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Objectives of the Project

m Provide Case Sudies Across a Range of &tings
and Systems

m Evauae Common Elements and Rdaionship
to Qupervisory Priorities and Context

m Support Development of Supervison Principles
and Sandards

m Egtablish Modds and Guidance for
D evelopment and Evolution of Supervisors



Selection of Countries

m Man Criteria
m Devdoped private penson system with meaningful coverage
m Both DB and DC to provide initid comparison
m Sgnificant progress in implementing risk-based supervison
m [nitid Group
m Netherlands. Primarily DB, quasi-mandatory
m Denmark: DC with benefit guarantees, quas-mandatory
m Audrdia Mixed DB and DC, mandatory coverage, flexible design
m Mexico: DC, mandatory



Factors Driving the Adoption of RBS
Financid Market D evelopment

Innovation in financid products that makes characteristics of
asset categories less clear — leads to need for outcome
oriented methods

Emergence of risk management products and risk
management techniques

| mprovement in information and efficiency of financia
markets — capacity for relilance on market pricing of agency
risks and totd portfolio rather than individua assets
evauation of iInvestment risks

| ncrease financia market and interest rate volatility with
emergence of globd financid markets

Shap drop in equity pricesin early 2000s, leading to large
portfolio losses, under-funding/ insolvency



Factors Driving the Adoption of RBS
Sructure of Regulation and Supervison

Creation of integrated supervisory agency, facilitating
transfer of risk-based goproach

Exemplary effects of development of Bank supervison
Need for adaptation to “prudent person” investment
regimes

Large number of ingtitutions and the need to effectivey
dlocate scarce supervisory resources

Percalved potentid to generate efficiency gans
(increasing net returns) by relaxing portfolio controls
and replacing them by stronger risk management
procedures

Concerns about costs and regulatory burdens



RBS The Man Building Blocks

Two Sdes of the Same Coin

m Regulatory framework promotes strengthens
Internd risk management capacity
m Enhanced Board respongbility over risk management
m Supervisory Guidelines for sound risk management
m Risk-based capitd rules, risk scores reward sound risk management
m Enhanced role of actuary/ auditor in risk assessment/ monitoring
m Disclosure of performance risk profile of ingtitution

m Supervisory goproach more risk-based, preventive

m Risk scoring system, based on risk-based capitd rules (for DB) and
guaitative measures of risk and risk management capacity

m Qupervison intendty and intervention according to risk scores

m More diverse and sophisticated supervision, addressing
management qudity, HR issues in addition to legd compliance



Some Common Elements

Reguirements for forma risk management programs
and procedures

Risk based capitd and reserve requirements — creation
of buffers or funding cushions

Use of “aresstest” or “vadue a risk” measurements

Application of mixed quantitative and quditative
scoring systems to establish supervisory intensity —
“supervisory ladder” and “traffic lights’ methods

Reliance on third party monitoring

| ncreased reporting and disclosure

Matrix organization of integrated financia supervisor
Outreach and educationd programsfor industry



Qupervisory Guiddines for
Sound Interna Risk Management

s Governance and administration required to have
explicit risk management plan addressang:

m Governance, operaiond, investment, counterparty, liquidity,
outsourcing, agency, fraud, and insurance risks

m | n orde to address these risks, trustees should ensure:

m Clearly defined responsbilities, segregation of duties, establishment
of risk committee, risk controls for each department, training in risk
management, externa consultantsto gpprase risk management

m upervisory risk-scoring system measures the extent to
which ingtitutions have made progressin
Implementing these dements and rewards progress
(the other sde of the coin)



Enhanced Role of Auditor, Actuary

s Generdly, more supervisory powers to:
m St minimum criteriafor auditors
m Veto, dismiss badly performing auditors

m | nfluence the scope of audit (e.g., to include assessment
of risk management plan, risk management procedures
and controls)

m Access audit results, including working papers

m Cal auditorsfor explanaiong/ clarifications
m Sricter reporting obligations to supervisor

m But whistle-blowing still not observed in practice
m | ndependence of auditor

m But rotation not required in most countries



Enhanced Disclosure Requirements

m Open penson systems typicdly have more intensive
and frequent disclosure requirements than
occupéaiond systems.

m Market discipline in occupationd penson sysems
does not have the same importance as in the banking
system (pillar 3 of Basdl |1) or open penson system

s However, movements towards more disclosure driven

from percaved gans. pressures on boards and
management from members. Examples.

m Denmark discloses performance indicators of individua
companies, and results of traffic light stress test

m Audrdiadiscloses risk management plan to members



Qupervisory Risk Scoring Systems

Generd gpproach: Assessment of grossrisks and risk
management capacity to determine net risk

Combine quantitative risk-based capita rules or stress
tests with quditative measures of exposure to risk and risk

management capacity
Scores may trigger on Site inspection or interventions
DB systems put more weight on capita aspects

On-gte supervison and audit assessments provide critica
INputs to assessment of quditative aspects

D evelopment of dgorithms, internd manuasto help
supervisors build risk scores



Risk-Based Capitd Rules (DB Systems)

s Movement towards more current market (far) vadue
of assets and liabilities

m Measurement of liaoilities
m Discounting through yield curve —conservative rates

m Mortdity table with longevity improvements and buffers
(Netherlands)

m Longevity risk consdered in gresstest (Denmark)
m Solvency buffers

m Sandardized risk parameters specific to eech man asset class
pendize mismatches of assets and liabilities due to equity holdings,
different durations, currency, as well as other risks such as credit risk

m Flexibility in enforcing the rules

m 15 yearsto rebuild buffersin Netherlands open room for price
recovery due to, e.g., mean reversion



Adaptation of RBSto DC Systems

m Man objective of RBSin DC sysemsisto ensure that
funds operate a the efficient frontier of risk and return
and protect public guarantees

= May dlow relaxation of quantitative controlsin
exchange for enhanced risk management capacity

m Promotes sound management of dl the risks, including
Investment risks. Riskier institutions subject to more
Intensve supervison and more frequent intervention.

m Enables better dlocation of supervisory resources,
reduction of the regulatory burden and operating costs

m Ultimatdy generates efficiency gans, through higher
risk-adjusted returns and lower costs

m Mexico recently introduced a more ambitious
agoproach: Ceallings on asolute VaRs. Results cannot
be assessed yet.



| nterna Reorganization of Supervison
IN Integrated Supervisory Agencies:

m Divisons specidized in man segment of the
financia sector (banks, insurance, pension funds)
m “Frontline supervisors’, leading supervison work,

Ingtitutiond relaions

m Possbly one divison deding with financid
conglomeraes

m Divisons specidized in man classes of risk (e.g.,
market, insurance, credit, operaiond risks)

m Experts providing technica support to frontline
SUPErVISors



Preiminary Assessment of the
Effectiveness of the RBS Approach

m 100 ealy to assess outcomes and achievement of find, long-
run objectives — systems till developing:
m |n DB, greater linkage of funding sandards to market conditions
should improve security
m I[N DC, primaily efficiency gans

m Multiple market cycles and longer term behaviord response
required to assess full set of outcomes

m Ealy indications of potentid gans.
m Greaer avareness of risk on both sdes (institutions and
SUPErvisors)
m More anayticd consstency and discipline in identifying, measuring,
and managing risk, despite subjective judgments involved
m Perception of more effective dlocation of supervisory resources



Preiminary Assessment of the

Effectiveness of RBS Approach

Fundamentd technica challenges ahead (1)

m In DB systems, isit reasonable to implement techniques
originaly developed for banks on pension funds with very
different liquidity requirements and longer time horizons?

m Parametersused in standard rules not country-specific, possibly inaccurate

m Will risk-based capitd rulesresult in changesin portfolio dlocation (equity
sdl-outs) resulting in lower benefits, or accentuate move from DB into DC?

m Can flexibility in enforcement prevent these outcomes?
m Possble secondary conseguences of incentives to move to fully immunized
portfolios
= |n DC systems, are calings on absolute VaRs more efficient
than quantitative controls?

m Difficult methodologicd issuesreated to VaRs (frequency, time horizon,
satisticd significance, leve of callings), possible unintended effects on
portfolio dlocation

m Codg of developing and mantaning viable modds for risk
measurement



Preiminary Assessment of the
Effectiveness of RBS Approach

Fundamenta management chalenges ahead (2)
More financidly sophisticated type of supervison, requiring more
supervisorstraned in finance. Public ingtitutions will need to atract
and retan different type of staff

The expected adoption of interna modéds by the ingtitutions may
strain supervision capacity further:
m |nternd modds are more accurate in principle, but:

= Will require individua/ customized assessment by supervisors, and
commensurate technica skills

Can rdiance on professond sandards and risk management plans
prevent faluresin future — key agency issues a stake

Degree of discretion afforded supervisory staff to deviate from
sandard parameters

Competing priorities within integrated supervisory agency



Key Questions

m How much paternalism and security is optima — What
sacrifice of return will workers and employers accept —
| ncidence of costsiscritical

m Can gopropriate penson risk metrics be developed

m Can methods be implemented that are transparent,
eguitable and efficient

m Arewarants and rents on capita less expensve than
the transaction cost of sophisticated risk management
models

m \What macro consequences are higher — security or
rigidities or potentid diverson of capitd to public
rather than private investments



Next Seps

Completion of description and anaysis of additiona
country cases

m South Africa
m Gamany

m Kenya

m Croaia

D evelopment of overview paper compiling lessons
earned

Publication of volume of studies

Continued World Bank support through partnership
with |OPS




