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(RE)INSURERS ARE FACING NEW COSTS

AND PRESSURES IN THEIR EFFORTS TO
MANAGE THE REGULATORY LANDSCAPE.




APART FROM STILL OPEN SOLVENCY Il THIRD-
COUNTRY EQUIVALENCE ISSUES, EUROPEAN
INSURANCE COMPANIES STRUGGLE WITH

DIFFERENT INTERPRETATIONS OF THE EIOPA
GUIDELINES AND RULES.
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IN APAC, THE APPROACH TO INSUR A
REGULATION HAS VARIED ON A COUN f";,égai
BY-COUNTRY BASIS AS EACH REGIME L
ADAPTS SOLVENCY PRINCIPLES TO THEIR
OWN NEEDS AND POLITICAL REALITIES.




INDONESIA

The average balance of payments in Indonesian reinsurance transactions over the past five years has been in a deficit
of IDR5.65 trillion (USD455 million) per year. This has been a point of frustration for the Indonesian government.
As such, the Indonesia Financial Services Authority (OJK) has instructed insurers to retain more risk and to reinsure
more business with domestic reinsurers, including the recently-formed state reinsurer, Indonesia Re, to “improve and
optimize capacity in the country” The OJK has also encouraged all domestic reinsurers to obtain an international rating
in order to improve competitiveness with foreign reinsurers. However, it is anticipated that high cessions to other
unrated, domestic companies will increase credit risk charges and pressure capital adequacy ratios.

For treaty business, a minimum cession to domestic reinsurers is mandatory (25 percent of cessions or approximately
USD15 million, whichever is higher). Further, the lead market should be a domestic reinsurer and at least two domestic
reinsurers should participate on each treaty. One hundred percent cession to international reinsurers is only allowed
if all domestic reinsurers and six domestic insurance companies all decline to participate. Some classes of business,
including motor, personal accident, surety, credit and cargo must be 100 percent reinsured with local reinsurers.

These issues could potentially emerge in light of these new policies:

 Particularly in light of the current capitalization of domestic reinsurers, the local (re)insurance industry
may become increasingly fragile as the level of retained catastrophe risk exposure builds. Indonesia is
highly exposed to natural catastrophes, including earthquake and flood losses.

¢ Domestic reinsurers may not be able to provide lead terms due to lack of technical capabilities.
¢ Local reinsurers may have challenges in achieving an international rating due to weak capitalization.

* Areduction in knowledge transfer as international reinsurers’ participation in the local market
is reduced.

Reinsurance rates have fallen dramatically in the first reinsurance renewals under these rules. While this is positive
in the short term for reinsurance buyers, the result contradicts one of the regulator’s stated objectives to encourage
market consolidation. Smaller reinsurers that may otherwise struggle to meet RBC requirements may now draw upon
devalued reinsurance as capital to temporarily remain in compliance. An eventual market correction, particularly in a
shock loss scenario, could be disastrous for policyholders of smaller insurers.
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IV. MANAGING THE DEMANDS OF GLOBAL
AND DOMESTIC REGULATION

NOW, AND ESPECIALLY WITH THE INTRODUCTION
OF THEICS, IT IS INCREASINGLY IMPORTANT
FOR (RE)INSURERS TO AVOID UNNECESSARY,
REDUNDANT AND DUPLICATIVE ACTIVITY IN THE
ATTAINMENT OF REGULATORY SATISFACTION BY
STRIVING FOR AUNIFORM FRAMEWORK.




There is very little doubt that (re)insurers face and will continue to face growing regulation and scrutiny both
domestically and internationally. Therefore, (re)insurers should seek the most effective and efficient way to meet the
growing demands of increased global regulation. What follows below is a brief discussion of the overlap of some of
these new global regulatory requirements and thoughts on how (re)insurers might go about approaching them.

COMPARISON OF REGULATORY CAPITAL REQUIREMENTS

In planning and formalizing a global (re)insurer’s approach to satisfying the
regulatory requirements of each of its regional supervisors, (re)insurers would
be wise to understand where the jurisdictional requirements and standards are
both similar and dissimilar. Understanding these similarities and differences will
go a long way in creating an enterprise solution to regulatory compliance while
avoiding burdensome tasks and redundant efforts.
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GAINING OPTIMUM VALUE FROM ORSA

ORSAwas firstintroduced as a regulatory requirement as a result of Solvency Il. (Re)insurers would be wise to take note
of the many similarities between Solvency Il and the NAIC’s ORSA and, where possible, avoid reinventing the wheel
when trying to implement them. Now, and especially with the introduction of the ICS, it is increasingly important for
(re)insurers to avoid unnecessary, redundant and duplicative activity in the attainment of regulatory satisfaction by
striving for a uniform framework to establish risk management and controls, corporate governance, transparency and

disclosures across borders. In so doing, (re)insurers will gain optimum value from their ORSA.

The primary objective of both the NAIC’s and Solvency II’'s ORSA is for (re)insurers to be able to demonstrate to
regulators that the legal entities or statutory companies and the group or holding companies have enough regulatory
and economic capital to cover all of their risk and run their businesses. Interestingly enough, the ICSis allabout creating
a consistent capital measure across globally active (re)insurers and is supposed to provide a solution for group-wide
supervisors to better manage capital allocation around an international business. In the wake of all of this regulation,
(re)insurers would be wise to try and kill two regulatory birds with one stone. We expect the concepts of ORSA to play
a significant role in (re)insurance supervision around the globe in at least the following areas:

1. Group capital assessments will be performed and examiners, analysts and regulators will use ORSA to
assess groups’ own assessment and management of capital.

2. ORSA can also provide information to the supervisors in determining supervisory actions, including
sanctions and even capital add-ons that supervisors can impose on (re)insurers.

3. ORSA should be used as a tool to help supervisors understand the (re)insurer’s risks and how risk and
capital is managed.

4. A successful and effective Solvency Il ORSA process should lend itself to a smoother transition into ICS,
but (re)insurers in the United States will need to understand that ICS, as it is defined today, would be
a considerable change for them. Although U.S. (re)insurers would also be wise to leverage the ORSA
components in addressing the ICS calculation.

A possible consideration for U.S. (re)insurers is to examine the requirements for a complete ORSA Summary Report
- specifically Section 3: Group Risk and Solvency. While ICS would mean a considerable change from the way U.S.
(re)insurers plan on completing Section 3, there is no reason to think that ICS could not be used someday when
completing this section of the ORSA Summary Report.
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ADDRESSING ORSA/ERM AND ICS GLOBALLY

In accordance with the objectives of the NAIC and EIOPA, ORSA is “people and risk-centric,” primarily employing a
principles-based approach, as opposed to a rules-based approach. This means that decisions on matters related

to risks are largely based on the judgment of individuals relying on underlying facts, as opposed to decisions being
made mostly by following intricate sets of rules. This is similar to the principles-based approach taken by International
Financial Reporting Standards (IFRS). Although the calculation of the Solvency Capital Requirements (SCR) under
Solvency Il is rules based, like ICS, Solvency Il can be a “one size fits all” rules-based approach to capital, especially if
the standard formula is used. (Re)insurers will need to find a way to incorporate ICS into their ORSA processes and the
vehicle to accomplish this may be through the internal model.

The calculation of the ICS will most likely be very complicated but it is too soon to determine if the calculation of the
capital measure under ICS will be too dissimilar from the calculation kernel under Solvency Il or even the economic
capital requirements under the NAIC’s ORSA. With any luck, the calculation of the capital requirements will be similar
to that which groups are already doing and using either because it is similar to the main regulatory calculation or is
similar to the (re)insurer’s own internal model and the calculation of the capital requirements in the calculation kernel.
Time will tell just how complicated the ICS will be and whether it will be similar to the standard formula in Solvency II.

INTERNAL MODEL

What is an internal model? The EIOPA does not give a formal definition of what an internal model is. However, in
Article 112, General Provisions for the Approval of Full and Partial Models in the Solvency Il Directive, it merely states
that “Member States shall ensure that insurance or reinsurance undertakings may calculate the Solvency Capital
Requirements using a full or partial internal model as approved by the supervisory authorities.”

Much like EIOPA, the NAIC stated that quantitative risk measurement should incorporate a “range of outcomes” and
that a (re)insurer should use “risk measurement techniques that are fit for purpose and that are proportional to the
(re)insurer’s risk profile and size” However, unlike European regulators that are required to approve a (re)insurer’s
internal model, the NAIC is not currently requiring pre-approval of the (re)insurer’s internal model prior to its use.

What will be interesting to see is how the different proposed ICS options may affect (re)insurers. Hopefully whichever
option is selected, it will be a calculation that is not too dissimilar from the one done today or the one that will be done
under Solvency Il and NAIC ORSA.

THIRD-COUNTRY EQUIVALENCE

Current capital requirements in the United States are set at a legal-entity level. Yet there are currently no global
requirements for companies that operate in more than one country, and calculation formulas for capital requirements
typically vary in eachjurisdiction. Solvency Il is the closest to mandating a group standard. Solvency Il uses the concept
of “equivalence” to deal with differing capital regimes between the EU and the rest of the world including the United
States, instead of forcing Solvency Il standards on a third country.

InJune 2015, the European Commission confirmed “provisional” equivalence for a period of 10 years for six countries —
Australia, Bermuda, Brazil, Canada, Mexico and the United States. Only Switzerland was granted “full and permanent”
equivalence status. To calculate the group solvency position, European insurance groups are permitted to use the local
capital requirement rules of the corresponding country for subsidiaries within these seven countries. But there is still a
lot of uncertainty around the extent to which the different RBC ratios should be used.
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For subsidiaries in other countries, European insurance groups are still in the dark as to which capital requirement

rules should apply. The same is true for possible group supervisory requirements for European subsidiaries of overseas
groups and the requirements for reinsurance contracts bought from reinsurers outside Europe. A second round
of equivalence decisions by the European Commission is expected in the autumn of 2015. It is believed that other
countries, such as China, Hong Kong and Singapore are also interested in “provisional” equivalence status.

The Japanese Financial Services Agency is seeking to achieve equivalence only for domestic reinsurance companies
writing business in Europe. This will allow Japan-domiciled reinsurers to assume business in Europe without collateral
requirements for unearned premium or reinsurance recoverables. In a 2015 report by EIOPA, Japan was listed as
equivalent or largely equivalent in five out of six considered categories, so it is believed that Japan will be granted “full
and permanent” equivalence for reinsurance business.

U.S. insurance regulators have historically required non-U.S. reinsurers to hold 100 percent collateral within the United
States for the risks they assume from U.S. insurers. As reinsurers are ultimately providing insurance to other insurance
companies that are directly protecting U.S. policyholders, requiring collateral in the United States is intended to ensure
claims-paying capital is available and reachable by U.S. firms and regulators should it be needed, particularly in the
wake of a natural disaster. Foreign reinsurers’ regulators and politicians have objected to this requirement in part
because this capital is not available for investment in other opportunities.

State regulators understand and recognize that the potential for variation across states makes planning for collateral
liability more uncertain and thus potentially more expensive. State regulators have been working together through
the NAIC to reduce collateral requirements in a consistent manner commensurate with the financial strength of the
reinsurer and the quality of the regulatory regime that oversees it.

Recently, the NAIC passed amendments that reduce the financial strain on foreign reinsurers. Foreign insurers may post
less than 100 percent collateral for U.S. claims, provided the reinsurer is evaluated. The NAIC established a number of
new processes and procedures for evaluating and overseeing foreign reinsurers in addition to making amendments to
the “Credit for Reinsurance Models””
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INCREASINGLY, AWELL-DEFINED RISK
MANAGEMENT FRAMEWORK WITH BOARD OF
DIRECTORS OVERSIGHT IS THE BASELINE STANDARD
EXPECTED FROM COMPANIES SEEKING A RATING.




EUROPE

In anticipation of the January 2016 rollout, the European insurance industry is focused squarely on Solvency Il. Rating
agencies have recently refrained from instituting any new criteria and appear to be watching these developments with
akeen eye.

For example, it is expected that A.M. Best will deploy the stochastic BCAR analysis one year after its U.S. release (target
Europe 2017). Standard & Poors (S&P) has not announced any new criteria since the 2013 revision of global criteria,
which left the capital model untouched but improved the transparency and consistency of much of the rest of the
ratings assessment. In July of 2015, Fitch recalibrated its notching criteria for the insurance sector, which led to multiple
reinsurer upgrades.

ASIA PACIFIC

In Asia Pacific, as elsewhere in the world, A.M. Best continues to place an increased level of emphasis on ERM program
development.

Catastrophe risk, particularly for non-vendor modeled perils, remains an important component of companies’ risk
management review and the capital adequacy analysis as many Asian countries face multiple catastrophe perils
including flood, typhoon, earthquake, volcano and terrorism.

In less developed economies, counterparty credit risk can also impact capital adequacy ratios. For example, recent
reinsurance cession requirements in Indonesia have created a difficult situation. The regulatory body encourages
companies to obtain ratings from global rating agencies while requiring insurers to cede a larger amount to domestic
reinsurers that do not have a rating. These cedents then face higher credit risk charges which result in pressure
on ratings.

Companies seeking an S&P Financial Strength rating in less developed economies often find their rating limited by the
sovereign rating of the country of domicile, regardless of stand-alone financial strength. This limitation as a function of
rating criteria has contributed to S&P’s shrinking market share in the region.

Fitch and Moody’s have similar sovereign rating “ceilings” built into their criteria, but each have invested heavily in
the region to grow ratings coverage. Moody’s appear to have recently captured a leading market share in insurance
financial strength ratings in China.
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VI. MEETING THE CHALLENGES

'[HE INSURANCE INDUSTRY RELIES TO ALARGE
ATASTROPHE MODELS TO MANAGE
E RISK. REGULATORS AND RATING
ECOGNIZE THIS FACT BY ASKIN

STO JUSTIFY THEIR MODELING  *
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