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Introduction

1.  The International Association of Insurance Supervisors (IAIS) and the Organisation
for Economic Co-operation and Development (OECD) have agreed to issue a joint
issues paper on the corporate governance of insurers.

2.  Some topics covered in this paper are also dealt with in other IAIS and OECD
papers. This issues paper is distinct in having an insurer corporate governance focus
and discusses a variety of topics from this perspective. Material on topics discussed in
other IAIS papers is included in the issues paper in order to provide a complete picture
of insurer corporate governance issues. Throughout the paper relevant topics are
addressed in a manner which is consistent with existing IAIS and OECD work. Further
detail and/or direction on other aspects of these topics are available in the other papers®.

3. The OECD published Guidelines for Insurers’ Governance in 2005 as a
complement to the OECD Principles of Corporate Governance®. The guidelines provide
governments and the insurance industry with a roadmap for promoting insurer corporate
governance, and thereby better protecting policyholders and other stakeholders. The
OECD'’s two main objectives in drafting the guidelines were:

e to enhance the protection of policyholders and shareholders beyond the
protection already provided by existing regulation and supervision

! Other relevant IAIS documents (available on the 1AIS website, www.iaisweb.org) include:

Supervisory Standard on Licensing (October 1998), Supervisory Standard on On-Site Inspections (October
1998), Supervisory Standard on Asset Management by Insurance Companies (December 1999),
Supervisory Standard on the Evaluation of the Reinsurance Cover (January 2002), Standard on Supervision
of Reinsurers (October 2003), Guidance Paper on Public Disclosure by Insurers (January 2002), The Use of
Actuaries as Part of a Supervisory Model (October 2003), Guidance paper on Stress testing by Insurers
(October 2003) Guidance Paper on Investment Risk Management (October 2004), Standard on Disclosures
concerning Technical Performance and Risks for Non-life Insurers and Reinsurers (October 2004),
Supervisory Standard on Fit and Proper Requirements and Assessment for Insurers (October 2005), A new
framework for insurance supervision: Towards a common structure and common standards for the
assessment of insurer solvency (October 2005), Standard on disclosures concerning investment risks and
Performance of Insurers and Reinsurers (October 2005), Standard on disclosures concerning technical risks
and performance for life insurers (October 2006), Standard on Asset-Liability Management (October 2006),
Standard on enterprise risk management for capital adequacy and solvency purposes (October 2008),
Guidance paper on enterprise risk management for capital adequacy and solvency purposes (October 2008),
Principles on group-wide supervision (October 2008), Standard on the use of Internal Models for regulatory
capital purposes (October 2008), Guidance paper on the use of Internal Models for regulatory capital
purposes (October 2008), Standard on the structure of regulatory capital requirements (October 2008),
Guidance paper on the structure of regulatory requirements (October 2008), Principles on Group-Wide
Supervision (October 2008). Annex 2 provides further detail on the most relevant of these IAIS papers. See
also footnote 2.

2 The OECD Principles of Corporate Governance were endorsed by OECD Ministers in 1999 and
have since become an international benchmark for policymakers, investors, corporations and other
stakeholders worldwide. The Principles have advanced the corporate governance agenda and provided
specific guidance for legislative and regulatory initiatives in both OECD and non-OECD countries. The
Principles are one of the twelve key standards for sound financial systems of the Financial Stability Forum.
The Principles also provide the basis for an extensive programme of cooperation between OECD and non-
OECD countries and underpin the corporate governance component of World Bank/IMF Reports on the
Observance of Standards and Codes. The Principles were revised most recently in 2004. Annex 3 provides
further detail on relevant OECD papers.
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o to develop guidance specifically directed to the insurance sector that would
supplement corporate governance rules generally applicable to non-insurer
companies.

4. The Insurance and Private Pensions Committee (IPPC) initiated a review of the
guidelines in 2008, as mandated by the OECD Council. To this end and to facilitate
coordination with the IAIS, an ad hoc IPPC Task Force on the Governance of Insurers
(IPPC Task Force) was formed.

5.  Similarly, since its inception in 1994, the IAIS has developed a number of
principles, standards and guidance papers to help promote the development, both
domestically and globally, of well-regulated insurance markets. Central to this objective
is the common framework? for insurance supervision that establishes a structure within
which standards and guidance may be developed. Governance is one of the elements of
the framework.

6. The IAIS Insurance Core Principles and Methodology (October 2003) set out
essential principles that should be in place for a supervisory system to be effective and
serve as a basic benchmark for insurance supervisors in all jurisdictions. Insurance Core
Principle 9 states that “The corporate governance framework recognises and protects
rights of all interested parties. The supervisory authority requires compliance with all
applicable corporate governance standards”.

7. In 2006-07 the IAIS Corporate Governance Task Force reviewed existing
corporate governance guidance, including material prepared by the IAIS, Basel
Committee on Banking Supervision, International Organisation of Securities
Commission, OECD and self-regulatory entities. This resulted in a document, Main
Elements of Insurer Corporate Governance (October 2007).

8. In 2008 the IAIS and the OECD conducted a joint survey on the corporate
governance of insurers to obtain information on current practices and views on what
might constitute good practices. The World Bank compiled the responses and prepared
a survey report that provides a high-level summary of the responses. The survey report
is available on the IAIS and OECD websites. The IAIS and OECD also held a roundtable
on the governance of insurers in Paris on 5 December 2008. The roundtable provided
further insights into recent developments in the governance of insurers, identified key
issues and offered the opportunity to understand further the perspectives of different
stakeholders.

9. This paper builds on the OECD Guidelines and the IAIS Main Elements of Insurer
Corporate Governance, and is informed by answers to the IAIS/OECD survey and by the
joint IAIS/OECD roundtable and by the supervisory experience of the members of the
subcommittee. It is also informed by the lessons learned in the context of the 2008-2009
financial crisis, including compensation practices and their impact on governance related
issues.

10. By describing essential components of an insurer’s corporate governance
framework, this paper aims to provide a basis for further work by the IAIS and OECD. To
this extent, the paper also aims to contribute to improving regulatory and supervisory

3 . .
A new framework for insurance supervision: Towards a common structure and common standards

for the assessment of insurer solvency , (October 2005)
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efficiency. Governance ultimately influences an insurer’s risk profile. The way an insurer
governs itself can affect its decisions, practices and risk profile. As shown by the survey,
weak insurer corporate governance is seen by supervisors as a key reason for insurer
failures. Thus, effective corporate governance can assist the supervisor, making it
possible for the supervisor to have greater confidence in the work and judgement of an
insurer's board, senior management and control functions. As such, it enhances the
supervisor’s ability to supervise an insurer effectively and protect policyholder interests.
To bring about this increase in effectiveness, supervisors must have the resources and
ability to assess the effectiveness of an insurer’'s governance framework. This paper will
identify issues relevant in determining if an insurer's governance is sound and
appropriate for the nature, scale and complexity of the business and its overall risk
profile and assess if it is being adequately implemented.

11. The quality of insurer corporate governance has generally improved over the last
decade. In particular, improvements have been made to:

¢ structure of the boards of directors
e reporting to the board
e public disclosure

e board and management awareness of the importance of good corporate
governance, for instance control functions and conflicts of interest.

This can be attributed to many factors, including developments in laws and regulations
on governance in many jurisdictions and advancement of best practices across borders.
There is, however, still considerable room for improvement, including in terms of the
application of governance principles.

12. This paper does not prescribe any particular rules or framework but rather provides
background and explores the main issues relevant to the corporate governance of
insurers. For the IAIS, it will serve as the basis for a supervisory paper and as input for
revising the Insurance Core Principles. The OECD will use the report when reviewing its
corporate governance guidelines for insurers’ governance.

13. The IAIS and OECD are striving to develop harmonised guidance and promote a
consistent approach among regulators and supervisors. In particular, these
organisations want to avoid duplicative or contradictory requirements and reduce the
possibility of regulatory and supervisory arbitrage.

14. The topics discussed in the issues paper should be interpreted in the light of the
principle of proportionality. This principle requires the provisions of a supervisory regime
to be applied in proportion to the nature, scale and complexity of the insurer and to the
risks to which the insurer is exposed. Supervisors may find that it is appropriate to
establish minimum governance requirements for all insurers and then use additional
practices for more sophisticated insurers, in line with the principle of proportionality.
Supervisors may also find that practical application of the corporate governance
principles vary depending on, among other things, the specific legal and economic
circumstances in their jurisdictions and conditions that prevail in their markets.

15. The paper addresses governance issues applicable to insurers on a solo basis as
well as at the group level. It is important for insurers belonging to a group or a
conglomerate to consider the governance issues discussed in this paper not only at the
parent company level, but also at the group level, taking into account the nature, scale
and complexity of the risks held in each subsidiary and the group as a whole.
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Additionally groups may operate in jurisdictions with different legal requirements and
therefore the governance structures may not be completely uniform across the group.

16. This paper refers to a corporate governance structure composed of a board of
directors, senior management and key control related functions. The terminology “board
of directors” and “senior management” is used in a functional and not a legal sense. The
term “control functions” indicates those functions serving a control or checks-and-
balances function from a governance standpoint. “Governance” as used in this paper
refers to the overall framework under which an insurer governs itself, including the
insurer’s activities in terms of risk management, compliance, audit, and actuarial matters.
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Summary

17. As indicated in the introduction, the topics discussed in this paper should be
interpreted in the light of the principle of proportionality and recognising that there are
differences among jurisdictions. Core elements of corporate governance discussed in
this paper includes:

e governance structures:

o role of the board in setting strategies and policies and overseeing senior
management

o reliance on board committees for delegated board functions

o the definition of fit and proper criteria for executive and non executive
board members

o independence of decision making
0 groups and conglomerates.
e functions of the board:
0 setting of strategies and policies, delegation and reporting

o0 board responsibilities in the areas of corporate governance, ethics and
business conduct and conflicts of interest

0 remuneration and possible perverse incentives leading to unacceptable
risk taking

o qualifications and training of board members
0 board accountability.
e control functions:

o risk management, compliance, internal audit and other control functions
as an integral element of a sound governance system

o relation of corporate governance with solvency issues (internal modelling,
stress testing etc)

0 use of rating agencies

o staffing and independence of control functions

0 reporting to the board and whistleblowing.
e the actuarial function and auditors:

o qualifications and independence.
e disclosure and transparency:

0 better developed disclosures on corporate governance.
¢ relationship with stakeholders:

o insurer's key stakeholders include owners as well as policyholders,
supervisors and employees

0 participating policyholders as a special class of stakeholders
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18.

0 insurers’ responsibility to society — corporate social responsibility.
interaction with the supervisor:

o effective corporate governance can assist the supervisor, by making it
possible for the supervisor to have greater confidence in the work and
judgement of an insurer's board, senior management and control
functions. This contributes to the supervisor's ability to protect
policyholders’ interests.

In addition to several generally accepted corporate governance elements

discussed in this issues paper, future IAIS papers will also address the evolving nature
of corporate governance, especially the lessons learned from the recent crisis in the
financial markets:

board members need more in depth knowledge, clearer responsibilities and
closer involvement in the oversight of the insurer and in setting its risk appetite.
This issue addresses both executive and non executive board members. Fit and
proper criteria need to be addressed in this context

the position of board members needs to be further “professionalised” (ie clearer
and higher standards of conduct and practice). Board members need to be more
aware of their responsibilities and the effort they need to make (including
possible training) to meet those responsibilities. This also has implications for the
functioning of board committees

the issue of remuneration within insurers needs to be considered. In the past,
systems have been in place that did not always provide the right incentives for
management at all levels in the insurers

the role of control functions needs to be enhanced from a governance
perspective. Their relative position in the balance of powers of insurers needs to
improve

insurers need to conduct their own due diligence and not make investment or
other decisions or base their risk management solely on third party assessment,
such as credit ratings
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Foundation of corporate governance

19. As the term suggests, corporate governance is the system by which an insurer
governs itself. This includes:

e corporate culture and environment (values, ethics, ease with which employees
raise concerns or report irregularities, etc.)

e corporate structures (board of directors, senior management, business area
functions, etc.)

e essential governing documents and policies (by-laws, organisational rules,
committee mandates etc.)

e strategies, policies, procedures and controls (covering risks to which the insurer
is exposed as well as risk management, compliance, audit, financial reporting,
etc.)

¢ decision making and actions linked to this culture, environment and framework of
structures, policies and controls.

20. Corporate governance defines roles, responsibilities and accountabilities. It
clarifies who possesses the duty and the legal power to act on behalf of the insurer and
under which circumstances. It sets requirements for documenting decisions and actions,
along with their rationale, and for disclosing this to stakeholders. It provides for corrective
action for non-compliance or weak oversight, controls and management. Thus corporate
governance is about the allocation and regulation of power and accountabilities within an
insurer, and includes avoiding undue concentration of power. This is often referred to as
a system of “checks and balances” reflecting the fact that while an insurer has to be
flexible and responsive in order to make timely decisions, it also has to be transparent
and have appropriate systems, controls and limits to ensure that power is used in the
best interest of policyholders and the insurer as a whole.

21. The survey results showed that the most frequently identified governance issues
associated with the failure or near failure of insurers are poor governance (generally)
and weak internal controls and risk management. A board is responsible, more than
ever, for understanding and guiding the insurer’s strategy and risk appetite with respect
to complex risks and the financial instruments intended to profit from or hedge against
that risk. Recent events suggest that, for a variety of reasons, some boards were not
well informed, did not understand, or did not have the appropriate knowledge of the
financial obligations and risks faced by the insurer. In other cases priority was given to
short term gains rather than policyholder’s interests. Boards often know much less about
an insurer’s financial condition than management. Consequently, due regard must be
given to the qualifications of individual directors, their knowledge of the business, their
ongoing training needs, the promotion of ethical and responsible behaviour and decision
making and their accountability and independence.

Governance structures

Different board structures

22. Governance structures for insurers differ amongst jurisdictions. Despite the
differences, there are two key functions that commonly need to be carried out:
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o overall strategy and oversight
e execution and management.
These functions can either be entrusted to a single body or spread over separate bodies.

23. In many jurisdictions, the corporate body responsible for oversight and overall
strategy and policy is the board of directors (the “board”). Other names for the board
include the statutory board, external board, supervisory board, administrative board, or
board of governors or overseers.

24. The board relies on the body responsible for executing decisions made by the
board and for managing the insurer on a day-to-day basis. In this paper this body is
referred to as “senior management”. It is also known as the executive board or executive
committee.

25. General corporate governance principles have a special application to insurers
because of the nature of their business and the special responsibilities to policyholders
and society as a whole.

One-tier and two-tier boards

26. Members of the board are sometimes referred to as “directors”. In some
jurisdictions an insurer’s board includes both:

¢ ‘“inside” directors, often referred to as "executive directors", are managers and
employees of the insurer

e ‘“outside” directors, sometimes referred to as “external directors” or “non-
executive directors”, are independent or disinterested board members.

The latter are normally not employees, owners or other direct stakeholders in the insurer.
In order to promote the independence of decision making of the board, outside directors
are independent of not just the insurer but the group to which the insurer belongs.

27. One-tier boards typically have overall responsibility for the insurer but are allowed,
by law, to delegate the managing of the insurer to a designated president or chief
executive officer (CEO) or to a collective of managers.

28. In some jurisdictions insurers are required by general company law or other
regulation to spread the board function over two formal bodies usually called a
supervisory board and a management board. This board structure is called a two-tier
system. In a two-tier system the supervisory board is responsible for overall strategy and
oversight whilst execution and management is carried out by a management board
whose chairman sometimes is also referred to as CEO. Where powers, duties,
qualifications, independence and responsibilities of the board are concerned in this
issues paper these features may apply to one or both bodies depending on the relevant
subject (eg in a two-tier system only the supervisory board may form board committees
and its members are drawn from this body).

29. In recent years, these two approaches have trended towards one another. For
example, legislation has been introduced in jurisdictions with one-tier boards prohibiting
inside or executive directors or limiting their number. Other jurisdictions with supervisory
boards have changed the law to give these boards more strategic responsibilities.
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Powers, duties and responsibilities

30. The exact role of the board is determined by the powers, duties, and
responsibilities delegated to it or conferred upon it by law or regulation. These matters
are typically specified in the insurer’s by-laws and organisational rules. Usually the
insurer’'s by-laws specify the number of members of the board, how they are to be
chosen, the frequency and mode of meeting and how decisions are to be made. The by-
laws primarily contain what is prescribed in legislation. The insurer’s organisational rules
further specify the roles and responsibilities of the board, senior management and other
corporate bodies and functions.

31. Directors must be individuals, in most cases elected by the owners or shareholders
(or, in the case of mutuals, member-policyholders) of the insurer. In other cases,
directors may be appointed. Typically the board chooses one of its members to be the
chair.

32. Members of the board have a duty to act in good faith and exercise their powers in
the best interest of policyholders, shareholders and the insurer as a whole, in
compliance with the law. Directors may not allow their own personal interests to come
before or conflict with the interest of the insurer. This is discussed in more detail later
under Conflicts of duty or interest.

33. The legal responsibilities of boards and board members vary with the nature of the
insurer and with the jurisdiction in which it is incorporated or operates. For publicly listed
companies, these responsibilities are often more rigorous and complex due to specific
additional governance codes or requirements, and include continuous reporting
obligations. The ownership structure of the insurer also has implications for director
appointments, director independence, and the operation of board committees.

Qualifications of board members

34. Today’s boards need to understand complex issues related to insurance business,
actuarial science, accounting, law, computer models and management compensation.
The recent financial market crisis has highlighted the need to have good quality board
members with integrity, relevant knowledge and expertise. The quality of individuals and
their behaviour, as well as effective overall group dynamics of the board, are as
important to good governance as having appropriate structures and practices in place.
Insurers place considerable emphasis on recruiting suitable board members from as
large a pool as necessary to ensure board members are appropriately qualified to
undertake their role. In addition, ongoing training of those who are appointed is good
practice. See also the section on Functions of the board of directors below.

Independence

35. Board members are expected to exercise objective, independent judgement in the
affairs of the insurer. The governance structure can, in addition to other possible
measures (see Conflict of duty or interest and Qualifications of board members, below),
serve to support independent decision making by the board and reduce the risk of
conflicts of interest. Specifically, promoting the independence of certain elements of the
governance structure may enhance the overall system of insurer governance.

36. Ensuring that there are a sufficient number of outside directors (ie, non-executive
and independent of the insurer and of the group to which the insurer belongs or of
controlling shareholders) on the board contributes to its independence. Recruiting a

Issues Paper on Corporate Governance Page 13 of 64



sufficient number of appropriately qualified individuals, who are also independent, can
be an issue in some cases. Outside directors are particularly important for board
committees dealing with issues where conflicts of interest are most likely to arise (eg,
financial and non-financial reporting, reviewing intra-group transactions, nominations of
board members and senior management and remuneration).

37. In addition, the board may separate the positions of the chair of the board of
directors and the chief executive officer, and undertake other measures to establish a
clear separation of duties between the board and management.

38. Clear, specific criteria may also be developed to define more precisely an “outside”
or independent director. Additionally, regulation may set out a definition of independence
and requirements to promote independence within the governance structure; for
instance, audit committees may be required to be composed entirely of outside board
members. In the case of mutuals and cooperatives, merely being a policyholder does not
prevent a board member from being independent.

39. A board renewal policy may help to ensure that the board remains open to new
ideas and maintains independent thinking, while retaining adequate expertise.

Delegation of powers

40. Sound governance requires a board to clearly define its decision making
processes and delegation of powers. The definition is sometimes found in legislation or
the by-laws but more commonly in internal procedures. The delegation of powers defines
the roles and responsibilities of each corporate body or function, including the control
functions such as risk management, internal audit, compliance and others. It can also
describe tasks delegated to committees of the board.

41. It should be noted that even if some duties are delegated, the board is still
ultimate