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EBC Insurance Committee response to request for public
comment: exposure draft on short-term revision in
solvency margin regulation

The European Business Council in Japan (EBC) appreciates the opportunity to provide public
comments on the draft for revised solvency calculations requirements. We welcome the proposed
changes as an important step to modernise the solvency calculations in Japan and converge the
requirements for Japanese insurers with those that apply to insurers on other global markets. In
particular we welcome the requirements moving closer to the Solvency Il regime being developed
in Europe, and appreciate the positive sentiments from the FSA on the appropriateness of the
Solvency Il approach. Following are comments on specific items within the draft changes to the
Solvency Requirements.

1 Price Fluctuation Risk

1.1 Price Fluctuation Risk for alternative asset classes

There is a growing representation of alternative assets in the investment portfolios of Japanese
insurers. Itis important to realise that for certain alternative asset classes such as hedge funds and
private equity, risk profiles are significantly different from traditional equities, which historical data
proves. Given this background, the EBC believes that the application of the equity factors for the
calculation of the price fluctuation risk in the solvency is not appropriate. Separate factors should be
set for hedge funds and private equity asset classes. Other classes not stipulated need also rules
and regulations such as currency-hedged foreign equities/bonds and REIT.

Regarding hedge funds, their risk profile depends on type of hedge fund strategy. Risk factors
should therefore be differentiated based on type of strategy ( long/short, arbitrage etc) . By
referring to the hedge fund index by strategy (for example EDHEC indices, which refers to 10 index
providers), price fluctuation risk factors could be defined by strategy. Historical data could be used
to determine the factors. The EBC believes that this will lead to a more meaningful risk assessment
and hence risk capital provision for hedge fund investments.

Similarly, private equity is clearly different from the traditional equity asset class. Private Equity can
be broadly categorized into two types:

1) Buyout (investment in established private or publicly listed firms that are undergoing a
fundamental change in operations or strategy) and

2) Venture capital (high-risk investment in new or young companies following a growth path in
technology and other value-added sectors).

By referring to the historical data of the Thomson Venture Economics Indexes for Private Equity, the
EBC considers that appropriate price fluctuation risk factors could be determined for private equity
split into the Buyout and Venture capital categories. We believe that this will lead to a more
meaningful price fluctuation risk assessment for private equity assets and hence risk capital
provision for such investments.



1.2 Treatment of derivatives regarding Price Fluctuation Risk Amount

The EBC believes that risks of derivatives are under estimated in current as well as in the proposed
new rules. We therefore recommend that risk factors for foreign currency assets should be defined
with hedging derivatives For example, the risk amount of F/X-hedged foreign currency bond is set
to zero in the proposed new rules although, in reality, such bonds are exposed to interest rate risk.

According to a response by the FSA to a public comments received in March 2001, the interest it
was concluded that the risk factor should be 0%. The EBC believes, however, this should be
re-considered to better reflect current market environment, especially for combinations of assets
and hedges with significant exposure, such as FX-hedged foreign currency bond.

The report following the proposal ("Trial estimation of Solvency Margin Ratio to check technical
skills") recommends that FX-hedged foreign currency assets be regarded as foreign currency
assets backing foreign currency liability. However, in this case, we need to define different risk
factors for FX-hedged foreign currency assets to those used for foreign currency assets backing
foreign currency liability, to better reflect the cost of hedging.

1.3 Diversification Benefit regarding Price Fluctuation Risk Amount

The draft proposal suggests calculations should be made according to the following:

1) Estimate the risk that the price of asset class falls below par in each individual asset class and
2) Apply the correlation matrix to the risk amounts derived by 1 in order to compute the
diversification benefit and aggregated risk.

The EBC believes, however, that the benefit of computing risk for individual asset classes has
become less relevant with the recent mark to market valuation and the sophistication of financial
techniques. The risk should rather be calculated on the expected return and volatility of the entire
asset portfolio of the whole company, which in turn are derived from the returns and volatilities of
individual assets and the correlation matrix. By doing so, the calculation of diversification benefit
will be more accurate

2 Future profits:

According to the draft FSA recommendations, expected future profit will be not counted in the
available margin, which is in direct contradiction to Solvency 2 The EBC believes that this is
actually a step away from the long-term strategy of allowing for more economic based calculations
and maintains that expected future profit should be allowed to remain the available margin.

Furthermore, not only expected future profits for participating products, but also those for
non-participating business should be counted in the available margin. We see no reason to
differentiate the treatment of future profits from non participating business from that for non-par
products. For non-par products the reserve also includes a future profit margin which could be
released over time to cover the risks, in the same way as future profits for participating business.

3 GMB Risk

We appreciate the proposed changes to a GMB reserve based method as a way to calculate the
risk quantification in the standard method This will better reflect the characteristics of each
company’s business into the risk assessment.

However, the calculation methodology for GMB reserve is defined in the Actuarial Note of each



company, and so the risk amount could vary by the level of pure premium used in the GMB reserve
calculation. The EBC therefore believes that a common methodology should be established for the
pure premium within the GMB risk assessment of the standard method, such as that it is based on
the observed risk-free rate on the evaluation date and is within the limits of the M&E.

The FSA proposal for the GMB risk does not include the co-variance effect. This is in contrast to
the methodology used for the price fluctuation risk. Therefore the GMB risk is calculated based on
assumptions exceeding the confidence level of the price fluctuation risk of 95%. The approaches
should be made consistent .

The EBC believes, furthermore, that rules and regulations for setting risk factors of assets that are
currently not in the FSA proposal, such as currency-hedged foreign equity / bonds and REIT,
should also be introduced.

4 Interest Rate Risk

The interest rate risk based on the proposed calculation will have little uncertainty because the
contribution of the standard deviation of interest rate to the risk amount is limited. This means that a
diversification benefit between interest rate risk and the other risks cannot be expected. Therefore
consideration needs to be given to revising the formula for the aggregated risk amount, which
assumes such diversification benefit.

About the EBC:

The European Business Council (EBC) is the trade policy arm of the 18 European national
chambers of commerce and business associations in Japan. Established in 1972, the EBC works
to improve the trade and investment environment for European companies in Japan. The EBC
currently represents more than 3,000 local European companies and individuals who are members
of their national chambers of commerce. 350 of these companies participate directly in the EBC’s
29 sector-based committees.
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