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2.  RAT IONALE FOR REGULATING F INANCIAL MARKETS

FINANCIAL MARKETS PLAY CRITICAL ROLES IN THE ECONOMIES SERVED

Among the roles played are:
• facilitating payments for the exchange of goods and services
• pricing, pooling, managing and transferring risk
• pooling or mobilising resources for capital expenditure and 

infrastructural- or social development
• mobilising savings and financial liquidity, and
• facilitating trade in goods or services between countries and regions.

CFRNZ (undated); Fohlin (2014); Merton (1995); OECD (2010) and World Bank (2012)



5



6

2.  RAT IONALE FOR REGULATING F INANCIAL MARKETS

FINANCIAL MARKETS PLAY CRITICAL ROLES IN THE ECONOMIES SERVED

They are increasingly  integrated,  potent ial ly  cont r ibut ing to instabi l i ty

They take on a number of  forms but  are complex,  global  in  reach and inter twined

CFRNZ (undated); Detzer (2014); ECB (2012); Erskine (2014); Fohlin (2014); Merton 
(1995); OECD(2010); Tagoe (2016); Vitols, (2001); World Bank (2012)
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2.  RAT IONALE FOR REGULATING F INANCIAL MARKETS

FINANCIAL MARKETS PLAY CRITICAL ROLES IN THE ECONOMIES SERVED

They are increasingly  integrated,  potent ial ly  cont r ibut ing to instabi l i ty

They take on a number of  forms but  are complex,  global  in  reach and inter twined

F inancial  markets  cause substant ial  (not  easi ly  quant i f ied) damage when they fai l

Coates (2015), Cochrane (2014); Posner & Weyl (2013b); Reinhart & Rogoff (2008 & 2011)
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2.  RAT IONALE FOR REGULATING F INANCIAL MARKETS

FINANCIAL MARKETS PLAY CRITICAL ROLES IN THE ECONOMIES SERVED

They are increasingly  integrated,  potent ial ly  cont r ibut ing to instabi l i ty

They take on a number of  forms but  are complex,  global  in  reach and inter twined

F inancial  markets  cause substant ial  (not  easi ly  quant i f ied) damage when they fai l

These fai lures (or  imperfect ions)  can have a range of  forms and consequences

Barr & Diamond (2006); Brunnermeier et al (2009); Carvajal et al (2009); CFRNZ (undated); De la Dehesa
(2010); FCA (2013); Gintis (2009); Grochulski & Morrison (2014); Healy & Palepu (2001); IMF (2013, 2014b 

and 2018); Khwaja & Mian (2011); Laffont & Martimort (2002); OECD (2010); Parker, (2002)

These include:
• information inequity
• market-power imbalances
• principal-agency conflict
• externalities
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2.  RAT IONALE FOR REGULATING F INANCIAL MARKETS

FINANCIAL MARKETS PLAY CRITICAL ROLES IN THE ECONOMIES SERVED

They are increasingly  integrated,  potent ial ly  cont r ibut ing to instabi l i ty

They take on a number of  forms but  are complex,  global  in  reach and inter twined

F inancial  markets  cause substant ial  (not  easi ly  quant i f ied) damage when they fai l

These fai lures (or  imperfect ions)  can have a range of  forms and consequences

And the poss ibi l i ty  of  regulatory  fa i lure should not  be excluded

Regulat ion is  typical ly  just i f ied on ef for ts  to correct  market  fa i lures

APRA (2014); Australian Government (1997); Baldwin & Black (2016); Black (2012 and 2013); Black & Baldwin 
(2010); Cochrane (2014); Falkena et al (2001); Feasibility (2010); FSA (2006 and 2012); Knot (2014); Llewellyn 
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3.  THE CONTRIBUT ION OF INSURANCE TO DEVELOPMENT

“A sound national insurance and reinsurance market is an essential characteristic of 

economic growth.”

United Nations Conference on Trade and Development (UNCTAD, 1964:55)

INSURANCE CONTRIBUTES TO ECONOMIC AND SOCIAL DEVELOPMENT
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3.  THE CONTRIBUT ION OF INSURANCE TO DEVELOPMENT

Insurance theoret ical ly  benef i t s  society  in a  number of  ways

Evidence of  causal  l ink  between insurance and economic growth is  not  clear
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4.  SYSTEMIC R ISK

INSURANCE MAY CONTRIBUTE MATERIALLY TO SYSTEMIC RISK

What  is  systemic r isk?

“One possibility is simply to concede that systemic risk is not something that is amenable to 

quantification. Instead it is something that becomes self evident under casual observation.”

Lars Peter Hansen (2013:1)
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4.  SYSTEMIC R ISK

INSURANCE MAY CONTRIBUTE MATERIALLY TO SYSTEMIC RISK

What  is  systemic r isk?

Are regulators  ef fect ively mit igat ing or  managing systemic r isk?

“Existing policies appear adequate to contain individual firm and systemic risks both now 

and in the intermediate term.”

Group of Ten (2001: 7 and 18)
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4.  SYSTEMIC R ISK

INSURANCE MAY CONTRIBUTE MATERIALLY TO SYSTEMIC RISK

What  is  systemic r isk?

Are regulators  ef fect ively mit igat ing or  managing systemic r isk?

Consider the special labelling and treatment of the SIFIs and G-SIIs:
• appears to provide a free lunch of lower funding costs to SIFIs
• some insurers, in contrast, have been scrambling to avoid identification as a G-SII
• evidence of reducing contributions to systemic risk was found
• but flaws in the allocation of insurers to the G-SIIs group were also identified

Araten & Turner (2013); Boyd & Heitz (2016); Chen & Sun (2019); Fung & Yeh (2018); Jobst (2014); Kim (2011); 
Moenninghoff et al (2015); Ötker-Robe et al (2011); Ueda & Di Mauro (2013); Weiß & Mühlnickel (2014)
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4.  SYSTEMIC R ISK

INSURANCE MAY CONTRIBUTE MATERIALLY TO SYSTEMIC RISK

What  is  systemic r isk?

Are regulators  ef fect ively mit igat ing or  managing systemic r isk?

What  o f  the insurer  contr ibut ion to  systemic r isk

Under what  condi t ions are insurer cont r ibut ions to systemic r isk  s igni f icant?

Researchers have made several proposals to regulators:

• identify and mitigate potential market failures in insurance

• focus on the resilience of the network, not just on the financial robustness of regulated entities

• consider the potential for the activities in which insurers engage to contribute to systemic risk

• in the interests of better-informed customers and stronger competitive dynamics, enhance
• market conduct
• the transparency of market activity
•
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5.  PRUDENTIAL REGULATION OF INSURERS

SOLVENCY II HAS BEEN THOROUGHLY EVALUATED

Europe’s  Solvency I I  approach is  es tabl ish ing i t sel f  as  the global s tandard

Regarded as an improvement  on i ts  predecessors  and many of  i t s  peers

Cummins (1993); Doff (2008 and 2016); Eling & Holzmüller (2008); Holzmüller (2009); Klein (2012a); Liu et al (2019); Rae et al (2017)
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5.  PRUDENTIAL REGULATION OF INSURERS

SOLVENCY II HAS BEEN THOROUGHLY EVALUATED

Europe’s  Solvency I I  approach is  es tabl ish ing i t sel f  as  the global s tandard

Regarded as an improvement  on i ts  predecessors  and many of  i t s  peers

Subject  to  cr i t ic ism in a number of  respects

Casarano et al (2017); Cerchiara & Demarco (2016); Christiansen & Niemeyer (2014); Foroughi (2012); Frölich & Weng (2015 and 2018); 
Eling et al (2007); Eling & Holzmüller (2008); Gatzert & Wesker (2012); Laas & Siegel (2017); Liu et al (2019); Martin (2013); Swarup (2012)

Some of these include:
• costs of implementation may raise barriers to entry, undermining the benefit of the approach
• undue complexity adds to cost and to risks of arbitrage and supervisory ineffectiveness
• inconsistency with Basel requirements and variations in outcomes across countries
• risks associated with the use of internal models
• call for review of several technical aspects of the SCR calculation
• need for greater emphasis on appropriate governance and improved market transparency
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5.  PRUDENTIAL REGULATION OF INSURERS

SOLVENCY II HAS BEEN THOROUGHLY EVALUATED

Europe’s  Solvency I I  approach is  es tabl ish ing i t sel f  as  the global s tandard

Regarded as an improvement  on i ts  predecessors  and many of  i t s  peers

Subject  to  cr i t ic ism in a number of  respects

Al-Darwish et al (2011); Barth (2000); Boonen (2017); Eling & Holzmüller 
(2008); Floreani (2013); Rae et al (2017); Swarup (2012); Wagner (2014)
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5.  PRUDENTIAL REGULATION OF INSURERS

SOLVENCY II HAS BEEN THOROUGHLY EVALUATED

Europe’s  Solvency I I  approach is  es tabl ish ing i t sel f  as  the global s tandard

Regarded as an improvement  on i ts  predecessors  and many of  i t s  peers

Subject  to  cr i t ic ism in a number of  respects

Acharya (2009); Acharya et al (2012 and 2017); Adams et al (2014); Allen & Carletti (2006); Brownlees & Engle (2017); Bui et al (2017); 
Checkley (2009); Fong et al (2011); Gauthier et al (2012); Giglio (2016); Hautsch et al (2015); Huang et al (2012); Ibragimov et al 

(2011); Leukes & Mensah (2019); Sedunov (2016); Segoviano & Goodhart (2009); Wagner (2010); Zhang et al (2015)

More important, to this study, it has been criticised for inadequate attention to systemic risk:
• the uniformity of the solvency framework incentivises behavioural herding
• technical aspects of the calculation contribute to systemic risk
• value-at-risk (VaR) not only ignores tail risk but it focuses on idiosyncratic risk
• a number of alternatives to VaR have been explored and tested, ∆CoVaR, for example
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5.  PRUDENTIAL REGULATION OF INSURERS

∆CoVaR does not produce results consistently similar to the VaR alternative in use
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5.  PRUDENTIAL REGULATION OF INSURERS

SOLVENCY II HAS BEEN THOROUGHLY EVALUATED

Europe’s  Solvency I I  approach is  es tabl ish ing i t sel f  as  the global s tandard

Regarded as an improvement  on i ts  predecessors  and many of  i t s  peers

Subject  to  cr i t ic ism in a number of  respects

The real  concern:  divers i f icat ion pursued by ent i t ies  cont r ibutes to  systemic r isk

Acharya (2009); Allen & Carletti (2006); Checkley (2009); Ibragimov et al (2011); Wagner (2010)

“While it is true that diversification reduces an institution’s overall likelihood of failing, it also 

increases its inclination to fail at the same time as other institutions. Since externalities are 
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5.  PRUDENTIAL REGULATION OF INSURERS

SOLVENCY II HAS BEEN THOROUGHLY EVALUATED

Europe’s  Solvency I I  approach is  es tabl ish ing i t sel f  as  the global s tandard

Regarded as an improvement  on i ts  predecessors  and many of  i t s  peers

Subject  to  cr i t ic ism in a number of  respects

The real  concern:  divers i f icat ion pursued by ent i t ies  cont r ibutes to  systemic r isk

The problem has been recognised by the European Insurance & Occupat ional  

Pensions  Authori ty  (E IOPA)

EIOPA (2019a and 2019b); ESRB (2018 and 2020)

Options identified for addressing the problem:
• capital surcharge for systemic risk
• concentration thresholds
• expansion of the prudent person principle
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5.  PRUDENTIAL REGULATION OF INSURERS

SOLVENCY II HAS BEEN THOROUGHLY EVALUATED

Europe’s  Solvency I I  approach is  es tabl ish ing i t sel f  as  the global s tandard

Regarded as an improvement  on i ts  predecessors  and many of  i t s  peers

Subject  to  cr i t ic ism in a number of  respects

The real  concern:  divers i f icat ion pursued by ent i t ies  cont r ibutes to  systemic r isk

The problem has been recognised by EIOPA

South Afr ica’s  insurance market  i s  large and sophis t icated,  but  concentrated

IMF (2008, 2014a, 2015a, 2015b and 2015c); PA (2019)

The IMF has:
• commended the improving regulatory framework, but called for
• more attention to liquidity risk, and 
• a stronger approach in mitigation of systemic risk
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SOLVENCY II HAS BEEN THOROUGHLY EVALUATED

Europe’s  Solvency I I  approach is  es tabl ish ing i t sel f  as  the global s tandard

Regarded as an improvement  on i ts  predecessors  and many of  i t s  peers
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6.  SOUTH AFRICAN REGULATORY MODEL

SA INSURANCE REGULATORS SHOULD GIVE ATTENTION TO SYSTEMIC RISK

South Afr ica has a s imi lar ly  s t rong rat ionale for regulat ing insurers

Pol icymakers  a l ready focus on improving the economic and socia l  

cont r ibut ions of  insurance

FMT (2015 and 2018); FSCA (2018); NTSA (2011a)
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6.  SOUTH AFRICAN REGULATORY MODEL

SA INSURANCE REGULATORS SHOULD GIVE ATTENTION TO SYSTEMIC RISK

South Afr ica has a s imi lar ly  s t rong rat ionale for regulat ing insurers

Pol icymakers  a l ready focus on improving the economic and socia l  

cont r ibut ions of  insurance

Evidence for  and against  a  cont r ibut ion to systemic r isk exis t s

Against the position that SA insurers contribute meaningfully to systemic risk, they have:
• a long history of careful prudential management
•
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7.  CLASSIFYING SOURCES OF SYSTEMIC R ISK 

EFFORTS TO CLASSIFY SOURCES OF SYSTEMIC RISK
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7.  CLASSIFYING SOURCES OF SYSTEMIC R ISK 

EFFORTS TO CLASSIFY SOURCES OF SYSTEMIC RISK

EIOPA (2017); IAIS (2019)

Developed a bespoke approach to fit with existing regulatory frameworks:

• Assets

• Liabilities

• Asset-liability management

• Solvency

• General
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7.  CLASSIFYING SOURCES OF SYSTEMIC R ISK 

EFFORTS TO CLASSIFY SOURCES OF SYSTEMIC RISK

EIOPA (2017); IAIS (2019)

Filled with identified examples (selection):

• Assets: concentration

• Economic, policy and governance impact on assets

• Impacts of climate change on asset values

• Interconnected stock market performance

• Investment in banks and the real economy on direct banking activities

• Assets: quality

• Counterparty exposures

• Investment through unregulated subsidiaries

• Non-traditional investment activities

• Complex structured securities, CDSs and others
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7.  CLASSIFYING SOURCES OF SYSTEMIC R ISK 

EFFORTS TO CLASSIFY SOURCES OF SYSTEMIC RISK

EIOPA (2017); IAIS (2019)

Assessed against publicly-available insurer information:

• Annual reports, life and non-life insurers

• Last five years

• Capturing the largest five life and non-life insurers

• Assessing at group and insurance level
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7.  CLASSIFYING SOURCES OF SYSTEMIC R ISK 

EFFORTS TO CLASSIFY SOURCES OF SYSTEMIC RISK
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8.  FURTHER RESEARCH

FURTHER RESEARCH MAY BE BENEFICIAL IN A NUMBER OF AREAS

The following may be considered:

• Financial market networks

• The economic and social benefits of insurance in South Africa

• Empirical tests of the insurance industry
• options for determining individual entity contributions to systemic risk
• exploration of the nature of assets and liabilities, across insurers and across groups
• consideration of a graduated regulatory approach that takes into account entity characteristics

•
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