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RiskRisk--Based Supervision: Based Supervision: 
Two Alternative DefinitionsTwo Alternative Definitions

Broad definition: The whole risk management Broad definition: The whole risk management 
architecture, including riskarchitecture, including risk--based regulations based regulations 
and riskand risk--based  supervision proceduresbased  supervision procedures

Narrow definition: Only the supervisory part of Narrow definition: Only the supervisory part of 
the overall risk management architecturethe overall risk management architecture



The Basic Risk M anagement Architecture The Basic Risk M anagement Architecture 

For the institution:For the institution:
Internal risk management :Internal risk management :
–– Risk management strategyRisk management strategy
–– Specific risk management Specific risk management 
functions in the organizational functions in the organizational 
structure, reporting structure, reporting 
responsibilitiesresponsibilities

For the supervisor:For the supervisor:
Internal organization of the Internal organization of the 
agencyagency
–– Specialist risk units or risk Specialist risk units or risk 
expertsexperts

Regulatory standards and Regulatory standards and 
guidelinesguidelines
Internal risk scoring modelInternal risk scoring model

M arket Discipline: The contributions of the actuary, auditor,  fund 
members, market analysts, to sound risk management



M anagement of which risks?: M anagement of which risks?: 
Identification of main risks in pension systemsIdentification of main risks in pension systems

One Possible TaxonomyOne Possible Taxonomy

Financial or market risks (asset price volatility) Financial or market risks (asset price volatility) 
–– DB DB --insolvency/insolvency/underfundingunderfunding

–– DC DC --risk/return traderisk/return trade--off, cohort comparability, implicit off, cohort comparability, implicit 
target replacement ratios (pseudo liabilities)target replacement ratios (pseudo liabilities)

Credit risks Credit risks 

Operational risksOperational risks

Liquidity risksLiquidity risks

Longevity riskLongevity risk
–– in DB systems in DB systems 



W orld Bank ProjectW orld Bank Project

Provide case studies across a range of systemsProvide case studies across a range of systems

–– All countries have large pension systems, butAll countries have large pension systems, but

–– Variety of DB and DC casesVariety of DB and DC cases

Identify common elements, countryIdentify common elements, country--specific specific 
arrangements, and possible lessons arrangements, and possible lessons 

Provide guidance to supervisors about the Provide guidance to supervisors about the 
changes needed to move towards RBSchanges needed to move towards RBS

Elaborate supervision principles and standards Elaborate supervision principles and standards 
which support the RBS approachwhich support the RBS approach



W here do Australia and M exico fit in?W here do Australia and M exico fit in?

Pure DB Pure DB –– NetherlandsNetherlands

DC with minimum absolute return guarantee and DC with minimum absolute return guarantee and 
risk/profitrisk/profit--sharing sharing –– Denm arkDenm ark, Switzerland, Switzerland

DC with relative return guarantee (several LAC, DC with relative return guarantee (several LAC, 
CEE countries)CEE countries)

DC with caps on absolute financial risk DC with caps on absolute financial risk ––
M exicoM exico

DC without guarantees DC without guarantees –– AustraliaAustralia



Australia Australia –– system snapshotsystem snapshot

First Pillar with wide coverage providing benefit =25%  First Pillar with wide coverage providing benefit =25%  
of average wage financed from general government of average wage financed from general government 
revenuerevenue

M andatory Second Pillar introduced in 1993, now with M andatory Second Pillar introduced in 1993, now with 
9 per cent of salary going into pension funds9 per cent of salary going into pension funds

Total assets of just over 100 per cent of GNP Total assets of just over 100 per cent of GNP 

Funds can be occupational or open, but mainly DCFunds can be occupational or open, but mainly DC

307 trustee entities with around 1000 pension funds307 trustee entities with around 1000 pension funds



Australia Australia –– system snapshotsystem snapshot

System based on fiduciary responsibilities of System based on fiduciary responsibilities of 
trusteestrustees

Supervisory focus has always been towards Supervisory focus has always been towards 
allocating scarce resources most to those funds allocating scarce resources most to those funds 
assessed as requiring attentionassessed as requiring attention

Formal riskFormal risk--based model introduced in October based model introduced in October 
20022002

APRA responsible for supervising banking, APRA responsible for supervising banking, 
insurance and pensions insurance and pensions 



Australia: Evolution of riskAustralia: Evolution of risk--based supervisionbased supervision

Drivers of the evolution in regulation have included:Drivers of the evolution in regulation have included:

–– change in the organization of regulatory agencieschange in the organization of regulatory agencies

–– struggle to resolve the mismatch between the large struggle to resolve the mismatch between the large 
number of pension funds and the limited resources number of pension funds and the limited resources 

–– a small number of failures among fundsa small number of failures among funds

–– regulatory concern about incomplete compliance regulatory concern about incomplete compliance 
with conduct rules and poor governance practices, with conduct rules and poor governance practices, 
particularly among small and mediumparticularly among small and medium --sized funds. sized funds. 



A common methodology covering all types of A common methodology covering all types of 
regulated financial institutions (banks, insurers regulated financial institutions (banks, insurers 
and pension funds)and pension funds)

Addresses both the magnitude of the potential Addresses both the magnitude of the potential 
impact, as well as the probability of occurrence, impact, as well as the probability of occurrence, 
of financial failureof financial failure

Employs a consistent, logical approach to Employs a consistent, logical approach to 
selecting, rating, and weighting the factors which selecting, rating, and weighting the factors which 
determine the overall probability of failuredetermine the overall probability of failure

Australia: M ain Elements of APRAAustralia: M ain Elements of APRA’’s s 
Risk Scoring M odelRisk Scoring M odel



PAIRS Ratings Fram eworkPAIRS Ratings Fram ework

Probability Index

Im pact Index

Descriptive Im pact Rating

Descriptive Probability 
Rating

Rating 
Process

M easurem ent

Process

Supervisory 
Attention 
Index

Supervisory 
Stance



Conceptual Risk Assessm ent M odelConceptual Risk Assessm ent M odel

INHERENT RISK NET RISK

minus minus

M ANAGEM ENT & CONTROL CAPITAL SUPPORT if applicable

equals equals

NET RISK OVERALL RISK OF FAILURE

Step 1. Step 2.



Application of PAIRS to pension fundsApplication of PAIRS to pension funds

Adaptation of PAIRS to DC pension funds:
– No solvency issues/specific promises to fund members in 
DC funds, therefore assessment of the net risk is limited 
to inherent risk and management and control.

In the case of DB funds, capital support is relevant:
– Involves an assessment of surplus or deficit position of 
the fund 

– It incorporates an assessment of support from the 
employer sponsor



Counterparty Default Risk

Balance Sheet & M arket Risk

Contagion & Related Party  Risk

Insurance Risk

Operational Risk

Liquidity Risk

Legal and Regulatory  Risk

Strategic Risk

equals

Inherent Risk
M anagem ent &
Control

NET RISK

Conceptual Risk Assessm ent M odelConceptual Risk Assessm ent M odel

Operational M anagem ent.

M IS/Financial Control

Compliance

Independent Review

Risk M anagem ent

Senior M anagem ent

Board of Directors or Trustees

Capital 
Support

minus

minus

equals

OVERALL 
RISK OF 
FAILURE



Quality Assessm entsQuality Assessm ents

PAIRS Rating Score
PAIRS Inherent Risk 

Rating
PAIRS M anagem ent 
& Control Ratings

PAIRS Capital 
Support Ratings

0.25
0.50 very Low Strong Strong
0.75
1.00 Low Sound Sound
1.17
1.33
1.50 low  M edium Adequate Adequate
1.67
1.83
2.00 high M edium Vulnerable Vulnerable
2.25
2.50
2.75
3.00 High W eak W eak
3.33
3.67
4.00 Extrem e Extrem ely W eak Extrem ely W eak



Significance weightings: inherent riskSignificance weightings: inherent risk

1.96[1]Inherent risk total

0  000Contagion/related party

1.051.520Strategic

0.111.010Legal/regulatory

0.8162.05Liquidity

7.8392.520Operational

0 .0510.55Insurance

4.8162.030Balance sheet/m arket

0.111.010Counterparty default

W eighted
risk

Quality
index

QualitySignificance
(percent)

Inherent risk

[1]Fourth root of the sum of the weighted risk.



Looking at financial market riskLooking at financial market risk

Assess the adequacy of the licenseeAssess the adequacy of the licensee’’s management of s management of 
investments. Consider:investments. Consider:
–– Investment strategy Investment strategy 

–– Investment objectivesInvestment objectives

–– Asset allocationAsset allocation

–– DiversificationDiversification

LiquidityLiquidity
–– Cash flowsCash flows

–– Liquidity needsLiquidity needs

–– Liquidity planningLiquidity planning

Selection of Investment M anagersSelection of Investment M anagers

Performance M easurement , M onitoring and BenchmarksPerformance M easurement , M onitoring and Benchmarks

Valuation and OwnershipValuation and Ownership

Investments comply with strategy/limits in investment policyInvestments comply with strategy/limits in investment policy



Significance weightings: management and Significance weightings: management and 
controlcontrol

1.68M anagem ent and control
total

0.110.510Independent review

0.551.510Compliance

0.1511.015Risk management

5.85392.515M anagement information/
financial control

0.110.510Operational management

1.051.520Senior management

0.210.520Board of trustees

W eighted
control

Quality
index

QualitySignificance
(percent)

M anagem ent 
and control



NonNon--Linear Relative Riskiness of Linear Relative Riskiness of 
Probability RatingsProbability Ratings

PAIRS O verall 
Risk of Failure 

Score

PAIRS 
Probability 
Rating

PAIRS 
Probability 

Index

Indicative 
External 
Rating 

Equivalent
0.25 1 AAA
0.50 very Low 1 AA+
0.75 1 AA
1.00 Low 1 AA-
1.17 2 A+
1.33 3 A
1.50 low  M edium 5 A-
1.67 8 BBB+
1.83 11 BBB
2.00 high M edium 16 BBB-
2.25 26 BB+
2.50 39 BB
2.75 57 BB-
3.00 High 81 B+
3.33 123 B
3.67 181 B-
4.00 Extrem e 256 CCC



SOARS SOARS ‘‘Supervisory Oversight and       Supervisory Oversight and        
Response SystemResponse System ’’

Extreme Normal Oversight
Mandated 

improvement
Restructure Restructure

High Normal Oversight Oversight Mandated improvement Restructure

Medium Normal Normal Oversight Mandated improvement Restructure

Low Normal Normal Oversight Mandated improvement Restructure

Low low Medium high Medium High Extreme

Probability rating

Im
pa

ct
ra

ti
ng



Strengths and weaknesses of PAIRSStrengths and weaknesses of PAIRS

Strengths:Strengths:
–– Enforces analytical Enforces analytical 
disciplinediscipline

–– Facilitates communicationFacilitates communication

–– Reflects nonReflects non--linear risk linear risk 
relativitiesrelativities

–– Supports scarce resource Supports scarce resource 
allocationallocation

–– Links response to risk Links response to risk 
assessmentassessment

W eaknesses:W eaknesses:
–– ComplexityComplexity

–– SubjectivitySubjectivity

–– Difficult in ensuring Difficult in ensuring 
consistencyconsistency

–– Difficulty in validationDifficulty in validation



Pension Funds: Asset Allocation

100.0100.0100.0Total

13.919.116.7Assets overseas

86.180.983.3Total dom estic

4.12.71.8Other domestic assets

6.95.35.2Land and buildings

38.543.148.5Equities and units in trusts

25.318.516.0Interest-bearing securities

4.44.93.6Loans and placements

6.86.58.3Cash and deposits

199520002004Asset class

Source: APRA

A new classification of investments was introduced for 2005 and shows: Australian equities (33 
percent), international equities (23 percent), Australian fixed interest (13 percent), international 
fixed interest (5 percent), listed and unlisted property (8 percent), cash (7 percent) and other (10 
percent).



Recent Steps Taken to Strengthen the Recent Steps Taken to Strengthen the 
RiskRisk--Based Policy Framework Based Policy Framework 

The main elements of the revised framework The main elements of the revised framework 
introduced over 2004introduced over 2004--2006 were:2006 were:

licensing of all trustees and registration of all funds licensing of all trustees and registration of all funds 

introduction of five new prudential measures, introduction of five new prudential measures, 
supported by guidance notes, dealing with:supported by guidance notes, dealing with:
–– fitness and propriety of trustees fitness and propriety of trustees 

–– risk management strategies and plans  risk management strategies and plans  

–– outsourcing of trustee functions outsourcing of trustee functions 

–– the resources available to trustees the resources available to trustees 

–– capital adequacy capital adequacy 

expanded reporting obligations for fund auditorsexpanded reporting obligations for fund auditors



M exico –system snapshot

Individual capitalization accounts (second 

pillar) replaced PAYGO system in 1997

Compulsory contribution for old age 

retirement of  around 8.5%  of the wage

18 Afores (pension fund managers)18 Afores (pension fund managers)

Specialized supervisory entity (CONSAR)

Total assets of around 8 per cent of GNPTotal assets of around 8 per cent of GNP



M exico: First LAC country to move M exico: First LAC country to move 
towards RBStowards RBS

M ain Elements of M exican RBS System:M ain Elements of M exican RBS System:

Imposition of limits on absolute VaR to deal Imposition of limits on absolute VaR to deal 

with financial riskwith financial risk

Ongoing development of risk scoring modelOngoing development of risk scoring model

Prescriptive regulations of internal risk Prescriptive regulations of internal risk 

management structuremanagement structure



Use of Use of VaRVaR Limits Limits –– Basic ElementsBasic Elements

VaRsVaRscomputed on a daily basis using 500 day moving computed on a daily basis using 500 day moving 

sample.  Price vector provided by private vendors sample.  Price vector provided by private vendors 

SieforesSiefores1 have a limit of 0.6 per cent and Siefores 2 a 1 have a limit of 0.6 per cent and Siefores 2 a 

limit of 1.0 per cent; Confidence interval of 95 percentlimit of 1.0 per cent; Confidence interval of 95 percent

Daily limits imply a maximum monthly loss of 2.7%  for Daily limits imply a maximum monthly loss of 2.7%  for 
SieforeSiefore1 and 4.5%  for 1 and 4.5%  for SieforeSiefore22

Caps look flexible by comparison with actual Caps look flexible by comparison with actual VaRsVaRsin in 
ChileChile

However, interaction between VaRsand portfolio limits 
not clear

Question of whether historical VaR computations 
provide relevant risk measures for pension funds



Benchmark: Actual M onthly Benchmark: Actual M onthly VaRsVaRsin Chilein Chile

1.24%1.36%1.32%1.07%1.25%E

1.13%1.47%1.35%1.14%1.02%D

2.35%1.93%2.08%1.35%1.50%C

2.91%2.49%2.91%2.28%2.15%B

4.68%4.42%4.84%4.03%3.90%A

Apr-04Feb-04Dec-03Oct-03Aug-03Fund



SieforeSiefore1: Caps and Actual 1: Caps and Actual VaRsVaRs
Value at Risk, Siefore 1

0.00%

0.50%

1.00%

1.50%

2.00%

2.50%

3.00%

3.50%

4.00%

4.50%

5.00%

01/02/06 04/02/06 07/02/06 10/02/06

Lowest Actual VaR Highest Actual VaR Average VaR
Chile A (Oct 2004) Chile B (Oct 2004) Chile C (Oct 2004)
Limit on VaR Siefore 1



SieforeSiefore2: Caps and Actual 2: Caps and Actual VaRsVaRs
Value at Risk, Siefore 2

0.00%

0.50%

1.00%

1.50%

2.00%

2.50%

3.00%

3.50%

4.00%

4.50%

5.00%

01/02/06 04/02/06 07/02/06 10/02/06

Lowest VaR Highest VaR Average VaR

Chile A (Oct 2004) Chile B (Oct 2004) Limit Var Siefore 2



1.000.390%0.400%-1.000.290%0.280%10-Oct

1.000.390%0.400%0.000.280%0.280%09-Oct

1.000.380%0.390%1.000.250%0.260%06-Oct

2.000.380%0.400%1.000.250%0.260%05-Oct

1.000.380%0.390%1.000.260%0.270%04-Oct

2.000.360%0.380%1.000.260%0.270%03-Oct

3.000.350%0.380%1.000.260%0.270%02-Oct

1.000.370%0.380%0.000.260%0.260%29-Sep

2.000.360%0.380%1.000.270%0.280%28-Sep

9.000.360%0.450%0.000.270%0.270%27-Sep

Diference
(bp)

VaR 95%  
w/o 

derivatives 
(% )

VaR 95%  w 
Derivatives 

(% )

Diference
(bp)

VaR 95%  w/o 
derivatives (% )

VaR 95%  w 
Derivatives (% )

Date

SieforesBasicas2SieforesBasicas1

Daily VaRswith and without Derivatives



M exico M exico –– Interactions between the Interactions between the VaRVaR
Approach and the Investment RegimeApproach and the Investment Regime

Changes to the investment regime aimed at higher returns 
and better pensions. 
– Increase investment opportunities per issuer and currency

– Regulate credit risk by credit quality and not by type of issuer

– Allow the use of “plain vanilla”derivatives –one of the first 
LAC countries to do so

Prerequisites
– improved skills and experience of the fund managers 

– an adequate risk management infrastructure

– development of local financial markets.



Expected Impact of M exican SystemExpected Impact of M exican System
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M exico M exico –– Ongoing Efforts to Develop Ongoing Efforts to Develop 
Risk Scoring M odelRisk Scoring M odel

Three modules:Three modules:

–– OperationsOperations

––Internal controlsInternal controls

––Financial performanceFinancial performance



M exico M exico –– risk scoring modelrisk scoring model

Operations module:Operations module:
–– RegistrationRegistration

–– TransferTransfer

–– RevenuesRevenues

–– W ithdrawalsW ithdrawals

–– Attention to the workerAttention to the worker

–– PromotionPromotion

–– Information technologyInformation technology

–– Funds investmentFunds investment



M exico M exico –– risk scoring modelrisk scoring model

Internal control module:Internal control module:
–– PlanningPlanning

–– Implementation and processes monitoringImplementation and processes monitoring

–– M anagement of informationM anagement of information

Financial performance module:Financial performance module:
–– ReturnsReturns

–– SolvencySolvency

–– Afores liquidityAfores liquidity



M exico M exico –– risk scoring modelrisk scoring model

Early stages of implementationEarly stages of implementation

Intended to capture quality of internal risk Intended to capture quality of internal risk 
management and controlmanagement and control

Links with VaR (difference between actual Links with VaR (difference between actual 
VaR and Cap) still not clearVaR and Cap) still not clear



M exico: M exico: 
Internal Risk M anagement StructureInternal Risk M anagement Structure

All All AforesAforesmust have:must have:

Operational Risk CommitteeOperational Risk Committee

Financial Risk CommitteeFinancial Risk Committee

Independent risk units headed by a chief risk Independent risk units headed by a chief risk 
officer who reports to the Boardofficer who reports to the Board

Independent compliance officer whose role soon Independent compliance officer whose role soon 
to be defined by regulationto be defined by regulation

Prescriptive regulation that standardizes risk Prescriptive regulation that standardizes risk 
management function across pension funds management function across pension funds 



Preliminary Evaluation Preliminary Evaluation --M exicoM exico

Expected efficiency gains in investmentExpected efficiency gains in investment

However, no apparent reduction in compliance However, no apparent reduction in compliance 
burden burden –– in fact greater reporting requirements.  in fact greater reporting requirements.  

Development of risk scoring model, but not clear that Development of risk scoring model, but not clear that 
it is being used to determine intensity of supervisionit is being used to determine intensity of supervision

There has been a move towards riskier investments There has been a move towards riskier investments 
recentlyrecently

Prescriptive/directive approach to buildPrescriptive/directive approach to build--up of internal up of internal 
risk managementrisk management



W hat Lessons and Observations Can be W hat Lessons and Observations Can be 
Derived From  the Initial Case Studies Derived From  the Initial Case Studies 

on Risk Based Supervision?on Risk Based Supervision?



Influences on the M ovement To Risk Influences on the M ovement To Risk 
Based SupervisionBased Supervision

Capacity to m ove this capital and resulting com petition  Capacity to m ove this capital and resulting com petition  
m akes country conditions and efficiency of m arkets key m akes country conditions and efficiency of m arkets key 
national com petitive issuesnational com petitive issues

Private funds play increasing role in retirem ent incom e to Private funds play increasing role in retirem ent incom e to 
lim it fiscal exposure and enhance stabilitylim it fiscal exposure and enhance stability

Pension funds becom e m ajor source of capital for which Pension funds becom e m ajor source of capital for which 
national m arkets com petenational m arkets com pete

Effective supervision can im prove m arket efficiency Effective supervision can im prove m arket efficiency 
through liquidity, corporate governance, transparency through liquidity, corporate governance, transparency 
thus enhancing national com petitivenessthus enhancing national com petitiveness

Effort to im prove the efficiency of private funds by Effort to im prove the efficiency of private funds by 
lim iting opportunity costs and regulatory burdenlim iting opportunity costs and regulatory burden



The Fundamental Challenge : Balancing The Fundamental Challenge : Balancing 
Efficiency and SecurityEfficiency and Security

There have been two basic supervision paradigm s:There have been two basic supervision paradigm s:
–– Transactional: Focus on agency risks and procedural standards, tTransactional: Focus on agency risks and procedural standards, trust rust 
based using prudent person principlesbased using prudent person principles

–– Structural: Commercial entities, quantitative limits, directed tStructural: Commercial entities, quantitative limits, directed to systemic o systemic 
and portfolio risks and portfolio risks –– Use of  Portfolio Limits as Proxy Use of  Portfolio Limits as Proxy 

Each establishes a level of security (risks) as the objective Each establishes a level of security (risks) as the objective 
without defining acceptable cost and efficiency param eterswithout defining acceptable cost and efficiency param eters

Both can im pose potentially high opportunity costs and Both can im pose potentially high opportunity costs and 
regulatory burdensregulatory burdens
–– Transactional approaches limit investment opportunities based onTransactional approaches limit investment opportunities based on
relationshipsrelationships--consider primarily legal and procedural issuesconsider primarily legal and procedural issues

–– Quantitative approaches presume historic relationship between Quantitative approaches presume historic relationship between 
categories of investments and riskcategories of investments and risk



Australia and M exico: SimilaritiesAustralia and M exico: Similarities

Both countries concerned with the build up of Both countries concerned with the build up of 
better risk management in pension fundsbetter risk management in pension funds

Both countries have some form of risk scoring Both countries have some form of risk scoring 
model.model.

–– Australian model very sophisticated and used to Australian model very sophisticated and used to 
drive supervision of individual entitiesdrive supervision of individual entities

–– M exico moving in that directionM exico moving in that direction



Australia and M exico: DifferencesAustralia and M exico: Differences

Important difference in addressing financial risk:Important difference in addressing financial risk:
–– M exico: M exico: VaRVaR caps + portfolio limitscaps + portfolio limits

–– Australia: more subtle, imbedded in risk assessmentAustralia: more subtle, imbedded in risk assessment

Important differences in approach for achieving Important differences in approach for achieving 
improvements in internal risk management:improvements in internal risk management:
–– Australia: less prescriptive, more reliance on trustees, Australia: less prescriptive, more reliance on trustees, 
allowing differences in internal structuresallowing differences in internal structures

–– M exico: more directive, aiming at more standardized M exico: more directive, aiming at more standardized 
internal structuresinternal structures



Effectiveness of RBS in DC Pension Systems

Preliminary assessments: RBS systems are very young

RBS can allow relaxation of quantitative controls in 
exchange for demonstrated risk management capacity

Encourages greater risk awareness in entities and 
supervisor

Provides analytical consistency and discipline in 
identifying and measuring risks if model is well designed 
and checks and balances are in place

Enables better allocation of supervisory resources

Can lead to efficiency gains and better pensions through:
– Improved risk-return trade-off
– Reduction of the regulatory burden and operating costs 



M exico and Australia Represent M exico and Australia Represent 
Convergence of Two M odels Toward a Convergence of Two M odels Toward a 

New ParadigmNew Paradigm
M ovem ent toward risk m anagem ent and outcom e M ovem ent toward risk m anagem ent and outcom e 
orientation rather than a focus on structure and orientation rather than a focus on structure and 
com pliance  com pliance  --Target becom es the  Target becom es the  ““efficient frontierefficient frontier””
Incorporates assessm ents of risk m anagem ent capacity Incorporates assessm ents of risk m anagem ent capacity 
W hole portfolio approach to risk m anagem ent rather than W hole portfolio approach to risk m anagem ent rather than 
evaluation of individual instrum entsevaluation of individual instrum ents
M ovem ent from  norm ative m odels to reliance on m arket M ovem ent from  norm ative m odels to reliance on m arket 
pricing and dynam icspricing and dynam ics
Evaluation of risks through scoring system s that com bine Evaluation of risks through scoring system s that com bine 
quantitative and qualitative standards to establish quantitative and qualitative standards to establish 
““supervisory ladderssupervisory ladders”” and and ““traffic lighttraffic light”” approachesapproaches
Selective interventions based on evaluation of the  quality Selective interventions based on evaluation of the  quality 
of the m anagem ent of funds and changes in risks rather of the m anagem ent of funds and changes in risks rather 
than routine inspectionsthan routine inspections



Different Approaches Reflective of Different Approaches Reflective of 
Starting Points and ConditionsStarting Points and Conditions

Com m on law versus Code legal FoundationsCom m on law versus Code legal Foundations

Num ber of Funds to SuperviseNum ber of Funds to Supervise

Extent of capital m arket depth and developm entExtent of capital m arket depth and developm ent

Single Purpose and Integrated SupervisorsSingle Purpose and Integrated Supervisors

Developm ent and Com plexity of Private Pension Developm ent and Com plexity of Private Pension 
SystemSystem

Political and public risk tolerancePolitical and public risk tolerance

Capacity to rely on third party warrantee and Capacity to rely on third party warrantee and 
transparencytransparency



Key Issues and Limitations:Key Issues and Limitations:
Risk Scoring and W eightingRisk Scoring and W eighting

Based on Subjective Judgm ents of Risk and M itigationBased on Subjective Judgm ents of Risk and M itigation
–– Consistency m ay be difficult to m aintain and defendConsistency m ay be difficult to m aintain and defend
–– Open to fragm entation and challenges Open to fragm entation and challenges –– Aggregation of rating Aggregation of rating 
m akes individual elem ents open to disputem akes individual elem ents open to dispute

–– Potentially exposed to political influence and corruptionPotentially exposed to political influence and corruption

Looks to Infrastructure of Risk M anagem ent Looks to Infrastructure of Risk M anagem ent –– Lim ited Lim ited 
Standards for Evaluation of Quality Standards for Evaluation of Quality –– Not Not 
Outcom e/Results Oriented in Current Developm entOutcom e/Results Oriented in Current Developm ent
Lack of Transparency M akes Linkages to  Potential Lack of Transparency M akes Linkages to  Potential 
Incentive Effects DifficultIncentive Effects Difficult
Im plicitly Accepts Losses At Undefined Level Or To Im plicitly Accepts Losses At Undefined Level Or To 
Sm aller FundsSm aller Funds
Requires Long Start Up Period and Constant Updating of Requires Long Start Up Period and Constant Updating of 
Standards to Addresses M arket Developm ent and Standards to Addresses M arket Developm ent and 
InnovationInnovation



Key Issues and Limitations: Key Issues and Limitations: 
Use of Quantitative M easures (Use of Quantitative M easures (VarVar))
Addresses Pension Funds as Financial Interm ediaries Addresses Pension Funds as Financial Interm ediaries ––
There Is No  Explicit Treatm ent of Retirem ent Incom e There Is No  Explicit Treatm ent of Retirem ent Incom e 
AdequacyAdequacy
–– Start with a presum ption of risk tolerance and accept returns anStart with a presum ption of risk tolerance and accept returns and d 
variance as derivative of thisvariance as derivative of this

–– Represents the reverse of typical portfolio process which sets Represents the reverse of typical portfolio process which sets 
return target and acceptable variation and optim izes risks takenreturn target and acceptable variation and optim izes risks taken to to 
achieve thisachieve this

To Be Adm inistrable Using a Single Point on Efficient To Be Adm inistrable Using a Single Point on Efficient 
Frontier as Target Frontier as Target –– Optim al Only for Optim al Only for ““AverageAverage”” M em berM em ber
–– Can only accom m odate variation in risk return preferences in a Can only accom m odate variation in risk return preferences in a 
sim plified m anner (sim plified m anner (e.ge.g for predeterm ined portfolio type)for predeterm ined portfolio type)

Interaction of Various Elem ents of Regulatory Fram ework Interaction of Various Elem ents of Regulatory Fram ework 
Are Not ConsideredAre Not Considered
Arbitrary Selection of Param eters Arbitrary Selection of Param eters –– Requires calibration Requires calibration 
W ithin O verall Policy Fram eworkW ithin O verall Policy Fram ework



Broader Policy IssuesBroader Policy Issues
Potentially ProPotentially Pro--Cyclical Outcom es and M arket DistortionsCyclical Outcom es and M arket Distortions
–– W hen underlying m arkets becom e m ore volatile funds will be W hen underlying m arkets becom e m ore volatile funds will be 
induced to sell risky asset classes induced to sell risky asset classes –– thereby accentuating volatilitythereby accentuating volatility

Not Feasible to Im plem ent W ith Tim e Horizons Relevant Not Feasible to Im plem ent W ith Tim e Horizons Relevant 
to Pension Fundsto Pension Funds
–– Feasible tim e periods reduce returns Feasible tim e periods reduce returns –– preclude tim e preclude tim e 
diversification gainsdiversification gains

M ust Either Lim its Asset Classes to Observable Returns or M ust Either Lim its Asset Classes to Observable Returns or 
Accept Lim itations of Off M arket PricingAccept Lim itations of Off M arket Pricing

Relies on Historical Relationships of Asset Classes and Relies on Historical Relationships of Asset Classes and 
Risk M anagem ent M ethods That M ay Not Hold in the Risk M anagem ent M ethods That M ay Not Hold in the 
Future Future 
–– Potentially Significant Policy Errors in Developing M arketsPotentially Significant Policy Errors in Developing M arkets

–– Lim its Access to new ProductsLim its Access to new Products



Some M ore Practical QuestionsSome M ore Practical Questions

All RBS m ethods im plicitly accept som e level of All RBS m ethods im plicitly accept som e level of 
losses losses –– W ill need to be effectively aligned with W ill need to be effectively aligned with 
structure and financing of guaranteesstructure and financing of guarantees

Although they are directed toward reducing Although they are directed toward reducing 
com pliance burdens and im proving efficiency so far com pliance burdens and im proving efficiency so far 
there is no accepted way to m easure these tradethere is no accepted way to m easure these trade--offs offs 
and gainsand gains

The degree of political fortitude in m aintaining this The degree of political fortitude in m aintaining this 
approach in a financial crisis rem ains untestedapproach in a financial crisis rem ains untested



Some Other Challenges Some Other Challenges 

Accom m odating diversity and individual choiceAccom m odating diversity and individual choice
–– M ultiple portfolios are required to address increasingly varyingM ultiple portfolios are required to address increasingly varying needs needs ––
Complicates standards requiredComplicates standards required

–– Creates need for education and advice Creates need for education and advice –– raises significant problems of raises significant problems of 
conflicts of interest for financial services industry  conflicts of interest for financial services industry  

Enhancing corporate governanceEnhancing corporate governance
–– Pension funds will become major owner of equities and often onlyPension funds will become major owner of equities and often only
large shareholderslarge shareholders

–– Regulatory standards and oversight by supervisor will have signiRegulatory standards and oversight by supervisor will have significant ficant 
effect on market transparency and efficiencyeffect on market transparency and efficiency

Developm ent of centers of high level financial and Developm ent of centers of high level financial and 
technical expertise within supervisory authority and technical expertise within supervisory authority and 
effective deploym ent of this across operating units effective deploym ent of this across operating units ––
Capacity to pay com petitive wagesCapacity to pay com petitive wages
Introducing relevant outcom e m easures and perform ance Introducing relevant outcom e m easures and perform ance 
standards for supervisorsstandards for supervisors
M anaging change in M anaging change in ““cultureculture”” and and ““m entalitym entality”” of of 
supervisorssupervisors


