if the rate is 4% (.04), a 10% change would be 0.4 %
(.004).

19 The sensitivity analysis related to the investment performance will be further addressed in the forthcoming standard on investment

performance and risks.
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l. General Introduction

The attached paper was prepared by the Emerging Markets Issues Committee of the IAIS. The am
of this paper is to promote the establishment, adoption and implementation of regulatory and
upervisory guidance for insurance markets in emerging economies. The guidance describes the
unique chalenges specific to emerging market economies and specifies the measures to be taken in
order to move from the current regulatory regimes to ones meeting the level of supervison described
in the IAIS Insurance Standards, which are being prepared by the Technical Committee,

The paper congsts of three main parts.

roots of problems in insurance markets in emerging economies (generd characterigtics of
insurance markets in emerging economies);

measures to solve problems (guidance for sound insurance systems); and
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action plans (plans for implementing essentid measures for insurance markets in emerging
markets).

Some parts of the paper refer to the concepts and terminology used by the report of the G-10
Working Party on financid gability in emerging market economies; the twenty insurance guiddines
for economies in trangtion (adopted at the Second East West OECD Conference on insurance
organised in cooperation with the Polish government in Warsaw in April 1997), their related notes
and Mr. Bellando’ s note didtributed during the conference have provided important information.

1. Draft guidance on insuranceregulation and supervision for
emer ging mar ket economies

1. Background

This guidance was prepared on the bass of the discusson and conclusion in the Emerging Market
Issues Committee held in February and May in 1997. As discussed in the mesetings, insurance
markets in emerging market economies have faced unique chalenges as have other financia sectors
in the economies. Ingability of financia markets, including the insurance sector in emerging market
economies could have an impact on globa financia markets. Indeed, lack of clear guidance to foster
sound insurance markets for the emerging market economies has dowed the reform of the insurance
sector and aggravated their problems. Thus the Emerging Market Issues Committee and Education
Committee of the IAIS, because of therr unique role in the internationa insurance supervisors
society, decided to prepare guidance on insurance regulaion and supervison for emerging market
€CONoMmies.

2. Aim and main contents

The am of this paper is to promote the establishment, adoption and implementation of regulatory and

upervisory guidance for insurance markets in emerging economies that will assst in esablishing a
sound and reliable insurance system. The guidance is intended for insurance supervisors of emerging

market economies,

Draft guidelines on insurance supervison gpplicable to dl insurance markets (the IAIS Insurance
Standards) are presently being discussed by the Technica Committee of the 1AIS. The guidance
presented here describes the unique chalenges specific to emerging market economies and specifies
the generd measures that can be taken in order to move from the current regulatory regimes to
others that are settled in the 1AIS Insurance Standards and that can improve their actuad Stuation. In
other words, the guidance is intended to confirm the principles of basic regulatory and supervisory
issues and to indicate clearly a route for reaching the levd of supervison of IAIS Insurance
Standards, covering crucid issues for the gdability of insurance markets in emerging market
€conomies.
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Without specific action, establishing principles and preparing guidance do not have any impact on the
real market. Thus, the paper proposes a the end a drategy (action plan) to promote the
development and implementation of the described measures in emerging market economies.

3. Premises
In order to achieve itsaim, this report has been guided by the fundamenta premises set out below:

1 Sound macroeconomic and structurd policies are essentia for insurance system gability in
order to prevent or at least limit the emergence of serious market distortions. Without the stability of
the economy as awhole and sound development of basic financid and legd infrastructure such asthe
banking, credit and tax systems, the sound development of the insurance industry will not be
achieved. There must dso be sufficient politicd and socia consensus supporting the measures
needed to establish and maintain sound insurance markets.

2. Ultimate responghility for the policies chosen to strengthen insurance systems mugt lie with
the national supervisors or regulators who have a strong interest in developing sound arrangements
for these systems.

3. Insurance sector stability is only achieved when prudential standards are met and when
markets operate competitively, professonaly and trangparently in an internationa environment,
according to sound principles and practices that generate the rdevant information and gppropriate
incentives,

4, The drengthening of the regulaion and supervison framework in parald with the dow and
cautious introduction of liberdisation measures is essentid for improving the efficiency of the
insurance market. Liberdisation without attendant prudentia regulations and supervisory measures
merely fosters chaotic market Stuations. Emerging market economies need specid condderation in
this regard due to their particular economic and financid Stuations.

5. Although reforms are in many cases urgently required, it must be redlised that insurance
markets in emerging market economies differ widely from one another. It is indigpensable that
insurance sysem reform take into account the particular character of each country and be
appropriately adapted. In addition, regulatory and supervisory frameworks have to be adapted on a
regular bassin order to match changing conditions, perceptions and economic needs.

4, General characteristics of insurance marketsin emerging
economies

The ingtability of the insurance sector in emerging market economies can be attributed to a wide
range of microeconomic and inditutiond falings. However, it is dmogt invariably in an ungtable
macroeconomic environment such as a high inflation rate, in the wake of mgor <ructurd
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transformations or as aresult of serious digtortions in the real economy, that these failings give way to
more critical problems.

In generd, problems begin with lax management within insurance companies. Poor interna controls
and mord hazard, where owners lack the proper incentives to act prudently and to supervise
managers, often cause inditutiond falures. A particular case in this regard may be that of date
owned companies, where managers may be guided by objectives that are not compatible with sound
financid practices, while at the same time they are shielded from any externd discipline. Weaknesses
in the lega framework compound the problems of lax management and weak corporate governance.

The market can play a crucid role in disciplining bad performers, but this function may not be
performed satisfactorily in the presence of inadequate information or distorted incentives. Some of
the governmentsin emerging market economies aso tend to be very cautious to expose the insurance
sector to market discipline.

Badc infrastructure shortcomings for establishment and maintenance of a sound insurance system
(accounting systems, financia markets as well as a legidative framework) can aggravate matters by
faling to identify problems and preventing them from being addressed in a comprehensive and timely
manner.

Strong regulatory and supervisory arrangements (insurance supervisory authorities, prudentia
regulations) that complement and support the operation of market discipline are indispensable to the
gability of insurance markets. However, in the absence of effective market discipling, the entire
burden of externd control fals on insurance supervisors who may not have the requisite capecity.

The crucid issue for a robust insurance system is the development of a capable, professond cadre
of insurers and supervisors. However, basc manuas for this purpose, particularly for training
manuals for supervisors, have not yet been properly developed and training programmes are often
not sysematicaly arranged.

5. Guidancefor sound insurance systemsin emerging market
economies

5.1 Creation of the essential infrastructure for effective market
functioning

5.1.1 Legidation

Insurance legidation is essentid to establish a sound and robust insurance system. Other legidation
indispensable to the insurance sector such as commercid code, civil code, company law, tax law,
banking law, should dso be established a the same time. A lega environment should be fostered in
any cae. High quality insurance regulations and standards assure market participants that sound
practices are being applied, thereby increasing market transparency and confidence. Although dl
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economies should periodicaly revise and update legidation to meet new market redities, emerging
market economies face a particular chalenge in developing a legd system suitable to a market
environment, given the rapidly changing economic conditions and in some cases, the heritage of
extensve sate involvement in economic decisons. Frameworks based on industria country models
have proved useful but must il be adgpted to the particular environment of emerging market
economies and dtered as those systems evolve.

A comprehengve set of prudentid regulations and standards is indispensable if insurance supervisory
authorities are to exercise their powers and responsbilities in a coherent fashion. The regulations and
gstandards should be objective, internaly consstent, transparent and clearly understood by those to
whom they are gpplied.

5.1.2 Accounting principles and therole of actuaries and auditors

Accounting systems are centra to the provison of the information needed by investors, consumers,
managers, supervisors and other interested parties with an actua or potentid stake in an enterprise
S0 that they can make reasonable assessments of the effectiveness of the enterprise’ s operations and
as=ss its future prospects. High quality accounting systems, taking into account the particular nature
of the insurance sector, provide authorities with the practical means to perform proper audits, while
a the same time are a vita resource for the management of companies and other interested parties.
Indeed, insurance legidation can only play its intended role where effective information exigts for its
enforcement. Ensuring that the supervisory authorities have regular access to reliable information
about insurance companies is a crucid issue for emerging markets since a lack of this mechanism
have often delayed the discovery of financid problems in insurance companies and has therefore
falled to prevent many of them going bankrupt.

Accounting methods should provide a red picture of economic gains and losses. The accounting
system should establish rules that are to be gpplied uniformly to dl insurance companies and are
compatible with internationally accepted accounting standards. Not only should each accounting item
be clearly defined but aso the precise evaluaion method should be stated in the regulations so that
the financid condition of a company can be disclosad without any ambiguity. The information
provided should be accurate, relevant and transparent. The information should aso be
comprehensive, timely and provided to the relevant parties on aregular bass.

Auditing provided by chartered accountants, independent, officialy recognissed and with a
deontology code is vitd to ensuring that accounting norms for insurance businesses are effectively
gpplied and maintained, and to monitor the qudity of internd control procedures. Internd auditing is
vita to monitor the quality of internd control procedures. An actuarid system might be established
thet covers a aminimum, vauation of the ligbilities of life insurance businesses, vauation of the assts
corresponding to ligbilities and the amount of the required solvency margin of life insurance
busnesses. Both internd and externd audits are necessary and these conditute important
complements to the assessment of insurance companies by the insurance supervisor.
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5.1.3 Reliable data base

Avallability of reiable badc data is dso essentid for effective market discipline. In particular,
insurance premiums ae caculated on the bads of the law of large numbers. For this reason,
edablishment of reliable policy data such as loss frequency and loss severity is indispensable in
caculating correct insurance premiums and the technica provisonsthat are crucid for maintaining the
solvency of insurance companies and for establishing the stability of insurance markets. Rdliable
mortdity tables are dso essentid for life insurance products. In many cases of emerging market
economies, an insurance company does not have enough past insurance policies to cregte a reliable
data basis or a data collecting system itsdlf has not yet been properly established. Thus the collection
of clams data through cooperation of insurers should be encouraged. The insurance supervisory
authorities should dso establish a reiable clams database that will hep insurers and supervisors
confirm the right price for various categories of products.

5.2 Creation of theinsurance supervisory authority

5.2.1 Creation of the insurance supervisory authority

Insurance legidation and rdiable information can play their proper role only if an enforcement body
i.e., an insurance supervisory body is established and functions effectively.

Therefore, the insurance supervisory authority should:

have the power to license insurance companies, apply prudentid regulations, conduct
consolidated supervison, obtain and independently verify relevant information, engage in
remedid action and execute portfolio trandfer, and apply sanctions againgt insurance
companies which do not follow the recommendations and injunctions of the supervisory
authorities (i.e,, redtrict the business activities of a company, direct a company to stop
practices that are unsafe or unsound or take action to remedy an unsafe or unsound business
practice with the option to invoke other sanctions on a company or any business operation);

be independent from both political authorities and controlled companies in the daily execution
of supervisory tasks and be accountable in the use of its powers and resources to pursue
clearly defined objectives,

have broad and ample knowledge and experience ranging from actuaria science to contract
law drawn from wide experience;

have ardiable and stable source of funding to safeguard its independence and effectiveness,

have the powers and sufficient resources to co-operate and exchange information with other
authorities both at home and abroad thereby supporting consolidated supervision; and

establish an employment system to hire, train and maintain a professonaly qualified s&ff.
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At the same time, the insurance supervisory authority must be bound to gtrict professona secrecy
and the legidation must exclude any arbitrary intervention of the administration. Except the cases
dipulated in law, the insurance supervisor may under no circumstances interfere in the management
of insurance companies. the company’s management being the only party ligble for the decison it
makes within the framework of the mandate conferred upon it by the owners of the company.

The supervisory authority should establish good cooperation and co-ordination schemes with other
relaed government bodies or insurance ingditutions, such as minidries, tax offices or insurance
guaranteed funds so that the given tasks are properly carried out.

5.2.2 Private market arrangements

The insurance industry should be encouraged to set up private mechanisms and ingtitutions for the
gpplication of business guidelines and a code of conduct to limit detrimenta practices. Sdf-regulatory
principles and organisations, including professonda bodies can be a useful complement to the public
supervisory structure. However, supervisory authorities need to scrutinise such arrangements in order
to ensure that they promote effective market functioning.

5.3 Promotion of the market mechanism

5.3.1 Information disclosure

It is important to improve the quality, timeliness and relevance of standards for disclosure of key
information needed for credit and investment decisions in the interest of stakeholders (interested
parties). Ensuring information disclosure is aso essentid for consumers to be able to sdect
appropriate insurance products from the right insurance company. The most important information
concerns the financia condition of an insurance company, the nature of its insurance products and the
character of an insurance intermediary.

5.3.2 Foundationsfor good institutional governance

The foundation for good ingtitutiona governance is sound business strategy aong with competent and
responsible management. Insurance companies should be encouraged to develop an ownership
gructure that fosters stakeholder oversight. Private ownership of insurance companies is essentia for
srengthening the monitoring of management performance and reducing distortions in incentives and
avoiding politica interference in management. Privatised insurance companies should be established
on asound financia bas's and with diverse ownership.

Good inditutional governance of insurance companies requires comprehensive internd control
procedures and policies that are implemented by skilled personnd and carefully monitored by
management. Even cgpable management is lidble to commit errors in fulfilment of its duties. Thus
effective risk management of insurance companies is crucid. Insurance companies should have
effective means to measure, monitor and control the various risks they face.
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5.3.3 Promotion of competitiveness that is subject to essential prudential safeguards

Reforms leading to a market economy, particularly competition and liberalisation measures, are
expected to promote entrepreneurid freedom, responsibility and accountability, optimise alocation
of resources, increase efficiency and bring a better match between supply and demand and ultimately
better qudity services at reasonable prices. Subject to prudentid regulations and supervision being
met, competition in the insurance sector should be fostered by removing unnecessary restrictions and
dlowing participation of sound insurance companies in the insurance market. In particular,
establishment of foreign insurance companies should be based on prudential but non-discriminatory
rules.

5.4 Prudential supervisory and regulatory measures

Due to the high risk (insurance risk, investment risk, credit risk) environments in emerging market
economies combined with limited experience and expertise, prudentia regulations should be given
particular emphasis.

5.4.1 Licensing and changesin control

Starting an insurance business requires a consderable amount of capital, specid expertise, reliable
management and an elaborate busness drategy. For this reason, in mogt jurisdictions, it is a
legidative requirement that those companies wishing to transact business in the domestic insurance
market be licensad. In effect, licenang control is the main supervisory means by which unsound
insurance companies are prevented from entering the market. This means that supervisory authorities
can concentrate more on preventive measures againg any financia difficulties rather than spend
consderable energy and time dealing with insurance companies that are in trouble.

In emerging market economies, lax licenang control often dlows undercapitdised and poorly
managed insurance companies to enter the market and subsequently suffer from financia problems.
Therefore, sufficiently grict licenang criteria should in particular govern the establishment of insurance
companies. Examination of the nature and adequacy of the financid resources of insurance
companies through analysis of business plans and the requirement for a relevant minimum level of
capital deserves particular consderation. The supervisor should also congder the suitability of
owners, directors and/or senior management. The insurance supervisor should aso review changesin
the control of companies and establish clear requirements to be met when a change in control occurs.
These may be the same as or smilar to the requirements which gpply in granting alicense.

The underwriting of insurance risks should be redtricted to insurance companies which may transact
insurance operations only. Life and non-life insurance operations should be separated, so that one
activity cannot be required to support the other. Reinsurance companies and direct insurance
companies should also be separated at theinitid stage in emerging market economies.
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5.4.2 Ongoing supervision
a. Practice on supervision, in particular on-site inspection

Insurance supervison should be exercised over the entire operations of the insurance company
undergoing control and should involve various aspects, such as mord, legd, technical and financid.
The insurance supervisor should in particular ensure that insurance companies are observing the
regulations gpplicable to insurance. More specificaly, the insurance supervisor should ensure that
insurance companies.

meet the contractua commitments made toward the insured (legd control); and
area dl timesin asound financid pogition so as to meet their commitments (solvency contral).

In order to achieve this, the insurance supervisor should examine not only the financid postion of an
insurance company a a given moment but aso its operating conditions that determine its future
financia position. Indeed the am of insurance supervison is not to check whether a company was
solvent a the date of its last financid report but to assess its ability to meet its commitments in the
future.

In order to conduct the preventive control, regular contact with insurance management and thorough
understanding of the insurer’s operations are essentid. There must be a means for independently and
reliably verifying information reported or disclosed, in particular, the adequacy of technicad provisons
and asst vauations. On-gite ingpections are particularly important in alowing a supervisory authority
to evduate a management’'s effectiveness and its compliance with supervisory sandards in those
markets where weaknesses in accounting or reporting Systems impair the effectiveness of off-gte
inspections. On-gte ingpection and off-gte ingpection of the same company should in principle be
performed by the same person or group so as to ensure rationa use of the information provided and
supervisory powers. On-ste inspections should cover dl the factors which may sooner or later have
an impact on the performance of the insurance company and thus on its financid position, i.e., control
over the sdes network, rating system policy, follow-up of clams and of results, risk sdection,
adminidrative organisation, financid management, efficiency of reinsurance, interna control, etc.
These obsarvations are essentid in the assessment both of the skills and efficiency of the managers of
an insurance company and of its capita requirements. A certain reliance could be placed on externa
auditors or actuaries only if a well developed auditing and actuarid professon exists and where
auditors and actuaries are fully accountable.

b. Liabilities

The setting aside of lighility, particularly technica (mathematica) provisons in an amount sufficient to
meet a al times the company’s commitments vis-a-vis the insured is a the very core of insurance
business. However, caculating the proper leve of technical provisonsis indeed a chalenge both for
the insurance companies and for the insurance supervisor in emerging market economies. | nadequacy
of technicd provisions often cause financid difficulties or insolvency of insurance companies.
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Inadequacy of technica provisons may be due to severd factors: lack of legidative and practical
measures on technica provisons, lack of historical data, uncertain economic conditions particularly a
high inflation rate, an inadequate premium rate and a lack of professonds such as actuaries and
auditors.

Introduction of appropriate legidation and monitoring measures is the fird sep to be taken.
Insurance supervisors should establish standards with respect to the liabilities of companies. In
developing the standards, the insurance supervisor should consider:

what isto be included as a liahility of the company, for example, clams incurred but not paid,
clams incurred but not reported, amounts owed to others, amounts owed that are in dispute,
premiums received in advance, as wdl as the provison for policy ligbilities or technica
provisons that may be set by an actuary;

the standards for establishing policy liahilities or technica provisons, and

the amount of credit dlowed to reduce liahilities for amounts recoverable under reinsurance
arrangements, making provision for the ultimate collectability.

In addition, the accumulation of expertise both in supervisory authorities and in insurance companies
should be encouraged. Data should be established that help evauate sufficiency of technical
provisons. The technicd interest rate should be regulated in proportion to the general economic
Stuation. The supervisor should monitor premium levels in order to avoid under-priced products.
Professiona's such as actuaries and auditors should be encouraged to be devel oped.

Cc. Assets

Technica provisons mug a dl times be backed up by equivaent assets that belong in full to the
insurance company and are set asde to guarantee its commitments. Policyholders should have a
preferentid clam on the assets of the insurer in case of liquidation. In order to ensure the safety
profitability and liquidity of its investments, the insurance company must ensure thet its investments
are sufficiently diversfied and digpersed.

Emerging market economies often suffer from limited investment opportunities, highly volatile capita
markets, limited investment management and unadapted evauation measures. Information on the
financid markets is often not transparent. In addition, where stakeholder discipline mechanisms are
poorly developed, competition is limited or historica circumstances have retarded the devel opment
of drong risk management as an inditutiona governance priority, the regulatory framework needs to
pay specid attention to insurance companies procedures for assessng and managing al risks
including credit risk (exposure to loss as a result of default on an insrument) and market risk
(exposure to price change).

Prudentid invesment rules should be implemented that take into account the redity of markets.
Insurance supervisors should establish standards with respect to the assets of insurance companies.
These standards should address:

Guidance for Emerging Market Economies IAIS—Emerging Market | ssues Committee
Page 12 of 19 Approved in Sydney on 3rd September 1997



divergfication by type;

any limits or redtrictions on the amount that may be invested in financia instruments, property
and receivables;

the basis for vauing assets which are included in the financid reports;
the manner in which those assets are held, such as self kegping assats; and
gopropriate matching and liquidity.

In addition, admissbility of the vaue placed on assets for the backing up of technica provisons by
equivalent assets, or solvency margin requirements may be stated in regulations. 1t would aso be
gopropriate for the value of unlisted assets and red edate to be certified by independent
professiondls.

Investment regulaions on insurance should be co-ordinated with the regulations in other financid
sectors S0 that they do not unbalance competition and hold back the sound development of the
whole financid sector.

Emerging market economies tend to adopt highly redrictive rules on investment abroad. This is
understandable for countries which have severe foreign currency reserve condraints. Also it is
appropriate to follow the principle of currency matching in order to ensure protection from exchange
rate risks. On the other hand, investments abroad can provide access to a hedthy diversfied
portfolio and long-term investments tool, which are sometimes difficult to find in emerging market
economies. Since fogtering nationd investments aso helps to finance the nationa economy, and on
the other hand, investments abroad may reduce the risk linked to the inflation rate, then the
invesment policy abroad should be gradudly liberdised a the same time as prudentia regulations
are introduced.

d. Capital adequacy

Both in the licensng process and in ongoing supervison, the insurance supervisor needs to pay
paticular atention to capitd adequacy. The capitd base (solvency margin) means the financid
sources (margin) that work as a buffer againg the possble adverse development of liabilities and
other adverse circumstances such as changes in the litigation system, unexpected expense overruns,
efc. Thus it provides information on the financia standing of the company and derts supervisors to
take any necessary action to protect policyholders. The requirements regarding the capital to be
maintained by insurance companies should be clearly defined and address.

minimum levels of capital or the levels of deposits (these levels concern only local branches of
foreign insurers) that should be maintained. Capita adequacy requirements should reflect the
Sze and business risks of the insurance company; and

the process for vauing capitd should reflect the requirements for vauing both assets and
ligilities
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The capitd base is only an instrument for measuring and monitoring solvency. It should not be
deemed by the management or the supervisor to be the end-result of asset liability management or a
fal-safe index of the financid soundness of the company concerned. Adequate tarification and
technica provisons covered by sufficient assets remain the main pillars of solvency.

e. Rensurance

Adequate and effective reinsurance enables insurance companies to share risks with others, and to
maintain sable underwriting results by soreading risks. In emerging markets, many insurance
companies are 4ill struggling to increase their capitd base in order to establish sound financiad
conditions. A reinsurer’s strong capita base can assst the business development of such insurers.
High quality reinsurers dso provide direct insurers with essentid technica knowledge on insurance
and reinsurance. At the same time however, in emerging market economies, reinsurance is a new
activity for insurance companies which often suffer unsuitable reinsurance contracts or transactions
with financidly ungtable reinsurers. In some cases, insurance companies use reinsurance contracts
only asameans of cash transfer abroad.

For this reason, reinsurance transactions, in emerging markets in particular, should be closdy
monitored. The supervisor must be able to review reinsurance arrangements to assess the degree of
reliance placed on these arrangements and to determine the agppropriateness of such rediance.
Insurance companies would be expected to assess the financid pogitions of ther reinsurers in
determining an appropriate leve of exposure to them. A method for the collection and monitoring of
information relaing to reinsurance companies should be established. Internationa cooperation is
particularly important in obtaining accurate information and this should be devel oped.

At the same time regulatory intervention of reinsurance placement should not be abused. Only
through liberd access to the wider internationd reinsurance market can both the ceding and
accepting companies be assured of providing and obtaining the best product and service a a
compstitive price. Compulsory cession of risksto loca reinsurers, domestic market or discriminatory
tax regimes againgt foreign reinsurance placement should therefore be avoided.

f.  Control of product and tariff

Rates of insurance products should be adequate, not excessive and not discriminatory. In emerging
market economies however, the lack of experience in insurance management, combined with the
shortage of basic statistica data such as the frequency and severity of losses, make it difficult to set
gopropriate rates based on actud risk exposure. A consderable number of policyholders have
suffered due to bankruptcies of insurance companies which were often caused by under-pricing.
Information asymmetry between insurers and consumers is even greater in emerging markets due to
insufficient disclosure of information on products and companies. It is difficult for prudent companies
to compete againgt others that charge prices lower than cost in order to gain market share. Thus,
initialy a leadt, it may be gppropriate for emerging market economies to request submission of
premium rates to insurance supervisory authorities for prior gpproval.
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Smilarly, it may be preferable that the insurance products offered for sde be examined by the
upervisory authority so that those seeking insurance will not be harmed by inappropriate policy
conditions.

Supervison of tariffs and products should however be adapted to the particular Stuation of each
country and reassessed at alater stage according to the devel opment and progress of the market.

g. Intermediaries

Intermediary systlems play a key role in consumers benefiting from a market oriented economy and
thus choosing the best suitable products from a wide product range. The importance of properly
controlled insurance intermediaries may be particularly rdevant in emerging market economies where
abuses in the digtribution network are often observed that cause considerable problems for
policyholders. Normdly, insurance legidation distinguishes between brokers who represent the buyer
and generadly work with severd companiesto provide the best coverage for their clients, from agents
or direct sales who represent the sdller(s). Regulations on intermediaries should clearly date the
scope of business and rights and responsibilities of intermediaries.

Supervison of intermediaries could take a variety of dternaive or complementary forms. It can be
carried out under the insurance supervisory authorities or through an independent body or industry
organisation.

Insurance intermediaries should be registered or be required to obtain authorisation prior to
commencing their operaions. Insurance intermediaries should possess professond quaifications that
prove genera, commercial and professona knowledge and ability to ensure that consumers are
protected. Insurance brokers are liable to their clients and thus should possess ether financia
guarantees or professond liability insurance or both, for the purpose of policyholder protection and
of maintaining a sound intermediary system. Insurance intermediaries should disclose to their clients
their status and provide extengve information on and comprehensve explanations of insurance
products to policyholders.

h.  Compulsory insurance

Compulsory insurance may be judtified in respect of certain forms of socid protection and might be
considered in other areas where the risks covered are particularly serious and are not covered on a
non- compulsory basis. Premium payments should be divided on an equitable basis amnong the
policyholder group under consderation. Compulsory insurance is particularly recommended for
automobile third paty liability. Some emerging market economies do not have functioning
compulsory third party automobile insurance, even though automobile accidents are frequent and
victims are often not sufficiently compensated.

In order to establish a properly functioning compulsory insurance system, a suitable monitoring
system is crucid for ensuring that dl relevant parties have insurance contract. For this purpose, a
pendty system for those who breach obligations could be set up. A guarantee funds system could be
created to compensate victims in cases where there is no insurance cover. Tariffs for compulsory
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insurance should also be based on atisticad data. Underwriting compulsory insurance should not be
limited to particular companies such as (former) state monopolies.

5.4.3 Remedial correction of problems
a. Remedial procedures

Even in wdl-controlled insurance markets, it may happen that a company confronts financid
difficulties that lead to insolvency. For this reason, there should be well formulated policies for
achieving corrective action and in cases where an inditution is not viable as a going concern, orderly
exit policies are essentid to effectively exercise insurance supervison. Of particular importance in this
context are remedia (going from preventive recovery measures up to sanctions) to ded with the
financid problems of individud insurance companies. Clear indructions on this matter should be
defined in legidation, covering matters connected with the management of troubled companies
including: the standards applied in monitoring insolvency, the bass for beng able to do a
reorganisation by restoring solvency, avalable recovery measures, the revocation of licences,
conditions under which the portfolio of insurance policies may be transferred to a sound company,
the role of the liquidator and the ranking of creditors clams. Because long delay can magnify the
cost of resolving a crigs, it is of great benefit to have available concrete procedures for prompt
corrective actions. Permanent supervision focused on preventive control through on-gite and off-gte
ingpection will play a key role for this purpose. Corrective procedures based on rules can help to
reduce politica pressures for undue forbearance.

At the same time however, authorities need to retain sufficient discretion to be able to ded flexibly
with problems that arise and be able to adapt the means for deding with problem insurance
companies to market circumstances.

b. Design and application of safety net arrangements

Protection of policyholders and the high cost of a possible collapse of the insurance system are
principa reasons why in certain countries, the supervisor provides a safety net (guarantee funds).
Under certain conditions and particularly if the domestic market comprises a sufficient number of
potentia contributors with a broad spread of risks, creation of a safety net could be considered.
However, such an arrangement inevitably creates mora hazards because it holds the prospect that
gakeholders will be at least partidly indemnified from losses caused by falling ingtitutions. In order to
minimise the mora hazard, it is essentid to design and apply safety net arrangements in which the
incentives of stakeholdersto exercise oversght and to act prudently are not undermined.

6. Developing essential measuresfor insurance marketsin
emer ging economies

The IAIS, in particular, the Emerging Market I1ssues Committee and the Education Committee will
play akey rolein promoting and fostering the principles and measures mentioned above.
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6.1 Developing guidance on regulation and supervision of emerging
mar ket economies

Currently there is no comprehensve practicad and concrete text which describes measures on
legidation and supervison in detall for asssing in fostering a sound insurance system in emerging
market economies, dthough it is indispensable during the process of introducing a new insurance
System or of amending the current regulations or insurance supervisory system.

Thus the Emerging Market Issues Committee of the IAIS will develop a practica and concrete text
for insurance legidation and supervison in order to help those economies to implement the principles
and best practice established (or going to be established) by the Technical Committee. Such an
exercise will provide other aspects on insurance supervison and would eventudly contribute to the
activities of the Technical Committee,

Thisexercise will take the following steps.

collect rdevant materids from member countries and international organisations such as the
Bade Committee, IOSCO, OECD and UNCTAD on the practica measures for implementing
sound supervison. Close cooperation with the Laws and Regulations Committee will be
usefl;

determine priorities on supervisory issues for emerging market economies,
draft concrete andysis on the issues which require priority; and

guidance will be drafted by a smal task force made up of members of the Emerging Market
Issues Committee and Educationa Committee and the prepared draft will be discussed in both
Committees.

6.2 Implementing sound principles and standardsin emerging market
economies

6.2.1 Training and seminars

The effectiveness of a supervisory body depends mainly on the human resources at its disposa.
Taking into account the shortage of qualified staff and proper resource development drategies, well
organised training schemes for supervisors are crucid to the emerging market economies. Training
for supervisors should consst of both theoreticd and practicd aspects and of both legidative and
supervisory aspects. It should not be a single event but should be conducted continuously and be
based on wdl aranged programmes. However, a the moment, training courses, materids and
methods for supervisory staff are not arranged systematically in many cases.

Within this process, an active role of the recipient countries should be particularly encouraged so as
to ensure that training addresses their needs.
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The training programmes for insurance supervisors in emerging market economies drafted by Mr.
Bdlando, the Chairman of the Education Committee of the IAIS are to:

organise supervisory training by geographicd area (Africa, Central and South America, Ada,
East European countries);

organise atotd of four training programmes in two years, i.e. one for each geographica areg;

the themes of the training programmes will be determined on the basis of both the results of the
survey made by the Emerging Markets Committee and the main sections of the Manuad
(licengng, control and supervison, investments, solvency);

each organiser will contact the countries in hisher zone and the competent regiond
organisations. He/she will settle the plan, duration, language and location of the training. He/she
will report back to the Education Committee;

funding will be determined by the Education Committee in consultation with the Emerging
Market 1ssues Committee; and

some training could be organised in cooperation with the nationa or internationa organisations.

As suggested by Mr Molgaard (Denmark), the Committee should adso consder organisng missons
to emerging market economiesin order to:

carry out the terms of reference of the Emerging Market 1ssues Committee and contribute to
raising theleve of both theinsurance industry and the insurance market

recruit more |AIS members,
creste a prototype for insurance industry supervison;

develop know-how on technica assstance on the same lines as the extensive technicd and
financid support for the banking system; and

establish a base for channdling technicd assstance and financing from the industrid countries
to the emerging market economies.

6.2.2 Coordination

The 1AIS will dso play a key role in co-ordinating technical assstance on insurance issUes in
emerging markets. Due to its large membership (in both indudtria and emerging market economies)
and its unique international role on insurance supervison, the IAIS is in an ided postion to be a
centra intermediary between organisations which provide technical assstance and users of technica
assdance. Furthermore, the IAIS will dso play a co-ordinating role in ensuring that technica
assstance provided by various ingtitutions is complementary. At present, the EU, OECD, UNCTAD
and the World Bank as well as other international organisations, certain governments, academic
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societies and private sector bodies, etc., dl organise their own technicd assstance programmes,
training, seminars with limited co-ordination between them.

Therefore, the Emerging Market 1ssues Committee and the Education Committee will:

further develop the results of the research prepared by Mr. Butterworth former Chairman of
the Education Committee, concerning training requests and organisations which provided
traning;

prepare and send a questionnaire on those providing technica assstance and requests for
technica assgance to al IAIS member countries, non-lIAIS member countries and
internationa organisations under the inititive of Mr. Bellando, Charman of the Education
Committee; a questionnaire will cover questions on concrete assstance progranmes, the
posshility of financid assstance, name and address of the contact persons (organisations
which provide training) and on results of using technical assstance including training courses,
future needs for training and other technicd assstance and suggested topics, ec., (traning
requirements);

andyse the collected answers and assess the needs for assistance and possible organisations
which provide assstance;

nominate a person from the Education Committee to strengthen co-ordination between
organisations which provide assstance and requedts for assstance, between the IAIS and
other organisations which provide technicd assstance on insurance supervison. He/she will
teke the inititive in exchanging informaion and co-ordinating seminars or training
programmes. He/she will fogter bilateral exchange vists and studies for supervisors, and

nominate a key person from each region to co-ordinate technica assstance programmes in
thet region.

6.3 Further development of guidance for insurance regulation for
emer ging market economies and their training programmes

The activities of the Emerging Market 1ssues Committee and the Education Committee is not Static,
but evolve and develop through experience. The experience and information obtained by seminars,
training and missons will be utilised to further develop a practica text and measures for supervisors.
The interaction between the text and training will be mutudly beneficid, leading to the higher levd of
expertise in both fidds.
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Guidance Paper No.2

| NTERNATIONAL ASSOCIATION OF
| NSURANCE SUPERVISORS

A MODEL MEMORANDUM OF
UNDERSTANDING

September 1997



M emor andum of Under standing on Mutual Assistance
and the Exchange of I nfor mation between the
Authority/Jurisdiction and the Authority/Jurisdiction

Attached is a draft Memorandum of Understanding (MoU) on mutual assistance and
the exchange of information.

MoU are designed to facilitate co-operation and the exchange of information between
regulatory bodies. As such they are statements of intent which do not impose legally binding
obligations on signatories or override domestic laws or regulations. Nor do they affect other
channels of co-operation, such as arrangements which may exist covering mutual assistance in
criminal matters. The strengths of MoU are seen to be in their ability to accommodate the
differences between regulators, and in the flexibility they provide in responding to changing
legal and regulatory environments.

Whilst the draft MoU may for some be a serviceable model on which to negotiate,
there is no suggestion that |A1S members should be able to implement all the provisionsin the
draft. It is for individuah members - in the light of their own laws, regulations and
reguirements - to decide whether they wish to use the text in its entirety or in part in seeking
to agree a MoU with another jurisdiction. Alternatively IAIS members may ssimply wish to
use the draft as an aide memoire as to some of the elements that an optimal MoU might
include, and develop their own text reflecting the particular circumstances within their
jurisdiction.

One of the key aspects of a successful MoU is the opportunity it provides to develop
the relationship between the Authorities concerned. With this in mind, supervisors are
encouraged to have regular contacts or meetings with each other to exchange information on
developments affecting individual insurers or other general insurance developments.

September 1997
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1. The [Authority/jurisdiction] on the one hand, and the [Authority/jurisdiction] on the
other hand, recognising the increasing international activity in insurance markets and the
corresponding need for mutual co-operation between the relevant supervisory authorities as a
means for improving their effectiveness in administering and enforcing the insurance laws of
their respective jurisdictions, have reached the following understanding:

NOTES:

a. The terms of this draft MoU are limited to the exchange of information and mutual co-
operation in insurance markets. Those negotiating MoU may wish to extend the scope to
include superannuation businessif they have arolein thisarea.

b. A possible alternative introduction would set out in two or more paragraphs the
responsibilities of the Authorities of the two jurisdictions and the relevant legidation
before going on to include text along the lines of that above.
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Definitions

2. For the purposes of this Memorandum of Understanding, the terms set out below have
the assigned meanings unless the context requires otherwise:

a. “ Authority” means.

(i) for the [jurisdiction], the [Authority];
(if) for the [jurisdiction], the [Authority].

b. “requested Authority” means an Authority to whom a request under this Memorandum
is addressed.

C. “reguesting Authority” means an Authority making a request under this Memorandum.

d. “Insurer/insurance company” means a licensed legal entity which underwrites
insurance.

e. “person” means a natural person, unincorporated association, partnership or body
corporate, government, agency, or instrumentality of a government.

f. “laws, regulations and requirements’ means the provisons of the laws, or the
regulations and requirements promulgated thereunder, of [jurisdiction] and
[jurisdiction] on insurance business.

3. The parties recognise that while in their laws, regulations and requirements they may
define terms differently, requests for assistance will not be denied solely on the grounds of
differences in the definitions used by the requesting and requested Authorities.

NOTES:

C. Including too many definitions may make the MoU unduly legalistic, and could
potentially restrict the scope for co-operation if the definitions were to be narromy
interpreted by those charged with implementing the MoU in the future. However, it is
probably necessary for a clear common understanding of the provisions of the MoU to define
some of the terms utilised within it. It is up to those negotiating MoU to decide how far they
wish to go in this respect.

d. No attempt has been made here to define insurance business to be covered by the
MoU - because of the differences which exist between jurisdictions - but those negotiating
MoU may wish to consider doing so. In particular it should be clear whether or not the MoU
isintended to cover reinsurers/reinsurance business. It may be appropriate to list the relevant
laws, regulations and requirements of each jurisdiction in an Annex to the MoU.
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Principles

4, This Memorandum sets forth the basis upon which the Authoritiesin [jurisdiction] and
[jurisdiction] [reciprocally] propose to provide for mutual assistance and the exchange of
information for the purpose of facilitating the performance of their functions under the
respective laws, regulations and requirements of [jurisdiction] and [jurisdiction]. The purpose
of the Memorandum is to [ALTERNATIVE A: help maintain efficient, fair, safe and stable
insurance markets in [jurisdiction] and [jurisdiction] for the benefit and protection of
policyholders] [ALTERNATIVE B: protect policyholders and potential policyholders of
insurance companies, and to promote the integrity, stability and efficiency of the insurance
industry], by providing a framework for co-operation, increased mutual understanding, the
exchange of information and assistance to the extent permitted by laws, regulations and
requirements.

NOTES:

e. Alternative A above reflects wording in the IAIS By-laws. Alternative B is adapted
from similar provisonsin securities MoU.

5. The Authorities intend to:

— use their best endeavours to ensure that the fullest mutual assistance is provided within
the terms of the Memorandum; and

— engage in consultations, as appropriate, on mutually agreeable approaches designed to
enhance the integrity and efficiency of their respective insurance markets and the
exercise of insurance market supervisory functions.

6. The Authorities have various powers to obtain information in the exercise of
regulatory functions that are within the scope of this Memorandum. To the extent permitted
by laws, regulations and requirements, each Authority will [use reasonable
efforts][endeavour] on atimely basis to provide the other Authority with any information that
is in its possession or discovered which appears to give rise to a breach of the laws,
regulations or requirements of the other Authority, or if provided to the other Authority will
be likely to assist in administering the laws, regulations or requirements of the other
Authority.

7. The Memorandum does not modify or supersede any laws, regulations and
requirements in force in, or applying to, the [jurisdiction] or [jurisdiction]. Nor does it create
directly or indirectly any enforceable rights.
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Scope

8. Each Authority proposes to ensure that mutual assistance is provided to the other,
subject to its laws and overal policy, in the following areas of administration and
enforcement of the laws, regulations and requirements relating to the business of insurance:

a. administration of legidative provisions dealing with proposals for the establishment,
acquisition and take-over of insurance companies,

b. administration and enforcement of financial and other eligibility requirements for key
positions of responsibility in insurance companies including ownership;

c. the continuing monitoring, auditing, inspection and examination of insurance

companies for compliance with prudential, financial reporting and other supervisory

requirements;

the conduct of specific inquiries into the activities of individual insurance companies;

e. ensuring compliance with disclosure and marketing requirements for insurance
products; and

f. fraudulent practicesin relation to the offer, purchase or sale of insurance products.

o

The Authorities will take into account the standards developed by the International
Association of Insurance Supervisors where these are relevant.

NOTES:

f. It is clearly for those negotiating MoU to determine on the basis of their respective
responsibilities whether they wish to extend the provisions to cover - for example - insurance
intermediaries and/or the sale and marketing of insurance, in addition to the regulation of the
financial strength of insurance companies and the fitness of individuals engaged in the
insurance industry.

0. Article 8(b) may need to take account of any restrictions which may be imposed
locally by privacy legidation.

0. In response to requests that satisfy the terms set out below under the heading
“ Requests for information and assistance”, and subject to the conditions established, each
Authority will provide the fullest possible measure of mutual assistance to the other subject to
its laws and overall policy. Such assistance may include:

providing access to information in the files of the requested Authority;

guestioning or taking testimony of persons designated by the requesting Authority;
obtaining specified information and documents from persons,

conducting compliance inspections or examinations of insurance businesses; and
permitting the representatives of the requesting Authority to participate in the conduct
of enquiries made by the requested Authority pursuant to b through d of this

paragraph.

oCap o

Each request will be assessed on a case by case basis by the requested Authority to
determine whether assistance can be provided under the terms of the Memorandum.
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10.  The Authorities recognise the need and desirability of providing mutual assistance and
exchanging information to assist each other in securing compliance with their respective laws,
regulations and requirements. However, assistance may be denied on the grounds of public
interest.

NOTES:

h. Public interest is taken to include issues affecting sovereignty, national security, and
other essential interests.

11.  The Authorities intend to ensure that assistance will be provided in the maximum
number of circumstances. However, the Authorities acknowledge that certain requests may
relate to a possible breach of laws, regulations and requirements that involve an assertion of
jurisdiction not recognised by a requested Authority. Where a requested Authority considers
that an assertion of jurisdiction in a matter that is the subject of a request would conflict
seriously with and prejudice its sovereign interests the request will be denied.

12.  The Authorities recognise that, so long as there are differences in the scope of the
laws, regulations and requirements applied in each jurisdiction, conduct prohibited by the
Authorities in one country may not be prohibited by the Authorities in the other. The
Authorities intend to engage in consultations about individual cases falling outside the scope
of the definition of laws, regulations and requirements to determine whether assistance will be
provided in such cases.

Requests for infor mation and assistance

13.  The Memorandum does not affect the ability of the Authorities to obtain information
from persons on a voluntary basis, provided that procedures in place in the jurisdiction of
each Authority for the provision of such information are observed.

14.  Any request for information or assistance made under this Memorandum will,
wherever possible, be in writing, but in cases of urgency it may be ora and confirmed in
writing within ten days.

15. To facilitate an appropriate and timely response, the requesting Authority should
specify:

a. the information or assistance required (identity of persons, specific questions to be
asked etc);

b. the purpose for which the information or assistance is sought (including in appropriate
cases details of the law, regulation or requirement of the requesting Authority which is
suspected to have been breached);

c. a description of any particular conduct or suspected conduct which has given rise to
the request, and its connection with the jurisdiction of the requesting Authority;

d. the link between any suspected breach of law, regulation or requirement and the
regulatory functions of the requesting Authority;
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e. the relevance of the requested information or assistance to any suspected breach of
law, regulation or requirement of the requesting Authority;

f. whether it is desired that, to the extent permitted by the laws applying to the requested
Authority, any persons from the jurisdiction of the requesting Authority should be
present during interviews which form part of an investigation, or the conduct of an
inspection, and whether it is desired that such persons should be permitted to
undertake an active role - for example by participating in questioning or the taking of
testimony;

g. any other matters specified by the laws and regulations in the jurisdiction of the
reguested Authority; and

h. any information related to the urgency of the request for information or assistance.

The requested information must be reasonably relevant to securing compliance with
the law, regulation or requirement specified in the request.

16. A request for information or assistance made under this Memorandum shall be
addressed to one of the requested Authority's contact points listed in Annex 1, or that
individual's nominee.

17.  Each request will be assessed on a case by case basis by the requested Authority to
determine whether assistance can be provided under the terms of the Memorandum. In any
case where the request cannot be accepted completely, the requested Authority will consider
whether there may be other assistance which can be given. In particular, the requested
Authority will consider in appropriate cases whether the request might be dealt with via
channels for mutual assistance in criminal matters.

18. Inany case where a requested Authority is not satisfied that a request fully complies
with the requirements of the Memorandum, it may require the [Director][Head] of the
reguesting Authority to certify that the request meets the provisions in this Memorandum. The
requested Authority should review its position in the light of such a certification.

19. In deciding whether to accept or decline a request the requested Authority will, in
particular, take account of:

a. matters specified by the laws and regulations in the country of the requested
Authority;

b. whether the request involves an assertion of jurisdiction not recognised by the country
of the requested Authority;

c. whether it would be contrary to the public interest of the requested Authority to give
the assistance sought; and

d. the resources available to the requested Authority to deal with the request.

20.  Therequested Authority may, as a condition of agreeing that assistance is given under
the Memorandum, require the requesting Authority to make a contribution to costs. Such a
contribution may, in particular, be required where the cost of a request is substantial or where
a substantial imbalance has arisen in the cumulative costs incurred.
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Procedur es for questioning or taking testimony and conducting inspections
21.  Inaccordance with paragraph 9 above:

a. questioning or taking the testimony of persons, if requested, will be conducted in the
same manner and to the same extent as investigations or other proceedings under the
laws of the jurisdiction of the requested Authority;

b. when requested by the requesting Authority, questioning or taking testimony will be
conducted under oath and a transcript made;

C. a representative of the requesting Authority may be present at the questioning or
testimony, may prescribe specific questions to be asked of any witness and, pursuant
to paragraph 22 of this Memorandum, may otherwise participate in the examination of
any witness.

NOTES:

i It isrecognised that only some Authorities will have the ability to take testimony under
oath.

22.  Subject to the following conditions, a requested Authority may grant a request made
by the requesting Authority that a person or persons designated by the requesting Authority,
including representatives of the requesting Authority, be permitted to conduct the
interrogation of any person, or participate in the inspection or examination of the books and
records of an insurance business or its custodian or agent:

a. the requesting Authority must specify the reasons for this request;

b. it isfor the requested Authority to decide whether to grant or deny the
reguest, within the framework provided by this Memorandum. The requested
Authority may impose such conditions on the participation of the requesting
Authority as it deems appropriate;

c. if therequest is granted and the laws of the jurisdiction of the requesting
Authority require the opportunity for the witness to consult with legal counsdl,
or for counsel to the witness to pose questions to the witness, such
participation will, subject to (b) above, be permitted; and

d. if the request is denied, the Authorities agree to consult pursuant to paragraph 30 of
this Memorandum concerning the reasons for the denial and the circumstances under
which the request might be granted.

23.  Notwithstanding any other provision of this Memorandum, any person providing
testimony, information or documents as a result of a request made under this Memorandum
will be entitled to al the rights and protections of the laws of the jurisdiction of the requested
Authority. Where assertions are made regarding other rights and privileges arising exclusively
pursuant to the laws of the jurisdiction of the requesting Authority, the Authorities will
consult to determine the most appropriate way to proceed.
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Permissible uses and confidentiality
24.  Theinformation supplied will be used solely for the purpose of:

a. securing compliance with or enforcement of the law, regulation or requirement
specified in the request by initiating or assisting in criminal prosecution arising out of
the breach of such law;

b. conducting or assisting in civil proceedings arising out of the breach of the law,
regulation or requirement specified in the request and brought by the Authorities or
other law enforcement or regulatory bodies within the jurisdictions of [jurisdiction] or
[jurisdiction]; and

c. taking regulatory action or imposing regulatory requirements within the areas set out
in paragraph 8 above.

25.  Each authority will keep confidential [to the extent permitted by law]:

a any request for information made under the Memorandum and any matters arising in
the course of its operation, unless such disclosure is necessary to carry out the request,
or the requested Authority specifically waives such confidentiality;

b. any information passed under the Memorandum unless it is disclosed in furtherance of
the purpose for which it was requested.

26. Unless the request provides otherwise, the confidentiality provisons of the
Memorandum shall not prevent the Authorities from informing other law enforcement or
regulatory bodies within the jurisdictions of [jurisdiction] and [jurisdiction] of the request or
of passing information received pursuant to a request to such bodies, provided that:

a. such agencies or bodies have responsibility for prosecuting, regulating or enforcing
laws, regulations and requirements falling within the areas set out in paragraph 8
above;

b. the purpose of passing such information to such an agency or body falls within the
areas set out in paragraph 8; and

Cc. the requesting Authority has provided any such undertaking in relation to the
information requested which is required by [the law of the jurisdiction of] the
requested Authority.

27.  The requesting Authority will notify the requested Authority of any legally
enforceable demand for information it receives, and will assert such [appropriate][relevant]
legal exemptions or privileges with respect to such information as may be available. The
requesting Authority will consult with the requested Authority prior to complying with any
such demand.

28.  Any document or other material provided by an Authority in response to a request
under this Memorandum and any copies or other materia disclosing its contents, other than
material generated as part of the deliberative, investigative, internal or analytical process of
the requesting Authority, will not become the property of the requesting Authority.
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29. In response to arequest by the requested Authority, and to the extent permitted by the
laws of the jurisdiction of the requesting Authority, as soon as the requesting Authority has
completed action on the matter for which assistance has been requested under this
Memorandum, it will return to the requested Authority all documents and copies thereof not
already disclosed in proceedings referred to in paragraph 24 above, and other materia
disclosing the content of such documents, other than material generated as part of the
deliberative, investigative, internal or analytical process of the requesting Authority, which
may be retained.

Consultations and waiver

30.  The Authorities will keep the operation of this Memorandum under continuous review
and consult with a view to improving its operation and resolving any matters. In particular, an
Authority will consult the other Authority upon request in the event of:

a. arequest being denied in whole or in part;

b. a change in market or business conditions or in the laws, regulations or requirements
governing insurance business, or any other difficulty arising which makes it necessary
to amend or extend this Memorandum in order to achieve its purposes; or

C. an assertion by the requested Authority that the provision of assistance would be so
burdensome as to disrupt the proper performance of its functions.

31.  Where the specific conduct set out in the request for assistance may congtitute a
breach of a law, regulation or requirement in both the territory of the requesting and the
requested Authorities, the relevant Authorities will consult in order to determine the most
appropriate means for each Authority to provide assistance.

32.  Any of the conditions of this Memorandum may be relaxed or waived by mutual
agreement.

Termination

33.  This Memorandum will continue to have effect unless terminated by one of the
Authorities by giving thirty days advance written notice to the other Authority that the
understandings set out herein are no longer to have effect.

Contact points

34.  All communications between the Authorities should be between the principal points of
contact listed in Annex 1 unless otherwise agreed.

Entry into effect

35. This Memorandum will be effective from the date of its signature by the
[Authority/jurisdiction] and [Authority/jurisdiction].

Signed this[ ] day of [ ] 199[]
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1. I ntroduction

1. The fit and proper principles are sengtive issues in many jurisdictions and their goplication
may vary according to the legal and political climate of the jurisdiction. For these reasons this paper
isfor guidance only.

2. Background

2. The Joint Forum has prepared a paper on “fit and proper principles’ as it applies to
conglomerates, which was endorsed by 1AIS in San Francisco in December 1999.

3. However, the paper does not address the issue of fit and proper principles in relaion to
gngle entities, nor in relation to groups of companies within a angle discipling eg. insurance,
Accordingly, this paper extends the scope of the Joint Forum paper and contains a section on the
goplication of those fit and proper principlesin relaion to insurance entities.

4, For the purposes of this paper, ‘insurance entities can be defined as any corporate body or
individua which is operating as an insurer, reinsurer or insurance intermediary and which is subject to
insurance regulion.
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5. The fit and proper principles contained in the Joint Forum paper on conglomerates can be
extended easly to insurance entities. Insurance entities may be smpler to assess because the
competency requirements cover only asingle industry.

3. Objective

6. The objective of this paper isidentica to that in the Joint Forum paper. It is repeated below,
amended to refer to the regulation of insurance entities.

7. To ensure that supervisors of insurance entities are able to exercise their responghbilities to
asess whether insurance entities are soundly and prudently managed and directed and that key
functionaries (directors, managers, shareholders and others who exercise a materid or controlling
influence over the affairs of the insurance entity) do not pose a risk to the interests of present and
future policyholders and beneficiaries of these entities.

8. On a case-by-case basis and when requested by other insurance supervisors, to promote
arrangements to facilitate consultation between supervisors and the exchange of information on
individuas and regulated insurance entities, to achieve the above.

4, Fit and Proper Principles

0. The Joint Forum paper lists seven principles, which are noted below, adapted in relation to
insurance entities. Principles 5, 6 and 7 of the Joint Forum paper, have been combined below as one
principle.

4.1 Necessity

10. In order to assg in ensuring that supervised insurance entities are operated prudently and
soundly, fitness and propriety or other qualification tests should be applied.

4.2 Subjects

11.  These tests should be gpplied to key functionaries (directors, managers, shareholders and
any other persons exercising a materia or controlling influence on the management, operations or
shareholding of supervised insurance entities — sometimes termed “controllers’). Certain jurisdictions
may require that these tests aso be applied to other senior employees (for example, underwriters,
financid controllers, treasurers, etc).

4.3 Timing

12.  Ftness, propriety or other qualifications tests should be gpplied &t the authorisation stage and
thereafter, on the occurrence of specified events.
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4.4 Responsibility

13.  Supervisors expectations are that insurance entities will take the measures necessary to
ensure that fitness, propriety or other qudification tests are met on a continuous bass.

4.5 Supervisory Cooperation

14.  In cases where key functionaries are known to have connections in other jurisdictions,
supervisors should communicate with those supervisors in the relevant jurisdictions as part of the
assessment procedure.

a Supervisors should contact the insurance supervisors in the jurisdictions concerned.
However, if an individua (or corporation) has been working outside the insurance sector but
in a regulated financid services sector in another jurisdiction, it may aso be necessary to
exchange information with the supervisor in that other sector;

b. Where thereis no direct channd to a supervisor in another jurisdiction, it may be possble to
route information to the relevant domestic supervisor (of the key functionaries) for onward
trangmisson;

C. Supervisors “reach” may not extend to other entities in the group which are regulated by
supervisors in other jurisdictions, or to unregulated entities in the parent group. In such
cases, supervisors should be aware that measures taken to apply fitness, propriety or other
qudification tests to such entities may create the fase impression that supervison generaly
extends to those other (or unregulated) entities.

d. Most countries have legidation in place protecting the privacy of individuas and accordingly
it is recognised that there may be limitations to a free exchange of information between
SUPErVisors.

e. It may be that arrangements to exchange information between supervisors should be
formdised in agreements, e.g., Memoranda of Understanding, to establish a framework for
the efficient trandfer of such informetion.

5. General Statements

15.  The Joint Forum paper contains alarge number of statements of suggested practice. For the
purposes of this paper, certain of these have been incorporated below (amended and summarised),
to outline the generd gpproach to which insurance supervisors should have regard. However, for
completeness of statement and intent, reference should aways be made to the Joint Forum paper.

a Insurance supervisors may be subject to statutory and other requirements in gpplying fitness,
propriety or other qudification tests to the insurance entities under their jurisdiction. It is not
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intended that such statutory and other requirements (as well as procedures for the gpplication
of those tests) should be superseded by the principles and agpplications set out in this paper.

b. An effective and comprehensive supervisory regime should include controls designed to
encourage the continued satisfaction of the fitness, propriety or other qudification tests of
supervisors and to alow supervisory intervention where necessary.

C. Supervisors should have & their disposal various sanctions to ensure remedid measures are
taken in respect of key functionaries who do not meet the relevant fitness and propriety or
other qualification standards. An appropriate appeals process should be made available to
individuds affected by remedid determinations made againgt them.

d. When acquiring responghilities and powers in new aress of the provison of financia
savices, (e.g. in circumstances of new or changed legidation), the supervisor may take into
congderation evidence of past performance of insurance entities and their key personnd!.

e Supervisors should be aware that, as concerns the functions and responsbilities of directors
and officers, there are sgnificant differences in legidaive and regulatory frameworks from
country to country. In some countries, there is a two tier board system congsting of a
supervisory board which has a main function of supervisng the management board. Thus,
the supervisory board has no executive functions. In other countries, with a unitary board
system, the board has a broader respongbility. In this regard, fitness, propriety or other
qudification tests should be gpplied to directors in the light of their role and respongbilities.

f. It is recognised that in addition to the factors identified in the previous paragraphs, the
assessment of fitness, propriety and other qudifications may be ajudgmenta matter and that
upervisors may have additiona information at their disposd that they can consder on a
case-by-case basis.

s} It is recognised that an individud consdered fit for a particular postion within an inditution
may not be consdered fit for another posdtion with different responsibilities or for a amilar
postion within another inditution, and conversdly, an individud consdered unfit for a
particular podition in a particular inditution may be conddered fit in different circumstances.

6. Application of the Fit and Proper Principles

6.1 Individuals

16.  In determining whether individuds are fit and proper to hold the postion of shareholder,
director, officer or manager, in an insurance entity a supervisor shdl consider:

a whether the individuds have sufficient skills, knowledge and soundness of judgement to
undertake and fulfil the particular duties and respongbilities,
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17.

the rdlevant competence, diligence and soundness of judgement of the individuds, including
previous experience, track record, quaifications and training;

the individuas reputation and character;

in respect of soundness of judgement, the degree of baance, raiondity and maturity
demondrated in conduct and decison-taking, including whether they have engaged in, or
been associated with, any unsatisfactory business practices;

generdly, whether the interests of policy owners, insurance clamants, customers and
creditors of  the insurance entity are in any way threstened by the individuals occupying the

pogition.

In addition, the individuas should not have a record or evidence of previous business

conduct and activities where individuds have:

a

18.

been convicted for an offence under any legidation designed to protect members of the
public from financia loss due to dishonesty, incompetence or malpractice;

engaged in any business practices gppearing to be deceitful or oppressve or otherwise
improper, whether unlawful or not, or which otherwise reflect discredit on the individuds
methods of conducting business,

been a party to any action or decision of the board or management of the insurance entity,
which was detrimentd to the interests of the entity, and if gppropriate, its policy holders.

The individuas should aso have achieved a satisfactory outcome as a result of security and

finendd vetting:

a

Security vetting may be undertaken with the help of law enforcement agencies (usualy a
government or police anti-fraud authority), who will carry out their own investigations with
the rdevant authorities, to establish if there is any crimind record involving fraud, crimind
breach of trugt, forgery and other crimina offences, eg relating to dishonesty. Information
required of an Individud applicant, for the purposes of security and financid vetting, is
provided in Annex 1;

The supervisor in the country of origin of the busness operation should be contacted to
ascertain whether there are records of non-compliance, contravention of the statutory acts
and regulation, non-cooperation, industry misconduct, etc.

Financid vetting with the financid supervisory authorities may be undertaken. Such
information will demondrate whether there is any financid misconduct, improper conduct of
financid accounting with financid inditutions, bad loans, record of corruption activities or
whether the applicant has been judged to be a bankrupt.

| AlS—Insurance Fraud Subcommittee Guidancefor Fit & Proper Princiges
Approved in Cape Town on 10th October 2000 Page7 of 11



d. The supervisor may require that insurance entities have in place policies for saf-assessment
and may have reserve powers to remove unfit or improper individuas.

19.  If necessary, an interview could be conducted with the prospective gpplicant.

20.  Once an insurance entity is authorised, the supervisor should continue to take account of
performance of dl rdlevant individuas:

a imprudence in the conduct of business, or actions which have threatened the interests of
policy holders will reflect adversely on the competence and soundness of judgement of those
responsible;

b. falure by an insurance entity to conduct its business with integrity and professona skills will
reflect adversdy on the probity, competence, and soundness of judgement of those
respongble. This goplies whether the matters of concern have arisen from the way the
individuals responsible have acted or from their failure to act in an gppropriate manner;

C. asessment of the dgnificance of such actions or omissions should be a cumulative approach;
that is, the supervisor may judge that an individua does not fulfil the criterion on the basis of
severd ingances of such conduct which, if taken separately, might not have led to such a
concluson.

6.2 Corporate Institutions

21.  Corporate indtitutions are sometimes shareholders and or directors and officers (i.e. key
functionaries) in insurance entities. In these cases the test and evauation of fit and proper principles
should aso be applied to these indtitutions.

22.  Inthe broad test of fitness and probity for indtitutions, insurance supervisors should look for
evidence that the indtitutions meet a high sandard by reviewing the following:

a their financid soundness and strengths;

b. the nature and scope of their business,

C. the key functionaries,

d. the group structure (if applicable) and organisation chart.

23. Where necessary and where the corporate inditutions are regulated entities in another
jurisdiction the insurance supervisor should seek confirmation from the relevant regulators thet the
inditutions are in good standing in that other jurisdiction.
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Annex |

I nformation Required for the Purpose of Security and
Financial Vetting of an Individual

This annex contains a sdection of information that an insurance supervisor may ask for to be
submitted for assessment purposes. The annex is meant for guidance only and it is for the supervisor
concerned to select the appropriate questions. Local data protection laws of certain countries may
not permit some of the following information to be requested, retained or disclosed. In such
Stuaions, the supervisor should seek to obtain as much relevant information as is legaly permitted,
to enable ajudgement to be formed on the suitability of the individud for that position.

Name (and any previous names):

Private and business address (including any other private addresses within the last 15 years),
current telephone, fax and e-mail addresses:

Date and place of hirth:
Nationdity (and any previous naiondity):

Passport/identity card:

- Number:

- Date and place of issue:
- Isuing authority:

Name and address of bank:
- Account numbers and type of account:

- Deails of any loans or guarantees issued to or on behdf of the company in which the
applicant has a management or shareholding interest.

Family datus.
Details and dates of academic qudification:
Detalls and dates of professond quaification:

Description of the prospective position (including responshbilities) and proposed date of
commencement:

Working experience:

- Exiging and previous employers (covering the last 15 years):
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- Dealls of whether the applicant and / or his employers have been formaly supervised or
regulated

- Nature of employer’s busness

- Deggnation:
(including duties and responghilities)

- Date of gppointment:

- Dateof redgnation / departure:

- Reason for resgnation / departure.

- Deails of other busness interests in the last 15 years where the applicant has been a
working shareholder, director or controller.

Rdationship with the company and other third parties:-

- Details of shareholdings or voting powers in the company, related or third parties:

- Deailsof any busness relationships with the company, relaed or third parties:

- Details of any business rdaionship between the gpplicant’s former employers and the
company, related or third parties.

Full details on the gpplicant’ s reputation and character:-

- Whether the applicant has ever been declared bankrupt;

- Any convictions of any offence involving fraud or other dishonesty;

- Any disgudification of the gpplicant from acting as a director or in the management of any
company or organisation;

- Whether the gpplicant has ever been refused (or had revoked) a licence or authorisation
to carry on any regulated financid business,

Any censure or disciplinary action initiated by any governmentd, regulatory or professond
body;

Any dismissals from office or employment, subjection to disciplinary proceedings by the
applicant’s employer or been refused entry to any profession or occupation;

Any litigation with which the gpplicant has been involved over thelast 5 years,

Whether any governmenta, regulatory or professond body has ever investigated any
employer, company or organisation with which the gpplicant has been associated with as a
director, officer, manager or shareholder;

Whether any company or organisation with which the gpplicant was associated as a director,
officer, manager, shareholder or controller has ever been wound up, gone into receivership or
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ceased trading ether whilst the gpplicant was associated with it or within one year after the
applicant so ceased to be associated.
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1. | ntr oduction

1 Public disclosure of reliable and timely information facilitates the understanding by
prospective and existing policyholders and other market participants of the financial position
of insurers and the risks to which they are subject. This paper provides guidance for public
disclosures by insurance companies. It recognizes that supervisors have arole in encouraging
companies to make effective disclosure.

2. Supervisors are concerned with maintaining efficient, fair, safe, and stable insurance
markets for the benefit and protection of policyholders. This paper recognizes that risk
disclosure is critical to the operation of a sound market. When provided with appropriate
information that allows them to assess an insurer’s activities and the risks inherent in those
activities, markets can act efficiently, rewarding those companies that manage risk effectively
and penalizing those that do not. This is often referred to as market discipline. It serves as an
adjunct to supervision.

3. When insurers become insolvent, policyholders may suffer. There have been cases
where expected payments from insurers were reduced, even when policyholder protection
schemes are in place. Public disclosure provides consumers with information for making
judgments about insurers before entering into contracts.

4. Individual policyholders do not always have the ability or resources to assess insurers
financial stability and understand insurer disclosures. This paper recognizes that other market
participants, such as shareholders, equity analysts, insurance agents and brokers, rating
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agencies and the news media help individual policyholders monitor insurer activities; albeit,
their role and involvement varies both by country and within country by type of insurance
product.

5. Regular disclosure can facilitate the smooth functioning of the markets. For example,
timely public disclosure can reduce the severity of market disturbances because market
participants are informed on a more ongoing basis and therefore are not as likely to overreact
to information about current conditions. If disclosure of negative information about an insurer
is sudden, it could cause policyholders to surrender their contracts in panic. Such action could
further worsen the financial position of the insurer.

6. Markets require a higher level of disclosure about insurance companies than that
applied to other companies because of the inherent uncertainties in the industry. These
inherent uncertainties are natural in the insurance industry because of the unusual and inverse
nature of an insurance contract: a policyholder paying regular or single premiums in exchange
for an uncertain benefit of a sometimes uncertain amount at a sometimes uncertain point of
time in the future. Because of these inherent uncertainties, thereis

o a higher degree of estimation particularly as regards liabilities, than for other general
business industries;

o the possibility of systemic underestimation (or overestimation) of liabilities
(e.g. asbestosis experience); and

° asignificant time lag between estimation and crystallisation of liabilities.

7. Insurers have a long tradition of estimation based on actuarial techniques. The
underlying assumptions should be disclosed so that others can understand how they arrive at
these estimations.

8. Greater disclosure entails increased costs, which may be direct or indirect. For
example, companies may experience a competitive disadvantage from increased disclosure of
proprietary information. These costs must be weighed against the potential benefits of
increased disclosure required by any standards.

0. The insurance industry is becoming increasingly international. However,
comparability of financial information across countriesis difficult to achieve since accounting
policies, practices and procedures differ considerably. Even within a country, insurance
accounting policies, practices and procedures may differ from those used by other enterprises.
Therefore, it is necessary to disclose accounting policies so that the financial information can
be properly understood and interpreted.

10.  Itisrecognized that the development of the insurance market varies widely around the
world. Some IAIS members insurance industries are less developed than those of other
members. The level of disclosure should reflect the developmenta state of the industry and
the overall balance of products and markets. More sophisticated markets with more complex
products will generally require more disclosure. Further, while comprehensive disclosure is a
goal, the speed of implementation may vary by country as members balance the need to
allocate resources towards implementing prudential, supervisory reporting vs. enhancing
public disclosure.
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Scope of paper

11.  This paper provides guidance for public disclosure by insurers to enable market
participants to understand an insurer’s current financial condition and future viability. This
information helps market participants assess an insurer’s prospective ability over both the
short and long term:

o to meet claims, liabilities and other obligations as they fall due; and
o to provide a return on investment to its stakeholders, including any shareholders and
participating (with-profits) policyholders.

12.  This paper does not propose any obligations for supervisors to disclose information
that may be in their possession. The purpose of this paper is to provide guidance for public
disclosures by insurance companies. The supervisor has an important role in encouraging
companies to make effective disclosure. Nonetheless, this paper also recognizes that the
insurance supervisors in many jurisdictions do not control the disclosure requirements, and
that the responsibility for ensuring such disclosure may not rest with the insurance supervisor.

13. A captive insurer is not subject to the same market forces as commercial insurance
companies. This paper does not apply to captive insurers. Nonetheless, supervisors are free to
decide whether or not to apply the guidance in this paper to captives.

2. Quality of disclosure

14.  Insurers should publicly disclose information that is:
relevant to decisions taken by market participants;
timely so as to be available and up-to-date at the time those decisions are made;

accessible without undue expense or delay by the market participants;

o 0o T o

comprehensive and meaningful so as to enable market participants to form a well-
rounded view of the insurer;

reliable as a basis upon which to make decisions;

o)

comparable between different insurers and other companies; and
g. consistent over time so as to enable relevant trends to be discerned.

a. Relevance

15. Information is relevant where it is material. Information is material if there is a
substantial likelihood that a market participant would consider it important in making a key
decision. Typically, the key decisions are whether to insure risks with, invest in or effect other
transactions with an insurer.
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b. Timeliness

16. Information should be provided with sufficient frequency and timeliness to give a
meaningful picture of the insurer. Timeliness requires insurers to report material information
as soon as practicable after they become aware of it. In some circumstances, this will require
ad hoc intra-period reporting.

17.  The requirement for timeliness needs to be balanced against that for reliability.
Disclosure of information may be delayed for a short period to allow for proper verification,
but only where such delay would not significantly disadvantage users.

C. Accessibility

18.  Information should be disseminated in ways best designed to bring it to the attention
of market participants, but taking into account the relative costs of different methods of
dissemination. Disclosure through electronic channels (e.g. internet) should be strongly
encouraged.

d. Comprehensiveness

19. Information should be sufficiently comprehensive to enable market participants to
form a well-rounded view of an insurer’s financial condition and performance, business
activities, and the risks related to those activities. In order to achieve this, information should
be:

o sufficiently well-explained so that it is meaningful to areader who is well-informed as
to the inherent nature of insurance business but has no particular knowledge of the
insurer except as derived from public disclosures,

o complete so that it covers al material circumstances of an insurer and, where relevant,
those of the group of which it isa member; and

o both appropriately aggregated so that a proper overall picture of the insurer is
presented and sufficiently disaggregated so that the effect of distinct material items
may be separately identified.

20.  Disclosureis not required where the information is not material.

e.  Rdiability

21.  Information should faithfully represent that which it purports to represent, or could
reasonably be expected to represent. In particular, it should, so far as practicable, reflect the
economic substance of events and transactions as well as their legal form. Where the
economic substance of an event or transaction is inconsistent with its legal form, the former
should prevail. It should be verifiable, neutral (that is free from material error or bias) and
complete in all material respects. Completeness is important since an omission can cause
information to be false or misleading. Information that is audited may have increased
reliability.
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22. In many instances, insurers may have to balance the interests of reliability against
those of relevance and timeliness. For example in some long-tail classes of insurance realistic
projections as to the ultimate cost of incurred claims are highly relevant but, due to inherent
uncertainties, not always fully reliable. Given the long-term nature of some insurance risks,
reliability is a challenge. Expectations need to be managed so the market maintains a healthy
scepticism of the reliability of the information disclosed.

f. Compar ability

23. So far as practicable, information should be presented in accordance with any
applicable generally accepted national and international standards and practices so as to aid
comparisons between insurers. At present there are few, if any, applicable international
standards for disclosure athough important standards are under development.* Similarly
national standards are at different stages of development in different jurisdictions but even in
their more advanced forms do not purport to be fully prescriptive for al circumstances. It is
important therefore that the methods and assumptions used in preparing the information are
themselves adequately disclosed. While this will assist financial statement users in
interpreting the information, it is recognized that, until international standards are developed
and adopted uniformly, true comparability cannot be achieved.

g. Consistency

24.  In order to assist in the identification of trends over time, an insurer should use
methods and assumptions in the preparation of information which are consistent from period
to period and disclose these. Where changes in methods and assumptions are made, the nature
of such changes, and their effects, should be disclosed. Information should also be presented
so as to facilitate the identification of patterns of development over time including providing
comparative or corresponding figures from previous periods (e.g. by presenting loss
triangulations).

3. What should be disclosed

25.  Publicinformation should at least include descriptions of:
financial position;

b. financia performance;

C. risk exposures and how they are managed,

The International Accounting Standards Board is charged with developing international accounting
standards. IAS 1 defines overall considerations for financial statements generally (e.g. fair presentation,
consistency, materiality and aggregation, etc.) and the minimum structure and content of the four basic
financial statements (balance sheet, income statement, cash flow statement, and statement showing changes
in equity.) IASB is currently working on a set of standards specifically for insurance contracts. For additional
information, see www.iasc.org.uk.
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a.

26.

the basis, methods and assumptions upon which information is prepared including the
accounting policies (and comments on and the economic impact of any changes); and

basic business, management and corporate governance information.

Financial position

Information about the financial position of an insurer is useful in forming aview as to

its ability to meet obligations and provide a return on investment to stakeholders, including
participating (with-profits) policyholders. Such information includes descriptions of the
nature and amounts of assets, liabilities and capital.

27.  For assets the description might usefully include, where relevant:

o segmentation of the investment portfolio according to well-defined investment
categories,

) the extent of the insurer’s reliance on assets of a particular class or market sector, or
from a particular counterparty;

o the bases and assumptions upon which assets are valued (measured);

o use of derivatives and the effect on the economic position of the investment portfolio;

o their appropriateness as a match for liabilities, including their ability to be realised
(reflecting both credit quality and liquidity) and their duration;

o whether assets are pledged or have restrictions on their use (e.g. pledged as collateral
or held in a participating fund); and

. the change in investments during the reporting period;

28.  Similarly for liabilitiesit might, where relevant, include:

. the amount, timing and nature of liabilities, including contingent and prospective
liabilities;

o the bases and assumptions upon which provisions for liabilities (including technical
provisions) aswell as other liabilities are valued (measured);

o segmentation of technical provisions according to lines of business and by category
(e.g. provisions for premiums, provisions for claims);

o presentation of technical provisions both gross and net of reinsurance;

o use of derivatives and the effect on the economic position of the liabilities;

o statement of changes in the technical provisions (on a gross and net basis); and

o where the amount or timing of material liabilities is uncertain, the nature of that
uncertainty and the circumstances in which the liability might crystallise or fall due
earlier or later than expected or assumed.

29.  Andfor capital, it might include:
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o regulatory capital or solvency margin required;
o the amounts of the components and structure of capital; and

o the quality of capital, including any rights of redemption or entitlements to fixed or
cumulative dividends or interest.

b. Financial performance

30. Information on an insurer’s financia position alone is insufficient to enable market
participants to take a prospective view of its ability to meet its obligations and provide a
return on investment. That ability is determined by the insurer’s financial position at the time
the obligation falls due or the investment matures. This depends on both its current financia
position and future financial performance.

31.  Public disclosure of past financial performance, including in particular profitability
and its variability over time, helps market participants to assess possible outcomes for future
performance. However, as there are always reasons why the past is an imperfect predictor of
the future, it is important that information on past financial performance is supplemented by
information on present and prospective risk exposures, risk management strategies and
practices, investment strategies, and basic business, management and corporate governance
information.

32. Information on past financial performance includes information on the sources, and
amounts, of income and expenditure and of cash flows. Relevant information might include:

o statements of profit and loss (including the technical underwriting account gross and
net of reinsurance by broad lines of business) and of cash flows and key ratios derived
from them including comparisons of earnings to capital employed and business
volumes;

o statement of changes in equity showing gains and losses recognized directly in equity
as well as capital transactions with and distributions to shareholders, and profit-
sharing with policyholders;

o segmental reporting by material business line and geographical area including the
technical underwriting account (gross and net of reinsurance) and historical patterns of
claims development (‘triangulations’);

o returns on different categories of investments; and

o management’ s discussion and analysis of financial performance.

33.  Within the statements of profit and loss and of cash flows and the segmental reporting,
it is often helpful to market participants for insurers to:

o describe the nature and sources of income, expenditure and cash flows so as to help
market participants form aview as to the quality and, in particular, potential volatility
and sustainability of earnings;

o disclose amounts both gross and net of reinsurance so that the impact of reinsurance
protections may be understood;
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o report both claims incurred and paid so that changes in the pattern of claims settlement
may be more readily identified; and

o identify the impact of acquisitions and lines of business discontinued during the
reporting period so that trends may be more clearly discerned and the sustainability of
earnings better understood.

34. Segmented reporting helps market participants understand the contribution of
individual business lines/geographic segments to financial performance and to make
comparisons between insurers. It alows market participants to assess the extent of
diversification and exposure to high-risk business lines or geographical areas (e.g. exposure to
areas prone to natural catastrophes or to liability insurancein litigious jurisdictions).

35. Management has a detailed knowledge of the business that outsiders cannot have.
Therefore management can greatly assist market participants by discussing:

o the main factors that influenced an insurer's financial performance during the
reporting period;
o differences in performance as compared to prior periods and to prior disclosed

forecasts/projections ; and

o factors which they believe will have a significant influence on the insurer’s future
financia performance.

36. In particular the discussion might usefully identify past and prospective material
changesin:

o underwriting strategy, including the channels of distribution of business;
o the nature, frequency and severity of claims;
o the potential for aggregation of claims from the same occurrence or series of

occurrences arising from the same originating cause;

o the nature, level and collectability of reinsurance protections and the bases and
assumptions used for setting technical provisions; and

o returns on different categories of investments.
C. Risk exposures and how they are managed
37. Disclosures on risk exposures, including strategies for managing risk and the

effectiveness of those strategies, help market participants to assess an insurer’s stability and
viability including:

o the sengitivity of its earnings to potential changesin circumstances,

o whether returns are appropriate for the level of risk it has assumed; and

o ultimately its ability in times of stress to meet obligations and provide a return on
investment.
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38.  Risk areasrelevant to public disclosure typically might include:?

o technical risks (liability risks): i.e. various kinds of risk which are directly or
indirectly associated with the technical or actuarial bases of calculation for premiums
and technical provisions in both life and non-life insurance, as well as risks associated
with operating expenses and excessive or uncoordinated growth;

o investment risks (asset risks): i.e. various kinds of risk which are directly or
indirectly associated with the insurers asset management; and

o non-technical risks: i.e. various kinds of risk which cannot in any suitable manner be
classified as either technical risks or investment risks.

39. Indiscussing each risk area, an insurer should present sufficient qualitative and, where
relevant and available, quantitative information to help market participants understand the
nature of material exposure to risk, how it is managed and its potential impact. Special care
needs to be taken to ensure that disclosures on risk are meaningful because risk exposures can
change very quickly and strategies for dealing with risk have become more sophisticated, and
thus more difficult to explain. Disclosures might usefully include descriptions of:

o the insurer’s overall risk management philosophy and policy, including its risk
appetite;

o how risks arise;

o how risks are managed and controlled;

o whether and how reinsurance, derivatives, securitisation and alternative risk transfer or

mitigation mechanisms are used to manage risk; and

o how sensitive the risk measures disclosed are to changes in assumptions.

d. How information isprepared

40.  So that public disclosure is meaningful to market participants, it should include an
adequate description of how information is prepared, including methods applied and
assumptions used. Such disclosure of methods and assumptions also assists market
participants to make comparisons between insurers. Accounting and actuarial policies,
practices and procedures differ not only between countries but also between insurers within
the same country. Meaningful comparisons can thus only be made where there is adequate
disclosure of how information is prepared. Similarly meaningful comparisons from one
reporting period to another can only be made if the reader is informed how the methods and
assumptions of preparation have changed and, if practicable, the impact of that change.

e. Basic business, management and cor por ate gover nance infor mation

41. In order to help them evaluate public disclosures on financial position, financia
performance and on risk and its management, market participants need fundamental

2 Definitions from paragraph 5.2.5 of the |AIS Sub-Committee on Solvency and Actuarial Issues’ |ssues Paper

“On Solvency, Solvency Assessments and Actuarial Issues’ dated 15 March 2000.
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information about an insurer’s business, management and corporate governance. Such
information helps market participants assess an insurer’s efficiency and overall strength,
future prospects and ability to respond to change.

42.

Relevant disclosures might include:

the insurer’s position within the market in which it competes, its strategy and its
progress toward achieving its strategic objectives,

the board structure (e.g. the size of the board, the board committees and membership),
senior management structure (i.e. responsibilities and reporting lines), the incentive
structure (i.e. how compensation for executive and staff is set and the amounts of that
compensation) and the overall corporate culture;

the legal entity and lines of business structure of the insurer itself and, where
applicable, of the group of which it is a member, including the organizational structure
of the group, and material transactions between the insurer and related firms or
individuals;

the structure of ownership;

significant strategic alliances and outsourcing arrangements entered into by the insurer
with third parties;

information regarding the future potential of identifiable intangible assets (e.g. capital
expenditures on research and development, intellectual capital, new product
development, training, and reputation); and

the regulatory framework (e.g. the insurer must meet the specified standards of the
regulator).
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1. Introduction

1. The insurance sector' and other sectors of the financial services industry are
potentially at risk of being misused for money laundering and the financing of terrorism.
Criminals look for ways of concealing the illegitimate origin of funds. Persons involved in
organising terrorist acts look for ways to finance these acts. The products and transactions of
insurers can provide the opportunity to launder money or to finance terrorism.

2. Although its vulnerability is not regarded by the International Association of Insurance
Supervisors (IAIS?) to be as high as for other sectors of the financial industry, the insurance
sector is a possible target for money launderers and for those seeking resources for terrorist
acts or for ways to process funds to accomplices. Insurers can be involved, knowingly or
unknowingly, in money laundering and the financing of terrorism. This exposes them to legal,
operational and reputational risks.® The insurance sector should therefore take adequate
measures to prevent its misuse by money launderers and terrorists, and should address
possible cases of money laundering and terrorist financing forthwith.

3. The IAIS has given anti-money laundering (AML) and combating the financing of
terrorism (CFT) high priority. In October 2003 the IAIS approved and issued the Insurance
core principles and methodology, which revised the core principles for the supervision of

1 The insurance sector includes insurers, reinsurance companies and intermediaries. The word “intermediaries” shall, in the context of this
paper, mean agents, brokers and any other form of mediation or delegation of authority on behalf of an insurer.

2 All abbreviated terms are defined in the list of abbreviations in Appendix D.

3 Legal risk: the possibility that lawsuits, adverse judgements or contracts that turn out to be unenforceable disrupt or adversely affect the
operations or condition of an insurer. Reputational risk: the potential that adverse publicity regarding an insurer’s business practices and
associations, whether accurate or not, will cause a loss of confidence in the integrity of the institution. Operational risk: the risk arising from

failure of systems, internal procedures and controls leading to financial loss. Operational risk also includes custody risk.
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insurers. Compliance with the Insurance Core Principles is required for a supervisory system
to be effective. In accordance with Insurance Core Principle 28 (see appendix B) the
Recommendations of the Financial Action Task Force on Money Laundering (FATF)
applicable to the insurance sector and to insurance supervision must be satisfied to reach
this objective.

4, In June 2003 the FATF adopted a revised set of Forty Recommendations on
AML/CFT, having adopted VIII Special Recommendations on Terrorist Financing to combat
the financing of terrorism” in October 2001.

5. The IAIS considers the FATF Forty Recommendations 2003 on Money Laundering
and the FATF VIII Special Recommendations on Terrorist Financing to be the international
standards in the field of AML/CFT for insurance supervisors and the insurance sector.
According to FATF Recommendation 25 the “competent authorities [of each jurisdiction]
should establish guidelines, and provide feedback which will assist financial institutions and
designated non-financial businesses and professions in applying national measures to
combat money laundering and terrorist financing, and in particular, in detecting and reporting
suspicious transactions”.

6. In light of the FATF Recommendations, the IAIS considers there is need for specific
guidance for insurance supervisors and the insurance sector. This guidance paper is
intended to provide such guidance and aims at tailoring the existing AML/CFT standards to
the specific practices and features of the insurance sector.

7. The FATF Recommendations are applicable to the underwriting and placement of life
insurance and other investment related insurance. This paper applies at a minimum to those
insurers and intermediaries offering life insurance products or other investment related
insurance.

8. The IAIS is concerned to ensure that the potential risks to types of insurance other
than life insurance (non-life insurance and reinsurance) are also considered by insurance
supervisors and insurers. Jurisdictions or the supervisor could decide to extend AML/CFT
policies and guidance beyond the scope of the FATF Recommendations on the basis of a
thorough analysis of the risk of money laundering or financing of terrorism for these other
types of insurance. In the case of such a decision the regulator and/or supervisor concerned
should determine the appropriate policies and guidance as described in this paper to
adequately cover the risks involved. This does not imply that the full set of measures
presented in this paper should be implemented in these cases. Where a
jurisdiction/supervisor chooses to expand its AML/CFT policies and regulation to include non-
life insurance and/or reinsurance, this paper offers a range of measures and procedures from
which the jurisdiction/supervisor can determine the most effective. The type and extent of
these policies and guidance imposed should be appropriate, having regard to these risks and
the size of the business.

9. The same principles that apply to insurers should generally apply to insurance
intermediaries.

10. Each insurance supervisor should consider whether to issue this guidance paper
and/or its own guidance, at least equivalent to the standards in this paper, to insurers in its
own jurisdiction. Each supervisor is responsible for issuing appropriate AML/CFT guidance.

4 These recommendations can be found on the FATF website (www.fatf-gafi.org). FATF Recommendations 4-6, 8-11, 13-15, 17, 21-23, 25,
29-32 and 40 as well as Special Recommendations 1V, V, VIl and the AML/CFT Methodology are specifically of importance for insurers and

insurance supervisors.
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11. This guidance paper is structured as follows:

e Sections 2 and 3 constitute a risk-based approach regarding the combating of money
laundering and the financing of terrorism in the insurance sector.

e Section 2 explains the risk of money laundering and the financing of terrorism starting
with a general description of the process of money laundering and the financing of
terrorism and then explaining in more detail how this could be effected through the
various types of insurance.

e Section 3 presents a set of measures and procedures to control the risks described in
section 2. Section 3 discusses in more detail:

- elements of customer due diligence (CDD)
- reporting of suspicion
- measures affecting the organisation and staff of the insurer.

e Section 4 is addressed to supervisors and deals with their application of the Insurance
Core Principles, including the monitoring of compliance by insurers with AML/CFT
standards and cooperation by supervisors with other organisations involved in AML/CFT.
This section is specifically addressed to supervisors.

2.  Money laundering and financing of terrorism in insurance

The process of money laundering and financing of terrorism

12. Money laundering is the processing of the proceeds of crime to disguise their illegal
origin. Once these proceeds are successfully ‘laundered’ the criminal is able to enjoy these
monies without revealing their original source. Money laundering can take place in various
ways. Information on possible trends and techniques used by money launderers is collected
by the FATF in the course of its annual typology exercise.

13. Financing of terrorism can be defined as the wilful provision or collection, by any
means, directly or indirectly, of funds with the intention that the funds should be used, or in
the knowledge that they are to be used, to facilitate or carry out terrorist acts. Terrorism can
be funded from legitimate income.

Vulnerabilities in insurance

14. Life insurance and non-life insurance can be used in different ways by money
launderers and terrorist financiers. The vulnerability depends on factors such as (but not
limited to) the complexity and terms of the contract, distribution, method of payment (cash or
bank transfer) and contract law. Insurers should take these factors into account when
assessing this vulnerability. This means they should prepare a risk profile of the type of
business in general and of each business relationship.

15. Examples of the type of life insurance contracts that are vulnerable as a vehicle for
laundering money or terrorist financing are products, such as:

e unit-linked or with profit single premium contracts
e single premium life insurance policies that store cash value
e fixed and variable annuities

5 More information on typologies can be found on the website of the FATF (www.fatf-gafi.org).
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e (second hand) endowment policies.

16. When a life insurance policy matures or is surrendered, funds become available to
the policyholder or other beneficiaries. The beneficiary to the contract may be changed —
possibly against payment — before maturity or surrender, in order that payments are made by
the insurer to a new beneficiary. A policy might be used as collateral to purchase other
financial instruments. These investments in themselves may be merely one part of a
sophisticated web of complex transactions with their origins elsewhere in the financial
system.

17. Non-life insurance money laundering or terrorist financing can be seen through
inflated or totally bogus claims, e.g. by arson or other means causing a bogus claim to be
made to recover part of the invested illegitimate funds. Other examples include cancellation
of policies for the return of premium by an insurer’s cheque, and the overpayment of
premiums with a request for a refund of the amount overpaid. Money laundering can also
occur through under-insurance, where a criminal can say that he received compensation for
the full amount of the damage, when in fact he did not.

Examples of how terrorism could be facilitated through property and casualty coverage,
include use of worker's compensation payments to support terrorists awaiting assignment
and primary coverage and trade credit for the transport of terrorist materials. This could also
imply breach of regulations requiring the freezing of assets.

18. Money laundering and the financing of terrorism using reinsurance could occur either
by establishing fictitious (re)insurance companies or reinsurance intermediaries, fronting
arrangements and captives, or by the misuse of normal reinsurance transactions. Examples
include:

o the deliberate placement via the insurer of the proceeds of crime or terrorist funds with
reinsurers in order to disguise the source of funds

e the establishment of bogus reinsurers, which may be used to launder the proceeds of
crime or to facilitate terrorist funding

o the establishment of bogus insurers, which may be used to place the proceeds of crime
or terrorist funds with legitimate reinsurers.

19. Insurance intermediaries — independent or otherwise — are important for distribution,
underwriting and claims settlement. They are often the direct link to the policyholder and
therefore intermediaries should play an important role in anti-money laundering and
combating the financing of terrorism. The FATF Recommendations allow insurers, under
strict conditions, to rely on customer due diligence carried out by intermediaries. The same
principles that apply to insurers should generally apply to insurance intermediaries. The
person who wants to launder money or finance terrorism may seek an insurance
intermediary who is not aware of, or does not conform to, necessary procedures, or who fails
to recognise or report information regarding possible cases of money laundering or the
financing of terrorism. The intermediaries themselves could have been set up to channel
illegitimate funds to insurers. In addition to the responsibility of intermediaries, customer due
diligence ultimately remains the responsibility of the insurer involved.®

20. Specific cases and examples of money laundering involving insurance are included in
more detail in appendix C to this paper.

6 See FATF Recommendation 9
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3. Control measures and procedures against money laundering
and financing of terrorism

21. This section is structured as follows. After an introduction of the duty of vigilance:

e paragraphs 25-83 contain a description of the customer due diligence process

e paragraphs 84-88 describe measures and procedures for the reporting of suspicious
transactions, and

e paragraphs 89-112 provide the arrangements that need to be made to the organisation of
the insurer with respect to risk management, record keeping, screening and the training
of staff.

The paragraphs on customer due diligence provide measures and procedures on:

CDD in general and the link with the overall and client’ acceptance policies of the insurer

CDD when establishing a business relationship

timing of identification and verification

CDD in the course of the business relationship

the methods of identification for individuals and for companies, partnerships and other

institutions/arrangements

e enhanced CDD for higher risk customers and non-cooperative countries and territories
(NCCTs) (including bearer policies, viatical arrangements, politically exposed persons
(PEP) and new technologies)

¢ simplified CDD, and

¢ reliance on intermediaries and third parties.

22. Insurers should be constantly vigilant in deterring criminals from making use of them
for the purposes of money laundering or the financing of terrorism. By understanding the
risks of money laundering and the financing of terrorism, insurers are in a position to
determine what can be done to control these risks, and which procedures and measures can
be implemented effectively and efficiently.

23. For reasons of sound business practice and proper risk management insurers should
already have controls in place to assess the risk of each business relationships. As customer
due diligence is a business practice suitable not just for commercial risk assessment and
fraud prevention® but also to prevent money laundering and the financing of terrorism, control
measures should be linked to these existing controls. The concept of customer due diligence
goes beyond the identification and verification of only the policyholder — it extends to
identification of the potential risks of the whole business relationship.

24, The duty of vigilance consists mainly of the following elements:

e customer due diligence, including underwriting checks and verification of identity

e recognition and reporting of suspicious customers/transactions, and

e provisions affecting the organisation and the staff of the insurer, such as a compliance
and audit environment, keeping of records, the recruitment of staff and training.

7 The term “client” in this paper refers to customers and beneficial owner unless a different meaning follows from the wording or context of the
paragraphs involved.
8 See ICP 27 on Fraud
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Performing due diligence on customers, beneficial owners and beneficiaries

25. Insurers should know the customers® with whom they are dealing. A first step in
setting up a system of customer due diligence is to develop clear, written and risk based
client acceptance policies and procedures, which among other things concern the types of
products offered in combination with different client profiles. These policies and procedures
should be built on the strategic policies of the board of directors of the insurer, including
policies on products, markets and clients.

26. The insurer's strategic policies will determine its exposure to risks such as
underwriting risk, reputational risk, operational risk, concentration risk'® and legal risk. After
determining the strategic policies, client acceptance policies should be established, taking
account of risk factors such as the background and geographical base of the customer
and/or beneficial owner™ and the complexity of the business relationship (see paragraph 31
for other factors). This is why — as indicated above — control measures and procedures with
respect to AML/CFT should be an integral part of the overall customer due diligence.

27. Insurers should be aware that, for example, they are more vulnerable to money
laundering if they sell short term coverage by means of a single premium policy than if they
sell group pensions to an employer with annuities to be paid after retirement. The former is
more sensitive to money laundering and therefore calls for more intensive checks on the
background of the client and the origin of the premium than the latter. Insurers should also be
aware of requests for multiple policies to be taken out for premiums slightly below any
publicised limits for performing checks, such as checks on the source of wealth.

28. Customer due diligence measures that should be taken by insurers include:*?

¢ identifying the customer and verifying that customer’s identity using reliable, independent
source documents, data or information

e determining whether the customer is acting on behalf of another person, and then taking
reasonable steps to obtain sufficient identification data to verify the identity of that other
person

¢ identifying the (ultimate) beneficial owner, and taking reasonable measures to verify the
identity of the beneficial owner such that the insurer is satisfied that it knows who the
beneficial owner is. For legal persons and arrangements insurers should take reasonable
measures to understand the ownership and control structure of the customer

e obtaining information on the purpose and intended nature of the business relationship
and other relevant factors

e conducting ongoing due diligence on the business relationship and scrutiny of
transactions undertaken throughout the course of that relationship to ensure that the
transactions being conducted are consistent with the insurer’'s knowledge of the customer
and/or beneficial owner, their business and risk profile, including, where necessary, the
source of funds.

9 Under normal conditions the term ‘customer’ refers to ‘policyholder’.

10 Concentration risk: the risk that too much business is being conducted with persons or corporations belonging to the same conglomerate,
group or geographical area.

11  According to the FATF Recommendations beneficial owner “refers to the natural person(s) who ultimately owns or controls a customer
and/or the person on whose behalf a transaction is being conducted. It also incorporates those persons who exercise ultimate effective
control over a legal person or arrangement.” For the purposes of this paper the expression ‘beneficial owner’ applies to the owner/controller
of the policyholder as well as to the beneficiary to the contract.

12 FATF Recommendation 5
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29. The extent and specific form of these measures may be determined following a risk
analysis based upon relevant factors including the customer, the business relationship and
the transaction(s). Enhanced due diligence is called for with respect to higher risk categories.
Decisions taken on establishing relationships with higher risk customers and/or beneficial
owners should be taken by senior management. Subject to national legal requirements
insurers may apply reduced or simplified measures in the case of low risk categories.

30. Prior to the establishment of a business relationship, the insurer should assess the
characteristics of the required product, the purpose and nature of the business relationship
and any other relevant factors in order to create and maintain a risk profile of the customer
relationship. Based on this assessment, the insurer should decide whether or not to accept
the business relationship. As a matter of principle, insurers should not offer insurance to
customers or for beneficiaries that obviously use fictitious names or whose identity is kept
anonymous.

31. Factors to consider when creating a risk profile, which are not set out in any particular
order of importance and which should not be considered exhaustive, include (where
appropriate):

¢ type and background of customer and/or beneficial owner

¢ the customer’s and/or beneficial owner’s geographical base

e the geographical sphere of the activities of the customer and/or beneficial owner

¢ the nature of the activities

o the means of payment as well as the type of payment (cash, wire transfer, other means
of payment)

e the source of funds

¢ the source of wealth

o the frequency and scale of activity

¢ the type and complexity of the business relationship

e whether or not payments will be made to third parties

e whether a business relationship is dormant

e any bearer arrangements

e suspicion or knowledge of money laundering, financing of terrorism or other crime.

32. The requirements for customer due diligence should apply to all new customers as
well as — on the basis of materiality and risk — to existing customers and/or beneficial owners.
As to the latter the insurer should conduct due diligence at appropriate times.*® In insurance,
various transactions or ‘trigger events’ occur after the contract date and indicate where due
diligence may be applicable. These trigger events include claims notification, surrender
requests and policy alterations, including changes in beneficiaries (see also paragraph 47).

33. The requirement for an insurer to pay special attention to all complex, unusually large
transactions, and all unusual patterns of transactions, which have no apparent economic or
visible lawful purpose is essential to both the establishment of a business relationship and to
ongoing due diligence. The background and purpose of such transactions should, as far as
possible, be examined, the findings established in writing, and be available to help
competent authorities and auditors.'* In this respect “transactions” should be interpreted in a
broad sense, meaning inquiries and applications for an insurance policy, premium payments,
requests for changes in benefits, beneficiaries, duration, etc.

13 FATF Recommendation 5
14 FATF Recommendation 11
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34. In the event of failure to complete verification of any relevant verification subject or to
obtain information on the purpose and intended nature of the business relationship, the
insurer should not conclude the insurance contract, perform the transaction, or should
terminate the business relationship. The insurer should also consider making a suspicious
transaction report (STR) to the financial intelligence unit (FIU).*

Establishing a business relationship

35. Before an insurance contract is concluded between customer and insurer there is
already a pre-contractual business relationship between these two and possibly other
parties. After a policy is taken out:

e the insurer covers a certain risk described in the contract and policy conditions

e certain transactions may take place such as premium payments, payments of advance or
final benefits, and

e certain events may occur such as a change in cover or a change of beneficiaries.

36. The insurer will need to carefully assess the specific background, and other
conditions and needs of the customer. This assessment is already being carried out for
commercial purposes (determining the risk exposure of the insurer and setting an adequate
premium) as well as for reasons of active client management. To achieve this, the insurer will
collect relevant information, for example details of source of funds, income, employment,
family situation, medical history, etc. This will lead to a customer profile which could serve as
a reference to establish the purpose of the contract and to monitor subsequent transactions
and events.

37. The insurer should realise that creating a customer profile is also of importance for
AML/CFT purposes and therefore for the protection of the integrity of the insurer and its
business.

38. In addition, the beneficial owner should also be identified and verified. For the
purposes of this guidance paper the expression beneficial owner applies to the
owner/controller of the policyholder as well as to the beneficiary to the contract.

39. With regard to reinsurance, due to the nature of the business and the lack of a
contractual relationship between the policyholder and the reinsurance company, it is often
impractical or impossible for the reinsurer to carry out verification of the policyholder or the
beneficial owner. Therefore, for reinsurance business reinsurers should only deal with ceding
insurers (1) that are licensed or otherwise authorised to issue insurance policies and (2)
which have warranted or otherwise confirmed that they apply AML/CFT standards at least
equivalent to those in this guidance paper, provided there is no information available to the
contrary for instance from FATF and trade associations or from the reinsurers’ visits to the
premises of the insurer.

40. When the identity of customers and beneficial owners with respect to the insurance
contract has been established the insurer is able to assess the risk to its business by
checking customers and beneficial owners against internal and external information on
known fraudsters or money launderers (possibly available from industry databases) and on
known or suspected terrorists (publicly available on sanctions lists such as those published
by the United Nations). The IAIS recommends that insurers use available sources of
information when considering whether or not to accept a risk. Identification and subsequent

15 See paragraphs 84-88
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verification will also prevent anonymity of policyholders or beneficiaries and the use of
fictitious names.*®

Timing of identification and verification

41. In principle identification and verification of customers and beneficial owners should
take place when the business relationship with that person is established.!” This means that
(the owner / controller of) the policyholder needs to be identified and their identity verified
before, or at the moment when, the insurance contact is concluded. Valid exceptions are
mentioned in the following paragraphs.

42. Identification and verification of the beneficiary may take place after the insurance
contract has been concluded with the policyholder, provided the money laundering risks and
financing of terrorism risks are effectively managed. However, identification and verification
should occur at or before the time of payout or the time when the beneficiary intends to
exercise vested rights under the policy.*®

43. Where a policyholder and/or beneficiary is permitted to utilise the business
relationship prior to verification, financial institutions should be required to adopt risk
management procedures concerning the conditions under which this may occur. These
procedures should include measures such as a limitation of the number, types and/or
amount of transactions that can be performed and the monitoring of large or complex
transactions being carried out outside the expected norms for that type of relationship.
Where the insurer has already commenced the business relationship and is unable to comply
with the verification requirements it should terminate the business relationship and consider
making a suspicious transaction report.

44, Examples of situations where a business relationship could be used prior to
verification are:

e group pension schemes

e non-face-to-face customers

e premium payment made before the application has been processed and the risk
accepted, and

e using a policy as collateral.

45, In addition, in the case of non-face-to-face business verification may be allowed after
establishing the business relationship. However, insurers must have policies and procedures
in place to address the specific risks associated with non-face-to-face business relationships
and transactions™ (see paragraphs 71-73).

Transactions and events in the course of the business relationship

46. The insurer should perform ongoing due diligence on the business relationship. In
general the insurer should pay attention to all requested changes to the policy and/or
exercise of rights under the terms of the contract. It should assess if the change/transaction
does not fit the profile of the customer and/or beneficial owner or is for some other reason
unusual or suspicious. Enhanced due diligence is required with respect to higher risk

16 FATF Recommendation 5
17 FATF Recommendation 5
18 Interpretative Note no 6 to FATF Recommendation 5
19 FATF Recommendation 8
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categories. The CDD program should be established in such a way that the insurer is able to
adequately gather and analyse information.

47. Examples of transactions or trigger events after establishment of the contract that
require CDD are:

e a change in beneficiaries (for instance, to include non-family members, or a request for
payments to be made to persons other than beneficiaries)

e a changelincrease of insured capital and/or of the premium payment (for instance, which

appear unusual in the light of the policyholder's income or where there are several

overpayments of policy premiums after which the policyholder requests that

reimbursement is paid to a third party)

use of cash and/or payment of large single premiums

payment/surrender by a wire transfer from/to foreign parties

payment by banking instruments which allow anonymity of the transaction

change of address and/or place of residence of the policyholder, in particular, tax

residence

lump sum top-ups to an existing life insurance contract

lump sum contributions to personal pension contracts

requests for prepayment of benefits

use of the policy as collateral/security (for instance, unusual use of the policy as collateral

unless it is clear that it is required for financing of a mortgage by a reputable financial

institution)

e change of the type of benefit (for instance, change of type of payment from an annuity to
a lump sum payment)

o early surrender of the policy or change of the duration (where this causes penalties or
loss of tax relief)

e request for payment of benefits at the maturity date.

48. The above list is not exhaustive. Insurers should consider other types of transactions
or trigger events which are appropriate to their type of business.

49. Occurrence of these transactions and events does not imply that (full) customer due
diligence needs to be applied. If identification and verification have already been performed,
the insurer is entitled to rely on this unless doubts arise about the veracity of that information
it holds.?® As an example, doubts might arise if benefits from one policy of insurance are
used to fund the premium payments of another policy of insurance.

Methods of identification and verification

50. This guidance paper does not seek to specify what, in any particular case, may or
may not be sufficient evidence to complete verification. It does set out what, as a matter of
good practice, may reasonably be expected of insurers. Since, however, this guidance paper
is neither mandatory nor exhaustive, there may be cases where an insurer has properly
satisfied itself that verification has been achieved by other means which it can justify to the
appropriate authorities as reasonable in the circumstances.

51. The best possible identification documentation should be obtained from each
verification subject. “Best possible” means that which is the most difficult to replicate or
acquire unlawfully because of its reputable and/or official origin.

20 Interpretative Note no 5 to FATF Recommendation 5
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Individuals

52. The following personal information should be considered:

full name(s) used

date and place of birth

nationality

current permanent address including postcode/zipcode®

occupation and name of employer (if self-employed, the nature of the self-employment),
and

e specimen signature of the individual.

53. It is recognised that different jurisdictions have different identification documents. In
order to establish identity it is suggested that the following documents may be considered to
be the best possible, in descending order of acceptability:

e current valid passport; or

e national identity card.

54, However, some jurisdictions do not have national identity cards and many individuals
do not possess passports. Where appropriate the jurisdictions or insurance supervisors
should compile their own list in accordance with local conditions.

55. Original documents should be signed by the individual and if the individual is met
face-to-face, the documents should preferably bear a photograph of the individual. Where
copies of documents are provided, appropriate authorities and professionals may certify the
authenticity of the copies.

56. Documents which are easily obtained in any name should not be accepted
uncritically. These documents include birth certificates, an identity card issued by the
employer of the applicant even if bearing a photograph, credit cards, business cards, driving
licences (not bearing a photograph), provisional driving licences and student union cards.

Legal persons, companies, partnerships and other institutions/arrangements

57. The types of measures normally needed to perform CDD on legal persons,
companies, partnerships and other institutions/arrangements satisfactorily require
identification of the natural persons with a controlling interest and the natural persons who
comprise the mind and management of the legal person or arrangement. Where the
customer or the owner of the controlling interest is a public company that is subject to
regulatory disclosure requirements, it is not necessary to identify and verify the identity of any
shareholder of that company.

58. FATF Recommendation 5 requires, where customers and/or beneficial owners are
legal persons or legal arrangements, the insurers to:

o verify that any person purporting to act on behalf of the customer and/or beneficial owner
is so authorised and identify and verify the identity of that person

o verify the legal status of the legal person or legal arrangement, e.g. by obtaining proof of
incorporation or similar evidence of establishment or existence, and

e form an understanding of the ownership and control structure of the customer and/or
beneficial owner.

21 Inthis context “current permanent address” means the verification subject’s actual residential address, as it is an essential part of identity.
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59. Where trusts or similar arrangements are used, particular care should be taken in
understanding the substance and form of the entity. Where the customer is a trust, the
insurer should verify the identity of the trustees, any other person exercising effective control
over the trust property, the settlors and the beneficiaries. Should it not be possible to verify
the identity of the beneficiaries when the policy is taken out, verification must be carried out
prior to any payments being made.

60. When dealing with the identification and verification of companies, trust and other
legal entities the insurer should be aware of vehicles, corporate or otherwise, that are known
to be misused for illicit purposes.

61. Sufficient verification should be undertaken to ensure that the individuals purporting to
act on behalf of an entity are authorised to do so.

62. The following documents or their equivalent should be considered:

o certificate of incorporation

e the name(s) and address(es) of the beneficial owner(s) and/or the person(s) on whose
instructions the signatories of the customer are empowered to act

e constitutional documents e.g. memorandum and articles of association, partnership
agreements

e copies of powers of attorney or other authorities given by the entity.

63. In all transactions undertaken on behalf of an employer-sponsored pension or savings
scheme the insurer should, at a minimum, undertake verification of the principal employer
and the trustees of the scheme (if any).

64. Verification of the principal employer should be conducted by the insurer in
accordance with the procedures for verification of institutional applicants for business.
Verification of any trustees of the scheme will generally consist of an inspection of the
relevant documentation, which may include:

the trust deed and/or instrument and any supplementary documentation
a memorandum of the names and addresses of current trustees (if any)
extracts from public registers

references from professional advisers or investment managers.

65. As legal controls vary between jurisdictions, particular attention may need to be given
to the place of origin of such documentation and the background against which it is
produced.

Enhanced measures with respect to higher risk customers and non-cooperative
countries and territories

66. Enhanced CDD measures should apply to all higher risk business relationships,
clients and transactions. This includes both high risk business relationships assessed by the
insurer, based on the customer’s individual risk situation, and the types of business
relationships mentioned in the following paragraphs.

67. With regard to enhanced due diligence, in general the insurer should consider which
of the following, or possible additional measures, are appropriate:

o certification by appropriate authorities and professionals of documents presented
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e requisition of additional documents to complement those which are otherwise required

e performance of due diligence on identity and background of the customer and/or
beneficial owner, including the structure in the event of a corporate customer

e performance of due diligence on source of funds and wealth

¢ obtaining senior management approval for establishing business relationship

e conducting enhanced ongoing monitoring of the business relationship.

Bearer policies

68. Bearer policies are insurance contract that require the insurer to pay funds to the
person(s) holding the policy document or to whom the entitlement to the benefit(s) is
endorsed without knowledge or consent of the insurer. This type of policy does not exist in
every jurisdiction but, where it does, it could serve as a financial instrument that can easily be
exchanged from person to person without the endorsees being identified. Identification and
verification by the insurer would only occur at the policy’s maturity when the benefits are
being claimed. From the point of view of AML and CFT the use of bearer policies should be
discouraged. Where bearer policies are nevertheless permitted in a jurisdiction the insurer
should perform appropriate enhanced CDD as specified above.

Viatical arrangements

69. Where a policyholder becomes seriously or terminally ill, he may decide to transfer
the entitlement to the benefits of a life insurance policy after his death to a third party in order
to receive funds before his death. In some jurisdictions there are “viatical” companies that
purchase and sell these entitlements. In these cases similar risks exist as described under
“bearer policies”. Where viatical arrangements are allowed in a jurisdiction, supervisory
overview or regulation is recommended. The insurer who needs to pay funds to a viatical
company should perform enhanced CDD as specified above including the identification and
verification of the viatical company and its beneficial owners.

Politically exposed persons®

70. The FATF Recommendations require additional due diligence measures in relation to
PEPs.? For this purpose insurers should:

e have appropriate risk management systems to determine whether the customer is a PEP.
The board of directors of the insurer must establish a client acceptance policy with regard
to PEPs, taking account of the reputational and other relevant risks involved.

e obtain senior management approval for establishing business relationships with such
customers

e take reasonable measures to establish the source of wealth and source of funds, and

¢ conduct enhanced ongoing monitoring of the business relationship.

New or developing technologies

71. New or developing technologies can be used to market insurance products. E-
commerce or sales through the internet is an example of this. Although for this type of non-

22 According to the FATF Recommendations Politically Exposed Persons (PEPs) are “individuals who are or have been entrusted with
prominent public functions in a foreign country, for example Heads of State or of government, senior politicians, senior government, judicial
or military officials, senior executives of state owned corporations, important political party officials. Business relationships with family
members or close associates of PEPs involve reputational risks similar to those with PEPs themselves. The definition is not intended to
cover middle ranking or more junior individuals in the foregoing categories.”

23 FATF Recommendation 6
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face-to-face business verification may be allowed after establishing the business relationship,
the insurer should nevertheless complete verification.

72. Although a non-face-to-face customer can produce the same documentation as a
face-to-face customer, it is more difficult to verify their identity. Therefore, in accepting
business from non-face-to-face customers an insurer should use equally effective
identification procedures as those available for face-to-face customer acceptance,
supplemented with specific and adequate measures to mitigate the higher risk.

73. Examples of such risk mitigating measures are:

o certification by appropriate authorities and professionals of the documents provided

e requisition of additional documents to complement those which are required for face-to-
face customers

e independent contact with the customer by the insurer

e third party introduction, e.g. by an intermediary subject to the criteria established in
paragraphs 78-83

e requiring the first payment to be carried out through an account in the customer’'s name
with a bank subject to similar CDD standards.

Non-cooperative countries and territories

74. Compliance by jurisdictions with the FATF Recommendations is periodically
assessed by international bodies.?* Jurisdictions that do not sufficiently apply the FATF
Recommendations could be listed by the FATF as NCCTs. In specific circumstances,
jurisdictions may be asked to impose appropriate countermeasures.? Insurers should give
special attention, especially in underwriting and claims settlement, to business originating
from jurisdictions which do not sufficiently apply the FATF Recommendations.

Simplified customer due diligence

75. In general, the full range of CDD measures should be applied to the business
relationship. However, if the risk of money laundering or the financing of terrorism is lower
(based on the insurer’s own assessment), and if information on the identity of the customer
and the beneficial owner is publicly available, or adequate checks and controls exist
elsewhere in national systems it could be reasonable for insurers to apply, subject to national
legislation, simplified or reduced CDD measures when identifying and verifying the identity of
the customer, the beneficial owner® and other parties to the business relationship.

76. Insurers should bear in mind that the FATF lists the following examples of customers
where simplified or reduced measures could apply:*’

o financial institutions — where they are subject to requirements to combat money
laundering and the financing of terrorism consistent with the FATF Recommendations,
and are supervised for compliance with those controls

e public companies that are subject to regulatory disclosure requirements

e government administrations or enterprises.”®

24 Mutual evaluations under the aegis of the FATF or the Financial Sector Assessment Program by IMF / World Bank.

25 FATF Recommendation 21

26 Interpretative Note no 9 to FATF Recommendation 5

27  Jurisdictions and/or supervisors should assess from an AML and CFT perspective whether the specific circumstances in their insurance
sector allow for the simplified or reduced CDD measures, as presented in this and the following paragraph, to be applied.

28 Interpretative Note no 10 to FATF Recommendation 5

Page 14 of 35 IAIS — Guidance paper on anti-money laundering and
combating the financing of terrorism

Approved in Amman on 7 October 2004



77. Furthermore, the FATF states that simplified CDD or reduced measures could also be
acceptable for various types of products or transactions such as (examples only):

e life insurance policies where the annual premium is no more than USD/€ 1000 or a single
premium of no more than USD/€ 2500

e insurance policies for pension schemes if there is no surrender clause and the policy
cannot be used as collateral

e a pension, superannuation or similar scheme that provides retirement benefits to
employees, where contributions are made by way of deduction from wages and the
scheme rules do not permit the assignment of a member’s interest under the scheme.?

Reliance on intermediaries and third parties®

78. Depending on the legislation of the jurisdictions in which the insurer operates, it may
be allowed to rely on intermediaries and third parties to perform the following CDD
elements:**

¢ identifying the customer and verifying that customer’s identity using reliable, independent
source documents, data or information

e identifying the beneficial owner, and taking reasonable measures to verify the identity of
the beneficial owner to the extent the intermediary or third party is satisfied that they
know who the beneficial owner is, including taking reasonable measures to understand
the ownership and control structure of the customer, and

e obtaining information on the purpose and intended nature of the business relationship.

79. Where such reliance is permitted, the following criteria should be met:

e the insurer should immediately obtain the necessary information concerning the above
mentioned elements. Insurers should take adequate steps to satisfy themselves that
copies of identification data and other relevant documentation relating to the CDD
requirements will be made available from the intermediaries and third parties upon
request without delay. Insurers should be satisfied with the quality of the due diligence
undertaken by the intermediaries and third parties.

e the insurer should satisfy itself that the intermediaries and third parties are regulated and
supervised, and have measures in place to comply with CDD requirements in line with
FATF Recommendations 5 and 10.

80. Where such reliance is permitted, the ultimate responsibility for customer and/or
beneficial owner identification and verification remains with the insurer relying on the
intermediaries or third parties. The checks by the insurer as indicated in the previous
paragraph do not have to consist of a check of every individual transaction by the
intermediary or third party. The insurer should be satisfied that the AML and CFT measures
are implemented and operating adequately.

81. Insurers should satisfy the above provisions by including specific clauses in the
agreements with intermediaries/third parties or by any other appropriate means. These
clauses should include commitments for the intermediaries/third parties to perform the
necessary CDD measures, granting access to client files and sending (copies of) files to the

29 Interpretative Note no 12 to FATF Recommendation 5

30 The following paragraphs 78-83 do not apply to outsourcing or agency relationships other than relationships with insurance agents and
brokers.

31 FATF Recommendation 9
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insurer upon request without delay. The agreement could also include other compliance
issues such as reporting to the FIU and the insurer in the case of a suspicious transaction. It
is recommended that insurers use application forms to be filled out by the customers and/or
intermediaries/third parties that include information on identification of the customer and/or
beneficial owner as well as the method used to verify their identity.

82. Each jurisdiction should determine in which jurisdictions the intermediaries and third
parties that meet the conditions can be based. Insurers should inform themselves as to
which jurisdictions are considered suitable taking into account information available on
whether those jurisdictions adequately apply the FATF Recommendations.*

83. The insurer should undertake and complete its own verification of the customer and
beneficial owner if it has any doubts about the ability of the intermediary or the third party to
undertake appropriate due diligence.

Reporting of suspicious transactions to the Financial Intelligence Unit*

84. If an insurer suspects, or has reasonable grounds to suspect, that funds are the
proceeds of a criminal activity or are related to terrorist financing it should be required to
report its suspicions promptly to the FIU.34 3> 3¢

85. An important pre-condition of recognition of a suspicious transaction is for the insurer
to know enough about the customer and business relationship to recognise that a
transaction, or a series of transactions, is unusual.

86. Suspicious transactions might fall into one or more of the following examples of
categories:

any unusual financial activity of the customer in the context of his own usual activities

any unusual transaction in the course of some usual financial activity

any unusually linked transactions

any unusual or disadvantageous early redemption of an insurance policy

any unusual employment of an intermediary in the course of some usual transaction or
financial activity e.g. payment of claims or high commission to an unusual intermediary
any unusual method of payment

e any involvement of any person subject to international sanctions.

87. Verification, once begun, should be pursued either to a conclusion or to the point of
refusal. If a prospective policyholder does not pursue an application, this may be considered
suspicious in itself.

32 See FATF Recommendation 9, last sentence. NCCTs should not be considered to be suitable jurisdictions.

33 In this paper “suspicious transaction” includes suspicious activities.

34  FATF Recommendation 13

35 Pursuant to FATF Recommendation 26 countries should establish a FIU that serves as a national centre for the receiving (and, as permitted,
requesting), analysis and dissemination of suspicious transaction reports (STR) and other information regarding potential money laundering
or terrorist financing. The FIU should have access, directly or indirectly, on a timely basis to the financial, administrative and law enforcement
information that it requires to properly undertake its functions, including the analysis of STR.

36 According to FATF Recommendation 14 insurers, their directors, officers and employees should be protected by legal provisions from
criminal and civil liability for breach of any restriction on disclosure of information imposed by contract or by any legislative, regulatory or
administrative provision, if they report their suspicions in good faith to the FIU, even if they did not know precisely what the underlying

criminal activity was, and regardless of whether illegal activity actually occurred.
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88. Insurers, their directors, officers and employees should not disclose the fact that a
suspicious transaction report or related information is being reported, or has been reported,
to the FIU.*” The insurer should be aware that if it performs additional CDD because of
suspicions it could unintentionally tip off the policyholder, beneficiary or other subjects of the
suspicious transaction report. The insurer could then decide not to pursue these due
diligence activities but to file a suspicious transaction report.

Organisation and staff

Risk management arrangements

89. Insurers should have in place programmes and systems to prevent money laundering
and the financing of terrorism. Each insurer's programme should be sufficiently robust to
effectively and efficiently handle the volume of information processed by that insurer. The
programmes and systems should constitute an operational, practical and precise approach
for dealing with money laundering and terrorist financing. These programmes and systems
should be adapted to the group structure, organisational structure (e.g. joint back office),
responsibility structure and products and market conditions.

90. These programmes should include:

e the development of internal policies, procedures and controls which, inter alia, should
cover:

— CDD, the detection of unusual or suspicious transactions and the reporting
obligation, and the communication of these policies, procedures and controls to the
employees

— appropriate compliance management arrangements, e.g. at a minimum the
designation of an AML/CFT compliance officer

— record keeping arrangements, and

— adequate screening procedures to ensure high standards when hiring employees

e an ongoing employee training programme
¢ an adequately resourced and independent audit function to test compliance (e.g. through
sample testing) with these policies, procedures, and controls.*

91. The development of policies, procedures and controls enables the insurer to comply
with legislation and to determine the desired standard of CDD for its own organisation. In
order to be able to verify whether the insurer works in compliance with its internal policies,
procedures and controls, an audit function should be in place. It is of importance that the
audit function is independent and, if applicable, that the auditor has direct access and reports
directly to management and the board of directors.

92. It is important that the board of directors and senior management of the insurer
establish and support the developed internal policies, procedures and controls and the
implementation and adherence thereto. Implementation of internal AML/CFT measures must
constitute a relevant priority to insurers. In addition, the board of directors and senior
management of an insurer should be kept regularly informed of all significant matters relating
to AML/CFT measures and whether the insurer is suspected of being used to launder money
or to finance terrorism. This information should be used to evaluate the effectiveness of the
programmes and to take appropriate action.

37 FATF Recommendation 14
38 FATF Recommendation 15 and Methodology for assessing compliance with anti-money laundering and combating the financing of terrorism
standards 2004
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93. Compliance management arrangements should include the appointment of a
compliance officer*® at management level.*’ The compliance officer should be well versed in
the different types of products and transactions which the institution handles and which may
give rise to opportunities for money laundering and the financing of terrorism. On receipt of a
report from a member of staff concerning a suspicious customer or suspicious transaction
the compliance officer should determine whether the information contained in such a report
supports the suspicion. The compliance officer should verify the details in order to determine
whether the insurer should submit a report to the FIU. The compliance officer should keep a
register of all reports to the FIU and a separate register of all reports made to him by staff.**

94, Insurers should ensure that:

e there is a clear procedure for staff to report suspicions of money laundering and the
financing of terrorism without delay to the compliance officer

e there is a clear procedure for reporting suspicions of money laundering and the financing
of terrorism without delay to the FIU, and

¢ all staff know to whom their suspicions should be reported.

95. Insurers should ensure that the principles applicable to insurers also apply to
branches and majority owned subsidiaries located abroad, especially in jurisdictions which
do not or insufficiently apply the FATF Recommendations. Thus, branches and majority
owned insurance subsidiaries should observe appropriate AML/CFT measures which are
consistent with the home jurisdiction requirements. Where local applicable laws and
regulations prohibit this implementation, the supervisor in the jurisdiction of the parent
institution should be informed by the insurer that it cannot apply the FATF
Recommendations.*?

96. It is recommended that insurers and other financial institutions should liaise to
exchange information on both trends and risks in general and on concrete cases , subject to
their obligations concerning privacy and data protection. The IAIS encourages trade
associations to promote and/or facilitate this exchange of information.

Record keeping

97. Insurers should keep records on the risk profile of each customer and/or beneficial
owner and the data obtained through the CDD process (e.g. name, address, the nature and
date of the transaction, the type and amount of currency involved, and the type and
identifying number of any account involved in the transaction), official identification
documents (such as passports, identity cards or similar documents) and the account files
and business correspondence, for at least five years after the end of the business
relationship.*® For insurers this implies that there are prescribed periods for keeping relevant
records for at least five years after the expiry of policies.

98. Insurers should maintain, for at least five years after the business relationship has
ended, all necessary records on transactions, both domestic and international, and be able to
comply swiftly with information requests from the competent authorities. Such records must
be sufficient to permit reconstruction of individual transactions (including the amount and

39 The term «compliance officers may in some jurisdictions be referred to as the money laundering reporting officer.
40 Interpretative notes to FATF Recommendation 15

41  Including agency and temporary staff.

42  FATF Recommendation 22

43  FATF Recommendation 10
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types of currency involved if any) so as to provide, if necessary, evidence for prosecution of
criminal activity.**

99. Insurers should ensure that documents, data or information collected under the CDD
process is kept up-to-date and relevant by undertaking reviews of existing records,
particularly for higher risk categories of clients or business relationships.

100. Insurers should ensure that they have adequate procedures:

e to access initial proposal documentation including, where these are completed, the client
financial assessment, client needs analysis, copies of regulatory documentation, details
of the payment method, illustration of benefits, and copies of documentation in support of
verification by the insurers

e to access all post-sale records associated with the maintenance of the contract, up to and
including maturity of the contract, and

e to access details of the maturity processing and/or claim settlement including completed
“discharge documentation”.

101. Records should be available to domestic competent authorities upon appropriate
authority.*®
Screening of staff *°

102. Staff should have the level of competence necessary for performing their duties.
Insurers should ascertain whether they have the appropriate ability and integrity to conduct
insurance activities, taking into account potential conflicts of interests and other relevant
factors, for instance the financial background of the employee.

103. Insurers should identify the key staff within their organisation with respect to
AML/CFT and define fit and proper requirements which these key staff should possess.
Paragraphs 109, 111 and 112 provide a description of relevant positions.

104. The responsibility for initial and on-going assessment of the fitness and propriety of
staff lies with the insurer.*” The procedures concerning the assessment of whether staff meet
the fit and proper requirements should include the following:

e verification of the identity of the person involved, and
o verification of whether the information and references provided by the employee are
correct and complete.

105. Decisions regarding the employment of key staff should be based on a well founded
judgement as to whether they meet the fit and proper requirements.

106. Insurers should keep records on the identification data obtained about key staff. The
records should demonstrate the due diligence performed in relation to the fit and proper
requirements.

44  FATF Recommendation 10

45 FATF Recommendation 10

46  This section deals with the assessment of staff other than directors and managers that are subject to fit and proper tesing pursuant to
Insurance Core Principle 7 (“Suitability of persons”) and the IAIS Guidance paper on fit and proper principles and their application.

47  Insurance Core Principle 7

IAIS — Guidance paper on anti-money laundering and Page 19 of 35
combating the financing of terrorism

Approved in Amman on 7 October 2004



Training of staff

107. Insurers’ staff should receive initial and ongoing training on relevant AML/CFT
legislation, regulations, guidance and the insurers’ own AML/CFT policies and procedures.
Although each insurer should decide for itself how to meet the need to train members of its
staff in accordance with its particular legal, regulatory and commercial requirements, the
programme will at a minimum include:

e a description of the nature and processes of laundering and terrorist financing, including
new developments and current money laundering and terrorist financing techniques,
methods and trends

e a general explanation of the underlying legal obligations contained in the relevant laws,
and

e a general explanation of the insurers’ AML/CFT policy and systems, including particular
emphasis on verification and the recognition of suspicious customers/transactions and
the need to report suspicions to the compliance officer.

108. Employees who, due to their assigned work, need more specific training can be
divided into two categories.

109. The first category of employees is those staff who deal with:

e new business and the acceptance — either directly or via intermediaries — of new
policyholders, such as sales persons

e the settlement of claims, and

¢ the collection of premiums or payments of claims.

110. They need to be made aware of their legal responsibilities and the AML/CFT policies
and procedures of the insurer, in particular the client acceptance policies and all other
relevant policies and procedures, the requirements of verification and records, the
recognition and reporting of suspicious customers/transactions and suspicion of the financing
of terrorism. They also need to be aware that suspicions, should be reported to the
compliance officer in accordance with AML/CFT systems.

111. A higher level of instruction covering all aspects of AML/CFT policy and procedure
should be provided to the second category of staff, including directors and senior
management with the responsibility for supervising or managing staff, and for auditing the
system. The training should include:

¢ their responsibility regarding AML/CFT policies and procedures

e relevant laws, including the offences and penalties arising

e procedures relating to the service of production and restraint orders (to stop writing
business)

¢ internal reporting procedures, and

e the requirements for verification and record keeping.

112. In addition to the training mentioned in the previous paragraphs, the compliance
officer should receive in-depth training concerning all aspects of all relevant legislation and
guidance and AML/CFT policies and procedures. The compliance officer will require
extensive initial and continuing instruction on the validation and reporting of suspicious
customers/transactions and freezing assets in accordance with legislation.
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4. Role of the supervisor

113. Supervisory authorities, in conjunction with law enforcement authorities and in
cooperation with other supervisors, must adequately supervise insurers for AML/CFT
purposes in order to assess their ability to prevent and counter such threats.

Application of relevant insurance core principles

114. According to the IAIS Insurance Core Principles a sound regulatory and supervisory
system is necessary for maintaining efficient, safe, fair and stable insurance markets. The
FATF Recommendations emphasise that jurisdictions should ensure that financial institutions
are subject to adequate regulation and supervision, and are effectively implementing the
FATF Recommendations. According to FATF Recommendation 23, the regulatory and
supervisory measures that apply for prudential purposes and which are also relevant to
money laundering, should apply in a similar manner for AML/CFT.

115. Therefore, the supervisor should be aware of the relevance for AML/CFT purposes of
the duties it carries out to comply with the Insurance Core Principles. By way of example, the
application of standards on corporate governance issues; approval of control and ownership
of the insurer and changes thereto; suitability of significant owners, board members and
senior management (fit and proper testing*); and the internal control measures of the
insurers are relevant in this context.

116. Attention to money laundering and the financing of terrorism with respect to
supervisory duties will enhance international efforts to prevent the risks of misuse of insurers.
It will raise the awareness of the board of directors and management of insurers, help in
keeping internal procedures effective, and prevent criminals or their associates from holding
or being the beneficial owner of a significant or controlling interest or holding a management
function in an insurer.

117. The supervisor should take account of these risks at each phase of the supervisory
process, at the licensing stage and in the course of ongoing supervision.

118. The supervisory authority should have adequate powers, including the authority to
conduct on-site inspections, to monitor and ensure compliance by insurers with requirements
to prevent money laundering and the financing of terrorism. It should be authorised to compel
production of any information from insurers that is relevant to monitoring such compliance,
and to impose adequate administrative sanctions for failure to comply with such
requirements.*

119. The supervisor should periodically review the effectiveness of its systems to prevent
money laundering and the financing of terrorism. This review may include liaison with other
competent authorities (see paragraphs 126, 127 and 128).

120. The supervisor should be provided with adequate financial, human and technical
resources to prevent or assess the insurance sector’s ability to prevent money laundering
and the financing of terrorism. It should have in place processes to ensure its staff are of high
integrity and have adequate and relevant training for example with respect to AML/CFT

48 In accordance with ICP 7 (“Suitability of persons”) and the IAIS Guidance paper on fit and proper principles and their application.
49  FATF Recommendation 29
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legislation, money laundering and terrorist financing typologies and techniques used to
monitor compliance with AML/CFT standards by insurers.*

Monitoring compliance

121. The supervisor should monitor adherence by insurers with AML/CFT regulations, this
guidance paper and any guidance issued by the supervisor as well as policy and procedures
set by management.

122. When conducting on-site inspections the supervisor should consider the insurer’s
policies and systems as a whole, inter alia by checking policy statements, procedures, books
and records, manuals, training programmes, as well as the adequacy of operations, by
checking at random or on a risk basis client files for identification and verification
documentation, internal reports to the compliance officer on suspicious transactions and
formal STRs to the FIU.

123. The supervisor should take appropriate corrective measures or sanctions and, if
appropriate, refer to law enforcement agencies in cases where there is a lack of compliance
by an insurer.

Cooperation

124. FATF Recommendation 31 states that jurisdictions should ensure that policy makers,
the FIU, law enforcement agencies and supervisors have effective mechanisms in place
which enable them to cooperate and, where appropriate, coordinate domestically with each
other concerning the development and implementation of policies and activities to prevent
money laundering and the financing of terrorism.

125. FATF Recommendation 40 states that jurisdictions should ensure that their
competent authorities, including the supervisors, provide the widest possible range of
international cooperation to their foreign counterparts. There should be clear and effective
gateways to facilitate the prompt and constructive exchange directly between counterparts,
either spontaneously or upon request, of information relating to both money laundering and
the underlying predicate offences.

126. The IAIS encourages the supervisor to take all necessary steps to cooperate with the
other relevant authorities.

127. Itis recommended that the supervisor appoints within its office a contact for AML/CFT
issues and to liaise with other national authorities to promote an efficient exchange of
information on both trends and risks in general, policy issues and on concrete cases. Contact
with the national FIU and law enforcement agencies is recommended to highlight issues of
compliance by insurers and to obtain feedback on reported cases.

128. At an international level these contacts could liaise with fellow insurance supervisors
to share information on trends and typologies and to deal with incidents with an international
dimension.

129. FATF Recommendation 40 states that exchange of information should be permitted
without unduly restrictive conditions. In particular:

50 FATF Recommendation 30
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e the competent authorities, including the supervisor, should not refuse a request for
assistance on the sole ground that the request is also considered to involve fiscal matters

e countries should not invoke laws that require financial institutions to maintain secrecy or
confidentiality as a ground for refusing to provide cooperation

e the competent authorities, including the supervisor, should be able to conduct inquiries
and, where possible, investigations on behalf of foreign counterparts.

130. The supervisor should establish controls and safeguards so that information
exchanged by competent authorities is used only in an authorised manner, consistent with
their obligations concerning privacy and data protection.>

131. Depending on the type of competent authorities involved and the nature and purpose
of the cooperation, different channels can be appropriate for the exchange of information.
Examples of mechanisms or channels that are used to exchange information include bilateral
or multilateral agreements or arrangements, memoranda of understanding, exchanges on
the basis of reciprocity, or liaison through appropriate international or regional
organisations.>?

51 FATF Recommendation 40
52 Interpretative notes to Recommendation 40
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Appendix B — IAIS Insurance Core Principle on AML/CFT

ICP 28 Anti-money laundering, combating the financing of terrorism (AML/CFT)

The supervisory authority requires insurers and intermediaries, at a minimum those insurers
and intermediaries offering life insurance products or other investment related insurance, to
take effective measures to deter, detect and report money laundering and the financing of
terrorism consistent with the Recommendations of the Financial Action Task Force on
Money Laundering (FATF).

Explanatory note

28.1. In most IAIS member jurisdictions, money laundering and financing of terrorism are
criminal acts under the law. Money laundering is the processing of criminal proceeds to
disguise their illegal origin. The financing of terrorism involves the direct or indirect provision
of funds, whether lawfully or unlawfully obtained, for terrorist acts or to terrorist organisations.

28.2. Insurers and intermediaries, in particular those insurers and intermediaries offering life
insurance or other investment related insurance could be involved, knowingly or
unknowingly, in money laundering and financing of terrorism. This exposes them to legal,
operational and reputational risks. Supervisory authorities, in conjunction with law
enforcement authorities and in co-operation with other supervisors, must adequately
supervise insurers and intermediaries for AML/CFT purposes to prevent and counter such
activities.

Essential criteria

a. The measures required under the AML/CFT legislation and the activities of the
supervisors should meet the criteria under those FATF Recommendations applicable to
the insurance sector.”

b. The supervisory authority has adequate powers of supervision, enforcement and
sanction in order to monitor and ensure compliance with AML/CFT requirements.
Furthermore, the supervisory authority has the authority to take the necessary
supervisory measures to prevent criminals or their associates from holding or being the
beneficial owner of a significant or controlling interest or holding a management
function in an insurer or an intermediary.

c. The supervisory authority has appropriate authority to co-operate effectively with the
domestic Financial Intelligence Unit (FIU) and domestic enforcement authorities, as
well as with other supervisors both domestic and foreign, for AML/CFT purposes.

d. The supervisory authority devotes adequate resources — financial, human and technical
— to AML/CFT supervisory activities.

e. The supervisory authority requires insurers and intermediaries, at a minimum those
insurers and intermediaries offering life insurance products or other investment related

53 See FATF Recommendations 4-6, 8-11, 13-15, 17, 21-23, 25, 29-32 and 40 as well as Special Recommendations 1V, V and the AML/CFT
Methodology for a description of the complete set of AML/CFT measures that are required.
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insurance, to comply with AML/CFT requirements, which are consistent with the FATF
Recommendations applicable to the insurance sector, including:

performing the necessary customer due diligence (CDD) on customers, beneficial
owners and beneficiaries

taking enhanced measures with respect to higher risk customers

maintaining full business and transaction records, including CDD data, for at least 5
years

monitoring for complex, unusual large transactions, or unusual patterns of
transactions, that have no apparent or visible economic or lawful purpose

reporting suspicious transactions to the FIU

developing internal programmes (including training), procedures, controls and audit
functions to combat money laundering and terrorist financing

ensuring that their foreign branches and subsidiaries observe appropriate AML/CFT
measures consistent with the home jurisdiction requirements.
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Appendix C — Specific cases and examples of money laundering
involving insurance

This appendix contains examples of money laundering or suspicious transactions involving
insurance. It will be published on the IAIS website (www.iaisweb.org) as a separate
document and updated whenever new examples involving insurance are reported.

Indicators

The following examples may be indicators of a suspicious transaction and give rise to a
suspicious transaction report:

e application for a policy from a potential client in a distant place where a comparable
policy could be provided “closer to home”

e application for business outside the policyholder’s normal pattern of business

¢ introduction by an agent/intermediary in an unregulated or loosely regulated jurisdiction
or where organised criminal activities (e.g. drug trafficking or terrorist activity) or
corruption are prevalent

e any want of information or delay in the provision of information to enable verification to be
completed

e an atypical incidence of pre-payment of insurance premiums

e the client accepts very unfavourable conditions unrelated to his or her health or age

e the transaction involves use and payment of a performance bond resulting in a cross-
border payment ( wire transfers) = the first ( or single) premium is paid from a bank
account outside the country

¢ large fund flows through non-resident accounts with brokerage firms

e insurance policies with premiums that exceed the client’s apparent means

¢ the client requests an insurance product that has no discernible purpose and is reluctant
to divulge the reason for the investment

e insurance policies with values that appear to be inconsistent with the client’s insurance
needs

¢ the client conducts a transaction that results in a conspicuous increase of investment
contributions

e any transaction involving an undisclosed party

e early termination of a product, especially at a loss, or where cash was tendered and/or
the refund cheque is to a third party

¢ atransfer of the benefit of a product to an apparently unrelated third party

e a change of the designated beneficiaries (especially if this can be achieved without
knowledge or consent of the insurer and/or the right to payment could be transferred
simply by signing an endorsement on the policy)

e substitution, during the life of an insurance contract, of the ultimate beneficiary with a
person without any apparent connection with the policyholder

e requests for a large purchase of a lump sum contract where the policyholder has usually
made small, regular payments

e attempts to use a third party cheque to make a proposed purchase of a policy

¢ the applicant for insurance business shows no concern for the performance of the policy
but much interest in the early cancellation of the contract

e the applicant for insurance business attempts to use cash to complete a proposed
transaction when this type of business transaction would normally be handled by
cheques or other payment instruments
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the applicant for insurance business requests to make a lump sum payment by a wire
transfer or with foreign currency

the applicant for insurance business is reluctant to provide normal information when
applying for a policy, providing minimal or fictitious information or, provides information
that is difficult or expensive for the institution to verify

the applicant for insurance business appears to have policies with several institutions

the applicant for insurance business purchases policies in amounts considered beyond
the customer’s apparent means

the applicant for insurance business establishes a large insurance policy and within a
short time period cancels the policy, requests the return of the cash value payable to a
third party

the applicant for insurance business wants to borrow the maximum cash value of a single
premium policy, soon after paying for the policy

the applicant for insurance business use a mailing address outside the insurance
supervisor’s jurisdiction and where during the verification process it is discovered that the
home telephone has been disconnected.

The above indicators are not exhaustive.

Life insurance

A company director from Company W, Mr. H, set up a money laundering scheme
involving two companies, each one established under two different legal systems. Both of
the entities were to provide financial services and providing financial guarantees for
which he would act as director. These companies wired the sum of USD 1.1 million to the
accounts of Mr. H in Country S. It is likely that the funds originated in some sort of
criminal activity and had already been introduced in some way into the financial system.
Mr. H also received transfers from Country C. Funds were transferred from one account
to another (several types of accounts were involved, including both current and savings
accounts). Through one of these transfers, the funds were transferred to Country U from
a current account in order to make payments on life insurance policies. The investment in
these policies was the main mechanism in the scheme for laundering the funds. The
premiums paid for the life insurance policies in Country U amounted to some USD 1.2
million and represented the last step in the laundering operation.>

An attempt was made to purchase life policies for a number of foreign nationals. The
underwriter was requested to provide life coverage with an indemnity value identical to
the premium. There were also indications that in the event that the policies were to be
cancelled, the return premiums were to be paid into a bank account in a different
jurisdiction to the assured.

On a smaller scale, local police authorities were investigating the placement of cash by a
drug trafficker. The funds were deposited into several bank accounts and then transferred
to an account in another jurisdiction. The drug trafficker then entered into a USD 75,000
life insurance policy. Payment for the policy was made by two separate wire transfers
from the overseas accounts. It was purported that the funds used for payment were the
proceeds of overseas investments. At the time of the drug trafficker’'s arrest, the insurer
had received instructions for the early surrender of the policy.

54
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In 1990, a British insurance sales agent was convicted of violating a money laundering
statute. The insurance agent was involved in a money laundering scheme in which over
USD 1.5 million was initially placed with a bank in England. The “layering process”
involved the purchase of single premium insurance policies. The insurance agent
became a top producer at his insurance company and later won a company award for his
sales efforts. This particular case involved the efforts of more than just a sales agent. The
insurance agent’s supervisor was also charged with violating the money laundering
statute.

This case has shown how money laundering, coupled with a corrupt employee, can
expose an insurance company to negative publicity and possible criminal liability.

Customs officials in Country X initiated an investigation which identified a narcotics
trafficking organisation utilised the insurance sector to launder proceeds. Investigative
efforts by law enforcement agencies in several different countries identified narcotic
traffickers were laundering funds through Insurance firm Z located in an off-shore
jurisdiction.

Insurance firm Z offers investment products similar to mutual funds. The rate of return is
tied to the major world stock market indices so the insurance policies were able to
perform as investments. The account holders would over-fund the policy, moving monies
into and out of the fund for the cost of the penalty for early withdrawal. The funds would
then emerge as a wire transfer or cheque from an insurance company and the funds
were apparently clean. To date, this investigation has identified that over USD 29 million
was laundered through this scheme, of which over USD 9 million dollars has been
seized. Additionally, based on joint investigative efforts by Country Y (the source country
of the narcotics) and Country Z customs officials, several search warrants and arrest
warrants were executed relating to money laundering activities involved individuals
associated with Insurance firm Z.>

A customer contracted life insurance of a 10 year duration with a cash payment
equivalent to around USD 400,000. Following payment, the customer refused to disclose
the origin of the funds. The insurer reported the case. It appears that prosecution had
been initiated in respect of the individual's fraudulent management activity.

A life insurer learned from the media that a foreigner, with whom it had two life-insurance
contracts, was involved in Mafia activities in his/her country. The contracts were of 33
years duration. One provided for a payment of close to the equivalent of USD 1 million in
case of death. The other was a mixed insurance with value of over half this amount.

A client domiciled in a country party to a treaty on the freedom of cross-border provision
of insurance services, contracted with a life insurer for a foreign life insurance for 5 years
with death cover for a down payment equivalent to around USD 7 million. The beneficiary
was altered twice: 3 months after the establishment of the policy and 2 months before the
expiry of the insurance. The insured remained the same. The insurer reported the case.
The last beneficiary - an alias - turned out to be a PEP.
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Non-life insurance

A money launderer purchased marine property and casualty insurance for a phantom
ocean-going vessel. He paid large premiums on the policy and suborned the
intermediaries so that regular claims were made and paid. However, he was very careful
to ensure that the claims were less than the premium payments, so that the insurer
enjoyed a reasonable profit on the policy. In this way, the money launderer was able to
receive claims cheques which could be used to launder funds. The funds appeared to
come from a reputable insurance company, and few questioned the source of the funds
having seen the name of the company on the cheque or wire transfer. *°

Four broking agencies were forced to freeze funds after US court action that followed an
investigation into Latin American drugs smuggling. The drug trafficking investigation,
codenamed Golden Jet, was coordinated by the Drug Enforcement Agency (DEA) based
in the USA but also involved the FBI and the UK authorities. The funds frozen by the
court action related to insurance money deposited at insurance brokers for around 50
aircraft.

It is understood that the brokers affected by the court order included some of the largest
UK insurance brokers. The case highlighted the potential vulnerability of the insurance
market to sophisticated and large scale drug trafficking and money laundering operators.
The court order froze aircraft insurance premiums taken out by 17 Colombian and
Panamanian air cargo companies and by 9 individuals. The action named 50 aircraft,
including 13 Boeing 727s, 1 Boeing 707, 1 French Caravelle and 2 Hercules C130
transport aircraft. The British end of the action was just one small part of a massive anti-
drug trafficking action co-ordinated by the DEA. Officials of the DEA believe Golden Jet is
one of the biggest blows they have been able to strike against the narcotics trade.
The American authorities led by the DEA swooped on an alleged Colombian drugs baron
and tons of cocaine valued at many billions of dollars were seized and a massive cocaine
processing factory located in Colombia together with aircraft valued at more than USD22
million were destroyed in the DEA coordinated action. According to the indictment, the
cargo companies were responsible for shipping tons of cocaine from South to North
America all through the 1980s and early 1990s, providing a link between the producers
and the consumers of the drugs. Much of the cocaine flowing into the USA was
transported into the country by air. During this period the Colombian cartels rose to
wealth and prominence, aided by those transport links.

Intermediaries

A person (later arrested for drug trafficking) made a financial investment (life insurance)
of USD 250,000 by means of an insurance broker. He acted as follows. He contacted an
insurance broker and delivered a total amount of USD 250,000 in three cash instalments.
The insurance broker did not report the delivery of that amount and deposited the three
instalments in the bank. These actions raise no suspicion at the bank, since the
insurance broker is known to them as being connected to the insurance branch. The
insurance broker delivers, afterwards, to the insurance company responsible for making
the financial investment, three cheques from a bank account under his name, totalling
USD 250,000, thus avoiding the raising suspicions with the insurance company.>’
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Clients in several countries used the services of an intermediary to purchase insurance
policies. Identification was taken from the client by way of an ID card, but these details
were unable to be clarified by the providing institution locally, which was reliant on the
intermediary doing due diligence checks. The policy was put in place and the relevant
payments were made by the intermediary to the local institution. Then, after a couple of
months had elapsed, the institution would receive notification from the client stating that
there was now a change in circumstances, and they would have to close the policy
suffering the losses but coming away with a clean cheque from the institution.
On other occasions the policy would be left to run for a couple of years before being
closed with the request that the payment be made to a third party. This was often paid
with the receiving institution, if local, not querying the payment as it had come from
another reputable local institution.®

An insurance company was established by a well-established insurance management
operation. One of the clients, a Russian insurance company, had been introduced
through the management of the company’'s London office via an intermediary.
In this particular deal, the client would receive a “profit commission” if the claims for the
period were less than the premiums received. Following an on-site inspection of the
company by the insurance regulators, it became apparent that the payment route out for
the profit commission did not match the flow of funds into the insurance company’s
account. Also, the regulators were unable to ascertain the origin and route of the funds as
the intermediary involved refused to supply this information. Following further
investigation, it was noted that there were several companies involved in the payment of
funds and it was difficult to ascertain how these companies were connected with the
original insured, the Russian insurance company.

A construction project was being financed in Europe. The financing also provided for a
consulting company’s fees. To secure the payment of the fees, an investment account
was established and a sum equivalent to around USD 400,000 deposited with a life-
insurer. The consulting company obtained powers of attorney for the account.
Immediately following the setting up of the account, the consulting company withdrew the
entire fee stipulated by the consulting contract. The insurer reported the transaction as
suspicious. It turns out that an employee of the consulting company was involved in
several similar cases. The account is frozen.

Reinsurance

An insurer in country A sought reinsurance with a reputable reinsurance company in
country B for its directors and officer cover of an investment firm in country A. The insurer
was prepared to pay four times the market rate for this reinsurance cover. This raised the
suspicion of the reinsurer which contacted law enforcement agencies. Investigation made
clear that the investment firm was bogus and controlled by criminals with a drug
background. The insurer had ownership links with the investment firm. The impression is
that - although drug money would be laundered by a payment received from the reinsurer
— the main purpose was to create the appearance of legitimacy by using the name of a
reputable reinsurer. By offering to pay above market rate the insurer probably intended to
assure continuation of the reinsurance arrangement.

A state insurer in country A sought reinsurance cover for its cover of an airline company.
When checking publicly available information on the company it turned out that the
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company was linked to potential war lords and drug traffickers. A report was made to the
law enforcement authorities.

Return premiums

There are several cases where the early cancellation of policies with return of premium has
been used to launder money. This has occurred where there have been:

e a number of policies entered into by the same insurer/intermediary for small amounts and
then cancelled at the same time

e return premium being credited to an account different from the original account

e requests for return premiums in currencies different to the original premium, and

e regular purchase and cancellation of policies.

Over payment of premiums

Another simple method by which funds can be laundered is by arranging for excessive
numbers or excessively high values of insurance reimbursements by cheque or wire transfer
to be made. A money launderer may well own legitimate assets or businesses as well as an
illegal enterprise. In this method, the launderer may arrange for insurance of the legitimate
assets and ‘accidentally’, but on a recurring basis, significantly overpay his premiums and
request a refund for the excess. Often, the person does so in the belief that his relationship
with his representative at the company is such that the representative will be unwilling to
confront a customer who is both profitable to the company and important to his own success.

The overpayment of premiums, has, been used as a method of money laundering. Insurers
should be especially vigilant where:

the overpayment is over a certain size (say USD10,000 or equivalent)
the request to refund the excess premium was to a third party

the assured is in a jurisdiction associated with money laundering and
where the size or regularity of overpayments is suspicious.

High brokerage/third party payments/strange premium routes

High brokerage can be used to pay off third parties unrelated to the insurance contract. This
often coincides with example of unusual premium routes.

Claims

A claim is one of the principal methods of laundering money through insurance. Outlined
below are examples of where claims have resulted in reports of suspected money laundering
and terrorist financing.

e A claim was notified by the assured, a solicitor, who was being sued by one of his clients.
The solicitor was being sued for breach of confidentiality, which led to the client’s
creditors discovering funds that had allegedly been smuggled overseas. Documents
indicated that the solicitor's client might be involved in tax evasion, currency smuggling
and money laundering.
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e A claim was notified relating to the loss of high value goods whilst in transit. The assured
admitted to investigators that he was fronting for individuals who wanted to invest “dirt
money” for a profit. It is believed that either the goods, which were allegedly purchased
with cash, did not exist, or that the removal of the goods was organised by the
purchasers to ensure a claim occurred and that they received “clean” money as a claims
settlement.

e Insurers have discovered instances where premiums have been paid in one currency and
requests for claims to be paid in another as a method of laundering money.

e During an on-site visit, an insurance supervisor was referred to a professional indemnity
claim that the insurer did not believe was connected with money laundering. The insurer
was considering whether to decline the claim on the basis that it had failed to comply with
various conditions under the cover. The insurance supervisor reviewed the insurer’s
papers, which identified one of the bank’s clients as being linked to a major fraud and
money laundering investigation being carried out by international law enforcement
agencies.

e After a successful High Court action for fraud, adjusters and lawyers working for an
insurer involved in the litigation became aware that the guilty fraudster was linked to other
potential crimes, including money laundering.

Assignment of claims

In a similar way, a money launderer may arrange with groups of otherwise legitimate people,
perhaps owners of businesses, to assign any legitimate claims on their policies to be paid to
the money launderer. The launderer promises to pay these businesses, perhaps in cash,
money orders or travellers cheques, a percentage of any claim payments paid to him above
and beyond the face value of the claim payments. In this case the money laundering strategy
involves no traditional fraud against the insurer. Rather, the launderer has an interest in
obtaining funds with a direct source from an insurance company, and is willing to pay others
for this privilege. The launderer may even be strict in insisting that the person does not
receive any fraudulent claims payments, because the person does not want to invite
unwanted attention.

Non-life insurance — fraudulent claims

e Police in Country A uncovered a case of stolen car trafficking where the perpetrators
provoked accidents in Country B to be able to claim the damages. The proceeds were
laundered via public works companies. A network consisting of two teams operated in
two different regions of Country A. Luxury vehicles were stolen and given false number
plates before being taken to Country B. An insurance contract was taken out in the first
country on these vehicles. In Country B, the vehicles were deliberately written off and
junk vehicles with false number plates were bought using false identity documents to be
able to claim the damages from the insurance firms in Country A. Around a hundred
luxury stolen vehicles were used in this scheme to claim the damages resulting from the
simulated or intentional accidents that were then fraudulently declared to the insurance
firms. The total loss was over USD 2.5 million. The country in which the accidents
occurred was chosen because its national legislation provided for prompt payment of
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damages.

On receipt of the damages, the false claimants gave 50% of the sum in cash to the leader
of the gang who invested these sums in Country B. The investigations uncovered bank
transfers amounting to over USD 12,500 per month from the leader's accounts to the
country in question. The money was invested in the purchase of numerous public works
vehicles and in setting up companies in this sector in Country B. Investigations also
revealed that the leader of the gang had a warehouse in which luxury vehicles used for
his trafficking operation were stored. It was also established that there was a business
relationship between the leader and a local property developer, suggesting that the
network sought to place part of its gains into real estate.*

An individual purchases an expensive new car. The individual obtains a loan to pay for
the vehicle. At the time of purchase, the buyer also enters into a medical insurance policy
that will cover the loan payments if he were to suffer a medical disability that would
prevent repayment. A month or two later, the individual is purportedly involved in an
“accident” with the vehicle, and an injury (as included in the insurance policy) is reported.
A doctor, working in collusion with the individual, confirms injury. The insurance company
then honours the claim on the policy by paying off the loan on the vehicle. Thereafter, the
organisation running the operation sells the motor vehicle and pockets the profit from its
sale. In one instance, an insurance company suffered losses in excess of $2 million from
similar fraud schemes carried out by terrorist groups.
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Appendix D — List of abbreviations

AML Anti-money laundering

CDD Customer due diligence

CFT Combating the financing of terrorism

FATF Financial Action Task Force on Money Laundering
FIU Financial intelligence unit

IAIS International Association of Insurance Supervisors
ICP Insurance Core Principle

NCCTs Non-cooperative countries and territories

PEP Politically exposed person

STR Suspicious transaction report
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1. Introduction

1. The IAIS adopted a paper in January 2002 entitled Principles on capital adequacy and solvency
that sets out principles that generally underlie solvency regimes for insurers. That paper sets out three
principles regarding the level of solvency: Principle 6 — Capital adequacy and solvency regimes have
to be sensitive to risk, Principle 7 — A control level is required and Principle 8 — A minimum level of
capital has to be specified. This guidance paper addresses Principle 7, as a component of a solvency
regime that it is assumed satisfies Principles 6 and 8. Guidance with respect to Principles 6 and 8 will
be the subject of future papers.

2. The purpose of this guidance paper is to discuss why it is important to set a solvency control
level, to identify key factors in setting a solvency control level, and to discuss possible supervisory
actions when a solvency control level is breached. The form of the solvency control level varies
between jurisdictions and may be based on capital levels or other financial measures related to the
solvency regime of the jurisdiction (e.g., accounting practices and level of coverage of technical
provisions by admissible assets). A survey of practices in TAIS Solvency Subcommittee member
jurisdictions was conducted and the responses have informed the development of this guidance paper.

3. The paper discusses possible courses of supervisory action when a solvency control level is
breached. It should be emphasised that there are many other reasons relating to the activities and/or
financial position of an insurer that may warrant supervisory intervention. The ability to intervene in
respect to a variety of concerns is an essential element of a supervisory system. The scope of this
paper is not intended to address the full range of possible reasons for intervention.

4. It is important to note why solvency requirements are essential in the supervision of insurers and
the protection of policyholders. An insurer’s technical provisions should be sufficient to cover all
expected claims and some unexpected losses, as prescribed by the applicable valuation requirements.
The degree to which technical provisions will cover unexpected losses will vary by jurisdiction
depending upon the local regulatory structure and philosophy. There should be sufficient capital to
absorb unexpected losses to the extent not covered by the technical provisions on the risks specifically
contemplated by the capital establishment process. Further, additional capital is required to absorb
losses from risks not identified by the capital establishment process, including operational risk, and to
provide for losses due to the business environment, including economic and systemic risk. In order to
protect policyholders from undue loss, it is necessary to establish not only a minimum capital level,
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but also a solvency control level, or series of control levels, which act as indicators or triggers for early
supervisory action, before problems become serious threats to the insurer’s solvency.

5. In addition to formal solvency control levels, some jurisdictions also have informal solvency
control levels, which are used to determine the extent of supervisory activity related to insurers.

2. Solvency control level

6. As outlined in the IAIS Principles on Capital Adequacy and Solvency paper, “insurance
regulatory authorities have to establish a control level, or a series of control levels, that trigger
intervention by the authority in an insurer’s affairs when the available solvency falls below this control
level. The control level may be supported by a specific framework or by a more general framework
providing the supervisor a latitude of action.”

7. A supervisor’s goal in establishing control levels is to safeguard policyholders from excessive
loss due to an insurer’s inability to meet its obligations. In some jurisdictions, the supervisor’s
mandate extends to contributing to public confidence in the financial system. Insurers should operate
above the minimum requirements to cope with volatility in markets and economic conditions,
innovations in the industry and international developments.

8. Various global market events have highlighted the need for insurers to maintain strong solvency
positions. These events put stress on the insurance industry that cannot be reliably quantified. Each
insurer should maintain a financial position that provides a cushion of solvency above minimum
requirements to enable it to cope with volatility in markets and economic conditions, innovations in
the industry and other developments. An insurer should be able to weather such stresses without
triggering supervisory consequences, and to address its capital needs through ongoing market access.

9. The control level should be set high enough to allow 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. At
the same time, the reasonableness of the control levels should be examined in relationship to the
nature of the corrective measures. Early corrective measures may be kept confidential in order to not
risk an insurer’s reputation and thus worsen the situation.

10.  An insurer may continue to take on new risks, on a going concern basis, during a period of
stress. Therefore, the control level must be set high enough to provide an acceptable level of solvency,
when considering the potential growth in an insurer’s portfolio, throughout the period that may be
required for the resolution of problems or the recovery from unusual or catastrophic events.

11.  When establishing solvency control levels, it is recognised that views about which level is
acceptable may differ from jurisdiction to jurisdiction. The control level should be high enough to
ensure that if an insurer’s failure is inevitable, it can be managed with minimum loss to policyholders.
Where permitted by the supervisory framework, it is also useful for a supervisor to have flexibility on
a case-by-case basis to vary the solvency control level for an individual insurer, based upon its risk
profile. Some insurers may warrant a higher control level if they are undertaking higher risks, such as
new products where creditable experience is not available to establish technical provisions, or if they
are undertaking significant risks that are not specifically covered by the solvency test. Particularly in
cases where legal action may be taken in response to an insurer violating its control level, the criteria
used by the supervisor to establish solvency control levels should be transparent. Section III of this
paper discusses a number of factors that should be taken into consideration when establishing a
solvency control level.
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12.  While it is important that a supervisor have the authority to establish a solvency control level,
insurers should also be encouraged to operate with higher solvency margins to support the risks that
they undertake, both on and off the balance sheet. Insurers should be encouraged to develop and
review, from time-to-time, their own internal target solvency levels to ensure that such targets
prudently reflect their risk profile. While senior management may develop target levels, to encourage
accountability the targets should be reviewed and approved by the insurer’s Board of Directors.

3. Considerations in setting a solvency control level

13.  There are a number of general issues that supervisors should take into consideration when
setting a solvency control level. They include, but are not limited to:

Risk coverage issues

quality of capital — supervisors should consider the quality of capital available, to ensure that
there are adequate levels of permanent capital available to absorb losses during ongoing
operations. For example, it may be necessary to establish control capital levels not only for total
capital but also for the level of permanent capital (e.g., retained earnings and equity instruments
which can absorb losses during ongoing operations, versus debt instruments which are not
permanent). A strong level of permanent capital allows an insurer to conserve resources when it
is under stress, since it provides the insurer with discretion as to the amount and timing of
distributions

sensitivity of solvency requirements to risks — the solvency control level may be based upon a
going concern assessment of the financial position of the insurer that recognises the dynamic
pressures and possible changes in economic and market conditions. Stress tests' of the financial
condition of the insurer against these more dynamic assumptions and scenarios are a useful
supervisory tool, that can assist the supervisor in assessing whether an individual insurer’s risk
profile warrants a solvency control level that differs from the industry-wide norm

the minimum solvency level — the amount of the minimum level determines the cushion that it
provides to absorb losses. There may or may not be a direct relationship between the solvency
control level and the minimum level. In some jurisdictions, the solvency control level is a
function of the minimum capital level (e.g., in Canada, the solvency control level for life insurers
is 125% of the minimum capital level)

risks not covered by the solvency rules — the extent to which there are risks not covered in the
calculation of the solvency requirements will influence both the minimum level and the control
level. Examples of significant risks that are often not explicitly captured by capital adequacy
rules are operational risk and liquidity risk

" In Canada, the appointed actuary is required to dynamically test the insurer’s capital adequacy on an annual
basis and report on the future financial condition to the Board of Directors in the Dynamic Capital Adequacy
Testing (DCAT) Report. The Canadian Institute of Actuaries has issued a Standard of Practice on DCAT that
provides guidance to the actuary. The process involves analysing and projecting the trends of an insurer’s
capital position to understand the risk profile of the insurer and potential threats to its capital adequacy given
current circumstances, its recent past and its intended business plan under a variety of plausible future adverse
scenarios. The purpose is to identify: plausible threats to satisfactory financial condition, actions that lessen the
likelihood of those threats, and actions that would mitigate a threat if it materialised. The principle goal is to
help prevent insolvency by arming the insurer with the best information on the course of events that may lead to
capital depletion, and the relative effectiveness of alternative corrective actions.
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mix of business and investments which results in a higher level of risk than the average level that
is implicit in the standard solvency requirement

the level of security in a broad sense — the amount of risk coverage provided by the technical
provisions and requirements regarding investments, as protection of policyholders from undue
loss.

Supervisory and jurisdictional issues

the powers of the supervisor, which are derived from the legislative framework within a
jurisdiction, will be a key determinant of the ability of the supervisor to establish and adjust
minimum and control levels of solvency, both on an industry-wide and insurer-specific basis. In
some jurisdictions the minimum and control levels are established by legislation, whereas in other
jurisdictions the supervisor has the authority to impose alternative solvency requirements

need for flexibility — an insurer’s individual risk profile should be assessed to determine whether
the industry solvency control level should be applied or a higher level applied, e.g., there may be
non-capital-related supervisory concerns within an insurer that may cause the supervisor to
require that a higher solvency level be maintained until a problem is rectified

prudence of the accounting and actuarial standards — the level of conservatism in the requirements
for valuation of the assets and liabilities and the accounting practices within the jurisdiction
should be evaluated to determine the additional margins required to protect policyholders

licensing requirements — a minimum amount of capital is required to be licensed to write business
in a jurisdiction. However, a separate control level may be established for new insurers to

provide for growth of new business or other risks related to their operating plans

legal status of policyholders — the legislative protection provided to policyholders relative to other
creditors is an important factor in setting both minimum and control levels of solvency

extent to which the preconditions for effective supervision, as set out in the IAIS Insurance Core
Principles, exist.

Other issues

overall level of capitalisation in the industry — a transition period may be required to achieve the
desired level of capital for the industry within a jurisdiction

developments within the industry — e.g., new products, globalisation, increased competition
competitiveness — the solvency control level must not unduly impede the ability of the insurance
industry to compete in the global marketplace. This is a balance between the protection of
policyholders and the need for insurers to earn a return on equity which is competitive with other
financial services sectors and other enterprises generally

economic environment in the jurisdiction — e.g., level of inflation and interest rates

development of capital markets in the jurisdiction — e.g., affects the insurer’s ability to raise
capital
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risk management in the jurisdiction — e.g., the sophistication of the risk management systems
prevalent in the insurance industry

policyholder protection/guarantee fund — existence of a fund should not be considered in setting
the solvency control levels. To do so would raise issues such as potential moral hazard,
competitive equity, and geographic, product or amount limitations on protection.

14.  If supervisors establish unique solvency control levels for individual insurers, they should also
consider the following insurer-specific issues in addition to those discussed above:

quality of management, risk management systems and internal controls within the insurer. Where
the capabilities of management or the quality of a risk management framework within an insurer
are weak, the supervisor should consider prescribing a higher level of solvency

ratings requirements — capital levels required to maintain adequate ratings by external rating
agencies. Insurers may have ratings they need to maintain in order to participate in certain markets
(e.g., reinsurance) or to access capital on acceptable terms

insurers’ own internal target levels — insurers’ own risk modelling and assessment, and their own
evaluation of the economic capital required to cover the risks of their business, to the extent
considered credible.

4. Possible supervisory actions

15.  Supervisory regimes typically provide a variety of powers that may be invoked by supervisors
and refer to measures they may take to address various practices and situations that are of concern. It
is common for supervisors to identify possible supervisory actions that could be taken in the event an
insurer breaches the solvency control level or is trending towards a breach. These actions may or may
not be strictly tied to the solvency control level and may or may not be formalised in legislation or
regulatory documents. It is important that the supervisor have adequate authority to take action to
attempt to ensure that solvency control levels are maintained, in order to provide adequate protection
to policyholders.

16. It is also important that insurers be aware of the range of possible supervisory actions that could
be taken if they breach the solvency control level. Awareness within the industry of the possible
consequences may act as a disciplinary force to encourage the maintenance of the solvency control
levels. In most jurisdictions surveyed, the severity of the supervisory intervention increases as an
insurer’s solvency position falls below the solvency control level towards the minimum solvency
level.

17.  Supervisory actions should be directed towards strengthening the insurer’s solvency position
and maintaining or returning it to a level above the solvency control level.

18. Possible supervisory actions, which may be taken separately or jointly, may be categorised as
follows:

measures that directly address the problem of not enough capital, e.g., requesting capital and
business plans for restoration of solvency levels, vested asset injections, limiting
redemption/repurchase of equity instruments, limitations on dividend payments
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measures that are punitive, e.g., refusing, delaying or imposing conditions on requests or
applications submitted for regulatory approval, such as innovative capital instruments,
acquisitions and redemptions or repurchases of equity, limiting growth in business

measures that are intended to protect policyholders pending strengthening of the solvency
position, e.g., business restrictions on licences, premium volume limitations, restrictions on
certain types of business or investments, limitations on shareholder dividends, restrictions on
acquisitions, business dispositions and reinsurance arrangements

measures that are intended to enable the supervisor to better assess and control the situation,
whether by formal or informal means, e.g., increased supervision activities and guidance,
requiring auditors to enlarge or extend the scope of their examinations, requiring additional stress
testing and scenario analysis, requiring actuaries to modify actuarial assumptions as appropriate
to the circumstances, commissioning independent actuarial reviews, and applying prudential
limits and restrictions more rigorously

measures that strengthen or replace an insurer’s management.

19. In the event that measures taken to improve the solvency position of an insurer are not
successful and its solvency level continues to deteriorate, the severity of supervisory actions should
progressively increase. These actions may include invoking statutory powers to rectify the situation,
e.g., issuing a directive to increase capital and/or liquidity, a divestment order, a direction of
compliance, removal of management and taking control of assets or the insurer.

20. Conversely, the supervisory regime may provide for benefits to insurers that are operating well
above the solvency control levels. This may include streamlining specified regulatory approvals,
reducing reporting requirements and increasing investment flexibility. These actions may be viewed
by the industry as inducements to maintain stronger solvency positions.

5. Disclosure of solvency control level

21. In many jurisdictions, the possible supervisory consequences of falling below the minimum and
solvency control levels are transparent to the public in either legislation or other forms of regulatory
guidance.

22.  The Principles on capital adequacy and solvency paper states, “The capital adequacy and
solvency regime should be supported by appropriate disclosure.” In general, public disclosure of
information regarding an insurer’s solvency position enhances policyholders’ and the market
participants’ ability to exercise discipline with respect to insurers. Market discipline is enhanced by
transparency of the solvency control level requirements and imposes strong incentives on insurers to
conduct their business in a safe, sound and efficient manner. However, the sensitivity of the market to
publicity regarding an insurer’s solvency position should be considered when establishing disclosure
requirements. While not all jurisdictions require information about individual insurers’ solvency
positions to be made available to the public, this can be a powerful supervisory tool which should be
considered. It should be noted that while the disclosures provide an indication of the solvency
position of the insurer, they are not the only indicator of the financial condition of an insurer and
should not be used in isolation.

23.  Once a solvency control level and its meaning are well known, there may be convergence
towards that level or a higher level, as disclosure of individual insurer solvency levels can provide an
incentive to maintain a strong solvency position as a cushion against potential future losses arising

Page 8 of 9 IAIS - Solvency control levels guidance paper
Approved in Singapore on 3 October 2003



from its risk exposures. Market discipline reinforces supervisory efforts to promote safety and
soundness in insurers and will encourage insurers to ensure that their solvency positions do not fall
significantly below those of their peers.
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1. Introduction

1. This paper considers the use of an actuary as part of an insurance supervisory model. In some

jurisdictions where use is made of an actuary in the supervisory model, this use is referred to as an
‘appointed actuary’ or a ‘responsible actuary’ system. While this system may have variations, it is
essentially based upon the mandated use of an actuary by insurers, with that actuary having specified
reporting or certification responsibilities to both the insurer and the supervisor.

2. It is noted that, even where there may not be a specified role in the insurance laws or
regulations, supervisors look to actuaries within insurers as important contributors to the supervisory
process. The paper draws some generally applicable conclusions, but when considering the specific
role of an actuary, which may be set out in regulations, the term ‘responsible actuary’ is used.

3. Regardless of the roles actuaries may play within the supervisory model of a particular
jurisdiction, nothing in this paper should be taken to suggest any reduction in the responsibilities that
appropriately fall on an insurer’s management, directors or external auditors.

4. This paper has two main objectives.

First, the paper represents the results of a survey of current practice and the discussions of the
IAIS Subcommittee on Solvency, Solvency Assessments and Actuarial Issues (Solvency
Subcommittee).

Second, for those jurisdictions that are considering the introduction, expansion or reform of a
responsible actuary system, the paper may be of assistance in identifying issues to be considered
as the system is developed and implemented.

The paper draws a number of conclusions, which are set out throughout the text.
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2. Methodology

5. The paper has been developed as a guidance paper. In preparing the paper, a survey of several
jurisdictions represented on the Solvency Subcommittee was conducted. Where comments are made
in this paper based on the survey, reference is made to ‘responding jurisdictions’. The paper was then
circulated as a draft for comments to the various committees and the membership of the IAIS and
these comments were considered as the paper was finalised.

6. In addition, useful current papers were provided by members of the Solvency Subcommittee
reflecting the recent work in this area done by the EU and the OECD. A table of references is also
provided at the end of this paper.

3. The role of actuaries in insurance

7. The Issues paper prepared by the Solvency Subcommittee includes a discussion of insurance
risks and risk assessment for insurers and the role of actuaries in these areas. That paper, released in
March 2000, noted that different regulatory traditions ascribe different levels of professional
responsibility to the actuary. In particular, the Issues paper stated that:

“Regardless of regulatory traditions, the role of the actuary, both within the insurance companies
and in the position of supervisor, is critical to the maintenance of financially sound insurance
companies. Dependant on traditions within the different jurisdictions, however, the term
‘actuary’ in this context does not necessarily relate to membership in certain professional
associations, or to certain university degrees. What is essential, is to ensure that the insurance
undertakings possess the competence and qualifications required for risk identification and
control. Mathematicians and economists with insight in and experience from the insurance
business may play this part as well as “actuaries” in the narrow sense of the word”.

8. It is common for actuaries to have some level of involvement in insurance. There is a longer
tradition of this in life insurance than in non-life insurance. There is, of course, variation in where
these actuarial skills are drawn from. For instance, some insurers have actuaries as employees, while
others employ consultants. Actuarial expertise is also not limited to the insurers and to the auditing
and consulting firms alone. Typically, supervisory authorities also have actuarial staff, the number of
which may vary depending upon the availability of qualified and experienced actuaries, costs and the
supervisory model. Some choose to hire staff with a mathematical background and help them to train
as actuaries, while others prefer to use consulting actuaries.

Conclusion #1:

The application of actuarial expertise is a key component in the operation of insurers, insurance
markets and insurance supervisory authorities.

The definition of ‘actuary’

9. In this paper we have adopted the definition of actuary as set out in the I4IS Glossary. The
glossary states:

“An actuary is a professional trained in evaluating the financial implications of contingent
events. Actuaries require an understanding of the stochastic nature of insurance, the risks
inherent in assets and the use of statistical models. These skills are often, for example,
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used in establishing premiums and technical provisions for insurance products, using the
combination of discounted cash flows and probabilities.”

10.  Actuarial skills are used to assess risk, determine the adequacy of premiums (tariffs) and
establish technical provisions for both life and non-life insurance. These skills include a detailed
understanding of the probabilities of insurance risks, (e.g., mortality, morbidity, claim frequencies and
severities), the use of statistical models, the use of discounted cash flows, understanding and
assessment of the use of derivatives and an understanding of volatility and adverse deviation. After
appropriately applying these skills, actuaries provide advice and, where members of management,
participate in decision-making.

The relationship between external auditors and actuaries

11.  While the focus of this paper is on the role and use of actuaries, it is important to note the role
of external auditors in the supervisory model.

12.  The financial statements of an insurer, which may include amounts determined by an actuary,
are the responsibility of management. The primary role of an external auditor is to express an opinion
as to whether the financial statements have been prepared in accordance with the identified financial
reporting framework. This opinion helps to establish the credibility of the financial statements and
may be relied upon not only by supervisors, but also by shareholders, policyholders, rating agencies
and tax authorities. The involvement of an actuary in the preparation of an insurer’s financial
statements, whether under a responsible actuary model or otherwise, should not lessen either the
responsibility of management to produce reliable financial statements or the responsibility of the
external auditor to express an opinion on such financial statements.

13.  In auditing the financial statements of an insurer, the external auditor must address the technical
provisions established by the insurer. It is important to have reliable data as the basis for calculating
technical provisions. The external auditor plays an important role in ensuring the reliability of the
data. The calculation of these provisions generally requires special expertise, methods and techniques,
which are provided by an actuary. In some cases, actuaries are employed within auditing firms. The
external auditor, if not possessing this expertise, may engage an actuary to review the methods,
techniques and calculations underlying the insurer’s provisions; in some jurisdictions such a review is
required. This independent actuarial advice enables the auditor to reach an informed conclusion
regarding the appropriateness of the insurer’s provisions. While external auditors and actuaries may
be subject to different legal frameworks across jurisdictions, the work of an external auditor and an
actuary are closely linked.

14.  In particular, the relationship between actuaries and external auditors is enhanced by:

clear definition of roles of the actuary and the external auditor

arrangements for formal communication between the actuary and the external auditor.
The relationship between the actuary and the external auditor might be set out in law, regulations or
professional guidance. For example, in Canada, there is an agreement between the actuarial

profession and the accounting profession that there be annual formal letters between the actuary and
the external auditor specifying the work for which each is responsible.
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Conclusion #2:

The roles of actuaries and external auditors, and relationships between them, are enhanced by a clear
definition of their respective responsibilities.

4. Issues to be considered regarding adoption of a responsible
actuary model

15. This section considers issues that are relevant in considering whether it is appropriate and
feasible to adopt a responsible actuary model in a particular jurisdiction. Here we are considering the
responsible actuary as someone with individual official responsibilities, or a defined role set out in the
insurance regulation. The responsible actuary model is not the only model available to address
actuarial matters as part of the supervision process. There are other models without the legislative
requirement for a responsible actuary, where there is a different distribution of responsibilities and a
greater emphasis on actuarial skills within the supervisory authority.

16. A key issue in considering the adoption of a responsible actuary model is the supervisory
philosophy. The organisation of the supervisor also influences the role of actuaries in insurance
supervision. Other issues, such as the state of the insurance market in a particular jurisdiction and the
development of the actuarial profession in the jurisdiction, may also influence whether the responsible
actuary model is adopted.

Philosophical position

17. At one end of the regulatory spectrum are those supervisory models that utilise a responsible
actuary model. The Canadian approach is one such example.

18.  The approach in Canada involves a continuously appointed, individually named person who,
under the relevant legislation, is required to carry out an annual valuation of the liabilities of the
insurance business. The responsible actuary must annually calculate the technical provisions and
certify that they are calculated in accordance with actuarial practice generally accepted in Canada,
including the use of appropriate assumptions and methods, that they make appropriate provision for all
policyholder obligations and that the consolidated financial statements fairly present the results of the
valuation. The responsible actuary must also provide an annual certificate, which details the amount
of the required minimum solvency margin. The responsible actuary is also required to perform annual
stress testing of the insurer’s future financial condition.

19.  Under the Canadian approach, the responsible actuary is clearly expected to act as a front-line
controller of prudential financial management. The link to the insurance supervisor is through the
legislative duty to ‘whistle-blow’, to the Board and the insurance supervisor, if the management of the
insurer insists on pursuing a strategy which the responsible actuary believes may have a serious
adverse impact on the insurer.

20.  Under the Canadian system, the responsibilities of the actuary are spelled out in legislation and
direct requirements of the insurance supervisory authority. A detailed body of professional guidance
issued and enforced by the local professional body supports these requirements. Deregulated
insurance markets place additional demands on the actuarial profession, leading to effective solutions
along the lines of the responsible actuary system and its variants. It seems likely that solutions of this
general type will become increasingly widespread throughout the world, necessitating high levels of
actuarial education and professionalism, and requiring the active support and involvement of
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professional associations of actuaries in each country. The role of the actuary in Canada has
progressed steadily away from the historic evaluation of the liabilities, to also monitoring the
adequacy of assets to meet the liabilities on a continuous basis. This expanded role includes providing
a forward-looking report to the Boards of Directors on stress and scenario testing of a firm’s current
and future financial condition and playing a key role in the identification of risk and its successful
management. The responsible actuary acts as an additional front-line control, which makes it possible
to reduce the degree of direct supervisory oversight, replacing it with a degree of oversight of the
fitness and propriety of the actuary and the effectiveness of the functioning of the actuary in the
required role.

21.  Alternatively, at the other end of the spectrum are those systems that do not mandate the use of
an actuary. As indicated above, not all jurisdictions make use of an actuary as an explicit part of the
supervisory model. Notable jurisdictions in this group are France and Spain. While most EU
countries have adopted some form of a responsible actuary model, some have a different actuarial
tradition. In particular, the French and Spanish approaches emphasise the importance of direct
supervisory overview.'

22. A number of reasons are put forward in favour of not adopting a responsible actuary system. It
is important to recognise the validity of these reasons because they clearly illustrate the consequences
that would follow for the supervisory system as a result of a decision to adopt or not to adopt such a
system.

23.  For example, in France, the actuary of the insurer may approve the mortality tables used, but
plays an otherwise relatively limited official supervisory role. Responsibility for the proper pricing of
products, establishing prudent technical provisions and exercising sound and prudential overall
financial management rests with the insurer’s chief executive and the Board of Directors. The French
supervisory approach strongly supports the use of actuarial skills by insurers in carrying out this
responsibility, and allows the insurer the choice of using internal staff or outsourcing this function.

24.  Under the French approach, the supervisor looks to the actuary within the insurer as a particular
point of reference for supervisory questions and for the resolution of issues that it wishes to raise with
the insurer.

25.  The French supervisory approach considers the use of a responsible actuary system as lessening
the powers of supervisors and restricting the relationship between the supervisor and the insurers.
Direct supervision is exercised through a strong level of on-site inspection carried out by technically
skilled supervisors, with accounting and actuarial skills, who not only review the financial statements,
but also pay extended visits to the insurers to review their systems and controls, approve their
technical bases and methodologies and audit a sample of their calculations.

26. There is a range of ways in which the responsible actuary system can be implemented. Many
jurisdictions with a responsible actuary system also make extensive use of on-site inspections in the
same manner as those jurisdictions that do not have a responsible actuary system.

! France refers to this approach as “the two-actuary model”. However, it should be noted that the responsible
actuary model also makes use of actuaries in both the insurer and the supervisory authority.
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Conclusion #3:

The decision on the use of a responsible actuary in an official capacity as part of a supervisory model
should give due regard to the need to ensure effective supervisory oversight and management
accountability.

27. Even after making a decision in favour of a responsible actuary model, it is then necessary to
consider just what role and tasks are to be covered.

Conclusion #4:

Where a responsible actuary model is adopted, the actuary should have clearly-defined tasks and
responsibilities, as well as rights and obligations under the law. These tasks and responsibilities can
change over time.

Conclusion #5:

In the event that the use of a responsible actuary in the supervisory model is not adopted, then the
supervisor has to have access to sufficient actuarial resources to perform detailed and quantitative
reviews, as required.

The nature of the insurance market in the jurisdiction
28. A second, more practical, issue is the nature of the insurance market in the jurisdiction.

29. In some markets, there are a great number of insurers, while others have only a small number of
insurers. The larger the number of insurers, the greater the tendency for the supervisor to make more
formal use of actuaries, as this can assist the supervisor to more effectively allocate resources.
However, even if the number of insurers is small, should the insurers be large and have complex
operations, the supervisor would have more need for the assistance of actuaries than if the insurers
were small and had simple operations.

30. The number of insurers and the nature of their operations may mean that there are practical
issues to be overcome should a responsible actuary system be adopted. In some jurisdictions, a larger
number of insurers may make it difficult to initially find sufficient adequately qualified and
experienced actuaries to carry out the role.

The desire of the supervisor to encourage change

31. A third issue, which is also practical in nature, is the desire of the insurance supervisor to
encourage the greater use of actuaries. The Solvency Subcommittee believes that the use of actuarial
skills and advice can enhance the assessment of risk in an insurer, irrespective of the supervisory
model used.

32.  The supervisor may introduce an official role for an actuary in order to encourage insurers to
make greater use of actuarial techniques. The supervisor can do so, and enhance the role of actuaries,
by requiring reports to be signed or co-signed by an actuary, and by encouraging the involvement of
the actuary in meetings and dialogues between supervisors and insurers.
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The development of the actuarial profession in the jurisdiction

33.  Another key issue in the decision to adopt the use of a responsible actuary model is the state of
the actuarial profession, relative to the industry, in the particular jurisdiction.

34. A practical issue is the availability of suitably qualified and experienced actuaries in the
jurisdiction. In some jurisdictions, the number of actuaries available to carry out an official role is
limited. This could lead to immediate practical constraints on any proposal to implement a responsible
actuary system. One way to address such a situation may be to allow actuaries from other jurisdictions
to carry out an official role, provided that the actuaries have suitable qualifications and experience
relating to the jurisdiction. In such a situation, the actuaries should be available to participate in
discussions with the supervisor and to be consulted effectively.

35. Several responding jurisdictions place considerable reliance on the fact that the market has
operated with actuarial advice for some time and that the profession is well organised. This issue is
considered in more detail below.

36. The use of methods to enhance the quality of work of responsible actuaries, such as: practising
certificates, peer reviews, disciplinary procedures, continuing professional development and others,
may be required by the professional actuarial association or by the supervisory authority.

37. The decision to implement a responsible actuary system can, of itself, have an effect on the
availability of actuaries in the jurisdiction. The reinforcement of the role of the actuary through the
assumption of higher responsibilities could make the profession more attractive to those who may
consider joining the actuarial profession in the jurisdiction, which could itself be an objective.

Conclusion #6:

The decision to adopt an official role for actuaries should take account of the availability of suitably
qualified actuaries and the extent to which the profession is well organised.

Actuarial advice does not eliminate the need for supervisory oversight

38. A risk in adopting a responsible actuary model is the potential for the supervisor to simply
accept the advice of the actuary without undertaking any independent assessment of the actuary’s
work. The supervisor should still have access to actuarial resources, or other resources, that are able to
critically assess the work of the responsible actuary, including the assumptions and methods used and
conclusions reached, and should not simply accept the actuary’s advice without scrutiny.

39.  This requirement for scrutiny may be influenced by the level of actuarial expertise available
within the supervisory authority. For instance, the EU Insurance Committee has found that while the
supervisors of some member states employ or have access to actuaries with experience in the
insurance industry, other supervisors may have to limit their recruitment to persons with a more
general background in mathematics, statistics and economics. In almost all member states, it is
reported to be hard to recruit experienced actuaries, since it is difficult to compete with the private
sector. The IAIS Core Principles support the need for a well-funded supervisory authority to reduce
this problem.

40. In several jurisdictions, it is noted that the supervisor can call for an independent actuarial report
to be made at the cost of the insurer. This can assist in addressing the problem of availability of
resources within a supervisory agency.
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Conclusion #7:

Where the use of a responsible actuary model is adopted, the supervisor should not simply accept the
work of the actuary without further scrutiny, but should have access to actuarial resources to review
and interpret the advice of the responsible actuary.

5. Issues to be considered regarding the use of actuaries

41.  The use of actuaries as part of the supervision of insurers is fairly widespread. The actual model
used in jurisdictions does vary, however. This section discusses a number of issues that are
particularly relevant when a responsible actuary model is used, although many will also have a wider
application to all jurisdictions where there are actuaries within the industry and the supervisory
authority.

The requirement to have a responsible actuary

42. In almost all jurisdictions where there is a requirement for a responsible actuary, there is a
legislative requirement to have a responsible actuary for life insurance. This requirement in these
jurisdictions is often long standing and reflects industry practice, as well as having statutory support.

43. In several of these jurisdictions, the actuary proposed as the responsible actuary cannot be
confirmed until the consent or approval of the supervisor is provided. Whether or not the system has a
requirement for the supervisor to approve the appointment of an actuary may be based on
philosophical or practical considerations. In particular, the key philosophical consideration is whether
the supervisor believes that pre-approval of the appointment of individuals to various positions by
insurers is appropriate. Practical considerations include the volume of approvals that may be required
and the ability to define a set of criteria regarding qualifications, experience, and membership in a
professional association that can be reasonably relied upon by the supervisor. An alternative
supervisory approach to prior approval of the responsible actuary may be to rely on notification of
appointment. In either case, the supervisor should have the ability to require replacement of the
responsible actuary, if necessary.

44.  While the requirement to have a responsible actuary in non-life insurance is less prevalent, some
jurisdictions do have this legislative requirement. This requirement appears to be a growing trend,
with some jurisdictions requiring approval of the appointment of the responsible actuary.

45. Even where a responsible actuary is not required in non-life insurance, the supervisor should
review the technical provisions of the insurer, using actuaries or other staff employed by the
supervisor or an independent actuary. In all cases, the role of actuaries in reviewing technical
provisions is an important part of the supervisory model and involves oversight both within the insurer
and in the supervisory authority.

46. While there is some consensus on the requirement to use an actuary, the role of the actuary
differs across jurisdictions. For instance, some jurisdictions require the actuary to ‘certify’ or ‘attest’
to particular things, while others require the actuary to provide ‘advice’ only. Sometimes, in addition,
a supplementary report must be prepared describing the actuary’s analysis, methods, assumptions,
conclusions, etc. This is further discussed below.
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Conclusion #8:

The appointment of a particular responsible actuary should be subject to supervisory review and the
supervisor should have the capacity to have an unsatisfactory appointee removed from the position.

Definition of suitable candidates

47. In all responding jurisdictions, the requirements regarding who could be appointed as a
responsible actuary are defined in the supervisory rules or legislation.

48. The criteria for a responsible actuary in responding jurisdictions include:
Qualified by specified initial and ongoing educational requirements
Membership in the local professional body at an appropriate level
A minimum specified period of relevant practice as an actuary since qualification at that level
A requirement that the responsible actuary be a resident of the jurisdiction (in some cases).

49. In some cases, actuaries who do not meet the standard criteria set out in the regulations or
supervisory rules may be subject to separate approval by the supervisor on a case-by-case basis.
However, the actuary should always be subject to the general fit and proper requirements that are
applicable to others.

50. The existence of criteria for a responsible actuary ensures that persons with responsibility for
providing advice on actuarial matters, such as the level of technical provisions, have appropriate
qualifications and expertise and are capable of fulfilling the roles and responsibilities of a responsible
actuary, to whatever extent is prescribed, with competence and integrity. Employing a minimum level
of criteria ensures that the use of an actuary in the supervisory model is not undermined and
contributes to confidence in the system.

51.  Where membership in the local actuarial body is part of the criteria, then the supervisor needs to
understand how the membership criteria are determined. In addition, membership criteria for a
professional body may change explicitly or implicitly (for example, through a mutual recognition of
qualifications earned in other associations). The supervisor needs to be able to monitor these changes
and adopt criteria that may be more limiting than those of the professional body, if this is felt
necessary and appropriate.

Conclusion #9:

Where a responsible actuary model is in place, there should be some criteria regarding who may
qualify for appointment as a responsible actuary. These criteria may be based on qualifications,
professional experience, membership in a professional association or a combination of these elements.
In addition, factors such as the personal and professional ability to function in the position should be
considered.
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Avoiding conflict

52.  In many jurisdictions, there is a limitation on the positions that someone appointed as a
responsible actuary can hold. The rationale for this is to avoid any potential conflict of interest that
may result from a responsible actuary also holding an executive position within the insurer.

53. In particular, when an actuary also holds the position of chief executive officer of the insurer it
is considered less than ideal that this person should also be the responsible actuary. Some jurisdictions
have an explicit prohibition on this situation, while others are able to enforce such a requirement
without explicit legislative support.

54.  Some responding jurisdictions also prohibit the responsible actuary from being a director of the
insurer. In support of this argument, it is considered that an actuary who is also a director may be
faced with substantial conflict if obliged to act as a ‘whistle-blower’. On the other hand, some
jurisdictions find that the opportunity for an actuary to also be a director raises the status of the actuary
in the insurer. In some jurisdictions, there is also prohibition on the actuary being a chief financial
officer.

55. Inall responding jurisdictions, however, the actuary can be an employee of the insurer.

56. In almost all responding jurisdictions, the actuary can be a consultant, and in almost all of these,
the actuary can be appointed for more than one insurer.

57. In addition to these limitations on the roles the responsible actuary can hold, some jurisdictions
also require the actuary to disclose certain information, either to the supervisor or publicly, in an
attempt to limit the risk of conflicts of interest. Examples of this would include the full disclosure, by
the actuary, of potential, perceived or actual conflicts, or of the basis and level of remuneration from
the insurer. Internal control mechanisms, such as an internal audit function, should be in place to
identify any such conflicts.

58.  There are also cases where an actuary of an insurer is also a policyholder of that insurer and
may thus be ordinarily entitled to participate in the allocation of shares in an insurer on
demutualisation. In such cases, where this is material, it may be prudent that the actuary advising on a
demutualisation either seek to be excluded from the effects of such advice or not actually provide the
advice.

59.  As highlighted above, the supervisor would also have a role to play here, particularly in
situations where the actuary is an employee of the insurer. The supervisor should actively assess the
work of an actuary, or have access to resources such as an external actuary that can provide a peer
review, to ensure this situation does not result in actuarial advice that is inappropriately biased.

Conclusion #10:

Where a responsible actuary model is in place, consideration should be given to potential conflict of
interest situations. It is preferable that the person appointed as a responsible actuary not be permitted
to hold this position at the same time as being a chief executive officer.

The removal of a responsible actuary from the position

60. Situations may arise where it is prudent for a responsible actuary to be removed from this
position. Circumstances such as when an actuary fails to adequately perform required functions and
duties, does not meet eligibility or fit and proper criteria, or is subject to conflicts of interest, are
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examples of cases where removal may be warranted. Inadequate or inappropriate advice, if accepted
by a Board, can potentially undermine the financial stability of an insurer and ultimately threaten the
interests of policyholders.

61. Some supervisors have the ability to remove an actuary directly, while others can do this
through the insurer.

62. In all responding jurisdictions, the actuary can be removed by the Board of the insurer (or senior
governing body) and, in some cases, by the senior management. In the event that an insurer removes
the actuary, it is usual for the supervisor to be made aware of the reasons for the change of responsible
actuary. The supervisor should be able to address any concerns that may arise when an insurer
removes a responsible actuary in an attempt to frustrate the role of the actuary or the actuary’s advice.
In cases where an actuary has been removed, it is also important that the new actuary communicate
with the former actuary to determine whether there was any professional reason for the change.

Conclusion #11:

Where a responsible actuary model is in place, there should be some avenue available for a
responsible actuary to be removed at the initiative of either the insurer or the supervisor. Removal
may be required where the actuary fails to perform adequately the required functions and duties or
does not meet eligibility or fit and proper criteria. The supervisor should be promptly informed in
cases where the insurer removes the responsible actuary.

Professional associations

63. Professional actuarial bodies or associations can play a role in the development of a responsible
actuary model. A well-organised actuarial profession will be characterised by several features, some
of which are of particular relevance to the effective use of actuaries in the supervisory model.

64. The profession will ideally be defined by the existence of an actuarial professional body, which
defines membership standards with reference to educational standards, professional competence and
experience. One measure of the state of development of the profession is whether the professional
body is able to meet the criteria for membership in the International Actuarial Association.

65.  Further, the actuarial professional body can play the following additional roles:

Provide support, resources and expertise to develop standard tables (e.g., mortality) which can be
used as input in the development of suitable assumptions for valuation of technical provisions

Provide research into the financial aspects of insurance
Contribute to the development of professional standards of practice to ensure that the proper
actuarial skills and procedures are applied and are the basis of the advice rendered and for all

relevant issues to be addressed in preparing reports

Provide a mechanism for peer review of the work of the responsible actuary”

? Peer review of the work of a responsible actuary is done by another senior and appropriately qualified actuary
to ensure it complies with professional standards. It involves the sharing of best practice and experience from a
wider range of sources than might otherwise be available to a responsible actuary. It provides an external and
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Require all members to adhere to a code of professional conduct, which emphasises ethical,
honest and professional behaviour

Establish requirements for each member to possess the appropriate qualifications (e.g., both basic
and recent experience and training) before accepting an assignment, to ensure the quality of the
professional advice rendered

Provide continuing professional development opportunities to its members

Provide a mechanism to hear complaints and administer discipline, so that members who fail to
act in a proper manner are subject to appropriate sanction.

66. It is recognised that these various functions may be performed through one or more professional
associations or through other arrangements made involving the members of the profession.

Conclusion #12:

A supervisory model that makes use of an actuary should take into account the extent to which the
actuary is subject to professional standards of practice, qualification standards and obligations on
professional conduct.

67.  All responding jurisdictions have local actuarial associations within the jurisdictions. Some of
the associations conduct their own examinations. Most associations have documented standards of
practice and professional conduct that members are bound to follow.

68. Most associations also have disciplinary procedures should a member not satisfy the prescribed
standards.

69. In some cases, the supervisor does not have an explicit power to make a complaint against an
actuary to the professional body. It is desirable that the supervisory authority have the capacity to
make a complaint, either formally or informally, without substantial risk of legal action being taken
against it.

70. In drafting or redrafting their own rules, the professional associations consult directly with the
regulator in several responding jurisdictions, and indirectly in others. In many cases, this consultation
may include the supervisory authority collaborating with or being part of working committees of the
professional association.

71. It is important that prudent actuarial valuation standards and practices be adopted. The need for
the supervisor to assess those standards is an important prerequisite. The degree to which these
standards are developed and implemented, and the existence and effectiveness of a professional code
of conduct and a professional discipline system within the actuarial profession, will determine the
reliance that can be placed upon the actuary in a supervisory system. The supervisor has a role in
assessing the prudence of the standards. There are a number of ways that this can be achieved
including:

independent review, which should give comfort that the actuary has fulfilled the responsibilities to the insurer
and the supervisory authority.
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having sufficient actuarial resources available within the supervisory authority to review the
responsible actuary’s work

maintaining close relations with the actuarial profession
having the authority to provide directions regarding the actuarial valuation practices
requiring peer review of the work of the responsible actuary

being able to engage an independent actuary to conduct a review of the responsible actuary’s
work

having the capacity to lodge a complaint with the professional association when the responsible
actuary’s work or behaviour is found not to be in compliance with professional standards

having the authority to replace the responsible actuary.

In the event that an official role does exist but the actuarial profession does not provide each of these
elements to the satisfaction of the supervisor, then it is necessary for the supervisor to take alternative
steps to ensure that the necessary elements are developed or for such requirements to be imposed
directly by the supervisor.

Conclusion #13:

The nature of the professional associations should influence the supervisor’s dependence on a
responsible actuary. For instance, where professional codes of conduct, standards of practice and
disciplinary procedures are in place, the supervisor may place greater reliance on these persons. The
professional associations can also provide a forum for development of technical aspects of the
actuarial role.

In any event, the supervisor has a role to ensure that practices are adequate and subject to review.

6. The specific role of a responsible actuary

72.  This section considers the particular tasks that are required of the actuary under a responsible
actuary model.

Requirements to provide advice to the insurer

73.  Precise requirements for the actuary to provide advice on various matters vary from jurisdiction
to jurisdiction. In addition, there is also variation in the extent to which the actuary may rely on
subordinate actuaries and others for such things as data accuracy, assistance in performing supporting
studies, etc. These requirements and limitations are locally established by legislation, regulation,
professional standards of practice, or custom.

74. In all responding jurisdictions that require the use of a responsible actuary in life insurance,
there is a requirement that the actuary provide advice on the establishment of the technical provisions.

75. In life insurance, requirements to provide advice on other aspects vary. For example, some
jurisdictions may require the actuary to provide advice on items such as: the premiums to be charged
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(the level of tariffs); the terms and conditions of insurance contracts; the risk assessment policies; the
adequacy of reinsurance arrangements; the investment policy; and most require the actuary to provide
advice on the determination of the allocation of profits, distributions or bonuses to participating life
insurance policyholders. Transfers of profit, or the distribution of capital back to shareholders, may
also be subject to a requirement for actuarial advice. In many cases, this advice is required to be
formal and in writing.

76.  Although not a common regulatory requirement in responding jurisdictions, the responsible
actuary is sometimes seen as having an important fiduciary role to represent the interests of the
policyholders, particularly the participating policyholders, when decisions are taken within the insurer.

77. In most responding jurisdictions that require the use of a responsible actuary in non-life
insurance, there is a requirement that the responsible actuary provide advice on the establishment of
the technical provisions.

78.  With respect to non-life insurance, requirements to provide advice on other aspects vary. Some
jurisdictions require the actuary to provide advice on: the premiums to be charged (the level of
tariffs); the risk assessment policies of the insurer; the adequacy of reinsurance arrangements; and the
risk control, particularly by means of claims statistics.

79. In some jurisdictions, the responsible actuary is required to do stress testing and provide results
regarding the potential impact on the current and future financial condition of the insurer to
management, the Board of Directors and the supervisor.

80. The responsible actuary should have direct access to the insurer’s Board of Directors, as
necessary.

81. It is also possible that the actuary may be used to provide advice on emerging risk management
issues or on particular accounting issues.

Conclusion #14:

Where a responsible actuary model is in place, the role of the actuary should be defined in terms of the
types of advice that the actuary is required to give the insurer, for various lines of business. The
actuary should provide advice on the level of technical provisions. Consideration should also be given
to other areas where advice of the actuary will be valuable, such as: levels of premiums; adequacy of
risk assessment; reinsurance arrangements; investment policies; statistical inference; and stress testing
of the future financial condition of the insurer.

Requirements to provide written reports

82. In line with the variation in the types of advice to be provided, the extent of reports to be
provided also varies. The preparation of a report provides transparency and accountability,
particularly if the report is written in a manner suitable to the needs of its target audience; the
assumptions, methodologies and recommendations can be scrutinised and questioned. This enables
the Board of an insurer to make informed decisions and allows the supervisor to ensure certain
standards and practices are being followed.

83. In all responding jurisdictions that require the use of a responsible actuary in life insurance,
there is a requirement that the actuary prepare a report and make it available to the supervisory
authority in relation to the establishment of the technical provisions and, in most cases, in relation to
the determination of the allocation of profits or bonuses to participating life insurance policyholders.
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Some jurisdictions require that the actuary prepare a report in relation to the impacts of alternative
scenarios on the current and future financial condition of the insurer. It is noted that the report is often
prepared as a report to the insurer, with a copy sent to the insurance supervisor. The supervisor may
have the power to override, or not accept, the whole or a part of the content of the actuary’s report.

84. Some responding jurisdictions require a report to be prepared and submitted in relation to the
premiums to be charged (the level of tariffs). Only one responding jurisdiction requires the actuary to
provide a report on the terms and conditions of policies. In each of these jurisdictions, the supervisor
can override the actuary’s report. In other jurisdictions, there is no requirement that a report be
submitted; however, a written report still needs to be prepared for the insurer and the supervisor may
still override the actuary’s advice. This ability to override the actuary’s advice or report provides the
supervisor with an additional supervisory tool to ensure it is satisfied in respect of prudential matters.

85. In all responding jurisdictions that require the use of an actuary in non-life insurance, there is a
requirement that the actuary prepare a written report and make it available to the supervisor in relation
to the establishment of the technical provisions.

Conclusion #15:

Where a responsible actuary model is in place, there should be a requirement for the actuary to prepare
a written report on the technical provisions and for that report to be provided to the insurer and made
available to the supervisor. Consideration should also be given to requiring the actuary to prepare
reports on other areas of advice.

Conclusion #16:

Where reports or advice on particular aspects are provided, the supervisor should have the ability to
act independently of the actuary’s advice.

Whistle-blowing roles

86. In some jurisdictions, the responsible actuary has a direct obligation to ‘whistle-blow’, that is,
an obligation to report to the supervisor any matter that the actuary thinks requires action to avoid the
contravention of regulatory requirements or to protect the interests of policyholders. In other
jurisdictions, the actuary has an obligation to whistle-blow should the actuary believe that the insurer
has failed to take appropriate action, but must first report the matter to the Board and then to the
supervisor. The system of whistle-blowing provides an additional level of confidence for the
supervisor.

87. In some jurisdictions, the actuary has protections under the law in relation to prosecution. This
qualified privilege is designed to ensure that the actuary provides full and frank information to the
supervisor without fear of litigation. This protection may extend beyond the strict obligations of the
statutory whistle-blowing requirements.

88.  The whistle-blowing requirement should be accompanied by a requirement that the insurer
provide all necessary information to the responsible actuary to enable the actuary to carry out this role.

89.  The scope of the whistle-blowing role is usually closely defined.
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Conclusion #17:

Where a responsible actuary model is in place, consideration should be given to whether whistle-
blowing requirements should be imposed on actuaries. The existence of such obligations may both
increase the confidence of the supervisor and provide a direct link between supervisors and actuaries.
In fulfilling such obligations, the actuary should have protection under the law.

7. Future developments

90. As noted at the outset of this paper, the use of actuaries in life insurance has long been
commonplace, while the use of actuaries in non-life insurance is less widespread. As there is a move
towards the increased use of actuarial skills in non-life insurance, this will necessitate greater
professional development, experience and expertise in this growing area.

91. Developments in actuarial and mathematical practices, including the growth of risk modelling,
will have effects on the work of supervisory authorities and on auditors. There is a need for increased
knowledge, skills and expertise in these practices, to ensure supervisory authorities keep pace with
these developments and can fully understand their implications.

92.  Although there are many national aspects of insurance markets and their actuarial issues,
experience shows that the international exchange of ideas and information in this area is valuable and
of increasing importance. Not only can this exchange of information assist in the development and
improvement of supervisory systems, but it may also assist in moving towards the development of
harmonised principles and practices internationally. Greater interaction among the supervisors and
practitioners is necessary to keep abreast with international trends and practices.
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1. Introduction

1. The IAIS adopted a paper in January 2002 entitled Principles on capital adequacy and solvency,
which sets out principles that should underlie solvency regimes for the regulation and supervision of
insurers, including principles regarding the level of solvency. This guidance paper on stress testing
most directly addresses Principle 10:

Principle 10: Capital adequacy and solvency regimes have to be supplemented by risk
management systems.

However, stress tests are also relevant to many other principles, such as:

Principle 1: Technical provisions of an insurer have to be adequate, reliable, objective
and allow comparison across insurers

Principle 3: Assets have to be appropriate, sufficiently realisable and objectively
valued

Principle 4: Capital adequacy and solvency regimes have to address the matching of
assets with liabilities

Principle 5: Capital requirements are needed to absorb losses that can occur from
technical and other risks

Principle 6: Capital adequacy and solvency regimes have to be sensitive to risk

TAIS - Stress testing guidance paper Page 3 of 19

Approved in Singapore on 3 October 2003



Principle 7: A control level is required

Principle 11: Any allowance for reinsurance in a capital adequacy and solvency
regime should consider the effectiveness of the risk transfer and make
allowance for the likely security of the reinsurance counterparty

Principle 12: The capital adequacy and solvency regime should be supported by
appropriate disclosure
Principle 13: Insurance supervisory authorities have to undertake solvency assessment.

2. In addition, the Insurance core principles and methodology (2003) includes the following:
ICP 18 (Risk assessment and management):
The supervisory authority requires insurers to recognise the range of risks that they face and

assess and manage them effectively.

Advanced criterion in ICP 20 (Liabilities):
The supervisory authority requires that insurers undertake regular stress testing for a range of
adverse scenarios in order to assess the adequacy of capital resources in case technical
provisions have to be increased.
3. Stress tests are a necessary tool in assisting an insurer to manage its risks and maintain adequate
financial resources to deal with those risks. Stress tests can be used to identify and quantify the impact
of different stress scenarios on an insurer’s expected future financial position, in the broad sense.

4. Stress tests are a tool for examining what might happen in a particular stress scenario. However
it should be noted that they do not predict what will happen.

5. The purposes of this guidance paper are:

to discuss the role stress tests should play in an insurer’s overall risk management framework, and
how such tests may assist the insurer to maintain sufficient capital adequacy and solvency

to outline the important role stress tests play in assisting supervisors to undertake their role in
assessing risks faced by insurers

to outline how supervisors can use stress testing to assess the prudential strength of individual
insurers

to outline the supervisory considerations, such as the corporate governance regime, that need to
surround an insurer’s stress testing environment

to provide an overview of the various factors that need to be considered in designing and
undertaking stress tests, including a discussion of possible modelling techniques that can be used.

6. The purposes of this guidance paper are not:

to show how stress testing can be used to assess the stability of the insurance sector or financial
system as a whole

to prescribe the form and extent of public disclosure of insurers’ stress testing results

to define the corrective measures that can be taken by supervisors.
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2. Objectives of stress testing

7. The business of insurance is based on dealing with uncertainty. Therefore, an insurer needs to
consider a wide range of possible outcomes that may affect its current and expected future financial
position. Stress tests are a necessary risk management tool for both insurers and supervisors to
ascertain whether insurers are financially flexible to absorb possible losses that could occur under
various scenarios. All the effects of stress testing, both direct and indirect, on both sides of the
balance sheet should be taken into account.

For insurance management

8. Stress tests are a necessary tool for insurance management. Such tests should be a fundamental
element of an insurer’s overall risk management framework and capital adequacy determination.
Stress tests are appropriate tools for insurers to use in assessing the risks to which they are subject and
in ascertaining their own limits on the risks that they are prepared to take. They should help the insurer
in making decisions as to whether, and what, action is needed to ensure that it is not taking undue risks
from its own or the supervisor’s and policyholders’ perspective. For many insurers, this may require a
cultural change in their approach to risk management.

9. It is expected that prudent, well-managed insurers would undertake stress testing as a matter of
good corporate governance, which should result in better internal controls, governance and risk
management. To be truly effective, stress tests should be considered as a fundamental element in an
insurer’s overall risk management framework, rather than being viewed simply as a helpful tool for
capital allocation purposes or as a way to monitor performance. The use of such tests should not be
seen as a regulatory burden.

10.  Stress testing should contribute to the understanding that the board and management has of the
risks facing the insurer. To accomplish this, the board and management must understand the
assumptions underlying the stress testing, as well as the results. Also, stress tests can help an insurer
to develop and assess alternative strategies for mitigating its risks.

11.  Specifically, such tests should be appropriate to the insurer’s own risk profile. For example,
stress tests should reflect the fact that each insurer does not underwrite the same classes of risks,
accept the same level of risks, have the same distribution systems, employ the same reinsurance
arrangements, have the same distribution of assets by investment type/grade or have the same
operational systems and controls.

12.  The stress testing should address significant adverse threats to the future financial condition of
the insurer, rather than just mildly uncomfortable possibilities, so as to truly test the insurer’s exposure
and the sufficiency of its technical provisions and capital. To better inform the board and management
of the insurer’s exposure to risks, it is useful to determine how adverse a risk must be for it to impair
the insurer’s financial position. The insurer should use stress testing for strategic planning and for
contingency planning.

For the supervisory process

13.  The supervisor should receive the results of the most material stress tests and the critical
assumptions underlying them, and have access to the results of all tests.
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14.  Where the supervisory authority considers that the stress tests conducted by the company should
be supplemented with additional tests, they should be able to require that the insurer carry out such
additional tests. Where the supervisor feels that the company’s response to the results of the stress test
is insufficient, it should be able to direct the company to develop a more prudent response.

15. There are circumstances where the supervisor may develop standard stress tests and require
insurers to perform such tests. One purpose of such testing is to measure the level of consistency in the
testing done by the insurers and thus to enhance the confidence in the stress tests performed by the
insurers. Such tests may be directed at a single insurer, selected insurers or all insurers. The criteria
for scenarios used for standard stress tests should be developed such that the risk environment of each
jurisdiction is duly taken into consideration.

16. In some countries, in determining capital requirements, some degree of stress testing is required.
In such cases, it would be expected that the level of risk tested is set at a level well below what is
expected to be used in the more general stress testing addressed by this paper.

3. Scope of coverage

17.  There are numerous definitions of what constitutes stress testing. For the purposes of this paper,
the term “stress testing” includes both sensitivity testing and scenario testing. Both approaches are
undertaken by insurers to provide a better understanding of the vulnerabilities that they face under
atypical conditions. They are based on the analysis of the impact of unlikely, but not impossible,
adverse scenarios. These stresses can be financial, operational, legal, involve liquidity or be related to
any other risk that might have an economic impact on the insurer.

18.  Specifically, a sensitivity test estimates the impact of one or more moves in a particular risk
factor, or a small number of closely linked risk factors, on the future financial condition of the insurer.
An example of a sensitivity test is the resiliency testing done in the U.K. and Australia. A scenario
test, by comparison, is a more complicated type of test, which contains simultaneous moves in a
number of risk factors and is often linked to explicit changes in the view of the world. Scenario tests
often examine the impact of catastrophic events on an insurer’s financial condition, particularly in a
defined geographical area, or simultaneous movements in a number of risk categories affecting all of
the insurer’s business lines or trading operations, e.g., underwriting volumes, equity prices and interest
rate movements.

19.  There are two basic types of scenarios: historical and hypothetical. Historical scenarios reflect
changes in risk factors that occurred in specific historical episodes. Hypothetical scenarios use a
structure of shocks that is thought to be plausible, but has not yet occurred. Each type of scenario has
its benefits. Depending on the risks, both approaches could be of value and should thus be used.

20. A large part of an insurer’s financial management is based on an understanding of expected
outcomes and the normal variation around these expected outcomes. An analysis of the financial
effects of atypical or extreme scenarios is needed to gain a comprehensive view of the risk assumed,
e.g., measuring the potential impact of a stock market collapse on the insurer’s equity portfolio.

21. To measure the effects of atypical or extreme movements, there are numerous techniques that
can be used in stress testing. These include deterministic modelling and various types of stochastic
modelling', including Monte-Carlo simulation approaches. The risks that are stress tested must be

' The used of the word “stochastic” in this paper refers to both very sophisticated, complex methods, as well as
to more simple models with a small number of random variables.
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described and measured, including non-linear, asymmetric risks, such as options and prepayment risks.
Various modelling techniques are discussed in Section 7 of this paper.

4. Required expertise

22.  Each insurer should have access to the expertise and technology required to design and perform
stress tests. This may involve a specialised risk management unit, actuarial personnel or external
consultants.

23.  Various individuals within the insurer, such as risk managers, finance personnel, actuaries and
business line managers, should be involved in designing the stress tests. It may also be useful to
consider other views, for example, those of the supervisor, external consultants, the accounting and
actuarial professions, the reinsurance industry and rating agencies.

24. Those involved in designing the stress tests should have:
a mix of expertise, which includes actuarial, accounting, economic, legal and financial expertise
a thorough understanding of the business of the insurer

the ability to identify risks that could potentially have a material adverse impact on the insurer’s
financial position

the ability to undertake an analysis of how much of an impact these risks could reasonably have
an understanding of the various models that can be used.

25. Those carrying out the testing must have the ability to analyse and effectively communicate the
results.

26. Regardless of the level of expertise of those involved in designing the stress tests, a level of
independence should exist to ensure that an adequate set of tests has been designed that is appropriate
to the risk profile of the insurer. The decisions about the factors to be considered and the tests
undertaken should be made, if possible, by those who are not involved in the corresponding business
decisions. For a small insurer, it may be difficult to fully separate the decisions on stress testing from
those involved in business operations.

27. In turn, insurers would be expected to be able to understand the results of the stress testing and
to determine whether any aspect of their operations should be changed, given this knowledge.

S. Designing stress tests

28. It is appropriate that each insurer design its stress tests considering its own risk profile and the
complexity of its business. It is likely that this will lead to variation among insurers as to the extent
and nature of the tests performed.

29.  There is benefit in considering stress scenarios even for risks that cannot be easily quantified or
modelled. Examples of such risks include court rulings dealing with claims practices, reputational
risk, changes in tax laws, etc.
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30. Despite their limitations, supervisors may require, from time to time, some standardised tests in
order to obtain a measure of consistency and for baseline monitoring purposes. These tests, however,
should neither inhibit an insurer from undertaking its own thorough review of the inherent risks in its
business, nor discourage an insurer from adopting an effective, comprehensive, risk-based approach to
business management.

31. Various considerations are likely to determine the nature and extent of tests required. They
include the insurer’s:

solvency position

lines of business and distribution systems
current position within the market
current position within the group
investment policy

business plan

general economic conditions.

For example, an insurer with a low solvency position should conduct more extensive or more frequent
stress tests. An insurer within a larger corporate group should test the effects of possible changes
resulting in constraints to accessing additional capital.

32. The insurer should consider what events are material, having regard to their impact and
likelihood or plausibility. This, in part, will be a function of the insurer’s size, complexity, solvency
position and the nature of its operations and will depend on the insurer’s risk tolerance.

33. The insurer should be able to withstand circumstances that are reasonably foreseeable, albeit
unlikely, including events for which it is providing specific coverage.

34. In terms of specific elements, the following factors could be used as a guide to what insurers
might consider when developing their stress tests. It should be noted that this is not intended to be an
exhaustive list, especially as prescribed minima cannot cover all the specific risks within an insurer.
Professional associations, such as an actuarial association, may also provide guidance on factors to be
considered in developing stress tests.

Insurance risks

35. Insurance risk relates to the risk that an inappropriate underwriting strategy is adopted (e.g.,
involving an inappropriate pooling of risks and adverse selection), that the chosen strategy is
inadequately implemented, or that unexpected losses arise even when an appropriate strategy is
adequately implemented. Insurance risks specifically focus upon the impact of the underwriting and
claims functions on an insurer’s premiums and technical provisions. Insurance risks may be
categorised as underwriting risk, catastrophe risk, or the risk of deterioration of technical provisions.
Factors to consider include, but are not limited to:

Underwriting risk
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36.

37.

the adequacy of the insurer’s pricing, e.g., the insurer should be able to satisfy itself that it can
charge adequate rates, taking into account the business, the terms of the policies, any options or
guarantees, the premium cycle’s effect on industry capacity and rate-levels and its own internal
profit targets

the effects of rapid growth or decline in the volume of the underwriting portfolio

the uncertainty of claims experience, including the frequency and size of large claims

the length of tail of the claims development and latent claims

the dependence on certain intermediaries for a disproportionate share of the insurer’s premium
income

the possibility of reinsurance rates increasing substantially or reinsurance becoming unavailable
the effects of a high level of uncertainty in pricing in new or emerging underwriting markets due
to a lack of information needed to enable the insurer to make a proper assessment of the price of
the risk
the geographical mix of the portfolio and any geographical or jurisdictional concentrations
the tolerance for variations in expenses, including indirect costs, such as overheads.

Catastrophe risk
the ability of the insurer to withstand catastrophic events, increases in unexpected exposures,
latent claims or aggregation of claims

the possible exhaustion of reinsurance arrangements

the appropriateness of the catastrophe models and underlying assumptions used, such as probable
maximum loss (PML) factors.

Catastrophic events apply to all lines of business.

Deterioration of technical provisions

38.
the adequacy and uncertainty of the technical claims provisions, e.g., outstanding claims, incurred
but not reported claims (IBNR) and claims handling expense reserves
the adequacy of other underwriting provisions, e.g., the provisions for unearned premiums and
unexpired risks
the frequency and size of large claims
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possible outcomes relating to any disputed claims, particularly where the outcome is subject to
legal proceedings

the effects of inflation

the effects of increasing longevity on pension products

the guarantees and options in policy terms

the risks of early policy termination which can be linked to variations in interest rates

social changes resulting in an increase in the propensity to claim or to sue

other social, economic, legislative and technological changes.
Market risk
39. Market risk is concerned primarily with the adverse movement in the value of an insurer’s
assets and liabilities, both on-balance sheet and off-balance sheet, whose value may be affected by
market movement. For insurers, it is the extent to which an adverse movement in the value of the
assets as a consequence of market movements, such as interest rates, foreign exchange rates, equity
prices, etc., is not offset by a corresponding movement in the value of the liabilities. Factors to

consider include, but are not limited to:

the possibility of a severe economic or market downturn leading to interest rate movements that
adversely affect the insurer’s financial position

the impact of price shifts in asset classes on the entire portfolio
inadequate valuation of assets

the direct impact on the portfolio of currency devaluation, as well as the effect on related markets
and currencies

the extent of any mismatch of assets and liabilities, including reinvestment risk

the impact on the portfolio value of a dramatic change in the spread between a market index of
interest rates and the risk free interest rate

the extent to which market moves could have non-linear effects on values, e.g., derivatives

the effect of credit rating downgrades on the value of assets.
Credit risk
40.  Credit risk relates to the possibility that a counterparty will fail to perform its obligations.
Insurers’ counterparties may include debtors, borrowers, brokers, policyholders, reinsurers and

guarantors. Credit risk may also be assumed through guarantees and other financial instruments, such
as derivatives and securitisations. Factors to consider include, but are not limited to:
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the collapse of a reinsurer or several reinsurers on the insurer’s reinsurance program and the
subsequent impact this may have on outstanding reinsurance and IBNR recoveries

a deterioration in the credit worthiness of the insurer’s reinsurers, intermediaries or other
counterparties

the degree of concentration of business with reinsurers of particular rating grades

the degree of credit risk concentration, e.g., exposure to a single name or counterparty
deterioration in the extent and quality of collateral

greater losses from bad debts than anticipated

defaults by parties in respect of whom guarantees have been given by the insurer, whether under
insurance contracts or otherwise.

Liquidity risk
41. Liquidity risk relates to the possibility that an insurer will be unable to realise assets to fund its
obligations as and when they fall due. Understanding whether an insurer’s cash flow is sufficient to
meet its commitments to policyholders and other creditors is fundamental. Factors to consider
include, but are not limited to:

any mismatch between expected asset and liability cash flows

the inability to sell assets quickly

the extent to which the insurer’s assets have been pledged

the cash-flow positions generally of the insurer and its ability to withstand sharp, unexpected
outflows of funds via payment of claims, or an unexpected drop in the inflow of premiums

the possible need to reduce large asset positions at different levels of market liquidity, and the
related potential costs and timing constraints.

Operational risk

42.  The IAIS Glossary defines operational risk as: “the risk arising from failure of systems, internal
procedures and controls leading to financial loss. Operational risk also includes custody risk.” This
paper uses the term in a wider sense than the present Glossary definition.

43.  While the application of stress tests to operational risks may not be immediately obvious, the
insurer should at least be able to demonstrate that such risks have been considered and that appropriate
plans and procedures exist to adequately deal with an adverse scenario. Operational risks may be very
difficult to identify and measure. Factors to consider include, but are not limited to:

the adequacy of an insurer’s business continuity management (BCM) plans

the adequacy of an insurer’s disaster recovery planning (DRP), e.g., the potential failure of back-
up systems, or failure in the efficiency and effectiveness of off-site back-up facilities
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the possibility of fraudulent activity occurring that may impact upon the financial condition or
operational situation of the insurer

the technological risks to which the insurer may be exposed, e.g., those relating to both the
hardware systems and the software utilised to run those systems

the reputational risks to which the insurer may be exposed, e.g., the impact on the insurer if its
brand is damaged, resulting in a loss of policyholders from the underwriting portfolio

the marketing and distribution risks to which the insurer may be exposed, e.g., the dependency on
intermediary business

the possibility of political interference, e.g., the confiscation of assets, restriction of movement of
funds in an emergency situation or legislative changes, such as changes in taxation or mandatory

coverages

the impact of legal risks, e.g., the imposition of fines, or the risk that policy wording may be
interpreted more broadly than intended

the possible impact of any outsourcing difficulties, e.g., third-party providers failing to perform in
accordance with their contractual obligations

the failure of general personnel management controls, e.g., the impact of an underwriter
exceeding authority limits.

Group risk
44.  The membership of an insurer in a group can be a potential source of strength to the insurer, but
it can also pose risks, particularly as a result of contagion. Factors to consider include, but are not

limited to:

the impact on the insurer if financial support is no longer being guaranteed by the parent or the
insurer is unable to access additional capital or repatriate funds

the effect on the insurer of an impaired parent or affiliate within the group, e.g., the impact on
funding sources available, such as lines of credit, intra-group funding or access to external capital

the effect on the insurer of the inability to sell or close a subsidiary in difficulty in a timely
manner, e.g., where the subsidiary shares the same brand, systems and other infrastructure as the
insurer

the potential diversion of management time to group issues

the implicit support of group companies through the reallocation of group overheads towards the
insurance entity

the pressure on the insurer to financially support other group members

the pressure on the insurer to comply with group requirements rather than the firm’s own strategy,
e.g., with respect to investment mix
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the effect on the insurer of a high degree of dependence on group resources (e.g., through intra-
group outsourcing) to support the insurer’s critical operations

the effect on the insurer of a downgrade in the rating of the group or of other reputational issues.

Systemic risk

45.
the failure or downgrading of one or more significant insurer in a market could result in
marketing or reputational risk for other insurers
the failure or downgrading of other financial institutions, such as banks, in a jurisdiction could
affect an insurer’s operations.

6. Frequency and time horizon of stress testing

46.  Stress tests should be conducted at least annually. In addition, stress tests should be conducted
to capture new material developments and evolving portfolio characteristics. The decision on the
appropriate frequency will be influenced by factors such as those mentioned in paragraph 31.

47. While it is normally appropriate to perform stress testing at least annually, less frequent stress
testing may be appropriate for an insurer with a low risk profile. More frequent stress testing may be
appropriate for an insurer with a high risk profile, or when market conditions are changing rapidly.
Supervisors may require more frequent stress testing, e.g., quarterly, either as a general practice or in
response to the particular circumstances of the market or an insurer. For such non-annual stress
testing, the supervisory authority may require fewer details than is the case for annual stress testing.

48.  Stress tests should examine the effects and impact that different time horizons will have on
business plans, strategic risks and future operating requirements. The time horizon needs to be long
enough for the effects of the stress to be fully evident, for management to act and for the results to
emerge. For some risks, this may require stress testing over a complete economic cycle. For example,
in Canada, life insurers project financial results for five years and non-life insurers for at least two
years.

7. Modelling techniques used in stress testing

49.  Various modelling techniques are used in stress testing. The use of a particular risk model will
depend on the insurer’s circumstances and approach to risk assessment and risk management.
Common methods used are based on static or dynamic modelling and deterministic or stochastic
approaches.

50. In its basic form, static modelling implies that the analysis of the insurer’s financial position is
at a fixed point in time, whereas dynamic modelling takes into account developments over a certain
time period. Deterministic models examine the financial impact if a certain scenario occurs, whereas
stochastic models also take into account the probability of various scenarios occurring.

51. A simple example of a static deterministic stress test is where an insurer, in determining its
appropriate capital level, examines the effects of loss ratios on its balance sheet. The loss ratio is the
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risk variable, and the impact on net assets is the resultant exposure. Such tests do not take into
account the actual probabilities of the different loss ratios occurring.

52.  Stochastic models are more advanced techniques. They are based on probabilities that predict
how key financial parameters interact with each other over time, and generate a distribution of
outcomes based on simulations of those parameters in the future. One of the advantages of stochastic
modelling is that it provides an indication of the range and the likelihood of different financial
outcomes occurring. This is useful in achieving a particular level of confidence in the solvency level,
e.g., a 0.5% risk of ruin.

53. Stochastic models are useful, and at times essential, where the insurance contracts contain both
embedded options and financial guarantees. In these circumstances, it is likely that stochastic
modelling will be needed for financial statement purposes as well as for stress testing.

54.  An example of a stochastic risk measurement technique is Value at Risk (VaR). VaR models,
often used in banks, provide a probability-based boundary on likely losses for a specified holding
period (e.g., 10 days to 1 year) and confidence level. TailVar (also known as Policyholders’ Expected
Shortfall) is more frequently preferred for modelling catastrophic type events. However, statistical
models such as VaR have a limited ability to accurately capture what happens in exceptional
circumstances or extreme events, since statistical inference is imprecise without a sufficient number of
observations and, in any event, is based on extrapolation of past experience into an unknown future’.

8. Model validation and documentation
55.  The reliability of the models used should be regularly validated.

56. The choice of models and parameters requires judgment, and the reliability of results may be
compromised by model and parameter error. Regardless of the models used by an insurer in its stress
tests, periodic back-testing or other validation processes should be undertaken to verify results and
ascertain the degree of accuracy within the models. Some related considerations are as follows:

when stochastic models are used, an insurer should stress test assumptions and correlations to see
how sensitive the results are to the assumptions and the model parameters. An error analysis
should be carried out and considered when evaluating the results of the stress tests

models should be reviewed by individuals not engaged in the development or regular use of the
models, nor involved in the corresponding business decisions, and the results of such reviews
should be documented

robust change control procedures should be in place to ensure that model changes are identified,
documented and audited

there should be a process in place for ongoing analysis of changes in modelled results from one
period to the next.

57. Back-testing is a process for validating the accuracy of a model against actual results. This
analysis should demonstrate that actual results over a reasonable period of time are within the
expected range produced by the models.

% While techniques exist under extreme value theory to better capture such risks, they are not yet widely used.
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58. For many risks faced by an insurer, the potential degree and validity of back-testing may be
limited. For example, analysing the stock market on an annual basis (in terms of an insurer’s
investment portfolio) may provide 100 years of data, but much of it is of questionable relevance. For
legal changes, the relevance of historical analysis may be very limited. When catastrophic type events
are analysed, models should be based more on the structure of the risk events than on past statistics
only.

59. Models used for stress testing hedging and trading strategies should also be evaluated to identify
critical assumptions, such as the nature and extent of a potential market move or the correlation
assumptions used in pricing models.

60. The entire stress testing process should be well documented. A procedures manual should exist
which:

describes the basic principles of the stress testing approach
documents the quantitative techniques used

documents the design of the stress testing models

lists the controls and procedures integral to the stress testing process

describes the criteria used to determine the scenarios to be tested.

9. Complexity of scenarios and interactions among risks

61. The complexity of stress tests should be driven by the circumstances of each insurer.
Straightforward tests, with simple assumptions that cover the major risks, may be more useful than
complex modelling that is difficult to understand or to validate. However, it would be expected that a
prudent, well-managed insurer would regularly examine the quality and content of such tests, and seek
to improve the methodology over time.

62. Risks are seldom totally independent or totally related. The insurer should examine the
correlations among various risks to assess the effects they may have on the stress testing models and
assumptions used. It is important that the extent of correlation that is assumed to apply in the future is
not understated. There is evidence that in adverse situations, previously low levels of correlation can
increase. Determining interdependency requires judgment, as there may be no historical data that
throws meaningful light on new social and economic conditions.

63.  The correlation and the interdependency among risks should be regularly evaluated. While the
frequency of such evaluation should normally be fixed in advance, it may need to be done more
frequently in times of crisis.

64. The correlation analyses are required to ensure that the interrelationship of risks is taken into
account. For example, if an insurer was affected by a major catastrophe, other parties on which it is
dependent may also have been affected, such as:

reinsurers on which the insurer is reliant to meet claims

intermediaries who generate future business
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other service providers, who may be unable to meet their contractual obligations or provide a full
service

counterparties in the capital markets (e.g., after the 11 September 2001 terrorist attack).

65.  One stress may lead to another (e.g., cause and effect chains) and thus one may have to look at
multiple risks. There are normally consequent effects, often in less-measurable risks, which should be
taken into account when determining scenarios. An example is a regulatory requirement to augment,
rather than just replenish, capital depleted by the stress conditions. These interactions may not occur
immediately, but may evolve over time.

66. Determining the extent of dependencies that exist can be complex. A degree of prudence and
pragmatism will be required when making judgment. This is particularly the case when determining
tail-dependencies.

67. An example of tail-dependency would be where there are two risks that are usually
uncorrelated, but where an extreme event for one risk may lead to greater loss from the other risk than
would ordinarily have occurred. For example, a major catastrophe may coincide with a stock market
collapse. The effects of the latter may be greater than expected due to investor nervousness. The 11
September 2001 terrorist attack is an example of this, since ordinarily an airline catastrophe would not
accentuate a stock market decline.

10. Modelling management actions

68.  Stress testing should generally consider the extent and effectiveness of options available to
management in reacting to emerging risks. It is possible for a stress test to show a possibility of failure
if no management action is assumed, but then be able to demonstrate that, with appropriate and timely
management action, it is possible for an insurer to maintain a satisfactory financial condition.

69. There are many areas within an insurer’s business that do not lend themselves easily to
quantitative modelling, especially those that depend on the competence of, and actions taken by, an
insurer’s board and management.
70. The role of senior management is to develop and implement risk management policies,
procedures and practices that translate the board’s goals, objectives and risk limits into prudent
operating standards. However, determining whether this role will be properly fulfilled requires
judgment when performing stress testing.
71.  Also difficult to quantify are:
whether management decisions or actions are based on sound and prudent information or analysis
issues surrounding staff recruitment and development
whether too much reliance is being placed upon key persons.
72.  Such considerations should form part of an insurer’s overall risk management policies and

procedures and, where possible, realistic estimates should be made of how quickly and how effectively
the insurer will react to change. The speed assumed in modelling corrective action should be
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consistent with the management culture, past experience and the existence of robust procedures for the
identification of risk events so that management is able to respond in a timely manner.

73.  When incorporating management actions into the stress testing, the following procedures should
be followed:

the impact of the stress event should be quantified and reported, without incorporating any
management actions

careful consideration should be given to the time it would take for management to recognise and
respond to the problems, given the terms and conditions of policies and practices to be adjusted,
and the extent and effectiveness of options open to management to act in response to the stress

event

the type and timing of the management actions should be incorporated in the stress test
projection, and then be quantified and reported.

11. Limitations of stress tests

74. As a concept, stress testing is relatively straightforward. However, the application of this
technique in practice is more complicated. Some of the difficulties are:

determining what risk factors to stress

establishing how such factors should be stressed

establishing what range of values should be used

determining the time horizon that such tests should consider

meaningfully analysing the results and making informed judgments.
75.  Another factor that insurers need to consider is that stress tests usually require good information
systems and compatibility across business units, to properly analyse the interrelationships of risks.
Internal communication flows among an insurer’s business units are therefore important, particularly

if there is not a dedicated resource area to undertake stress tests.

76. The extent to which parameters and variables are reliable should be reflected in the
interpretation of results and resulting recommendations.

77. Reviews should occur regularly to ensure that they remain relevant to the changing risk profile
of the insurer and external market conditions.
12. Reporting to board and management

78. A written report should be prepared that summarises the stress testing performed. This report
should contain the following information:
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a description of the stress testing methodology and the key assumptions used in the stress testing
models

the results of the base case, e.g., using the same assumptions as the insurer’s business plan
the assumptions used in the stress testing scenarios and the interactions built into the models
the results of the stress testing, before any management actions

the extent to which data limitations affect the conclusions of the analysis

the nature and timing of any management actions assumed in the models to mitigate the results of
the adverse stress testing scenarios

the results of the stress testing, including management actions.

79.  An interpretive report is more desirable than a purely statistical report. In addition to a written
report, an oral presentation that permits questions and discussions is desirable.

80. It is essential that the assumptions and results be presented in a manner that can be understood
by an insurer’s board and management and acted upon.

81. A report to the board and management should be prepared at least annually, unless stress testing
is being performed less frequently (see Section 6).

82. The timing of the report may depend on the urgency of the matters reported and on the
desirability of integrating stress testing into the insurer’s financial planning cycle.

83. In some cases, a change in the insurer’s circumstances since the last regular stress testing
investigation may be so significant that to delay further testing and reporting to the time of the next
regular report would be imprudent. In such a case, stress testing should be undertaken, and results
reported, on an interim basis.

13. Public disclosure issues

84. This paper is not intended to provide guidance on public disclosure, but it gives some
considerations regarding the decision by the supervisors in each jurisdiction on the level and form of
public disclosure.

85. The existence of stress testing could form part of the information conveyed to external
stakeholders who would have an interest in the level and quality of corporate governance within the
insurer. Public disclosure of the broad outline of the nature of the tests that have been undertaken and
how their results are used would allow stakeholders to understand the risk management capabilities of
the insurer and to assess its underlying governance, policies, practices and systems.

86. If public disclosure goes further by disclosing the actual financial results of the stress test
scenarios, various external stakeholders, such as insurance brokers, creditors, rating agencies,
shareholders and policyholders could use this information to assist in their assessment of an insurer’s
ability to withstand adversity. Specifically, they could consider the effects such stresses would have
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on the insurer’s ability to meet policyholder liabilities and other obligations, and its future solvency
position more generally.

87. It should be considered, however, that stress testing is a key risk management tool to help
insurers to understand the consequences of extremely adverse situations. Stress testing might not
achieve this key objective if insurers were required to publicly disclose the actual test results. Public
disclosure requirements could discourage insurers from testing truly adverse scenarios. In addition,
full disclosure may expose insurers to predatory actions by competitors and counterparties.

88. In deciding on what level and form of public disclosure of stress testing will be required, the
supervisor should consider the possibility of misinterpretation of results, which may impact public
confidence.

14. Use of the results by supervisors

89. The availability of stress testing information to the supervisor will enhance prudent supervision.
On a routine basis, the supervisor should receive the results of the most material stress tests and the
critical assumptions underlying them. The supervisor should also have access to full details on the
assumptions and methodology used by the insurer in its stress testing. This will give the supervisor
greater insight into the internal controls and specific risk management practices used by the insurer to
manage its various risks.

90. When a supervisor prescribes standard tests, this assists the supervisor in benchmarking and
comparative analyses. It may also enable the supervisor to quickly identify which insurers are likely
to be affected by a major risk event, such as a natural disaster or the failure of a major reinsurer.

91. Where the stress testing results indicate an unsatisfactory prudential outcome, the supervisor
should assess the insurer’s response. If necessary, the supervisor may require the insurer to increase
its capital, strengthen its systems and controls, or amend its business plan and strategies. The
supervisor may also require the insurer to perform additional stress testing, to provide both the insurer
and the supervisor with a more complete understanding of the situation.

92.  The supervisor should be in a position to recognise which models have been useful in the past in
the recognition and management of risks for insurers. However, the supervisor should generally not
specify the use of a particular model for a particular insurer. The choice of the model and its
appropriate use should be the responsibility of the insurer.

93. It would be appropriate for the supervisor to establish the requirements for stress testing for
prudent risk management purposes for the insurer, e.g., the nature and minimum frequency of such
tests. Some jurisdictions, in addition to requiring stress testing, may also prescribe broad minima for
the factors that the testing must address.
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1. Introduction

1.  The main focus of prudential regulation and supervision of insurers is usually considered to
be the protection of the rights of policyholders. This includes oversight of the continuing ability of
insurers to meet their contractual and other financial obligations to their policyholders. The nature
of insurance business implies the establishment of technical provisions, and the investment in
and holding of assets to cover these technical provisions and a solvency margin. The interplay
between the characteristics of the insurance liabilities and the assets backing those liabilities is
one of the most important sources of risks to insurers and hence one of the most important
aspects of its operations for an insurer to manage. Investment management should therefore be
undertaken as part of the overall asset liability management of the insurer. IAIS recognises that
asset liability management is a topic for a separate paper. However, insurers also need to
specifically control the risks associated with their investment activities, which is the focus of this

paper.

2. This paper provides guidance on effective investment risk management for insurers and
reinsurers and highlights issues applicable to the management of market risk, credit risk, and
liquidity risk. The paper also provides guidance for the supervisor when evaluating investment
risk management policies and practices of insurers, including the main set of data and
documents the supervisor should consider when assessing and monitoring the investment risk
management of insurers.
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3.  This guidance paper mainly addresses the insurer's investment risk management
procedures, referred to in some jurisdictions as the "prudent person” approach. Elements of this
approach can also be useful for other jurisdictions which are more prescriptive in nature. Insurers
and supervisors should use judgment in assessing to what extent the guidance in this paper is
relevant to their jurisdiction and does not create an unnecessary regulatory burden.

4, For the purposes of this paper, ‘insurer’ describes any corporate body or individual that is
operating as an insurer or reinsurer, which is subject to insurance regulation, whether they be a
domestic or a global insurer. Financial conglomerates may be considered within the scope of this
document as far as they involve insurance activities.

5. Risk management is the process whereby the insurer's management takes action to assess
and control the impact of past and potential future events that could be detrimental to the insurer.
These events can impact both the asset and liability sides of the insurer's balance sheet, and the
insurer’s cash flow. Investment risk management addresses investment related events that would
cause the insurer’s investment performance to weaken or otherwise adversely affect its financial
position. Various investment risks tend to focus on different parts of the investment portfolio.
Market risk impacts capital investments, including stocks and real estate, as well as the bond and
mortgage portfolios. Credit risk is present in the insurer’s lending activities, typically in the bond
and mortgage portfolios. Liquidity risk is concerned with current and future maintenance of
appropriate levels of cash and liquid assets, particularly in the context of the demands for liquidity
that are imposed by the insurer’s liability profile. A variety of other risks, including operational and
legal risk, also arise from investment activities.

6. Jurisdictions may approach investment risk management issues by imposing regulatory
constraints on the investment policies and procedures of insurers, by placing restrictions on the
categories of assets which may be used to cover technical provisions and the extent to which
they may be used for that purpose, and/or by setting specific requirements on the matching of
assets and liabilities. Accordingly, appropriate investment risk management policies, as detailed
in this guidance paper, are in addition to these regulatory requirements.

7. As a result of regulatory change and globalisation of financial services, together with the
growing sophistication of financial markets, the activities of insurers (and thus their risk profiles)
are becoming more diverse and complex. In jurisdictions allowing their use, the inclusion of
derivatives, or structured products that have the effect of derivatives, as part of the portfolio
management processes, has become common practice. In order to be able to manage these
diverse and complex risks, the insurers should organise themselves and act according to best
practices applied to the business they conduct. The quality and quantity of their resources should
be appropriate to the nature and complexity of their business.

8.  This paper should be considered in conjunction with other principles, standards or guidance
papers developed by the IAIS, in particular the Principles on capital adequacy and solvency, the
Solvency control levels guidance paper and the Stress testing by insurers guidance paper. Given
the particular importance of the liability structure in determining the investment policies, and the
key role of asset liability management for insurers, this paper should be considered together with
any IAIS work thereon.
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9. The paper contains guidance supporting a number of the IAIS insurance principles. It
addresses in part the principle 10, on “Risk management” of the January 2002 Principles on
capital adequacy and solvency that sets out principles that generally underlie solvency regimes
for insurers. Furthermore, investment risk management is relevant to many of the Insurance Core
Principles adopted in October 2003, including:

e Principle 1: Conditions for effective insurance supervision
e Principle 2: Supervisory objectives

e Principle 9: Corporate governance

e Principle 10: Internal control

e Principle 11: Market analysis

e Principle 18: Risk assessment and management

e Principle 21.: Investments

e Principle 22: Derivatives and similar commitments

10. The responsibility for investment risk management lies with the insurer. The insurer should
demonstrate to the supervisor compliance with the relevant guidance outlined in this paper. The
application of this guidance by the supervisor should be sensitive to the risk profile of the insurer
and should take into account the size, nature and complexity of the business of the insurer. The
scope of the application and review should be tailored to the supervisor's own regulatory
framework.

2. Investment management by insurers

11. The characteristics of liabilities are the driving force in developing investment policies for an
insurer. The nature of the insurance business conducted and the nature, terms and conditions of
the policies written require the establishment of technical provisions, and the investment in assets
which are appropriate to the insurer’s liabilities. The design and underwriting of products, and
thus the resulting liabilities of an insurer, cannot be considered in isolation from its investment
activities. In order to ensure that it can meet its contractual liabilities to policyholders, an insurer
should manage its assets in a sound and prudent manner, taking account of the profile of its
liabilities, its solvency position and its complete risk-return profile.! This forms the essence of the
insurer’s asset liability management policies.

12. The complete risk-return profile is of particular importance in insurance businesses in so far
as insurers are, by nature, risk transformers and their primary function remains risk mitigation.
The associated risk level should be compatible with the effective protection of policyholders. It
should result from an integrated view of the insurer's business, organisational structure and
strategy, taking into account its:

product and underwriting policies
reinsurance policies

asset liability management policies
solvency level policies

1 See the definition of “complete risk-return profile” in the IAIS Glossary of Terms
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e investment management policies.

13. Insurers should manage their business taking into account all risks. The focus of this
guidance paper is investment risk management, including market, credit and liquidity risk. The
relative importance of market, credit and liquidity risk will vary depending on, for example,
business line, investment strategy and regulatory framework.

14. Consideration should also be given to operational risks within investment activities. For
insurers, operational risks can be described as risks of direct or indirect loss resulting from
inadequate or failed internal processes, people or systems. They would include, for example, risk
arising from failures in corporate governance, systems, outsourcing arrangements and business
continuity planning.

15. Given the insurer’s profile of liabilities, the investment policies should ensure that the insurer
holds sufficient assets of appropriate nature, term and liquidity to enable it to meet the liabilities as
they become due. Thus, investment management should be performed as part of the overall asset
liability management of the insurer. Key influences on investment decisions include the legal,
regulatory, accounting and taxation environment, the various types of insurance business
conducted, marketing literature and the availability of assets.

16. The timing and amount of insurance benefit payments is usually uncertain and in some
cases sensitive to changes in financial markets (i.e. policyholder behaviour can be related to
expectations in financial markets, relative investment performance and quality of customer
service). Furthermore, the business of insurance usually involves a mismatch, in timing or amount,
between receipt of premium income and payment of expenses and policy benefits. It is important
for an insurer to monitor and assess the volatility of its income together with the volatility of its
outflows, with respect to size and frequency of both expected and exceptional situations.

17. Detailed analysis and management of this asset and liability relationship will therefore be a
pre-requisite to the development and review of investment policies and procedures, which should
seek to ensure that the insurer adequately manages the investment related risks to its solvency. At
a minimum, investment policies would be expected to address each of the following areas:

e asset and liability considerations, including asset liability management policies

¢ financial market environment

e celigible asset classes

e amount of delegated limits by management level

e strategic asset allocation

¢ conditions under which the insurer can pledge or lend assets

¢ maximum allowed deviation from strategic asset allocation (for example, tracking error)
e capital considerations

e solvency and liquidity considerations

e concentration risk

¢ risk parameters, including the investment risk management policies or reference to them.

18. Investment policies and procedures should be reviewed regularly and kept up-to-date. Such
reviews should be formally documented and approved by the insurer’s senior management and its
board of directors.
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19. Ultimate responsibility for the determination, implementation and monitoring of compliance
with the overall investment strategy and policies and procedures and the compliance with legal
requirements remains with the insurer's board of directors. However, elements of the
implementation of investment management and investment risk management policies may be
outsourced (for example, to external investment managers or brokers). Therefore, management of
the risks associated with outsourced arrangements also needs to be considered. The insurer
should establish outsourcing policies and require compliance with the investment policies defined
and with the specific control guidelines regarding the outsourced functions.

3. Investment risk management framework

20. The insurer should have an effective investment risk management framework. In jurisdictions
regulating investments and investment procedures of insurers, the investment risk management
framework should adhere to any regulatory requirements in relation to investment policies, asset
mix, valuation, diversification, asset and liability matching, and risk management. The framework
should include: setting market, credit, liquidity and other investment risk management strategies
and policies; developing management procedures to ensure that investments are only transacted
in line with these policies, and; having an appropriate system of measurement, monitoring,
reporting and control underpinning the investment activities.

21. At a minimum, the investment risk management framework should include:

e adescription and criteria for measuring each of the investment risks to be monitored
o market risk

- credit risk

- liquidity risk

- operational risk

compliance policies

reputation risk management policies

control procedures, including risk tolerances

reporting format and frequency.

22. The exact approach to the insurer's investment risk management will depend on a wide
range of factors, including the size, level of sophistication and complexity of the insurer’s activities.
Regardless of the approach, basic principles such as the board of directors’ and senior
management’s responsibility, the need for an investment policy, segregation of duties and
appropriate controls should be applicable to all insurers.

23. The quality of the assets and related risks should be clearly communicated and understood
throughout the organisation. Special management procedures, monitoring and controls have to be
established on riskiest activities, such as complex operations, structured assets with embedded
options and blind investments.?

2 See the definition of “blind investments (or pools)” in the IAIS Glossary of Terms
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Role of the board of directors

24. The board of directors is ultimately responsible for ensuring that sound and comprehensive
investment and risk management policies, which adhere to applicable regulation, are developed
and for ensuring compliance with these policies. In most cases, the board will delegate the
development of these policies to management for its approval, recognising that the policies
remain its responsibility. The board should require that processes are in place to enable
management to report and demonstrate compliance with these policies on a regular basis.
Reporting should include instances of non-compliance and actions taken or planned to bring the
insurer back in line with policies.

25. The board of directors is responsible for the determination and periodic review of the
overall risk tolerance of the insurer and overseeing senior management in the formulation of the
overall investment strategy. The board should take into consideration the insurer’'s assets and
liabilities, regulatory requirements, and the insurer’s solvency position. Based on the overall
investment strategy, senior management sets the operational policies and procedures and
assigns responsibilities. The board should ensure that adequate controls, including management
reporting and internal audit, are in place to monitor that investments are being managed in
accordance with the investment policies and regulatory and other legal requirements.

26. The board of directors should include members possessing knowledge and understanding
of the insurer's markets, products, and risk management and of the markets and products in
which the insurer invests. Any committees involved in investment risk management, such as an
asset liability committee, should comprise of members possessing such knowledge and
understanding.

27. The board of directors should:

e establish, maintain, and regularly review the process for identifying investment risk on
existing and new products on both sides of the balance sheet

e set out the process for recommending, approving and implementing decisions

e identify potential sources of conflict of interest and establish procedures to ensure that those
involved with the implementation of the investment and lending policies understand where
these situations could arise and how they should be addressed

e assign responsibility for investment risk identification and assessment to a person or persons
who are independent of the investment function.

Investment risk management function

28. In order to manage investment risk effectively the insurer should clearly identify measure,
monitor and control the risks inherent in the investment portfolio. The methods and tools used to
measure those risks should be appropriate for the nature and complexity of the risks assumed in
the portfolio. Where the methodology is based on external sources (for example, rating
agencies), it should make an assessment of the appropriateness of using and continuing to use
those sources.

29. Investments risk exposures should be clearly defined and measured, using appropriate risk
measurement methods on an ongoing basis. These methods should also be used for establishing
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and monitoring risk limits and tolerances. Further, an insurer needs to be able to measure and
document the overall amount of risk in its business, which includes the risk in its investment
portfolio.

30. In constructing the risk management framework, the insurer should take into account
possible material changes in correlations between different products, and between different
business lines, on both sides of the balance sheet under stress scenarios. For example,
increasing liabilities arising from real estate insurance written may correlate with increased
market or credit risk on real estate related assets such as mortgage backed securities.

31. Where an insurer is a member of a conglomerate or group, the group should be able to
monitor investments risk exposures on an aggregated basis. An insurer should also be able to
demonstrate that it meets the risk management standards on a legal entity and business line
basis where applicable. This is particularly important for subsidiaries of groups subject to matrix
management where the business lines cut across legal entity boundaries.

32. Insurers should have information systems and analytical techniques that enable
management to measure the risk inherent in all investment activities, on and off-balance sheet.
The level of sophistication for analysis should be commensurate with the potential materiality of
exposures.

33. The insurer should 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, or blind pools. The insurer should have robust reporting lines
and staff of sufficient quality and experience to make the risk assessments. It should also have
an appropriate methodology to measure its risk.

34. The investment risk management function should assess the appropriateness of the asset
allocation limits in the insurer’s investment strategy periodically. To do this, regular stress testing
should be undertaken for market scenarios, and changing investment and operating conditions
appropriate to the insurer's own risk profile.®> Once an insurer has identified the most risky
scenarios, it should ensure that its investment policies and procedures are sufficiently defined to
ensure the effective management of those high-risk situations.

35. Insurers should have contingency plans on hand that describe the action to be taken under
a variety of extreme scenarios. These plans should be reviewed and updated regularly and
management should be fully briefed on the plans.

Internal audit

36. In order to adhere to good corporate governance practice, an insurer should have a
process (for example, an audit committee of the board) that approves the audit program. Internal
audit should provide independent assurance to the board, its audit committee or an appropriate
senior manager of the integrity and effectiveness of the insurer's systems and controls for
investment risk management, and should make recommendations, where appropriate.

3 The use of scenario testing as a measurement tool is contained in the IAIS Stress testing by insurers guidance paper.
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37. Internal audits should be conducted to review the insurer's compliance with overall risk
management policies (including asset liability management) and procedures. An insurer should
establish a system of independent, ongoing assessment of its investment risk management
processes and the results should be communicated directly to the board of directors, its audit
committee, and/or senior management according to their materiality.

38. Internal auditors should have the requisite level of training and expertise in investment risk
management in order to be effective.

Compliance

39. The board of directors and senior management should ensure that a named individual is
responsible for all compliance matters and that individual should be independent of the risk-
taking units. The insurer should have a process for the dissemination of compliance information,
ensuring that it has up-to-date staff training, and that regular compliance reports are produced.
Further, it should ensure that there is a procedure to ensure the monitoring of compliance with
the overall investment strategy, policies and procedures, legal and regulatory compliance
requirements, and the notification of compliance breaches and senior management response and
follow up. Senior management and the board of directors should receive regular, timely reports
on compliance.

40. A proposed investment decision should have adequate documentation demonstrating that
the decision is in compliance with the investment policies and the investment risk management
framework.

Control procedures

41. The insurer should have sufficient internal controls, operating limits and other practices to
ensure that investments risk exposures are maintained within levels consistent with prudential
standards and risk tolerance, as defined by internal limits. An insurer should also have
procedures for taking appropriate action according to the information within its management
reports.

42. These procedures should address exposures arising from both on-balance sheet and off-
balance sheet items.

43. Investment decisions and their execution are subject to the approval authorities described
in the insurer’s investment policies. There should be governance procedures surrounding both
the investment strategy decision making (such as choice of markets and sectors) and investment
transaction decision making (such as stock selection). The rationale and approval process for
such decisions should be documented and maintained by the investment risk management
function. Where material, the documentation should include:

e the rationale and recommendation for the investment decision (this may include
documentation of other possible alternatives and the reason(s) why the recommended
strategy was chosen)

e the level of risk that will result from execution of the investment decision
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e presentation to the appropriate approval authorities

e evidence that the appropriate authority was obtained

e evidence that the decision was executed as authorised (no variation in the terms of the
decision) within a specified time frame.

44. The measurement criteria defined for each of the investment risks being monitored should
be compared with its risk tolerance on an ongoing basis. Proposed changes in the strategic or
tactical allocation should be given a time horizon in which the changes should be executed.

45. When entering into or varying an outsourcing arrangement for aspects of investment
related activities, an insurer should consider how the proposed outsourcing will:

affect its risk level

comply with regulations, where applicable

how it will assess the service providers’ financial viability

how it will assess the concentration and liquidity risk implications.

The insurer should also ensure smooth transition when entering, ending or varying the
arrangement.

Reporting

46. Procedures and formats for reporting to senior management, the board of directors,
auditors and regulators should exist within the investment risk management policies. Reports
may differ in design and level of detail included for each of these users. Procedures should
include defining where the responsibility for production of each of the reports resides, the layout
of each of the reports, and the timing of production and delivery. Reports should include a
presentation of the results of the measurements used to assess each of the investment risks
broken down by asset class, compared with the constraint outlined in the investment risk
management policies. Reports should describe the method for classifying assets and the basis
for valuing assets that are not regularly traded.

47. There should also be a presentation of special situations that may fall outside of the normal
operations addressed by the policies (for example, special liquidity requirements as they may
arise during acquisition or sale of a business unit). Where guidance on a future course of action
is needed, reports should list possible alternatives with discussion of their merits and risks, and, if
possible, a recommended course of action for management or board approval.

48. An insurer’'s internal controls should ensure that exceptions to policies, procedures and
limits are reported in writing in a timely manner to the board of directors and to the appropriate
level of management for action. The reporting on implementation of the investment risk
management policies should address compliance with the key elements of the policies such as:

target markets and approved products
portfolio concentration limits

approval authority limits

investment limits

rating systems
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¢ the granting, acceptance and quality of the collateral
e minimum required transparency, where applicable (for example, blind pools or hedge funds).

49. The insurer should have compliance procedures to monitor that reviews have taken place,
appropriate scenario/stress testing of the investment portfolio performed, decisions taken by the
appropriate level of staff, and financial information is regularly and accurately updated.

50. Particular attention should be given to compliance procedures to monitor that the
investment risk that does not conform to the usual investment risk policies or that exceeds
predetermined risk limits and criteria, but is approved because of particular circumstances, and is
in accordance with the insurer's procedures. In those cases, there should be monitoring of the
associated conditions and of the remedial plan.

51. Unauthorised exceptions to policies, procedures and limits should be reported in a timely
manner, as appropriate to the nature of the breach, to the appropriate level of management
together with the remedial action proposed and/or taken.

4. Market risk

52. Market risk is introduced into an insurer’s operations through variations in financial markets
that cause changes in asset values, products or portfolio valuations.

Definitions

53. Market risk is the risk to an insurer’s financial condition arising from adverse movements in
the level or volatility of market prices. Market risk involves the exposure to movements of
financial variables such as equity prices, interest rates or exchange rates. It includes the
exposure of derivatives to movements in the price of the underlying instrument or risk factor.
Market risk also involves the exposure to other unanticipated movements in financial variables or
to movements in the actual or implied volatility of asset prices and options. Market risk
incorporates general market risk (on all investments) and specific market risk (on each
investment).

Identification
54. Market risk includes:

e interest rate risk: risk of losses resulting from movements in interest rates; to the extent that
future cash flows from assets and liabilities are not well matched, movements in interest rates
can have an adverse economic impact

e equity and real estate risks: risk of losses resulting from movements of market values of
equities and other assets; to the extent the insurer makes capital investments, including
stocks and real estate, the insurer is exposed to sustained declines in market values

e currency risk: risk of losses resulting from movements in exchange rates; to the extent that
cash flows, assets and liabilities are denominated in different currencies, currency
movements can have an adverse impact on the insurer.
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55. Some insurers have sold investment products that guarantee return of policyholder capital,
and may include a guaranteed minimum return or offer other forms of embedded options. This
risk is generally not diversifiable but increases directly with the amount of such business that is
sold. Insurance policies which contain guaranteed values, supported by investments, whose
values rise and fall with market conditions, may experience the adverse effects of this type of
market risk.

Measurement and management

56. An insurer should be able to measure its market risk exposure across risk factors (i.e.
interest rate, equity and currency) and across the entire portfolio. The insurer should set
appropriate metrics to measure exposure to market risk factors.

57. An insurer with a complex portfolio is expected to demonstrate more sophistication in its
modelling and risk management than an insurer with a simple portfolio. Some trade-off is
permissible between the sophistication and accuracy of the model and the conservatism of
underlying assumptions or simplifications.

58. Various methods can be used to hedge market risk. An insurer should document the
appropriate products to be used to hedge exposures, the items that can qualify to be hedged,
how hedging instruments’ effectiveness will be assessed and identify individuals responsible for
monitoring hedge performance.

59. An insurer should set an appropriate limit structure to control its market risk exposure. The
degree of granularity* within the limit structure, or how hierarchical it is, will depend on the nature
of the products involved (for example, whether the risks are linear or non-linear), the scale of the
insurer’s overall business, and whether the insurer has an active or passive investment style. An
insurer should set limits on risks such as interest rate risk and equity risk as well as more
complex, non-linear factors arising from optionality.

60. The insurer should determine whether the market risk measures for different products
should be added, compounded, have offsetting characteristics, or be combined in a more
complex way.

61. Market risk limits should be periodically reviewed in order to verify their suitability for
current market conditions and the insurer’s overall risk tolerance. An insurer should use a model
or some form of analytical tool to assess risk in complex instruments or across portfolios. The
insurer should evaluate the risks arising from such business independently from those who trade
market risk.

62. An insurer should also use stress testing to determine, amongst others, the potential effects
of economic shifts, market events, changes in interest rates, changes in foreign exchange and
changes in liquidity conditions. Particular attention should be given to the relevance and to the
reliability of the underlying assumptions.

4 In this context, granularity refers to the level of detail in policies used to set exposure limits. At a high level, limits may be set with respect to asset

class exposure. At a more detailed level, limits regarding specific industries, geographic areas, or even specific issuers may be considered.
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63. Sufficient records should be retained to enable the insurer to perform back testing of
methods and assumptions used for stress and scenario testing and for back testing of market risk
models such as Value at Risk (VaR).

5. Credit risk

64. For most insurers, extending credit through investment and lending activities comprises an
important portion of their business. Therefore, the quality of an insurer’s credit portfolio affects the
risks borne by policyholders and shareholders. Credit risks arising from reinsurers, brokers,
agents and clients are not included as “Investment Risks”. These categories of credit risk should
be dealt with under the analysis of reinsurance coverage and the underwriting process. These
risks must be managed but are not the focus of this paper, which deals only with investment risk
management.

Definitions

65. Credit risk is the risk of financial loss resulting from default or movement in the credit quality
of issuers of securities (in the company’'s investment portfolio), debtors (for example,
mortgagors), or counterparties (for example, on reinsurance contracts, derivative contracts or
deposits given) and intermediaries, to whom the company has an exposure. Credit risk includes:

e default risk: risk that an insurer will not receive, or receives delayed, or partially, the cash
flows or assets to which it is entitled because a party with which the insurer has a bilateral
contract defaults on one or more obligations

e downgrade or migration risk: risk that changes in the probability of a future default by an
obligor will adversely affect the present value of the contract with the obligor today

o indirect credit or spread risk: risk due to market perception of increased risk on either a macro
or micro basis

e concentration risk: risk of increased exposure to losses due to concentration of investments in
a geographical area, economic sector, counterparty, or connected parties.

66. The accepting of credit, in the context of an insurer's claims management, hedging,
investment and lending activities, is the provision of funds on agreed terms and conditions to a
counterparty (or borrower) who is obliged to repay the amounts owing (often but not always,
together with any interest thereon). Credit may be extended, on a secured or unsecured basis, by
way of instruments such as reinsurance ceded, premiums for hedging vehicles, mortgages,
bonds, asset-backed securities, private placements, leases, and stock lending (from both a
gquantitative and qualitative perspective), derivatives, and structured products that have the effect
of derivatives. Some of these instruments may lead to potential future exposures.

Identification

67. The general areas of credit risk in which an insurer is prepared to engage should be
identified in its investment policies. The type of credit activity, type of collateral security or real
estate, and types of borrowers on which an insurer may focus should be specified. Special
attention should be paid to embedded transactions of credit risk (such as credit derivatives).
Furthermore, credit risk of investment activities should be coordinated with credit risk of other
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activities of the insurer (i.e. an insurer is exposed to additional counterparty credit risk when
dealing with reinsurers and brokers, among others — see the Appendix — Reference 9).

68. Transactions and exposures involving entities that are connected or affiliated to each other
require special attention. These transactions and exposures could give rise to non-market terms
and conditions, concentration risk or liquidity risks or a combination of them. Therefore, the
insurer should have policies on connected exposures, as well as policies on intra-group
exposures that ensure:

e connected exposures are viewed at group level and consider potential exposures to all assets
and liabilities, as well as reinsurance

e where an insurer is a member of a conglomerate or group, the insurer has policies on its
transactions

¢ with and its exposures to the group.

69. Procedures should be in place for assessing the credit worthiness of counterparties to
whom the insurer is exposed and for setting internal limits on such exposures, where appropriate.

70. Procedures should exist which define prudent criteria for identifying and reporting potential
problem credit exposures to ensure that they are regularly reviewed, and that provisions are
made where necessary. Once these credits have been identified, insurers should prepare a
“Watch List” that is monitored by senior management and presented to the board of directors
regularly. Insurers should have a disciplined remedial management process, triggered by specific
events, which is administered through appropriate credit administration and problem recognition
systems.

71. Another instance of credit risk relates to the process of settling financial transactions. If one
side of a transaction is settled but the other fails, a loss may be incurred that is equal to the
principal amount of the transaction. Even if one party is simply late in settling, the other party may
incur a loss relating to a missed investment opportunity. Settlement risk (i.e., the risk that the
completion or settlement of a financial transaction will fail to take place as expected) includes
elements of market, credit, liquidity, operational risks. The level of risk is determined by the
particular arrangements for settlement. Factors in such arrangements that have a bearing on
credit risk include the timing of the exchange of value, payment and settlement finality, and the
role of intermediaries.

72. Insurers engaged in the use of instruments, such as derivatives, should also take into
consideration that counterparty exposures could change depending on the mark-to-market value
of the underlying financial instrument. Effective measures of potential future exposure are
essential for the establishment of meaningful limits, placing an upper bound on the overall scale
of activity with, and exposure to, a given counterparty, based on a comparable measure of
exposure across an insurer’s activities both on and off balance sheet.

73. Insurers should have policies for approval, accepting and monitoring of collateral. This
should include assessment of the controls supporting funding exposures, the valuation policies of
collateral, including the basis, frequency, discounted assessment and reviews made of the
security (see Appendix — Reference 11).
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Measurement and management

74. Credit exposure limits should be established within the insurer’'s investment policies.
Measuring compliance with these limits will involve developing the ability to aggregate the
insurer’'s investment exposure within each defined risk classification. These could include
exposure limits on the following risk classifications:

e type of collateral security or real estate

e single counterparties and connected counterparties (such as through legal, economic or
managerial basis)

e industries or economic sectors

e geographic regions.

75. Rules for the aggregation of individual exposures within a common risk classification, such
as conglomerate, industry and geography, should be established and well defined in credit
policies.

76. Measurement tools to be used to determine the insurer’s credit risk exposure could include:

internal ratings

external ratings

results of stress testing

concentration aggregations (geography, issuer, group of issuers)
concentrations within the insurer’s group of affiliated companies.

77. Credit risk exposure limits defined by the insurer’s investment policies should be expressed
in a manner consistent with the risk measures that will be used to monitor the insurer’s credit risk
activities. Hence, limits and monitoring systems should be determined in conjunction with each
other. Measured credit risk exposure will be compared with the limits outlined in the investment
policies. For example, the policies may impose a credit limit on the insurer’s investing activities
defined as:

e a maximum amount or percentage of investment exposure to a single issuer, industry,
geographic region, or some other risk classification

e alimit on the amount or percentage of investment exposure to certain levels of credit ratings
(external or internal or a combination of these)

e more sophisticated measures may be developed, such as a maximum value at risk,
according to the insurer’s stress testing capabilities.

78. In order to track portfolio diversification characteristics, insurers should have a system that
enables credits to be grouped by characteristics such as type of credit activity, ranking by size of
counterparty credit exposures, credit ratings, type of collateral security or real estate, type of
borrower, type of industry and geographic regions.

79. The credit risk management function should actively participate in the development,
selection, implementation and validation of rating models. It should assume oversight and
supervision responsibilities for any models used in the rating process, and ultimate responsibility
for the ongoing review and alterations to rating models.
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80. Insurers should take into consideration potential changes in financial and economic
conditions when assessing individual credits and their credit portfolios, and should assess their
credit risk exposures under stressful conditions.

81. Although the determination of whether or not a particular concentration (as mentioned in
previous paragraphs) is excessive is a matter of judgement, it should satisfy regulatory
requirements, be benchmarked against industry norms (if available), and viewed in light of the
insurer’s capital base and stress test results. In circumstances where an insurer’s credit risk has
become excessively concentrated, the insurer should take timely steps and have options
available to diversify its credit portfolio. This includes assessment on both sides of the balance
sheet.

82. The insurer should measure and monitor its risk at both the transaction and portfolio levels
to the appropriate time horizon. Insurers should regularly monitor the status of counterparties and
underlying security and re-evaluate individual credits, commitments, and their credit ratings.
Failure to do so can result in an undetected deterioration of the credit portfolio. Depending on the
type of credit and the underlying security, the credit risk management program of each insurer
should include procedures governing the regular formal review and, where applicable, the re-
rating of credits.

Rating system

83. The term “rating system” comprises all of the methods, processes, controls, data collection
and information systems that support the assessment of credit risk, the assignment of internal
risk ratings, and the quantification of default and loss estimates. Each insurer could articulate in
its credit policies the relationship between risk rating grades in terms of the level of risk each
grade implies. Perceived and measured risk should increase as credit quality declines from one
grade to the next. The policies should articulate the risk of each grade, both in terms of rating
criteria associated with the grade, and the approximate range of risk parameters associated with
each grade.

84. The structure of an insurer’s rating system should be designed in a way that makes certain
there is a meaningful distribution of exposures across grades, and a sufficient number of grades
to support a meaningful differentiation for lesser grades, including one for borrowers that have
defaulted. Insurers with lending activities focused on a particular market segment, such as
originating mortgages, will require fewer grades than insurers that lend to borrowers of diverse
credit quality.

85. A “rating grade” is defined as an assessment of credit risk on the basis of a specified and
distinct set of rating criteria. The grade definition should include both a description of the degree
of credit risk typical for credits assigned the grade and the criteria used to distinguish that level of
credit risk. Insurers with non-marketable investments, such as loans and private placements,
concentrated in a particular market segment and range of credit risk should have enough grades
within that range to support meaningful differentiation of risk in respect of the investments held.
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86. When assigning ratings insurers should:

take all relevant information into account

ensure that such information is current

verify the integrity of all data used

be more conservative in circumstances where there is less information available

ensure that ratings are consistent across the portfolio

be careful to differentiate between ratings assignment, which is issuer specific, and credit limit
setting, which is portfolio based.

87. An external rating may be a primary factor determining an internal rating assignment;
however, the insurer should make certain that it considers other relevant information. If an
external rating is used, the insurer should address how much reliance it gives to external ratings
and how it proposes to keep track of external rating changes.

6. Liquidity risk

88. Liquidity is concerned with the current and future maintenance of appropriate levels of cash
and liquid assets, in the context of the demands for liquidity that are imposed by the insurer’s
asset and liability profile. Under normal business conditions, liquidity risk is limited by the cash
flow structure of the insurance business. The business of insurance usually involves the
existence of a substantial time lag between the receipt of premium income and payment of
expenses and policy benefits. Liquidity stress conditions may materialise primarily due to an
unanticipated sequence of policyholders’ claims but may sometimes be increased through
specific market conditions.

Definitions

89. Liquidity risk is the risk that an insurer, though solvent, has insufficient liquid assets to meet
its obligations (such as claims payments and policy redemptions) when they fall due. The liquidity
profile of an insurer is a function of both its assets and liabilities.

90. Liquidity risk includes:

¢ liquidation value risk: the risk that unexpected timing or amounts of needed cash may require
the liquidation of assets when market conditions could result in loss of realised value

o affiliated investment risk: the risk that an investment in a member company of the
conglomerate or group may be difficult to sell, or that affiliates may create a drain on the
financial or operating resources from the insurer

e capital funding risk: the risk that the insurer will not be able to obtain sufficient outside
funding, as its assets are illiquid, at the time it needs it (for example, to meet an unanticipated
large claim).
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Identification

91. The most striking example of loss due to liquidity risk is a “large claim and/or surrender”
event (i.e. catastrophes, such as large windstorms or earthquakes). This event may require
insurers to pay a large amount of claims within a short period of time. This situation can cause a
substantial drain on liquidity, reduce solvency, and may lead the insurer to fail. Some reinsurance
contracts include a provision whereby the insurer may be able to receive early claims payments.
Such “cash claims” from its reinsurer could be considered as a form of liquidity hedge within the
context of liquidity management.

92. There are different levels of liquidity management, including:

¢ day-to-day cash management
e testing and scenario analysis, including an analysis of catastrophe risk.

93. A single or a few contract holders that control large sums of money (policies or contracts)
can expose the insurer to a high degree of liquidity risk. Institutional type products are the biggest
risk in this respect, although in retail lines, a small group of agents and/or brokers may control
large blocks of business, and that poses a similar risk.

94. The size or credit rating of the insurer, and/ or local regulation, may limit its access to
capital markets. If an insurer is too small, it may not have all of the funding choices that are
available to larger insurers. Also, when several insurers are faced with a large unpredictable
liquidity requirement at the same time and need to liquidate some of their asset portfolio, the
marketplace may not be able to absorb the volume other than at unfavourable prices.

95. To the extent that they are predictable, immediate demands on cash should not pose
undue liquidity risk for an insurer. Any immediate demand for a cash payment can be a risk if
cash is in short supply. A well-managed insurer will structure its assets in such a way so that it
has enough cash and marketable securities to cover its known obligations.

96. An unpredictable cash demand is a larger risk. For example, a surrenderable non-life
insurance contract may have a 90-day delay provision, which under normal circumstances gives
the insurer a reasonable amount of time to access its liquidity sources. The shorter the deferral
period, the larger the risk.

97. Injurisdictions that allow borrowing, insufficient ability to borrow short term such as through
bank lines of credit or commercial paper increase liquidity risk. For example, following an
insurance risk event banks may be unwilling to lend to an insurer. Where possible, formal credit
lines should be established to mitigate that risk.

98. Lack of diversity in either the liability or the asset portfolio when analysed by product,
geography, industry or creditor can lead to increased liquidity risk. An over-concentration of
illiquid assets, such as real estate or thinly traded securities, may be especially risky. Resources
should be well diversified, and not over-rely on a single source. This is particularly important for
mutual insurers who generally have access to a smaller range of funding sources.
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99. Policy redemption options that are sensitive to changes in asset values will increase
liquidity risk.

100. Liquidity problems also arise when there is a mismatch between the term of the liabilities
and their underlying assets. In these situations, trigger events, such as the insurer receiving a
downgrade from a rating agency, can lead to a liquidity crisis. If this is coupled with other factors,
such as large policies with flexible surrender terms with short time horizons, the liquidity risk is
compounded.

101. Other examples of unexpected strains on liquidity are:

negative publicity

reports of problems of other insurers or similar lines of business
deterioration of the economy

abnormally volatile or stressed markets.

Measurement and management

102. In order to determine an insurer's exposure to liquidity risk, a set of measurement tools
should be selected and then applied to its portfolio. There are no simple formulas that work for all
insurers. However, the basic tools that the industry uses can be classified into two groups: cash
flow modelling and liquidity ratios. These are tools used to monitor an insurer’'s liquidity risk
profile and should be kept current (modified as the business changes), run periodically and may
be used for a business unit or an entire insurer.

103. Cash flow modelling is done to assess the magnitude of deficits, surpluses and the ability of
contingent funding to meet the needs of the insurer. It lends itself to a stress testing approach,
allowing the insurer to examine its potential liquidity needs under a variety of future scenarios. In
this way, the insurer can assess the probability of requiring immediate access to liquidity at a time
when this may prove costly (due to forced liquidation of assets at low market values, or high
borrowing costs). The insurer can take steps to ensure that it will have sufficient cash and short-
term liquid assets on hand to meet unexpected, but not highly unlikely, liquidity requirements.

104. Use of liquidity ratios addresses the need for liquidity by establishing a normal expected
amount of liquidity that would be required to meet the demands of the underlying liability portfolio.
Taking this as the minimum level of required liquidity and adding an appropriate margin to cover
unexpected liquidity requirements will define the required liquidity ratio to be used in the insurer’s
investment policies.

105. As indicated above, insurers may be able to obtain emergency liquidity funding in the event
of a catastrophe by drawing cash early under their reinsurance policies or by other means. This
form of liquidity hedging could be recognised when assessing the amount of liquidity available to
meet the required level defined by the insurer’s investment policies.

106. The insurer should have a liquidity contingency plan to be implemented in the event that its
usual liquidity management is unable to meet demands.
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7. Supervisory considerations

107. The responsibility for the investment risk management lies with the insurer. The insurer
should demonstrate to the supervisor compliance with the guidance outlined in this paper. The
application of this guidance should take account of the size, nature and complexity of the
business of the insurer. The scope of the application and review should be sensitive to the risk
profile of the insurer, together with the supervisor's own regulatory framework.

108. In assessing an insurer’'s investment risk management function, a supervisor should review
the insurer's investment risk management framework, investment policies, and the execution
thereof. The supervisor should satisfy itself that an insurer understands the risks it is bearing and
has effective procedures for identifying, monitoring and managing its investment activities to
ensure that its assets are consistent with its liability profile.

109. Supervisors have to keep in mind the increasing complexity of financial activities and
continuous innovations, both in assets or products and in methods or systems. Therefore,
supervisors have to be organised in such a way to ensure that supervisory activities are carried
out by personnel with a high level of knowledge in financial markets and products. One key step
to achieve this goal is to maintain continuous training.

110. The insurer’s investment risk management framework should include at a minimum:

the identification of risks
the measurement of risks
control procedures
reporting procedures.

111. In reviewing the insurer's investment policies, the supervisor should consider whether
these:

e are in compliance with regulatory requirements, and contain clearly defined procedures to
ensure that regulatory requirements are adhered to

e are protecting the policyholders’ rights

e consider operational risks that could arise from investment activities

e are clearly defined with appropriate emphasis on risk management and demonstration of
asset liability management

e address the extent of use and management of third parties

e address the use of derivative products or structured products that have the effect of
derivatives, in asset classes and insurance products, where applicable

o define the risk-return profile adequately given the product(s) used.

112. Where the investment policy has a direct impact on the returns available to policyholders,
the supervisor should satisfy itself that the insurer has procedures in place to monitor that the
investment policy is carried out in accordance with the policy conditions or any information
provided to the policyholders.

IAIS — Guidance paper on investment risk management Page 21 of 30

Approved in Amman on 7 October 2004



113. Consideration should also be given to whether the insurer's overall investment risk
management policies:

e have been developed to appropriately reflect the insurer's risk tolerance given the insurer’s
financial position

e address how the insurer organises its investment risk management function

e contain clear investment guidelines and procedures to ensure the investment policies are
adhered to

e have regard to adequate staff being involved with investment risk issues (at whatever level,
such as board level, trading or risk monitoring) who understand the risks involved, are of an
appropriate level within the organisation, and have clearly defined responsibilities

¢ have been approved and are subject to regular review by the board of directors.

114. The supervisor should satisfy itself that the investment risk management functions within
the insurer are independent of the investment function.

115. The supervisor should assess whether the insurer is aware of the range of risks that it
faces, has procedures in place to identify, monitor and measure these risks and takes steps to
manage and mitigate them effectively. The supervisor should conduct regular evaluations of an
insurer’s policies, procedures and practices related to its investment risks.

116. The supervisor may apply its own tests to the insurer’'s portfolio to assess whether the
measurement of investment risk by the insurer is adequate. Use of benchmarks and tools such
as industry norms and stress testing may be useful in this type of exercise.

117. Where the insurer is part of, or heads, a group or conglomerate of companies, the
supervisor should assess compliance with the above guidance in a group context.

118. The supervisor may use various means to assess the insurer's investment risk
management framework, including:

e required regulatory reporting to capture relevant data (standardised reporting may be
considered to enable greater market comparisons)

external validation and/or use of experts (such as auditors, actuaries, risk managers)

review of the insurer’'s systems and controls

on-site inspections

off-site surveys and surveillance

internal audit reports

review of the insurer’s product control

publicly disclosed reporting

documentation describing risk management and investment committee framework.

119. The supervisor should satisfy itself that the insurer initiates processes to implement new
risk management strategies quickly in response to the emergence of significant new risks or
changes in significant risk.
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120. The supervisor should satisfy itself that the investment risk management function provides
the board of directors, the insurer's management, and any committee(s) involved in investment
risk management with timely risk reports in order to take appropriate decisions on risk issues.

121. Deficiencies identified during the supervisory review should be addressed in a timely
manner through a range of actions. The supervisor should communicate findings and
recommendations to the insurer’s management and the board of directors promptly and perform
a timely follow up.

8. Information the supervisor may request from the insurer

122. In order to assess the insurer's risk management framework, the supervisor may request,
amongst other, the following information:

Documents relating to management of investment risk

e a copy of the insurer's investment risk management policies, including the insurer's tolerance
and limits for managing its market, credit and liquidity risks

e a copy of an insurer's asset liability management procedures. For example, the terms of
reference of the insurer’s asset liability committee, if there is one

¢ details of the insurer's investment policies, including its identification, monitoring and control
procedures, and the terms of reference of the insurer’s investment committee, if there is one,
including details on the investment guidelines for derivatives or structured products that have
the effect of derivatives

¢ the insurer's procedures for the approval of counterparties, including details on the insurer's
procedures for selecting and monitoring external asset managers and brokers used

e details in relation to embedded options

o the insurer's procedures for seeking approval to use new investment instruments and for
monitoring the risks associated with these instruments once the insurer commences using
them

e a description of the board of directors’ overall approach and policies on products,
underwriting, reinsurance cover and security, investments and solvency

¢ details on the employee remuneration structure, to assess whether there are any excessive
bonuses or unusual remuneration incentives, which encourage excessive risk taking.

Sample reports

123. Reporting entails costs for insurers and this aspect should be taken into account in setting
the reporting requirements. The supervisor may request, amongst others, the following reports:

124. Investment risk management reports:

e reports from the insurer's internal and external audit and risk assessment functions, if
applicable, including exception reports, where risk limits and policies have been breached or
systems circumvented

¢ investment risk measurement reports that, at a minimum, cover the following areas:
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125

- details of, and commentary on, investment activities in the period and the relevant period
end position

- details of positions by asset type

- concentration analysis of credit exposures by counterparty

- details of any regulatory or internal limits breached in the period and subsequent actions
taken, where appropriate

- planned future investment activities.

. Market risk reports:

specific details relating to market risks types such as interest rate risk, equity and real estate
risk, commodity risk and currency risk

interest rate risk run by the insurer via a mismatch in the cash flow can be assessed by
comparing the expected change in the economic value of assets and the liabilities for
changes in interest rates

the significance of the economic value of derivatives or structured products that have the
effect of derivatives like embedded options, with specific attention to asset and/or insurance
products that include a guaranteed minimum return

returns made on the investment portfolio need to be explained. The sources of return can be
identified and checked whether the outcome was in line with the mandate. Two types of
reporting will provide helpful information:

1) performance contribution: this concerns the decomposition of total returns and
determines what factors have contributed to the return made on the investment portfolio

2) performance attribution: this concerns the decomposition of excess returns (positive or
negative) relative to an assigned benchmark and determines the factors that have
caused the relative performance of the investment portfolio.

These reports are to give insight into the development of returns over a single time period (for

exa

mple, one month) and over multiple periods (for example, one year).

126. Credit risk reports:

e specific details relating to credit risk such as credit exposures, including aggregations of
credit exposures, as appropriate, by groups of connected counterparties, and/or by the
nature or geographical location of the counterparty

e details of credit decisions, including the facts or circumstances upon which decisions were
made

o information relevant to assessing current credit quality.

127. Liquidity risk reports:

e specific details relating to the prospective cash flows of the insurer for both single periods
and multiple periods. Expected premium income, liability payments, expenses, payments
resulting from lapses of policies, investment income and repayment of principal by debtors
as budgeted for that period should allow assessment of the liquidity profile of the insurer
under the assumption of a going concern. Stress testing the various flows could give an
insight into the liquidity risk under more difficult conditions than assumed
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e specific details relating to the level of liquid assets held by the insurer and the terms and
conditions of existing credit lines for insurers in jurisdictions that allow borrowing. A way to
assess the liquidity of assets is by determining the average number of days required to
liquidate that security based on the daily volume of market transactions in that security.

Regular reporting to the supervisor

128. In order to receive current information on investment risk management, the supervisor may
wish to establish reporting mechanisms, directly with insurers, including internal audit, and third
party (e.g. auditors and actuaries) reports, depending on the regulatory framework.

129. Consideration should be given to the frequency of the data requests. These should be
timely, the frequency being determined by factors such as:

¢ the volatility of the business in which an insurer is engaged (i.e. the speed at which its risks
can change)

e any time constraints on when action needs to be taken

o the level of risk that the insurer is exposed to compared to its available financial resources
and investment risk tolerance.

Ad hoc requests
130. The supervisor may also request the following information:

e an overall business plan that includes information in respect of the types of business,
indicating new products, strategy for distribution, underwriting, investments, reinsurance, a
multi year budget and liquidity forecasts. This information should be used to assess whether
risk management systems are adequate for the insurer’s business

e cost and investment income allocation methods

¢ financial projections under expected and abnormal (such as stressed) conditions. In addition,
reconciliation of actual profit and loss to previous financial projections and an analysis of any
significant variances. Scenario testing could be done (for example the percentage change in
interest rates and equity values both on the insurer's assets and liabilities)

e details on the insurer's stress testing for economic trends in investment markets

¢ internal management information on asset portfolios such as:

- details of the relative position of assets and liabilities
- details on intra-group investments

e list of matters that required a decision from the board of directors or senior management
(such as a significant variation to a business plan, amendments to risk limits or the creation
of a new business line)

e when on-site at an insurer, the supervisor could ask how signatories to the insurer's financial
returns satisfy themselves that the regulatory financial returns are complete and accurate

o professional qualifications of those entrusted with investment activities and investment risk
management

¢ audit management letters received by the insurer, and the insurer's responses

e details on the insurer's investment function outsourcing, including third party service
agreements (if applicable)
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e copies of the insurer's compliance reports in relation to investment risk management policies
and procedures.
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Appendix 2 — New IAIS Glossary of Terms definitions used in this
paper

The new definitions and changes to current definitions that are introduced in this guidance paper
are as follows:

o Affiliated investment risk — the risk that an investment in a member company of the same
conglomerate or group may be difficult to sell, lose its value or create a drain on the
financial resources of the insurer.

e Asset liability management — refers to the management of an insurer's assets with
specific reference to the characteristics of its liabilities so as to optimise the balance
between risk and return. The insurer’s policy with respect to its asset liability management
processes will include measures to be used to assess the degree of risk that the insurer is
assuming and constraints or boundaries on the value of these measures. Asset liability
management will form part of the overall investment risk management framework and will
provide direction for investment activities with reference to the demands of the insurer’s
liability portfolio.

e Basis risk — the risk that yields on instruments of varying credit quality, marketability,
liquidity and maturity do not move together, thus exposing the insurer to market value
variation that is independent of liability values.

e Blind investments (or pools) — portfolio of investments managed by an external
investment manager. The pool may consist of investments whose general characteristics
are known to the pool participants, but the specific holdings are not always known. It may
also consist of a pool of capital not yet invested, but with a mandate to be invested by the
manager in certain investment vehicles in which the manager has specialised expertise.

e Capital funding risk — the risk that the insurer will not be able to obtain sufficient outside
funding at the time it needs it (for example, to meet an unanticipated large claim).

e Commodity risk — the risk of exposure to losses resulting from movements of market
values of commodities, either physical commodities themselves or derivatives that have
commodities as the underlying instruments.

e Complete risk-return profile — the establishment of a well defined risk tolerance and
desired target return that the insurer may wish to achieve in its overall operations or in
some specific aspect (for example, product line) of its operations.

e Concentration risk — the risk of increased exposure to losses due to concentration of
investments in a geographical area, economic sector or individual investments.
Concentration risk may exist at either the legal entity level or the group level (after the
holdings of all legal entities have been consolidated) or both [Related definitions:
conglomerate risk, contagion, and risk concentration].

e Correlation risk — the risk of increased exposure to losses due to the level of, or
movement in, the correlation of investments in or across geographical areas, economic
sectors or individual investments or with and between liabilities.

e Counterparty credit risk — the risk that a counterparty is not able or willing to pay
amounts owing to the insurer as they fall due.
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e Credit ratings — assessments of the abilities of debtors (e.g. bond issuers) to pay amounts
owing to investors as they fall due. [Related definitions: credit rating assignment, rating
agency, rating grade, rating model, rating process, rating system]

e Credit rating assignment — the credit rating assigned to a particular issuer of debt
instruments, or to a specific debt instrument.

o Credit risk — the risk of financial loss resulting from default or movements in the credit
rating assignment of issuers of securities (in the company’s investment portfolio), debtors
(e.g. mortgagors), or counterparties (e.g. on reinsurance contracts, derivative contracts or
deposits) and intermediaries, to whom the company has an exposure. Credit risk includes
default risk, downgrade or mitigation risk, indirect credit or spread risk, concentration risk
and correlation risk. Sources of credit risk include investment counterparties, policyholders
(through outstanding premiums), reinsurers, and derivative counterparties. [Related
definitions: reinsurance credit risk]

e Default risk — the risk that an insurer will not receive the cash flows or assets to which it is
entitled because a party with which the insurer has a bilateral contract defaults on one or
more obligations.

e Downgrade or migration risk — the risk that changes in the probability of a future default
by an obligor will adversely affect the present value of the contract with the obligor today.

e Equity and real estate risk — the risk of exposure to losses resulting from movements of
market values of and income from equities and real estate.

e Granularity — the level of detail that investment policy includes in setting market exposure
limits. At a high level, limits may be set with respect to asset class exposure. At a more
detailed level, limits regarding specific industries, geographic areas, or even specific
issuers may be considered.

e Hedge —to invest in a manner that reduces the risk having regard to the underlying assets
or liabilities. A hedging strategy will take into account the risks, return required and the
projected cash flow of the assets or liabilities, including the existence of policyholder
options which may be exercised. Risks to be considered will include market and credit risk.

e Indirect credit or spread risk — the risk due to movements in market perception or
appetite for risk on either a macro or micro basis.

e Interest rate risk — the risk of exposure to losses resulting from movements in interest
rates.

e Internal controls — the means by which compliance with the insurer’s risk management
policies is maintained. Regular reporting, including the use of measurements and metrics
required to be within limits specified by the risk management policies, may be used to
verify compliance.

¢ Investment management — the activity of making and controlling investment decisions
[Related definitions: investment policy, investment risks, investment risk management,
investment risk management policy, investment risk management framework, investment
risk management function, investment risk exposures, investments risk limits].

¢ Investment policy — the insurer's policy with respect to the overall characteristics for an
investment portfolio or for the investments of the insurer as a whole. A statement of a
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portfolio’s investment policy will normally include the objectives of the portfolio, its risk
tolerance, constraints to be obeyed in the management of the portfolio, such as minimum
liquidity requirements, and a list of eligible assets or asset classes in which the portfolio
may be invested, along with a target asset mix and limits on how much the portfolio may
diverge from the target.

e Investment risks — the various kinds of risk which are directly or indirectly associated with
the insurers’ investment management. They concern the performance, returns, liquidity and
structure of an insurer’s investments. Such risks can have a substantial impact on the
asset side of the balance sheet and the company’s overall liquidity, and potentially can lead
to the company being over indebted or insolvent.

The investment risks include:

market risk
credit risk
liquidity risk
operational risk

e Investment risk management — the process an insurer uses to identify investment risk
exposures, and to monitor, measure, report, and mitigate this risk.

e Investment risk management policy — the insurer's policy with respect to investment risk
management including definition of the investment risk exposures that are present in an
insurer's operations, a description of the investment risk management process, and
assignment of the investment risk management function within the insurer’s structure.

e Investment risk management framework — the strategies, policies, procedures,
methodology and the organisational structure that an insurer uses to perform its investment
risk management function. The investment risk management function is normally separate
and distinct from the investment management function, to the extent that this is practical for
the insurer.

e Investment risk management function — the committees, departments, or persons
charged with the responsibility to ensure that the insurer complies with its investment risk
management policy and the activities that they carry out, including the oversight of timely
corrective action when investment policy constraints are breached and other mitigating
action.

e Investment strategy — the overall direction by the insurer's investment management
governing the insurer’s investment policy and investment risk management policy.

e Investments risk exposures — measures of the amounts by which an insurer’s financial
position may vary adversely.

e Investments risk limits — the maximum amount of risk exposure that an insurer is
prepared to accept. Limits are normally included in the insurer’s risk management policy,
and monitoring of compliance with these limits is part of the risk management function.

e Market risk — the risk to an insurer’s financial condition arising from movements in the
level or volatility of market prices. Market risk involves the exposure to movements of
financial variables such as equity prices, interest rates, exchange rates or commaodity
prices. It also includes the exposure of derivatives to movements in the price of the
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underlying instrument or risk factor. Market risk also involves the exposure to other
unanticipated movements in financial variables or to movements in the actual or implied
volatility of asset prices and options. Market risk incorporates general market risk (on all
investments) and specific market risk (on each investment). [Related definition: matching
risk]

e Rating agency — entity that specialises in assigning credit ratings to borrowers.

e Rating grade — an assessment of credit risk satisfying a specified and distinct set of rating
criteria. The grade definition should include both a description of the degree of credit risk
typical for credits assigned the grade and the criteria used to distinguish that level of credit
risk.

e Rating model — a systematic approach to determining one or more of the risk
characteristics of a potential, or an existing, investment in a consistent manner with other
investments to facilitate comparison.

e Rating process — the steps used to determine an appropriate rating for a potential or
existing investment.

e Rating system — comprises all of the principles, methods, processes, controls, data
collection and information systems that support the insurer's or credit rating agencies
assessment of credit risk, the assignment of risk ratings, and the quantification of default
and loss estimates.

e Risk tolerance — an insurer’s risk tolerance is a statement of the nature and amount of risk
exposure that the insurer is willing to accept. The risk tolerance will dictate the risk limits
that are established as part of the insurer’s risk management policy.

e Settlement risk — the risk that the completion or settlement of a financial transaction will
fail to take place as expected. It includes elements of market, credit, liquidity and
operational risks. The level of risk is determined by the particular arrangements for
settlement. Factors in such arrangements that have a bearing on credit risk include the
timing of the exchange of value, payment and settlement finality, and the role of
intermediaries.

e Value at risk — A measure of the potential financial loss in the investment portfolio or on
the whole balance sheet. Value at risk provides an estimate of the worst expected loss
over a certain period of time at a given confidence level. For example, a 12 month value at
risk with a 95% confidence level of $1 million means that an insurer would only expect to
lose more than $1 million 5% of the time or once in 20 years.

e Value at risk (VaR) models — systems which use statistical approaches to determine the
value at risk of all or part of an insurer’s operations.
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