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The purpose of my presentation is to describe recent developments in IAIS insurance solvency standards and explain current key activities in this field. I will focus on key concepts developed in the recently issued paper on the common structure for the assessment of insurer solvency and two papers that we are drafting: one on risk management and the other on internal models. 

The main message today is that the IAIS has made considerable progress over the past few years and will make even greater progress in the next few years in setting international solvency standards.  

My presentation will serve to enhance your understanding of recent key developments in international solvency standards and its future direction. I hope that this will assist you in your daily work within your supervisory authority.  

My presentation should take about 30 minutes. I would appreciate any comments or questions any time during or after my presentation. We have allocated sufficient time for questions and answers. 

Introduction

Before introducing the key concepts of the three papers i.e., structure paper, standard on risk management, and guidance on the use of internal models, I will briefly explain to you the background of developing those three papers to give you a better understanding.
The IAIS initiated, in 2005, an ambitious project for the development of a more consistent, reliable and transparent approach to the assessment of insurer solvency worldwide.   Through the establishment of a common structure within which jurisdictions can review, refine and/or develop their national solvency regimes, the IAIS aims to enhance transparency and comparability of insurers’ solvency situations and of solvency regimes worldwide. Such comparability will be to the benefit of consumers, the industry, investors and other interested parties and, will promote convergence of regulatory regimes and solvency assessment.
The ultimate objective of this project is to formulate a coherent risk-based methodology for the setting of regulatory financial requirements for solvency assessment. In this context, the IAIS will undertake to describe the respective roles of technical provisions and required capital and discuss the concepts that underpin the determination of these components in the context of a risk-based solvency regime.
The IAIS work in this area will also address the more qualitative components of a solvency regime – namely corporate governance and market conduct/disclosure issues – recognising that risk-sensitive financial requirements can only fulfil their intended role when supplemented by sound governance and market conduct practices and supported by appropriate public disclosure requirements.

This approach is consistent with the IAIS position reflected in the Framework paper approved in October 2005, which emphasises the interdependence of these quantitative and qualitative aspects in the overall process of insurance supervision (refer to figure 1 below).

Figure 1: The common solvency structure and standards within the Framework for insurance supervision
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A Common Structure for Solvency Assessment

In February 2007, the IAIS took an important step in formulating a more consistent, reliable and transparent approach to the assessment of insurer solvency worldwide with the release of the paper The IAIS common structure for the assessment of insurer solvency (Structure paper). Building on the earlier Framework and Cornerstones papers, the new paper presents a coherent risk-based methodology for the setting of regulatory financial requirements. It describes the roles of technical provisions and required capital and discusses the concepts that underpin the determination of these components.  My presentation focuses on the contents of this Structure paper.  
The IAIS does not intend to prescribe a specific solvency regime, to be applied compulsorily by the jurisdictions of the IAIS Members. Rather, the common structure and common standards will be principles-based and are intended to form the major benchmark for jurisdictions for their own solvency regimes and supervision. 
In formulating regulatory financial requirements and analytical techniques to be applied by the insurer and supervisor in the assessment of the financial position of the insurer, the IAIS has stated a number of key concepts. 

These concepts are not intended to cover all aspects of solvency and solvency assessment. Their role is to act as conceptual ´guide rails´ for the further work of the IAIS on the issue of regulatory financial requirements. 
Here I would like to introduce the key concepts underlying the common structure for financial regulatory requirements for solvency assessment, which are more completely described in the Structure Paper. 

Risk Based Solvency Regime

A risk sensitive solvency regime should require insurers to assess and manage the risks to which they are exposed. A risk sensitive solvency regime should require insurers to  appropriately assess and maintain their capital needs. By requiring this, the IAIS and supervisors can effectively achieve their aims of protecting policyholders and maintaining well-founded market confidence. These aims require adequate levels of capital and this in turn requires that risks are measured properly and comprehensively. 
Therefore, a solvency regime should address all relevant potentially material risks, including underwriting risk, credit risk, market risk – the risk types generally being considered to be readily quantifiable – and operational risk and liquidity risk – the risk types being considered to be less quantifiable. Risks that are generally readily quantifiable should be reflected in sufficiently risk sensitive regulatory financial requirements. For risks that are less readily quantifiable, regulatory financial requirements may need to be set in broad terms and complemented with qualitative requirements.
Total Balance Sheet Approach

A coherent view of the total balance sheet of insurers is a foundation for the common structure of solvency assessment. 

The IAIS recognises the need to assess the overall financial position of an insurer based on consistent measurement of assets and liabilities and explicit identification and consistent measurement of risks and their potential impact on all components of the balance sheet. This is consistent with the principle of defining an explicit overall level of safety required of an insurer in meeting its insurance obligations (technical provisions) – since insurance obligations are composed of best estimates (current estimate of policy obligations) and risk margins. Both technical provisions and capital requirements should be covered by adequate and appropriate assets. 

The total balance sheet approach should be used to recognise the interdependence between assets, liabilities, capital requirements and capital resources and to ensure that risks are fully and appropriately recognised. 
Market consistent valuation of insurance obligations
In the absence of deep liquid secondary markets that provide sufficiently robust values of insurance obligations, elements of insurance obligations should be valued using cash flow models or methods that reflect the settlement of the insurance obligations and accord with principles, methodologies and parameters that the market would expect to be used. Such valuations should be considered to be “market consistent”. 

Such valuations provide consistency with the other elements of the balance sheet for which reliable market values are available and with the assessments made by market participants of value and risk. 

Insurance contracts are written in the expectation that obligations under them will be settled with the claimant or beneficiary. The vast majority of obligations are discharged by insurers through settlement of insurance contracts rather than the transfer of obligations to another insurer. In this regard, the current IASB argument under the Fair Value Measurement Discussion Paper that “the fair value of a liability should be based on the price that would be paid to transfer the liability to a market participant” might merit some more reflection in case of insurance obligations’ (i.e. technical provisions’) evaluation. 

The Role of Public Financial Reporting 
In developing the common structure the IAIS acknowledges the inherent different purposes of public financial reporting standards and prudential regulatory reporting requirements.  
However, the IAIS believes that it would be most preferable if the methodologies for calculating and analysing items in public financial reports are able to be used for, or are substantially consistent with, the methodologies used for regulatory reporting purposes, with as few changes as possible required to satisfy prudential reporting requirements. Any differences between regulatory reporting requirements and public financial reporting should be reconcilable and publicly disclosed. 
The IAIS is therefore making an active contribution to Phase II of the IASB’s Insurance Contracts Project. 
Qualitative Requirements (Governance and Market Conduct Requirements)
Risk sensitive financial requirements can only fulfil their intended role if the insurer meets sound governance, market conduct and public disclosure requirements. Some risks may be addressed only through qualitative - governance and market conduct - requirements rather than by setting regulatory financial requirements. 

The solvency regime should thus require that insurers have in place adequate governance, including risk management processes and internal control mechanisms, with sound administrative, accounting and reporting procedures. Risk monitoring systems must be well integrated into the organisation, and measures must be taken to ensure that risks can be measured, assessed, monitored, reported and controlled in a consistent manner.

Sound market conduct policies and procedures are a key part of the risk management of an insurer, and are therefore closely related to the solvency regime. Improper market conduct may have a direct prudential impact on an insurer, or may be damaging to the reputation of an insurer and hence have severe indirect consequences for its financial position and its ability to operate effectively. An insurer should therefore have sound market conduct policies and procedures. The solvency regime must be fully transparent on how consumer expectations are reflected in the solvency requirement.

Public disclosure and transparency
The IAIS considers public disclosure to be critical for a well balanced solvency regime, to the operation of a sound market and to achieving the aims of transparency, comparability and convergence. Public disclosure requirements in a regime are mainly concerned with public disclosure by insurers of information relevant to the assessment of solvency and financial strength. The supervisory regime thus should specify which solvency information should be made public to enhance market discipline and provide strong incentives for insurers to conduct their business in a safe, sound and efficient manner which treats policyholders fairly. 

A regime would be expected to differentiate between public disclosure and reporting to the supervisor which is subject to confidentiality. Information provided to the supervisor and subject to confidentiality will generally be more detailed and technical in nature. Ensuring appropriate confidentiality not only guards against disclosure of commercially sensitive information but also fosters openness between the supervisor and the insurer. 

Timely and accurate disclosure on all material matters regarding the insurer, including the financial situation, performance, ownership, and governance arrangement may also be seen as part of a comprehensive corporate governance framework.  
Current key activities  
The common structure and standards will take the form of a coherent set of documents, consisting of a main document describing the general philosophy of the approach to solvency and solvency assessment, and a range of standards defining and describing in more detail the main elements of the solvency regime. Together, the common structure and standards, and additional guidelines, will provide the framework within which a solvency regime and solvency supervision in a particular jurisdiction should take form.
The work undertaken by the IAIS to date has described the general philosophy of approach. During 2007, work progresses on the development of the more detailed standards and guidelines that can be applied in assessing insurer solvency, and will include requirements on: 
· the valuation of assets and liabilities
· capital requirement and forms of capital
· the risk management and 
· the use of internal models.
Out of these four papers, I will briefly explain here the outlines of the two papers - (1) standard on risk management and (2) guidance on the use of internal models – since these two papers have already been made  in good progress. 

Draft standard on risk management 

This standard on risk management for solvency purposes focuses on the risk management framework around the determination of technical provisions and capital for insurers and reinsurers. The standard includes discussion of the related issues of diversification and risk interdependency. 

The standard identifies 6 key requirements which apply to life insurance, non-life insurance and reinsurance. Following these requirements should assist insurers in having appropriate risk management policies and practices in place which are applied consistently across their organisation and support effective solvency assessment. 
[image: image2]

This diagram illustrates the 6 key requirements for risk management and their interlinkage. In other words, it shows the best practice framework for risk management. 

Requirement 1 is in respect of the requirement on insurers to establish a sound and robust risk management framework.

Requirement 2 is in respect of the requirement on insurers to set tolerance levels for each risk. 

Requirement 3 is in respect of the requirement on insurers to monitor risk exposures and develop their reporting systems.

Requirement 4 is in respect of the requirement on insurers to establish their own risk sensitive capital assessment and risk management systems.
Requirement 5 is in respect of the requirement on insurers to establish sound governance for risk management.
Requirement 6 is in respect of the requirement on supervisors to undertake regular reviews of insurers’ risk management processes. 

The paper is aimed to be adopted at the General Meeting this October. 

Draft Guidance on the use of internal models

The aim of this paper is to set out guidance for jurisdictions on how insurers could develop internal models for risk and capital management purposes. The key concept for the guidance is that the internal models have dual functions. 
The primary function is that the internal models are used by insurers to integrate risk and capital management functions in order to determine a realistic capital allocation which is appropriate to the insurer’s own risk strategy and business objectives. The secondary function is that the internal models are used where appropriate to determine regulatory capital requirements on the basis of the company specific risk profile. 

The guidance covers 12 key features on the use of internal models within the solvency structure and is composed of the following 6 key chapters. 

Chapter 2, following the introductory chapter, describes the function of internal models within the solvency structure of a supervisory regime. Chapter 3 considers the construction of an internal model and the different forms it could take. Chapter 4 outlines the use of internal models within the context of an insurer's risk and capital management process. Chapter 5 examines the validation of the model by the insurer in the wider context of governance and systems and controls. Chapter 6 discusses the process for granting supervisory approval to insurers for the use of their models. Finally, Chapter 7 considers the future direction of IAIS work on this topic. 
The Solvency Subcommittee has so far received positive comments from stakeholders on the paper. In parallel with this draft standard development, the IAA is conducting work on further details of model construction. The IAIS intends to obtain endorsement of this paper at its General Meeting this October and develop a more detailed standard on the use of internal models in 2008 based on the draft guidance.  

Conclusion

In summary, I have explained today recent key developments in international solvency standards and its future direction. In particular, I introduced the main six concepts described in the recently adopted paper on common structure for solvency assessment: 

· Risk based solvency regime

· Total balance sheet approach
· Market consistent valuation

· Role of Public financial reporting

· Sound qualitative requirements

· Public disclosure and transparency 
In addition I briefly explained an outline of the two papers being drafted and aimed to be adopted this October: draft standard on risk management, and draft guidance on the use of internal models. The two papers are essential components of international solvency assessment standards and will be developed further in future. 

I appreciate your attention. 
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