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What is Risk Based Supervision?

ØApproach focusing on identification of 
potential risks 

ØAssessment of mitigating factors

ØChannels resources to high risk areas

ØIdentification and achievement of regulatory 
objectives
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What is Risk Based Supervision?

ØChange from compliance based approach 
requires change in mind-set

ØForward looking
Øspot problems before they become major 

ØRemedy  them while they are easily fixed

ØProcesses rather than output
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What is Risk Based Supervision?

ØRBS allows supervisor to
ØSpend the minimal amount of effort on 

satisfactory cases 

ØConcentrate on cases requiring more attention

ØReliance on managers/professionals 

ØDeterrence

5



What is Risk Based Supervision?

ØPriority to agency = impact X probability
ØImpact includes size of institution

ØBut other factors also important (e.g. political 
sensitivity, regional impact)

ØProbability measured by combination of 
quantitative and qualitative factors 
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What is Risk Based Supervision?

ØSupervisor’s “risk appetite”
ØCan ensure 100% compliance (in theory)
ØCannot ensure 0% failure
ØRisk appetite might be difficult to 

articulate
ØNo “undue” losses
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What is Risk Based Supervision?

ØAdvantages
ØEncourages managers to run institutions well

ØMaximizes the use of  scarce regulatory 
resources

ØIncreases probability significant problem 
spotted in time and remedied effectively
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What is Risk Based Supervision?

ØImpediments 
ØPre-requisites not present

ØResistance by current agency staff

ØResistance by industry participants

ØPresent as “win-win” proposition to stake-
holders
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What is Risk Based Supervision?

ØRisk based capital

ØNumerical ratings (early warning signals)

ØTo be incorporated into the electronic screening 
process

ØAlso qualitative judgment to be used

Ø “Dynamic solvency testing” or stress tests
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What is Risk Based Supervision?

ØThee pillars of risk based supervision
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1st pillar
Quantitative 
requirements
·Technical 
provisions
·Minimum Capital
·Solvency Capital
·Investment rules

2nd pillar
Qualitative 
requirements
·Internal control 
and risk 
management
·Supervisory
review

3rd pillar
Market 
discipline
·Disclosure
·Transparency



What is Risk Based Supervision?
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Source: OSFI



Industry specific issues

ØBanking

ØInsurance

ØPensions

ØCapital 
markets
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Same 
framework –
different 
emphasis



Industry specific issues

ØBanking and Insurance
ØCommercial enterprises dealing with public
ØNeed to maintain appropriate levels of capital
ØCompetition and market conduct issues
ØLiquidity issues
ØSome convergence occurring – bancassurance
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Industry specific issues

ØPension schemes
ØNot-for-profit – backed by scheme sponsor
ØUnfunded liabilities acceptable
ØFairness issues between groups
ØSignificant degree of heterogeneity
ØTax issues very important 
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Industry specific issues

ØInsurance and defined benefit pension 
schemes
ØImportance of actuarial valuation
ØBased on subjective assumptions
ØKey numerical early warning signal
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Industry specific issues

ØCapital markets and pension 
schemes/insurance companies
ØInsurance, DB and DC funds invested in 

capital markets
ØFor pensions more and more reliance on 

CIS
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Industry specific issues

ØImplications
ØCoordination and cooperation 

between authorities essential
ØSupervision should be in most logical 

authority
ØOther(s) need to rely on principal 

supervisor             MOUs
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Pre-requisites for RBS

ØLegislative Foundations

ØInformation and Information Processing 
Systems

ØSupervisory Skills and Readiness

ØIndustry Skills and Readiness

ØResolution of systemic issues
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Pre-requisites for RBS

ØLegislative Foundations

ØProbably varies 

ØLess detailed, more principle-based 
legislation

ØMinimize data collection
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Pre-requisites for RBS

ØInformation and Information Processing 
Systems

ØProbably generally inadequate

ØIntegrate with e-gov initiative

ØAutomate triage process
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Pre-requisites for RBS

ØSupervisory Skills and Readiness

ØProbably varies

ØStaff might feel “threatened”

ØBasic and advanced training required
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Pre-requisites for RBS

ØIndustry Skills and Readiness

ØProbably varies

ØMake it “win-win” for stakeholders

ØBasic and advanced training required
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Pre-requisites for RBS

ØResolve systemic issues

ØIdentify systemic issues

ØVaries from country to country

ØMaybe weak capital markets and 
financial sector

24



Pre-requisites for RBS

ØResolve systemic issues

ØMaybe legacy issues in pensions 
which need resolving
ØOverly generous PAYG – unsustainable 

but crowds out other savings

ØReforms having unintended side effects
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Pre-requisites for RBS

ØDon’t wait until all pre-requisites in 
place

ØMove forward on broad front

ØInteractions between pre-requisites and 
implementation of RBS               positive 
feed-back loop
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Challenges in emerging markets

ØLack of mature capital market
ØDifficulty of finding long bonds to match 

liabilities

ØPoorly developed equity market

ØReluctance to permit foreign investment

ØLack of competence among service 
suppliers
ØNeed for registration and oversight
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Challenges in emerging markets

ØLack of skilled professionals
ØAmong regulatory staff

ØAnd others in pension and insurance industry

ØNeed for industry-wide education

ØObtaining reliable data 
ØLack of standardization

ØPoor IT infrastructure
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Challenges in emerging markets

ØPoor legislation
ØOften copied from elsewhere with little or no 

adaption

ØSometimes poorly understood even by regulators

ØNot focused on actual risks

ØOften inappropriate
ØOld fashioned (eg net premium method)

ØPerformance guarantees in DC plans (not properly 
costed, reserved or mitigated)
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Challenges in emerging markets

ØLack of reliable data
ØMortality data 
ØUse of antiquated UK, French etc tables

ØNo data on mortality improvement

ØFinancial/economic data
ØVery volatile

ØMay not be reliable

ØDifficult to form appropriate assumptions
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Challenges in emerging markets

ØPrivate sector/public sector balance
ØOverall pension policy and structure
ØIs it conducive to competitive pension/insurance 

environment?

ØAppropriate tax incentives?

ØState-owned financial institutions
ØHow to supervise?

Ø“clash of titans”

ØPolitical interference
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Emerging issues 

ØMove from Basel/Solvency 1 to 
Basel/Solvency 2

ØRetreat from Basel/Solvency 2

ØIFRS – mark to market

ØLessons learned from supervisory and 
market failures
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Emerging issues 

ØBasel/Solvency 1
ØRisk based capital
ØUnweighted capital – limits leverage
ØFormulaic
ØEasy to arbitrage
ØCompliance based supervision
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Emerging issues 

ØBasel/Solvency 2
ØThree pillar approach 
ØInternal models or standard approach
ØStandard approach more model-based 

than B/S 1
ØRisk based supervision
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Emerging issues 

ØBasel/Solvency 2
ØWeaknesses of model-based approach 

ØProcyclicality

ØTail-correlation

ØWeakness of reliance on market to price 
and manage risk
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Emerging issues 

ØQuo vadis?
ØBasel/Solvency 1.5?

ØMore standardization of risks

ØLess reliance on models

ØBasel/Solvency 3

Ø???

ØSuitability for emerging economies?
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Contact Details

Michael Cohen

Ottawa, Canada

Email: mchlchn@hotmail.com
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