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Chairman’s Report

The period October 1996 to August 1997 has been an exciting and successful period for the
International Association of Insurance Supervisors (IAIS). Compared with previous years, it was
an outstanding year. Even so, there is much work to be accomplished before the IAIS can
command the status accorded to the Basle Committee in respect of banking supervision and

IOSCO in respect of supervision of securities.

The 1996 Annual Meeting in Paris marked a watershed in the progress of the IAIS: it was the end
of the beginning. Prior to the decision to amend the by-laws to permit the development of
standards, the achievements of the IAIS committees were modest. The amended by-laws led at
once to a large increase in the number of members willing to devote a portion of their time,
enthusiasm and energy to the work of the IAIS: and to good effect.

The new committees (the Technical and Emerging Markets Issues Committees) have functioned
well and, supported by sub-committees, have produced a number of papers for discussion at the
Annual Meeting in Sydney. The two papers on standards, if acceptable to members, are significant
advances towards better supervision of insurance around the world. The first paper, ‘Insurance
Supervisory Principles’, defines in general terms for all Jurisdictions the main areas to be covered
by standards - a more detailed set of standards is to be developed later. The second paper, an
Insurance Concordat, outlines arrangements for the co-ordinated supervision of international
insurance activity.

A third paper, ‘Guidance on Insurance Regulation and Supervision for Emerging Market
Economies’, is designed to assist supervisors of emerging markets to move from their present
degree of regulation towards compliance with the proposed ‘Insurance Supervisory Principles’.

A fourth paper, ‘A draft Memorandum of Understanding’ is designed to facilitate the exchange of
information between supervisors.

There is a good deal of other important work in progress and details of that are to be found in
Chapter 2.

Committees of the IAIS have strengthened their links with IOSCO and with the Basle Committee.
In addition, communication and co-operative links have been established with the G-10, the G-7,
the World Bank and the OECD.

All this output is a substantial achievement.
Members of the IAIS have demonstrated the technical ability, the enthusiasm and the willingness

to work together in the interests of improving insurance supervision and thereby helping to
strengthen the international financial system.
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I am indebted to John Thompson, Vice Chair of the Executive Committee for his very substantial
input into the affairs of the IAIS. I thank all members of the IAIS who have contributed to our
activities during the year. My special thanks to Knut Hohlfeld and Ignacio Gil Antdn, chairs of the
‘Technical’ and ‘Emerging Markets Issues Committees’ and to each of the chairs of the other
committees Peter Bratimuller, Steve Butterworth, Michael Hale, Jean-Louis Bellando, Peter Pfund,
Henrik Bjerre-Nielsen, Jonathan Spencer, Jarl Symreng and Ed Forshaw. I am most grateful for
the continuing support from Kevin Cronin in respect of pertinent advice and excellent secretarial
services.

The Annual Meeting in Sydney on 2-3 September 1997 promises to be of great interest to
insurance supervisors. I hope to see you all here.

George Pooley
Chairman, Executive Committee
29 July 1997
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FOREWARD

THE INTERNATIONAL ASSOCIATION OF INSURANCE SUPERVISORS - IAIS

The International Association of Insurance Supervisors (IAIS) was formed in 1992 and is
comprised of international regulatory officials representing over 70 countries.

The IAIS was formed to promote cooperation between those countries that supervise insurance, in
an effort to maintain just and efficient insurance markets for the benefit and protection of
policyholders. The exchange of information is also encouraged to promote the development of
domestic insurance markets. In October 1996, the objectives of the Association were broadened to
permit the development of insurance standards; cooperation and coordination between IAIS and
other regulatory bodies like the Basle Committee and IOSCO; and the establishment of a full-time
Secretariat located at the Bank for International Settlements in Basle, Switzerland.

The Association is led by an Executive Committee comprised of a minimum of seven and a
maximum of thirteen members who, as far as possible, represent different geographical regions.
The Association is supported by a General Secretariat (currently, the National Association of
Insurance Commissioners in the United States) which is appointed by the Executive Committee

The IAIS is comprised of several committees: Executive, Technical, Emerging Markets Issues,
Budget, Conference Planning and six sub-committees that report to the Technical Committee
and/or the Emerging Markets Issues Committee - that is, Insurance Laws, Regulations, Practices
and Standards; Supervision of Conglomerates; Exchange of Information; Insurance Fraud;
Derivatives; and Education.

Each year the IAIS hosts an annual conference to encourage bilateral and multilateral discussions
on topics of interest.

Each year IAIS members come together during their Annual Conference to hold committee
meetings and participate in discussions on topical issues affecting the regulation of insurance. The
1996 conference was held in Paris, France. The 1997 conference will be held in Sydney.

The IAIS is working towards offering its current and future members valuable tools to assist them
in their task of the supervision of insurance.
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CHAPTER 1
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THE FOUR PILLARS SUPPORTING INSURANCE SECTOR
SAFETY AND STABILITY

The principles outlined below are largely drawn from an International Monetary Fund (IMF)
publication ‘Bank Soundness and Macroeconomic Policy’ (1996), by Carl-Johan Lindgren,
Gillian Garcia and Matthew 1. Saal. While the IMF authors had banking in mind, the IAIS
considers that these principles have a wider application and have adapted them to an insurance
setting (with apologies to the IMF for any injustice done to their work in the process).

Each country is concerned to have (among other things) a safe and stable insurance sector, to
protect policyholder interests in particular and to avert financial instability more generally. At the
same time, governments are keen to ensure that arrangements put in place to provide safety and
stability in the financial sector also promote competition, efficiency and innovation.

An effective framework for a sound and efficient insurance sector has four pillars: internal
governance, market discipline, prudential regulation and international coordination. These four
pillars should be regarded as complements rather than substitutes, as mutually reinforcing rather
than mutually inconsistent.

Internal govermance

An insurance company practises good internal governance when its conduct is prudent, open,
honest and fair. Companies should have internal structures and processes in place to demonstrate
that the commitment to corporate governance, and the certification of compliance, are occurring at
prudent levels.

Internal governance is essential to public confidence in the insurance sector, because the
soundness of an insurance company is first and foremost the responsibility of its owners, directors
and senior managers. Insurance companies should have in place a system of internal standards and
controls to manage risk and encourage prudence in the conduct of the business. There should be
mechanisms for checking and certifying compliance with the standards and controls.

There are many causes of failure of an insurance company. The most difficult to deal with and the
cause which is most preventable is poor internal governance under lax management.

Insurance is a long-term business, and an insurance company’s owners, directors and senior
managers are responsible for capitalising the business with sufficient resources to meet
commitments, absorb shocks and remain viable. Each company needs to ensure that its directors
and senior managers are competent and ethical, are motivated to run the business efficiently and
prudently, and are encouraged to keep the company in a profitable, liquid and solvent condition.

Directors and senior managers should be made aware that failure to practise good corporate

governance will expose them to the risk of losing control of the business through bankruptcy,
takeover or other regulatory sanctions.
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Lax management in an insurance company can take the form of incompetence, negligence.
Internal pitfalls are less likely if companies have effective policies and procedures for monitoring
and controlling risks, and checking and certifying compliance. Internal controls would include
measures such as: ‘fit and proper’ tests for directors and senior managers; techniques for
measuring and limiting exposures; and arrangements for internal and external auditing.

Insurance fraud could involve fraud by policyholders in making improper claims against a
company, fraud by employees taking advantage of their position in the company to their own
financial advantage, or fraud by owners or managers of companies against the public and their
unsuspecting policyholders. The first two forms of fraud can be policed and controlled by sound
internal governance within companies. The third form requires the oversight of an independent
third party and that task inevitably falls to the insurance supervisor.

Good internal governance is more likely to occur when companies are also subject to strong
market discipline.

Market discipline

Market discipline can provide an incentive for directors and senior managers to not merely pay lip
service to good corporate governance, but to actively practise and promote it.

In a competitive insurance market, consumers, creditors, analysts and brokers can reinforce the
incentives companies have to operate safely and soundly by monitoring performance, exerting
discipline and, as a final step, forcing poorly managed or unsound insurers out of the market.

However, market discipline cannot work as an effective means of keeping companies prudent in
their business conduct if insufficient information is available to market participants, or if there is a
widespread perception that the Government will always bail out an insurer which runs into serious
trouble.

Disclosure of timely, comprehensive and clear information about an insurance company’s
products, prices, profits and financial soundness is essential if market discipline is to be effective.
While individual consumers may not be well equipped to monitor companies on the basis of
published financial statements, creditors, analysts, sales representatives and competitors will be
able and keen to use the information to rate companies, and these assessments will in turn feed into
the company’s reputation and standing in the marketplace.

Market discipline can also fail if investor compensation schemes are excessively generous, since
companies are less risk averse, and policyholders and creditors are less vigilant, where there is a
perception that troubled companies will be rescued by the authorities or losses will be recouped
from the government or from policyholder guarantee funds in many countries. Failing companies
should be allowed to exit in an orderly manner without any guarantee that policyholder losses will
be fully compensated; otherwise there is a perverse incentive for poor internal governance. In the
event of failure, shareholder capital should provide the first line of defence to protect
policyholders from financial loss.

While good internal governance and strong market discipline go a long way towards encouraging
efficiency and soundness, most countries consider that official regulatory and supervisory
oversight of the insurance sector is also necessary to protect policyholders and maintain public
confidence.
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Prudential regulation

Prudential regulation of insurance by the official supervisor is not a panacea; but it can be an
effective means of limiting the risk exposures of companies, and encouraging proper and prudent
management of those risks. However, prudential regulation should be designed so as to avoid
being anti-competitive or commercially intrusive.

For example, entry barriers created in the insurance sector for prudential purposes should not be so
high as to unduly limit competition and protect large companies. Restricting competition in this
way rarely improves soundness, since lax and lazy managements thrive in protected environments.

Prudential regulation can provide assurance that directors and senior managers are competent and
ethical, that adequate risk management systems are in place, and that compliance with the
standards is monitored and certified at the highest levels. Further to this, prudential regulation
results in the preparation and publication of additional information which can be used by
policyholders, and the market (as well as the regulator) to discipline under-performing companies.

The role of prudential regulation in supporting internal governance is to require and check that
companies institute adequate internal control policies and procedures, and that senior managers are
familiar with and responsible for the risk assessment and management process. While the fine
detail of internal control can be left to insurers’ own discretion, it is essential that accounting and
auditing standards are adequate in enabling senior managers to detect and remedy weaknesses, and
that regulators conduct on-site inspections to satisfy themselves about the quality of the company’s
management and systems.

Finally, globalization and technology have in recent years created new dangers for financial
consumers and new threats to financial stability. Responding to this requires an unprecedented
degree of international cooperation and coordination among financial regulators, including
insurance regulators.

International Coordination

Insurance groups are increasingly operating in multiple jurisdictions. This raises the spectre of
regulatory arbitrage by companies seeking bottom level standards, and of the potentially rapid
transmission of shocks in crisis situations.

There are no international laws governing insurance, and country based regulation inevitably
results in inter-country differences in accounting standards, in exit procedures, and in supervisory
rules generally. Therefore, harmonisation of standards is desirable if international financial
stability is to be protected from the threats posed by weak jurisdictions with lax supervision.

Reinforcement of market discipline at the international level has come chiefly in the area of
information disclosure. Improved disclosure standards and additional information on the condition
of individual insurance companies would better permit market participants to assess their financial
soundness, paving the way for improved market discipline.

It is notable that there are no international agreements on closure standards for failing financial

institutions.  As a result, the resolution of a failed insurance group operating in several
Jurisdictions could be a fragmented and contentious process. Thus, exit policy as an adjunct to
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market discipline functions only at the national level, with international co-operation essentially
occurring only on an ad hoc basis.

While international standards are generally desirable, there are some practical limitations to full
regulatory harmonisation. In particular, countries with high economic volatility and permissive
accounting conventions may be better served by stricter regulatory standards than are prescribed
by international minimums. Also, arrangements for policyholder compensation (the official safety
net) will vary from country to country.

International coordination is not yet sufficiently developed to offset these differences in economic
conditions and regulatory environments across Jurisdictions. Nonetheless, there is much value to
be gained in the identification and dissemination of best practices in insurance regulation, and
even more so in the practical application of such international standards to create a sound
Insurance sector in each of the various jurisdictions.

The International Association of Insurance Supervisors (IAIS) is in the process of developing
prudential standards for insurance supervision. The standards would take the form of principles or
guidelines of best practice that insurance supervisors and regulators could choose to adopt and
apply as they see fit in their different Jurisdictions. The standards would not be black letter law:
they would not be compulsory, but there would be market pressures for their application around
the world. The existence of IAIS standards would encourage regulators that have regulations
falling short of the IAIS standards to improve the quality of their regulations and supervision.
Improved prudential regulation internationally would help strengthen the global financial system.
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CHAPTER 2 : REPORTS OF COMMITTEES
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