Solvency Regimes: Trend & Case Studies

Jason Zhang, FSA, CFA, FRM
Chief Pricing Actuary, RGA Korea

November 5, 2013



-]
RGA

Table of Contents

= Trend in Solvency Regimes Globally

= Case Study: US RBC Regime

= Summary



Trend in Solvency Regimes Globally



RGA

Evolution of Global Solvency Regimes

* Basel Il Initiation *Global Financial Crisis * Basel Ill phased enforcement * Basel lll full enforcement
* IFRS4 phase 1 Enforcement
* IFRS4 phase 2 Undertake 2004 * IFRS4 phase 2 draft (2nd) 2013 * IFRS phase 2 enforcement ?
2018
Solvency Il Solvency Il Solvency Il
EU Solvency Il Project Initiation Directive Approved Directive
: ; enforcement ?
Qs1 Qiss
i Initiation enforcement
2001 2005 2008 2009 2011 2012 2015 L
US RBC/SMI* RBC/SMI* Initiation ORSA** ORSA ORSA Enforcement
Proposal Pilot test
RBC Reform ?
Happening in Asia Pacific: Latest Update:
=Australia: LAGIC came into effect on 2013.1.1, concluding =Solvency Il implementation date delayed to 2016.1.1
2.5 year of regulatory and industry efforts to roll out the 1st =|AIS announced its plan to develop a risk based global
2" generation principle-based solvency in the world. Insurance Capital Standard (ICS) by 2016 with implement
sSingapore: MAS issued 1 consultation paper on “RBC 2” in starting in 2019.

2012, laying out methodology, approach and timeline for its
2"d generational solvency. Currently in discussion.

Source: KIRI, RGA, * SMI : Solvency Modernization Initiative, ** ORSA: Own Risk and Solvency Assessment 4
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US RBC History

1989-1990 Insolvencies
=lLack of uniformity in regulation of insurance 50
companies 25
= Actuarial certification 10
= Audit of financial statements s
= (Capital requirements g 0
=Actuary opined only on the reserves g )
=*Growing number of insolvencies §
=Offshore reinsurers § j:
*Dingell Report: “Failed promises: insurance
company insolvencies” 10
=Savings & loan crisis >
0 -

=Concern over Federal regulation
1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Year

Source: U.S. Congress, Committee on Energy and Commerce, Subcommittee on Oversight and Investigations, Failed Promises: Insurance Company
Insolvencies, 101st Congress, 2" sess., Committee Print 101-P (Washington: GPO, 1990
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US RBC History

NAIC’s Response RBC Evolvement & Methodology
=Appointed actuary concept =*RBC introduced a factor-based approach:
=Asset adequacy analysis = 1993: Life

=Require an audit of statutory financial " 1994: Property / Casualty

statements = 1998: Health

=Stricter reinsurance regulation =RBC is largely factor-based. The following are

=Risk Based Capital (RBC) introduced for the principle-based:

following purposes: = G Pﬁase 1 N . |
=  Raises a safety net for insurers - Applles-to annuities and single premium
whole life

= Creates uniformity among the states
f y 9 = Calculated based on scenarios with the intent

to represent 95th percentile
= Provides a capital adequacy standard that is = (3 Phase 2

related to risk

= Provides regulatory authority for timely action

= Applies to equity related risk in variable
products

* Calculated based on scenarios with the intent
to represent continuous tail expectation at
the 90th percentile (CTE 90)
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US Insurance Industry during the GFC

US Insurers Lessons-Learned
= AIG, Hartford and Lincoln Financial were = Qualitative: risk and capital allocation at
“bailed out” by the government strategic level
" Losses concentrated in mortgage-backed = Quantitative: Over-reliance on rating
securities and VA guarantees agencies for managing credit risks, over-
= NAIC’s change in deferred tax accounting reliance on quantitative models for
and RMBS initiative added estimated $16 managing correlation and tail risks
billion risk capital = Lack of business discipline
US Government Number of Total Disbursed Realized Profit / Net
“Bailout” during GFC | Recipients “Bailout” Amount Outstanding
Insurance Companies $72.2 Billion $6.1 Billion
Insurance excl. AIG 2 S4.4 Billion $1.1 Billion
All Companies 936 $608 Billion -$53.6 Billion

Insurers fared relatively well compared to other financial sectors

Source: PROPUBLICA.ORG, as of October 7, 2013 8
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Regulatory Reaction with RBC Regime through the GFC

Deferred Tax Asset: changed statutory RMBS Initiative: reduced RBC factor on
accounting to allow deferred tax asset as  certain RMBS holdings in insurers’
capital requirement investment portfolio

= Changed a component of the deferred tax = NAIC hired PIMCO to assist state regulators

asset admission calculation in establishing the new methodology for
= NAIC vote of 33 ayes and 22 nays proved an examining RMBS

ongoing reluctance by regulators. = New RBC factors reflected reduced risks on
= NAIC’s change in deferred tax accounting RMBS holdings that are re-valued

added an estimated $16 billion risk capital " Added an estimated $5 billion risk capital

“Insurance regulators have long understood the need for conservatism in insurer’s financial
statements as evidenced by our current conservative reserving requirements, disallowance of
assets for acquisition costs and non-admission of many other assets,” Mr. Roger Sevigny, 2009
NAIC President and New Hampshire Insurance Commissioner, said in a statement. “This change
recognizes that fact, but also recognizes that over-conservatism can actually be detrimental to
consumers.”

Source: NAIC 9



RGA

US: Solvency Modernization Initiative (SMI)

= Articulation of U.S. Solvency Framework and Principles
= Study of the future of Statutory Accounting

= Reinsurance

= Group Supervision

= Study of the Risk-Based Capital calculation

= Select the calibration (“safety”) level and time horizon for RBC, recognizing that RBC is
designed to identify weakly capitalized companies rather than mirror a company’s
economic target capital calculations

= |dentify missing risks (e.qg., P&C catastrophe risk, operational risk) in the RBC formula and
create risk charges for those risks

= @Governance and Risk Management

= U.S. requlators acknowledged that the revised risk-focused surveillance approach already
includes a review of certain corporate governance activities

= ORSA (Own Risk & Solvency Assessment)

10
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US: Own Risk and Solvency Assessment (ORSA)

Link to

~ Business
~ Strategy

Risk
Management,
Monitoring &

Reporting

= Background

Measurement
[ ]

As part of NAIC Solvency Modernization
Initiative (SMI), a preliminary committee of
the NAIC voted to adopt a significant new
additional to U.S. insurance regulation, the
U.S. Own Risk and Solvency Assessment
(ORSA) in November 2011

NAIC also issued a Guidance Manual
(November 2011) to provide
insurers/insurance groups regarding ORSA
requirements

= NAIC ORSA’s Two Key Requirements

The ORSA is a process and a regulatory
filing
NAIC ORSA involves a self-assessment of

the insurer’s risk management framework
and solvency position

11
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Summary

= Global trend towards more robust solvency capital regime in
the near future

= A case study of US RBC regime shows it had been generally
effective during the Global Financial Crisis

* Future roadmap for US solvency “modernization”
incorporates lessons-learned from recent past to make it a
more robust solvency system

12
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