Viewpoint

EHXREBIZEZMERSE

RIREREENHOBAMSZICE S
DEIREICEDEIAZE

Tailor the Insurance Capital
Standard Framework to the
Market Specificities of Japan

REEER
Insurance Committee

2024F7BETHE
Valid through July 2024

REEIEX

EBXKEREIRFEFR / The American Chamber of Commerce in Japan

T106-0041 HRABXMAE 2-4-5, XV ZvI39MTE L 10k
Masonic 39 MT Bldg. 10F, 2-4-5 Azabudai, Minato-ku, Tokyo 106-0041

Tel +81 3 3433 7358
Fax +81 3 3433 8454
external@accj.or.jp

http://www.accj.or.jp/advocacy-papers




ACCJ Viewpoint

The Financial Services Agency (FSA) has committed
to adopting an Economic Value-based Solvency
Ratio (ESR) Framework to address perceived
limitations related to the current regime for
measuring and supervising the capital adequacy
of insurers. To advance this initiative, the FSA has
conducted multiple field tests of an ESR framework
which, over the last several years, have mirrored
the design of the Risk-based Global Insurance
Capital Standard (ICS) that the International
Association of Insurance Supervisors (IAIS) is
developing to serve as a common language for
assessing the capital adequacy of Internationally
Active Insurance Groups (IAIGs). The American
Chamber of Commerce in Japan (ACCJ) supports
the FSA’s efforts to modernize the regulatory
framework for the insurance sector and ensure
policyholders are protected. However, efforts
to achieve these objectives must be sensitive
to the important role the insurance sector plays
protecting individuals and businesses from risks
and the role the insurance regulatory constructs
play in enabling insurers to fulfill this role.

The ACCJ believes that adoption of global standards
can be an effective mechanism for promoting
best practices, cross-border communication and
collaboration, and bolstering confidence in the
industry. However, the needs and preferences of
consumers for insurance protection, unlike other
financial services, tend to be highly specific to
a jurisdiction due to a variety of factors (e.g.,
availability of public safety nets, access to quality
healthcare, exposure to natural catastrophes, and
lifestyle choices of its citizens). While insurance
regulatory frameworks first and foremost have been
developed to protect policyholders, the manner
in which they achieve this objective is generally
sensitive and complementary to such market
specificities. Thus, while global standards for the
insurance sector have much to offer, jurisdictional
specificities must be taken into account when
applied to a particular market to ensure that they
do not give rise to unintended consequences.

The IAIS has long recognized the need for, and
importance of, jurisdictions to implement and
apply the standards it develops in a proportionate
manner, with greater emphasis placed on
achieving appropriate outcomes—e.g., protecting
policyholders and promoting financial stability—
than the form by which it is achieved. For example,
the IAIS’ Insurance Core Principles (ICPs) note
that “Supervisors have the flexibility to tailor their
implementation of supervisory requirements and
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1 Insurance Core Principles and Common Framework for the Supervision of Interna-
tionally Active Insurance Groups, International Association of Insurance Supervisors,
November 2019, iaisweb.org.
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ACCJ Viewpoint

their application of insurance supervision to achieve
the outcomes stipulated in the Principle Statements
and Standards.”* The IAIS further adds that,
“proportionality allows the ICPs to be translated
into a jurisdiction’s supervisory framework in a
manner appropriate to its legal structure, market
conditions and consumers.”? In June 2022, the
FSA published provisional specifications for the
ESR Framework which includes several initial
modifications that differentiate it from the ICS. The
document also states that further changes may be
considered, including consideration of a framework
for applying risk factors for certain stresses that
recoghize company-specific experience. While
the ACC) has some concerns with the initial
modifications that have been introduced, we
appreciate the FSA's recognition of the importance
of giving further consideration to the design and
calibration of the framework.

RECOMMENDATIONS

Inthe context of avoiding unintended consequences
that could undermine the ability for consumers to
access vital insurance products and protection, the
ACCJ urges the FSA to tailor the ICS framework
to the market specificities of Japan by adopting
the following modifications to ensure the ESR
framework does not result in unintended impacts.

e Remove unwarranted layers of conservatism
from the valuation of insurance liabilities and
better reflect the asset and liability matching
(ALM) strategies of insurers in Japan.

e Modify the calibration of stresses to avoid capi-
tal requirements that exceed what is prudently
necessary.

e Remove the Margin Over Current Estimate
(MOCE) to enhance transparency and improve
risk signaling.

e FEstablish a robust phase in period and transi-
tional arrangements.

ISSUES

The ACCJ) appreciates the IAIS’ recognition of
the importance of implementing and applying its
standards in a proportional manner. Given the
paramount role a jurisdictional solvency framework
can play in shaping the market—e.g., the extent
to which certain investments and risk coverages

1. Insurance Core Principles and Common Framework for the Supervision of Interna-
tionally Active Insurance Groups, International Association of Insurance Supervisors,
November 2019, iaisweb.org.

2. Ibid.
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are commercially viable or the premiums insurers
must charge for various types of coverage in order
to cover the cost—the manner in which the FSA
applies proportionality as it considers the ICS as
the basis for the ESR framework will be of great
consequence. In addition to potential impacts
on the viability and cost of insurance coverage,
the solvency framework—and the regulatory
framework more broadly—have meaningful
impacts on the decision to invest into an insurance
business in a given market.

Based on years of member experience assessing
the ICS, the ACCJ believes that proportionality
must be applied to the following elements of the
framework and aspects of its implementation
to avoid unintended impacts for the solvency of
insurers, for financial markets, for the social role of
insurers, for policyholders, and for the attractiveness
of the Japan market to foreign companies.

1. The Valuation of Insurance Liabilities

At present, yield curves used to value insurance
liabilities under the ICS do not sufficiently align
with the assets insurers hold to support their
liabilities. Conservatism incorporated into the
design of the yield curves results in a liability
valuation that is inconsistent with the intent
of developing a best estimate liability (BEL)
and, further, introduces non-economic volatility
that will negatively impact insurer ALM and risk
management practices. Specifically, the ACC]
believes the FSA should incorporate the following
modifications to the design of discount rates used
in the ESR framework so that they better reflect
the ALM strategies of insurers in Japan and avoid
the layers of conservatism that currently reside
within the ICS methodology.

e The long-term expected excess return of equi-
ties, alternatives, and real estate investments
should be recognized in the spread adjustment.
Despite the role these investments play as in-
tegral and consistent element of insurer ALM
strategies, the current ICS framework does
not recognize any spread for the assets, which
gives rise to overly conservative discount rates.
Such an approach will create a disincentive for
insurers to invest in these assets, which would
reduce portfolio diversification and cut off a
vital source of funding to financial markets.
To avoid such unintended consequences, the
FSA should recognize an appropriate spread for
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these assets in the ESR framework.

e Application ratios, which artificially reduce the
spread adjustment, should be removed in the
ESR framework. To produce an accurate BEL
and avoid non-economic volatility, yield curves
for valuing insurance liabilities should reflect a
full pass-through of the weighted average credit
spread adjustment net of expected defaults.

e The spread over Long Term Forward Rate
(LTFR) should better reflect the spreads in-
surers expect to earn through their long-term
reinvestment strategies. Historical data sup-
ports the recognition of a higher level of risk
premium than the 20 basis points the ICS cur-
rently recognizes over the LTFR, especially for
foreign denominated investments that insurers
in Japan hold.

e The spread adjustment should appropriately
acknowledge the varying nature of spreads by
tenor. To appropriately account for this, the
FSA should employ a more granular and risk-
sensitive approach to determining the spread
adjustment than currently included in the ICS.

If left unchanged in the ESR framework, these
elements will give rise to overstated valuations for
insurance liabilities, increase the propensity for
non-economic volatility, and create disincentives for
insurers to invest in various types of assets. This, in
turn, would create challenges for insurers to address
the risk protection needs of consumers from both a
product offering and a pricing perspective.

2. The Stresses for Determining
Required Capital

The ACCJ believes that a number of the stresses
within the ICS framework are blunt and overly
conservative relative to the targeted calibration
of the framework. Left unadjusted in the ESR,
the stresses would force insurers to hold levels of
capital that exceed what is prudently necessary
to protect policyholders and, in turn, would put
unwarranted pressure on the ability of the industry
to meet the needs of consumers. Below are key
areas of concern.

e Interest Rate Risk: While the varying nature of
the asset and liability cash flows exposes in-
surers to interest rate risk, we believe the ICS
overstates the exposure. By implementing the
following modifications, the FSA would mea-
sure exposures more appropriately within the
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ESR framework.

Improve alignment between the valuation
of insurance liabilities with the assets that
support them, by incorporating the changes
we have outlined above.

Do not apply the interest rate risk stresses
to the LTFR given its intended stable nature.
The ICS recognizes the stable nature of the
LTFR by restricting its annual maximum
change, up or down, by 15 basis points for
the valuation of insurance liabilities. How-
ever, for the measurement of interest rate
risk the ICS applies a 10-percent stress to
the LTFR which can significantly exceed the
15 basis point cap instituted for valuation
purposes and is highly punitive for long
dated cash flows (e.g., for JPY and USD the
resulting stress applied to the LTFR is 38
basis point).

Insurance Risk: While certain insurance risk
stresses have been tailored to better recognize
the experience of insurers in Japan, modifica-
tion is still required. For example, in certain
instances within the provisional ESR Frame-
work, the FSA has increased the risk factors
beyond the levels currently included in the ICS
such as morbidity and disability risk. As a re-
sult, depending on the insurance company, the
risk factors are higher than the stress levels
the actual data indicate. The provisional ESR
framework also notes that the FSA will consider
a framework for applying a company-specific
stress coefficient based on each company’s
actual data, size of in-force policies, etc. The
ACCJ encourages the FSA to provide further
insight on the incorporation of such elements
as soon as possible to help insurers smoothly
transition to the new ESR Framework.

Mass Lapse Risk: The calibration of the
stress, which is significantly higher than
any mass lapse event observed in either
Japan or the United States, should be modi-
fied. Specifically, the ESR framework can
be meaningfully enhanced by improving the
sensitivity of the mass lapse stress to a host
of important factors such as product fea-
tures, moneyness of the contract, market
conditions, and regional considerations.

Expense Risk: While the ICS enables in-
surers to incorporate management actions
into the development of results, the op-
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portunity for doing so based on guidance
in the technical specifications is extremely
narrow. The ESR framework could be en-
hanced by embracing a more liberal ap-
proach to management actions for items
where the insurer will have a strong ability
to intervene to mitigate adverse outcomes.
For example, as expense risk is generally
within an insurer’s control, holding required
capital for it at levels currently required
under the ICS is excessive—i.e., if an ad-
verse expense scenario were to manifest,
it is likely management would take action
to materially reduce expenses.

e Currency Risk: In its current form, the ICS
penalizes the appropriate capital/risk manage-
ment practice of holding assets to support re-
quired capital and non-policy liabilities (e.g.,
deferred tax liabilities, the MOCE, etc.) in the
same currency as the liabilities they are as-
sociated with. To ensure the ESR framework
promotes sound ALM practices, the measure-
ment of foreign exchange exposure should be
refined to consider a total asset requirement
instead of simply taking the difference between
non-native assets and liabilities.

e Credit Risk: The ICS currently recognizes the
value and appropriateness of supervisory as-
sessments of credit risk that are expressly
designed to provide a prudential view that is
aligned with insurance risk management. We
believe the ESR framework should also rec-
ognize the appropriateness of supervisory as-
sessments of credit risk for both the purposes
of liability valuation and for calculating required
capital. In doing so, the ESR framework would
yield more appropriate measurements of risks
and support investment in socially important
asset classes (e.g., infrastructure, mortgage
assets, etc.) that are not otherwise rated.

It is important to also highlight that while the
design of stresses within the ICS draws much
inspiration from European Union’s (EU) Solvency II
framework, regulators within the EU have broadly
acknowledged the lack of risk sensitivity inherent
in the stresses and permitted the use of internal
models. More broadly and recently, the EU is in
the process of revising the Solvency II framework
to “ensure that insurers and reinsurers in the EU
keep investing, and support the political priorities
of the EU—in particular, financing the post-Covid
recovery, completing the capital markets union,
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WBREICHULTITERRIITIENDETHZEEZTW
2. ENEBERLVEBHRNORE VY —DFEICEDET
ZOESBRABETOIDEUINBENICH D EFIAISICE
WTHELRHEIN TV EBIEDE X AICEALTIFICPD
FTRLIBACERIN LS IAISL X ES DO EHE

3 “Insurance rules review: encouraging solid and reliable insurers to invest in Europe’s
recovery, European Commission”, September 2021, ec.europa.eu
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and channeling funds to implement the European
green deal.”

3. The Treatment of the MOCE

In its current form, the ICS includes layers of
conservatism embedded across the framework
that distort the true economics of an insurer’s
business, which may in turn adversely impact
their ability to effectively manage risk or could
send inaccurate signaling of risks to regulators.
One such layer of conservatism is the inclusion of
a MOCE. The ACC]J believes required capital should
be the sole mechanism for addressing uncertainty
of insurance liability cash flows. To enhance
transparency of the ESR framework and improve
risk signaling, the FSA should remove the MOCE.
If the MOCE is retained in the ESR framework, it
should be recognized as a resource available to
absorb losses rather than an additional liability.

4. The Approach to Implementation

Adoption of the ICS, even with the application of
proportionality, will have a profound impact on
the insurance market. While insurers in Japan
have started to prepare for implementation
of an ESR framework based on information
currently available, a robust phase in period
and transitional arrangements - as the EU has
done with implementation of Solvency II -
will be necessary to minimize the potential for
unintended consequences. A methodical approach
to implementation will also provide time for
consideration of any broader changes to the FSA's
supervisory tools and requirements that may be
necessary to ensure there is cohesion across the
framework (e.g., potential modifications to risk
management, actuarial, or other guidelines, etc.).
Early communication of phase in and transitional
measures for the ESR framework will significantly
help all stakeholders refine their transition plans
and ensure implementation proceeds in a smooth
and efficient manner.

CONCLUSION

The ACCJ believes action on the recommendations
identified in this viewpoint is needed to ensure that
the ESR framework does not result in unintended
impacts for the solvency of insurers, for financial
markets, for the social role of insurers, and during

3. “Insurance rules review: encouraging solid and reliable insurers to invest in Europe’s
recovery, European Commission”, September 2021, ec.europa.eu.

PY—=ILICRH U THEENNBEEAEETH DI EZTmLTW
Z.BIZ L. TICPOE A ICBRUTHH I Nz SIS 55
ICHEBIIE IE ERRMICEEN T2 RB VL —T DEE DT D
HBEORAEM (ComFrame) ICHBAT2ZENTED &L
THED.ICSHZD—EFTH B4

4 Insurance Core Principles and Common Framework for the Supervision of Interna-
tionally Active Insurance Groups, International Association of Insurance Supervisors,
November 2019, iaisweb.org.
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the transition to the framework. The potential need
for such adjustments to account for the domestic
context and characteristics of the insurance sector
within a jurisdiction is broadly acknowledged by
the IAIS. While the concept of proportionality
is most extensively discussed in the ICPs, the
IAIS also acknowledges its relevance for its
other standards and tools—e.g., “the overarching
concepts identified in the ICP Introduction are
equally applicable to Common Framework for the
Supervision of Internationally Active Insurance
Groups (ComFrame), in particular, proportionality,”
of which the ICS is a part.*

4. Insurance Core Principles and Common Framework for the Supervision of Internation-
ally Active Insurance Groups, International Association of Insurance Supervisors, Novem-
ber 2019, iaisweb.org.
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