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 What is the NEO

« Pitfalls in Investment Models

« Pitfalls in Mortality Models

« Bias towards Stability

« Convergence and Systemic Risk
e« Summary
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« The views expressed are personal and are not
necessarily those of my employer, the Irish Central
Bank and Financial regulator
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« Solvency Il, has a coherent philosophical basis
By holding
— Best estimate technical reserves
— Plus margin for MC cost of options/guarantees
— Plus 99.5% 1 year VAR

 Only once in every 200 years will a company not be
able to “close out” its position at the end of the next
year

 This is very powerful and generally to be welcomed
 But over-slavish adherence has dangers
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* Timescales really matter

* The longer the timescale, the more well
behaved the apparent behaviour

* Therefore there Is great danger In
transposing from one time scale to
another

* |In particular assumptions about ability to
hedge or trade may be dangerous
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« Demographic behaviour is very unlikely to be
Gaussian

« Because humans are not independent!
« Some thought experiment models

— |deal world transfer model
» Implies strong year by year correlation

— Accumulation of advances model
» Occasional periods of very sharp change

— Follow the money
 Will lead to cohort effects
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« Humans are very bad at assessing risk
— Survivorship bias
— Seller selection bias
— Buyer selection bias

« Essential to assess data for hidden bias
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* Internal models are likely to be a cause of
convergence

« Convergence may be a positive force
 But it could lead to instability
 Especially if there is money to be made from it!
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« The Key Message is that NEO, the philosophical
basis behind Solvency is sound and sensible

« BUT

« The second key aspect to Solvency Il is being aware
of risks

« They do exist no matter what the regime is
« They need to be watched for

Thank You
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Tony Jeffery

Central bank of Ireland
+353 1 224 4928

tony.jeffery@financialregulator.ie
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