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EXECUTIVE SUMMARY

This document discusses the structure and calibration of the proposed Retrenchment risk sub-
module under SAM. Task group discussions and industry feedback following the first South
African Quantitative Impact Study (SA QIS1) have identified the need to incorporate a separate
sub-module for Retrenchment risk within the Life Underwriting risk module in SAM. This was
tested in SA QIS2 and SA QIS3 whereby retrenchment inception rates were shocked by 50%.
Industry feedback indicated that, whilst Retrenchment risk is not significant across the industry
as a whole, it may be significant for some insurers. Given the relatively small exposure in the
SA industry to Retrenchment risk overall, the task group considered whether the sub-module
should be retained in the standard formula for SAM going forward, and if so, to what level of
detail the specification and calibration should be developed.

The task group recommends that Retrenchment risk be retained as a separate sub-module
while at the same time, in recognition of the relatively small part of industry risk capital
represented by the sub-module, avoiding spurious efforts to develop the calibration by keeping
the calibration high-level and pragmatic. The task group notes that, in this regard, those
insurers for whom retrenchment is a significant risk should address this via a partial internal
model or the ORSA.

Given the above the task group considers the approach and calibration tested in QIS2 to be
appropriate for SAM going forward.

1. INTRODUCTION AND PURPOSE

This document sets out the recommendations of the Capital Requirements task group with
respect to the standard formula capital requirement in respect of Retrenchment risk, which is
defined as the risk of loss, or of adverse changes in the value of insurance liabilities,
resulting from changes in the level, trend or volatility of retrenchment inception rates used by
insurers in pricing and valuing benefits provided under retrenchment policies. This risk is
considered more prevalent in South Africa compared to the EU as a result of the higher
exposure to this risk in as far as specific retrenchment benefits are offered under insurance
contracts sold by South African insurers.

2. INTERNATIONAL STANDARDS: IAIS ICPs

IAIS is the international standards setting body for insurance supervisors. The FSB as a
member of the IAIS aims to adhere to these standards. The standards are principled based
and set out high level guidance on the setting of solvency capital requirements. There is no
reference to the detailed capital requirements of individual risk sub-modules such as
retrenchment risk. However, the following are relevant within the broad framework of the
capital requirements, of which underwriting risk (and retrenchment risk as a sub-module)
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form part (reference: Al nsurance Core Principl
Methodologyi 1 Oct ober 20110) :

ICP 17 Capital Adequacy

The supervisor establishes capital adequacy requirements for solvency purposes so
that insurers can absorb significant unforeseen losses and to provide for degrees of
supervisory intervention.

Some sub-points in this standard that should be considered includes:

17.7 The supervisor address all relevant and material categories of risk and are
explicit as to where risks are addressed, whether solely in technical provisions, solely
in regulatory capital requirements or if addressed in both, as to the extent to which
the risks are addressed in each. The requirements are also explicit as to how risks
and their aggregation are reflected in regulatory capital requirements.

Types of risks to be addressed:

17.7.1 The supervisor should address all relevant and material categories of risk -
including as a minimum underwriting risk, credit risk, market risk, operational risk and
OLTXLGLW\ ULVN «

17.8 The supervisor sets out appropriate target criteria for the calculation of
regulatory capital requirements, which underlie the calibration of a standardised
DSSURDFK«

17.8.1. The level at which regulatory capital requirements are set will reflect the risk
WROHUDQFH RI WKH VXSHUYLVRU 5bat€dtapproac), This&M ,$,6 TV S
does not prescribe any specific methods for determining regulatory capital
UHTXLUHPHQWYV«

Calibration and measurement error:

17.8.9. The risk of measurement error inherent in any approach used to determine
capital requirements should be considered. This is especially important where there
is a lack of sufficient statistical data or market information to assess the tail of the
underlying risk distribution. To mitigate model error, quantitative risk calculations
should be blended with qualitative assessments, and, where practicable, multiple risk
measurement tools should be used. To help assess the economic appropriateness of
risk-based capital requirements, information should be sought on the nature, degree,
and sources of the uncertainty surrounding the determination of capital requirements
in relation to the established target criteria.

17.8.10. The degree of measurement error inherent, in particular, in a standardised
approach depends on the degree of sophistication and granularity of the
methodology used. A more sophisticated standardised approach has the potential to
be aligned more closely to the true distribution of risks across insurers. However,
increasing the sophistication of the standardised approach is likely to imply higher
compliance costs for insurers and more intensive use of supervisory resources (for
example, in validating the calculations). The calibration of the standardised approach
therefore needs to balance the trade-off between risk sensitivity and implementation
Ccosts.

Page 2 of 7



