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What Do We Mean By Risk Based
Supervision

AFocus foutcomeso of t
management process r a

I Dynamic characteristics of investment portfolios
rather than quantitative limits
A Movement away from rule based compliance
enforcement to the development of more flexible
systems based on judgments about risk

A Establishment of organizational requirements
and procedural standards for risk management

A Development of comprehensive risk
measur ement model s
attenti ono or sel ec
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Motivations: The Evolution of
Private Pension Systems

A Increasing role and dependence on private systems

I Demographic change makes public systems more
difficult to sustain

I International competition limits viable social insurance
tax rates

I Greater public policy concerns for stability of system
and benefit outcomes

I Need to produce more efficient outcomes
A Rising prevalence of defined contributions

I Shift of nexus of risk bearing from employer/sponsor
to members

I Transition from agency risks to financial risks
A Integration of pension funds with financial services

A Transition from element of labor contract enforcement to
oversight of financial intermediaries



Policy Motivations

A Integration of financial supervision authorities
I Need to harmonize methods

I Migration of methods from banking and insurance i
Basel Il and Solvency Il

A Harmonization within EU and influence of
International standard setting bodies

AResponse to fiPerfect St ¢
of 2001-2002

I Many DB funds move below fixed solvency standards
I at least temporarily

I High volatility and short term losses in DC funds



Technical Motivations

A More timely and adaptive standards

I Market based and flexible solvency and risk
standards i adjust to rapid changes in conditions
without legislative/regulatory action

A Conform financial reports with accounting
standards

A Adjustment to complexity and evolution of
financial markets
I Adaptability to new financial products

A Greater efficiency of operations and allocation of
capital
I Facilitate movement toward efficient frontier

A Method for allocation of scarce supervisory

resources to meet emerging scope of private
pension



World Bank i IOPS Project

A World Bank - Review of More Developed and
Exemplary Cases (Australia, Netherlands,
Denmark, Mexico) to evaluate:

I Common elements and motivations

I Relationships with environment and design

I Early lessons and potential impact

I ldentify challenges to address in further development

A 10PS - Review more recent examples to assess
progress and lessons for more diverse range of
settings



Characteristics of Four Systems
Examined in World Bank Project

Mandate
Netherlands Qua;ian St
Denmark Quar?ljrandatory
Australia Mandatory
Mexico Mandatory

Cover
)

90

80

90

28

Assets Number

%GDP of
Funds
120 700
124 111
104 1,004
8 18

Type of
Legal structure Plan
Occupational Mostly DB
Mostly DC with
Occupational absolute return
and opent guarantee (DB
like)
Occupational DC
and oper?
DC with ceiling on
Open downside risk

(VaR)



The Basic Risk Management Architecture

For the institution: For the supervisor:

A Risk management strategy | 4 Regulations, including
4 Board committees minimum risk managemen

4 Risk management functior]d Standards
in the managerial structure |4 Risk-based solvency rule
4 Internal controls A Risk scoring model guidingd

A Reporting responsibilities SUPETVISOTY ac;tlor_ls
Internal organization of the

agency, with specialist risk
units

Market Discipline:

The contribution of the actuary, auditor, fund members,
rating companies, and market analysts to sound risk manag




Main Elements of RBS Found In
Four Cases

A Requirements for risk management process
within institutions

A Risk based solvency standards and stress
testing methods

A Risk scoring methodology integrated into
supervisory operations

A Disclosure of risk scores or proxies to enhance
market competition

A Use of third party reviews

A Organization of supervisor to create risk
specialist units



Requirements for Risk-Based Risk Scoring Model Role of Organization of
the Internal Risk Solvency Rule Market Supervision
Management Discipline/ Agency
Architecture Disclosure
Neth Internal review | Fully developed | Fully developed and Low; Integrated
of Boal risk-based unified framework; Possibly agency with
management of solvency rule | Applied to all financial higherthrough specialized
long term risks institutions with single pension units an
Risk relevant adaptations  employer specialized ALM
managemenn balance sheet and Legal units
business plan
Den Board of Hybrid rule: Partially developed High Integrated
Directorsissues solvency margin agencywith
risk managemen + risk-based specialized
guidelines traffic light system pensiomandrisk
units
Aus. Risk No formal Fully developed and Medium Integrated
management | solvency rules for| unified framework agencywith
strategy and plar DC plans' considering Lead supervisor:
required for Applied to all financia andrisk experts
licensing institutions with
relevant adaptains
Mex. Very specific No formal Partially developed: Medium/ Singleentity,
and detailed solvency rules for Elements of risk High with specialized
architecturan a DC plans; scoring for operationg operational and

regulation issued
by the supervisol

However, VaR
ceilings to limit
downsice risk

risk and financial risk

financial risk
units




Risk Management Structure and

Procedures

A Netherlands

I Risk management plan at registration
I Centralized function & Accountability of board

A Denmark
I Guidelines and plan by Board of Directors

A Australia

I Guidelines and risk management plan at licensing.
Trustee licensing standards

A Mexico

I Specific requirements for policies, procedures, risk
management committees and Chief Risk Officer



