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I. Overview of Risk-Based Insurance Supervision 
1. Background 
Market liberalization has led to increased volatility in the financial markets and introduction of complex and diverse financial techniques. As a result, effective risk management became increasingly important for survival. 
As insurers stepped up their risk management and internal controls in response, it became clear that regulators also needed to adopt a risk-based supervision framework. 
Advanced countries such as the U.S., the U.K., and Canada have adopted a risk-based approach to insurance supervision by implementing risk-based capital regulations and risk assessment systems. 

To keep up with global changes, consultants for the Financial Supervisory Service (FSS) also recommended risk-based supervision as a key step towards strengthening supervisory skills. (Arthur Anderson, September 2000) 

In March 2003, the Insurance Supervision Department of the FSS developed a Master Plan for Risk-Based Insurance Supervision. 
	What is Risk-Based Supervision?
Risk-based supervision (RBS) is an approach that concentrates supervisory resources on high-risk areas by systematically assessing risk profiles and risk management capabilities of financial institutions on an ongoing basis.
• A forward-looking approach that considers not only the operating risks of today but also potential changes in future business operations.
• Leverages a wide variety of supervisory tools such as on-site examinations and ongoing monitoring, viewing each supervisory tool as an integral part of supervision. 



2. Objectives 

· Improve financial soundness of insurers and stability of the financial system 
Insurers’ risks are monitored on an ongoing basis to identify risks that are likely to result in losses and take preemptive and preventive measures. 
· Overcome limitations of the performance and compliance-focused supervisory framework
A new risk-based supervisory approach was adopted to overcome limitations of the performance and compliance-focused supervisory framework. The rapid increase in derivatives and other complex financial products as well as higher market volatility had reduced the effectiveness of the performance-focused framework, which relied on direct regulation. 

· Improve global competitiveness and insurers’ autonomy
To improve the global competitiveness of the Korean insurance industry, insurers were encouraged to make risk-management a priority while regulators worked on creating a supervisory environment that is up to global standards. 

The supervisory approach was changed from direct regulation to indirect risk-based regulation to provide insurers with more autonomy. 

· Increase supervision and examination efficiency and reduce examination burden on insurers
A systemic and ongoing assessment of risks arising from insurers’ business activities are conducted to concentrate supervisory resources on insurers and areas that show weaknesses. 

3. Structure 

Risk-based insurance supervision consists of three pillars－risk-based capital (RBC) requirements, the Risk Assessment & Application System (RAAS), and market discipline. 

· Implement risk-based capital adequacy requirements
Insurers are required to measures its exposure to various types of risk and to hold adequate capital to cover all risk exposures.
· Evaluate financial soundness and improve supervisory skills through RAAS
A systemic and comprehensive assessment of insurers’ risk profiles and risk management is conducted to identify and focus on insurers and areas that show weaknesses.
· Strengthen market discipline by expanding risk disclosures
Requirements on risk disclosures were expanded to strengthen market discipline. 
Structure of Risk-Based Insurance Supervision
	Classification
	
	Performance-based framework
	⇒
	Risk-based approach
	
	New Basel Accord

	Capital regulations
	
	Solvency margin requirements (EU)
	⇒
	Risk-based capital requirements(RBC)
	
	Minimum capital requirements

	Prudential supervision
	
	Management evaluation system (CAMEL)
	⇒
	Risk Assessment and Application System(RAAS)
	
	Supervisory review process

	Public disclosure
	
	Performance-focused disclosure
	⇒
	Expanded scope of risk disclosure
	
	Market discipline

	Regulatory approach
	
	Direct regulation 
(ex-post, disciplinary)
	
	Indirect regulation 
(ex-ante, preventive)
	
	3 pillars


II. Overview of RAAS 

1. Overview 
The RAAS is a risk-based monitoring system that assesses insurers’ risks on an ongoing basis and concentrates supervisory resources on insurers and areas that show weaknesses. 

Under the RAAS, a sophisticated and comprehensive assessment of insurers’ exposure to risks arising from their business activities and risk management is conducted. 
The evaluation results are used in implementing risk-based supervisory measures and planning examinations to improve supervision efficiency, stability of the financial system and soundness of insurers. 

Risk Assessment Process
	1. Understand financial institutions

	↓

	2. Conduct an assessment of risks

	↓

	3. Develop and implement supervision and examination plans

	↓

	4. Conduct follow-up work and ongoing monitoring


Under the performance-based evaluation system, insurers were assessed focusing on their financial soundness and solvency at the time of evaluation. 

The assessment did not adequately take into account insurance and interest rate risk, which are unique to the insurance industry, and also failed to effectively incorporate risks that arise from changes in the asset and liability portfolio and financial performance. 
The RAAS assesses not only the financial results, such as asset soundness, at the time of the evaluation, but also the possibility of future losses by looking at historical and empirical data (insolvency ratio, loss ratio, etc.). 

Regulators in advanced countries such as the U.S. and the U.K. have also implemented a risk-based approach that combines on-going monitoring and on-site examinations. These countries use the same basic framework with minor differences in the specific assessment methods and operational processes. 

Some of the leading integrated financial regulators (U.K.’s FSA, Australia’s APRA, Canada’s OSFI) have completely replaced their prudential supervisory system to a risk-based system. 
The results from the risk assessment are used as a key supervisory tool in planning examinations and developing supervisory measures. 
CAMEL vs. RAAS 
	
	CAMEL
	RAAS

	Approach
	Backward-looking

Rule-based

Blanket approach
	Forward-looking

Risk-based

Risk and business activity-specific approach

	Supervision method
	Ex-post assessment and correction
	Prevention

	Key indicator
	Management performance
	Possibility of loss

	Evaluation method
	On-site examination
	Ongoing monitoring

	Assessment frequency
	Same as the frequency of general examinations
	Quarterly (adjusted as necessary)

	Follow-up actions
	Sanction for non-compliance

Ex-post corrective actions on weaknesses
	Preventative actions to improve weaknesses


2. Key Components 

To conduct a comprehensive and systemic assessment of risk and management weaknesses, insurers are evaluated on risk exposure, risk control and risk tolerance. A comprehensive risk grade is given based on the ratings in these three areas. 
i. Quantitative assessment of Risk Exposure
Exposure to insurance, interest rate(ALM), market, credit, liquidity, non-financial, and solvency margin risks are measured (22 quantitative indicators for life insurers, 24 for non-life insurers).
ii. Qualitative assessment of Risk Control
To assess risk control, checklists are used to evaluate risk management (8 categories) and internal controls (4 categories).  

iii. Quantitative assessment of Risk Tolerance
Capital levels and earnings are assessed to evaluate insurers’ ability to absorb losses and secure capital (9 indicators for life and non-life insurers). 

RAAS Structure & Assessment Framework 
	1. Risk Exposure 
	Insurance, interest rate(ALM), market, credit, liquidity, non-financial, and solvency margin risk 
	  
	
	Comprehensive risk grade 

	
	
	  
	
	

	  
	  
	  
	  
	  
	  
	  
	
	

	2. Risk Control 
	Adequacy of risk management
Adequacy of internal controls 
	  
	
	

	
	
	
	
	

	  
	  
	  
	  
	  
	  
	  
	
	

	3. Risk Tolerance 
	 Capital adequacy
Earnings
	  
	
	

	
	
	  
	
	


<Reference> Risk Definitions 
	Risk
	Description

	Insurance risk
	Risk that comes from underwriting insurance policies and payment of claims, the core business activities of insurers
- Insurance pricing risk:
Possibility of loss or reduction in profit due to the gap between the estimated mortality rate applied to insurance premiums and the actual mortality rate
- Reserve risk:
Possibility of loss or reduction in profit to the gap between the claim reserve and actual claim payment 

	Interest rate (ALM) risk
	Risk that the insurer's net asset value will decrease due to future interest rate fluctuations or asset-liability maturity mismatch 

	Market risk
	Risk that the value of trading assets will decrease due to fluctuations of market price variables such as stock price, interest rate or foreign exchange rate 

	Credit risk
	Risk that asset value will decrease due to a default by or a change in credit rating of the counterparty 

	Liquidity risk
	Risk of potential default or extraordinary rise in procurement costs in the future due to insufficient liquidity 

	Non-financial risk
	Risk of loss due to operating risk, compliance risk or strategic risk
- Operational risk
Risk of loss due to incomplete sales of insurance products, financial fraud, or internal control 
- Compliance risk: 

Risk of loss due to failure to comply with laws, regulations or guidelines
- Strategic risk
Risk of loss due to an inadequate management plan, strategy or decision 

	Solvency margin risk 
	Risk of a decrease in solvency margin due to a decrease in the value of mark-to-market assets such as short-term trading securities or marketable securities as the result of a change in market price variables (regulatory risk if solvency margin falls below 100%) 


III. Risk Assessments under RAAS 

1. Assessment Frequency 

All insurers (including foreign branches) operating in Korea are subject to risk assessments under RAAS. Insurers that have not been in operation for three years or more, however, are exempt from these assessments, as the calculation of risk requires a minimum of three years of data. 

Quantitative assessments are conducted on a quarterly basis, while qualitative assessments, on a semi-annual basis. But the frequency of qualitative assessments could be adjusted if needed by taking into account how effectively risks are managed, in recognition of the fact that qualitative assessments involve customarily on-site visits
 to conduct a more extensive assessment.
2. Assessment Elements

Insurers are evaluated on three areas: risk exposure, risk control, and risk tolerance, and a comprehensive risk grade is determined based on the ratings in these three areas. Risk exposure is quantitatively assessed by measuring their exposure to insurance, interest rate(ALM), market, credit, liquidity, non-financial, and solvency margin risks. Risk control is qualitatively assessed with a focus on the adequacy of risk management and internal controls. Risk tolerance is also quantitatively assessed to evaluate insurers’ ability to absorb losses that could be caused in case of failures to manage risks. 

The three areas are assessed on a rating of 1 to 5, and a comprehensive risk grade also ranges from 1 (strong) to 5 (critically deficient). 
Quantitative and Qualitative Assessments under RAAS
	
	Quantitative
	Qualitative
	Rating

	Risk exposure
	Insurance risk; interest rate (ALM) risk; market risk; credit risk; liquidity risk; non-financial risk; solvency margin risk
	
	1 to 5

	Risk control
	
	Risk management
Internal controls
	1 to 5

	Risk tolerance
	Capital adequacy
Earnings
	
	1 to 5

	Comprehensive risk grade
	Risk exposure + Risk control + Risk tolerance
	1 to 5


3. Assessment and Rating Criteria

3-1: Risk Exposure (RX)

The assessment of risk exposure involves seven types of risk: insurance risk, interest rate(ALM) risk, market risk, credit risk, liquidity risk, non-financial risk, and solvency margin risk. In evaluating risk exposure in these seven areas, 22 quantitative indicators are used for life insurers, and 24 for non-life insurers. 

These indicators are classified into three levels. The first-level indicators are a simple measure of insurers’ current risk exposure and are calculated by using data from regulatory filings insurance companies submit to the FSS on a regular basis. For some of these indicators, the formulas of the standardized approaches under the New Basel Accord are used with some changes. 

The second-level indicators are a more sophisticated measure of insurers’ current risk exposure and are calculated by using the FSS risk assessment system that measures insurance risk, interest rate risk, market risk, and credit risk. 

The third-level indicators were adopted to supplement the first-level and second-level indicators and help to understand insurers’ potential risk exposure. The examples of these indicators include some of the formulas used in the CAEL rating system and several indicators used in the Insurance Regulatory Information System of the U.S. National Association of Insurance Commissioners. 
Risk Exposure Assessment Elements
	
	Level
	Life insurers
	Non-life insurers

	Insurance risk
	1
	Simple insurance risk ratio I
Simple insurance risk ratio II
	Simple insurance price risk ratio
Simple reserve risk ratio

	
	2
	Insurance price risk ratio
	Insurance price risk ratio
Reserve risk ratio

	
	3
	Changes in net writings
Changes in loss ratio
	Ratio of changes in earned premium
Changes in loss ratio
Reserve deficiency ratio

	Interest rate
(ALM) risk
	1
	Simple interest rate risk ratio

	
	2
	Interest rate risk ratio

	
	3
	Ratio of interest-bearing assets to interest-bearing liabilities

	Market risk
	1
	Simple market risk ratio

	
	2
	Market risk ratio

	
	3
	Market risk exposure position

	Credit risk
	1
	Simple credit risk ratio

	
	2
	Credit risk ratio

	
	3
	Bad debt ratio; provision coverage ratio

	Liquidity risk
	1
	Simple liquidity risk ratio

	
	3
	Liquidity ratio
The ratio of net revenues to claims paid

	Non-financial risk
	1
	Simple operational risk ratio

	
	3
	Changes in product mix; Changes in asset mix

	Solvency margin risk
	1
	Solvency margin sensitivity


Risk Exposure Assessment and Rating Procedures

	Step 1
	Calculate indicators (22 for life insurers; 24 for non-life insurers) and, for each indicator, translate the result into one of the five ratings

	
	↓

	Step 2
	Determine a rating for each group of indicators (first-level indicators; second-level indicators; third-level indicators) by calculating the average of the ratings determined in Step 1

	
	↓

	Step 3
	Determine a rating for each type of risk (insurance risk; interest rate(ALM) risk; market risk; credit risk; liquidity risk; non-financial risk; solvency margin risk) by calculating the average of the ratings determined in Step 2

	
	↓

	Step 4
	Determine a rating for an insurer by calculating the weighted average of the ratings determined in Step 3


Risk Exposure Ratings

	Rating
	Definition

	1 (low exposure)
	Risk exposure is at a negligible level. 

	2 (medium low exposure)
	Risk exposure is at a controllable level. 

	3 (medium exposure)
	Risk exposure is at a significant level, which requires an appropriate level of attention. 

	4 (medium high exposure)
	Risk exposure is at a high level. A failure to give an appropriate level of attention may lead to a significant negative impact on the financial position of an insurer.

	5 (high exposure)
	Risk exposure is at a very high level. A failure to give an appropriate level of attention may lead to a significant negative impact on the financial position of an insurer. 


3-2: Risk Control (RC)

The assessment of risk control is composed of eight categories for risk management and four categories for internal controls. Risk control is assessed using non-quantitative measures during an on-site visit. Risk control assessment is primarily performed using a checklist that includes a large number of items. 

Risk Control Assessment Elements

	
	Category
	No. of subcategories
	No. of checklist items

	Adequacy of 
risk management
	Roles of the board of directors and the management
	3
	10

	
	Overall risk management system
	7
	19

	
	Insurance risk management
	7
	21

	
	Interest rate(ALM) risk management
	8
	19

	
	Market risk management
	6
	16

	
	Credit risk management
	6
	16

	
	Liquidity risk management
	5
	15

	
	Non-financial risk management
	3
	6

	Adequacy of internal controls
	Control environment
	9
	18

	
	Accounting, information, and communication systems
	4
	10

	
	Self-assessment and monitoring
	6
	14

	
	Control activities
	35
	105


Note: 45 subcategories and 122 checklist items for risk management; 54 subcategories and 147 checklist items for internal controls
Risk Control Ratings

	Rating
	Definition

	1 (strong)
	Strong risk management system and internal controls enable an insurer to effectively deal with risk that currently exists or is likely to arise in the near future.

	2 (satisfactory)
	Compared with Rating 1, there are several areas of improvement; however, an insurer’s risk management and internal controls management are adequately performed. 

	3 (less than satisfactory)
	An insurer’s risk management and internal controls management do not have significant weaknesses; however, its risk management capabilities are not strong enough in some aspects. 

	4 (deficient)
	An insurer has weak risk management system and internal controls. 

	5 (critically deficient)
	An insurer has very weak risk management system and internal controls. Thus, it does not have capabilities to effectively manage and deal with risk. 


3-3: Risk Tolerance (RT)

The assessment of risk tolerance is composed of four indicators for capital adequacy and five indicators for earnings. 

Risk Tolerance Assessment Elements

	Capital adequacy
	Solvency margin ratio; adjusted solvency margin ratio

	
	Equity to basic risk amount ratio

	
	Equity capital ratio

	Earnings
	Life insurers
	The ratio of investment income on assets to average assumed interest rate; the ratio of death benefits to risk premium; the ratio of actual expenses to assumed expenses

	
	
	Return on asset

	
	
	Expense to asset ratio

	
	Non-life insurers
	Ceding Insurer

Loss ratio; the ratio of Actual expenses to assumed expenses; the ratio of investment income on investment assets to average assumed interest rate

	
	
	Return on asset

	
	
	Expense to asset ratio

	
	
	Re-insurer 

Combined ratio; the ratio of investment income to investment assets 

	
	
	Return on asset

	
	
	Expense to asset ratio


Risk Tolerance Ratings

	Rating
	Definition

	1 (strong)
	An insurer has sufficient ability to absorb potential losses that could be caused in case of failures to manage risk. 

	2 (satisfactory)
	Compared with Rating 1, there are several areas of improvement; however, an insurer has an adequate level of risk tolerance. 

	3 (less than satisfactory)
	An insurer’s risk tolerance is not at a satisfactory level. 

	4 (deficient)
	An insurer’s risk tolerance is low.  

	5 (critically deficient)
	An insurer’s risk tolerance is very low, and it is doubtful whether the insurer has the ability to maintain a certain level of capital. Thus, losses caused as a result of failures to manage risk could threaten the existence of the insurer as a going concern.  


4. Comprehensive Risk Grade
The preliminary comprehensive risk grade of an insurer is determined by aggregating the ratings for risk exposure, risk control, and risk tolerance. The final overall composite rating is adjustable to some extent by taking into consideration the rating for risk tolerance. 

Overall Composite Ratings

	Rating
	Definition

	1 (strong)
	There is a remote likelihood that losses could be caused as a result of failures to manage risks. Even if this happens, it is very unlikely to have a negative impact on an insurer’s financial position. 

	2 (satisfactory)
	There is more than a remote likelihood that losses could be caused as a result of failures to manage risks. Even if this happens, it is unlikely to have a negative impact on an insurer’s financial position, as the insurer has strong capital position and risk management system. 

	3 (less than satisfactory)
	There is more than a remote likelihood that losses could be caused as a result of failures to manage risks. If this happens, it is likely to have a negative impact on an insurer’s financial position, as the insurer’s risk management system is not sufficiently strong or the insurer does not have strong ability to absorb losses. 

	4 (deficient)
	There is more than a remote likelihood that losses could be caused as a result of failures to manage risks. If this happens, it is more than likely to have a significant negative impact on an insurer’s financial position, as the insurer has weak internal controls or its capital position is weak.  

	5 (critically deficient)
	There is a high likelihood that losses could be caused as a result of failures to manage risks. If this happens, it is highly likely to have a material negative impact on an insurer’s financial position, as the insurer’s risk management system and loss-absorbing ability is weak. 


5. Follow-up Work

5-1: Follow-up Actions for Insurers

For insurers that receive an overall composite rating of 4 or lower, the FSS may direct those insurers to develop a plan to resolve weaknesses found during FSS risk assessments.
 FSS staff may carry out interviews with key individuals of those insurers who are key decision makers in mitigating risk exposure, enhancing risk control, and improving risk tolerance. 

5-2: Stepped-up Monitoring of Weak Areas

Relationship managers in the FSS Insurance Examination Department closely monitor on an ongoing basis assessment indicators or other assessment elements rated 4 or lower during FSS quarterly risk assessments. If necessary, FSS staff may conduct an on-site examination.

� Article 5-7 of the Detailed Enforcement Regulation on Supervision of Insurance Business (Risk Assessment): Risk assessments provided for in Article 7-15 of the Regulation on Supervision of Insurance Business shall be conducted on a quarterly basis in accordance with criteria described in Annex 13, and a comprehensive risk grade shall be given based on the assessment results. Notwithstanding the foregoing, qualitative assessments may be conducted on a semi-annual basis, and their frequency may be adjusted if needed by taking into account how effectively an insurer manages risks. 


� Article 7-16 of the Regulation of Supervision of Insurance Business (Management Improvement Agreement): For insurers which are highly likely to suffer a decline in solvency margin ratio or found to have significant management weaknesses, the FSS Governor may direct them to submit a plan to improve their financial position and/or resolve their management weaknesses. However, this provision shall not be applicable to insurers that are already directed to take prompt corrective actions under Articles 7-11 through 7-19 as a result of FSS management improvement recommendations, management improvement demands, and management improvement orders.  
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