
SAM focus
Helping insurers understand and manage change

As the specification of
capital requirements under
SAM (the SCR) nears the
end of its development,
insurers can assess how
their capital cover will
change in different
operating environments.
One of the aspects that
needs to be understood
when doing such an
assessment is the extent to
which elements of the SCR
is pro-cyclical or counter-
cyclical.
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What is pro-cyclicality in the
context of the SCR?

1. A pro-cyclical element of the
SCR would result in lower
capital requirements in a
benign environment and
higher capital requirements
in a more challenging
environment.

2. ICP 17.8.11 refers to it as
follows (excerpt): “When
applying risk-based
regulatory capital
requirements, there is a risk
that an economic downturn
will trigger supervisory
interventions that
exacerbate the economic
crises, thus leading to an
adverse “procyclical” effect.

3. Regulatory regimes need to
balance risk-sensitivity and
complexity when attempting
to limit pro-cyclical features
of capital requirement
standards.

Link to the global financial
crisis

4. The pro-cyclical nature of
capital requirements in the
banking environment
certainly contributed to the
global financial crisis which
still ripples through
economies today. A benign
environment and resulting
experience data resulted in
capital requirements which
were ultimately shown to be
inadequate.

5. In both SAM and Solvency
II, one of the guiding
principles backing the
calculation of the SCR is a
Value-at-Risk (VaR)
calculation.

6. Similar principles were used
in the banking environment
at the time in question and
it would serve the insurance
industry well to
acknowledge and allow for
the inherent cyclicality in
any capital calculations
employed.

The role of capital resources

7. The degree of capitalisation
is a function of both capital
resources and capital
requirements. Basic Own
Funds represents the largest
portion of capital resources
in the South African context.

8. Where economic or
operating conditions
deteriorate, this would
reduce the basic own funds
available to insurers.

9. What this means is that
even if capital requirements
were to remain stable in a
deteriorating environment,
insurers’ capital cover may
drop due to the decrease in
basic own funds.

10. Whilst this article focuses on
the changes in capital

requirements, when
assessing the impact it
would be equally important
to understand how sensitive
your basic own funds are to
these changing conditions.

Market risk

11. The interest rate risk
calibration results in both
assets and liabilities being
more sensitive to interest
rate changes in a high
interest rate environment
than in a low one.

12. The extent to which this can
be seen as pro-cyclical or
counter-cyclical may vary
between insurers and books
of business.

13. The component relating to
changes in implied inflation
would also be more sensitive
to the calibration in a high
inflation environment.

14. The equity price risk
calibration does not
introduce pro-cyclicality,
but insurers offering
products with guarantees
may see significant pro-
cyclicality in the results of
equity stresses. This is due
to funding levels tending to
be high following strong
equity returns.

15. All other things being equal,
this increases the extent to
which policyholder funds
contribute to reducing
capital requirements.

16. It is also worth noting the
role of the symmetric
adjustment to the price
component of the equity
sub-module which aims to
reduce some of these effects.

17. The volatility components of
both the equity and interest
rate risk sub-modules may
introduce pro-cyclical
effects even though the
stresses are specified in
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terms of linear additions.
This is due to the non-linear
nature of the assets and
liabilities sensitive to the
assumptions concerned.

18. The credit and counterparty
default risk component
relies heavily on credit
ratings provided. Even
though these ratings are
intended to be through the
cycle ratings, changes to
credit risk associated with
exposures are likely to
follow credit events in the
market, resulting in higher
charges where markets may
be in distress.

19. The link here is less clear as
would be via changes to
counterparties’ credit
ratings which do make
allowance for a credit cycle.

Life underwriting risk

20. Mortality and morbidity
rates, including catastrophe
rates are applied
multiplicatively to best
estimate rates. This results
in larger stresses to higher
mortality rates.

21. This would mean that
following worsening
mortality, larger stresses
would be applied. The exact
magnitude would depend on
the book of business as
increased mortality
assumptions may not have
linear effects.

22. Expense risk components
are expected to introduce
pro-cyclicality, i.e. higher
capital charges where base
case expenses and expense
inflation has increased.

23. Where insurers are exposed
to higher lapse rates: Larger
lapse stresses are required
following an increase in
lapse rates.

24. Where insurers are exposed
to lower lapse rates:
Smaller stresses are
required following a
decrease in lapse rates.

25. In both cases there may also
the impact of the mass lapse
calculation may come into
play which complicates an
assessment of the cyclicality
for these stresses.

Non-life underwriting risk

26. The premium and reserve
risk components are mainly
driven by premium volumes,
expected new business and
reserves.

27. Premium risk, typically
outweighs the Reserve risk
SCR requirement hence, in
most cases a decreased
capital requirement is
expected following adverse
events – this could be
considered to be counter-
cyclical.

28. Reserve Risk is, however
likely to increase, driven by
an increase claims and
premium technical
provisions - this would be
driven by increased loss
ratios. The impact will be
proportionally smaller than
the increase in premium risk
for short-tailed lines of
business but for longer
tailed classes (e.g. liability)
the impact could vary.

29. The extent of this impact is
expected to vary across the
industry and lines of
business and it is important
for individual insurers to
understand the impact of
these features on their
respective lines of business.

30. Overall scrutinizing the
appropriateness of SCR is
especially important
following an adverse event –

loss ratios are likely to
increase hence using
volatility parameters
calibrated to average
historic industry experience,
is questionable.

Adjustments for pro-
cyclicality

31. Adjusting for pro-cyclicality
may very well be more
difficult than arriving at an
appropriate stress in the
first place. It would require
calibrating shocks given a
set of adverse conditions.

32. Given the limited data used
in developing SAM specific
calibrations this will require
significant judgement.

33. The symmetric adjustment
to the equity price shock is
an example of such an
adjustment. In both SAM
and Solvency II the
calibration is done
independently of the main
price shock. The impact of
this approach would need to
be allowed for when
developing views on market
risk.

34. There has been some debate
around including an
Illiquidity
premium/Matching
adjustment in the context of
both SAM and Solvency II.

35. The aim of this adjustment
would be to offset the
adverse impact (i.e. lower
asset values without a
commensurate decrease in
liabilities) of a worsening
credit environment on the
basic own funds by
increasing the discount rates
used to value liabilities,
whilst allowing for the
removal of this credit in the
SCR.
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The role of the Risk Margin

36. The structure employed
does not have the Risk
Margin absorbing losses in
extreme conditions; it may
even amplify the effects of
an increased SCR in a
deteriorating environment
as it is driven by the
calculation of certain
elements of the SCR.

37. The extent to which the Risk
Margin could introduce pro-
cyclicality depends on the
method employed to
calculate it in the first place.

38. An analysis of which
methodology is more
appropriate should take the
pro-cyclicality of its results
into account.

Why should insurers take
note of this?

39. The availability of sufficient
capital resources and the
degree of capitalisation
ranks higher on investors’
and providers of capital’s
assessment in tougher
operating conditions.

40. This may be the very time
when insurers need to
access these markets which
could result in increased
long term funding costs.

41. Insurers with significant
surplus capital may argue
that although it may
currently look excessive,
these capital resources are
maintained to allow for pro-
cyclicality in capital cover.

42. Understanding the changes
allowed for is at the heart of
understanding the multiples
of capital cover required for
risk management purposes,
managing shareholder
expectations, assessing the
suitability of the standard
formula and decisions

relating to the use of user-
specific parameters and
internal models.

43. In order to develop a
sufficient understanding,
efforts relating to gathering
the appropriate information
may need to start well in
advance of the information
being applied in decision
making.
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