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I. Korean Insurance Market Overview

Korean
Insurance Industry

i veare
'R

1.1. GDP and Financial Assets | é

€ Korea is ranked at 15th in 2010 in terms of GDP.
€ Total assets of the financial institutions have reached 2.9 trillion USD.

- The proportion of insurers’ assets is 26.5% : Life 20.6% and Non-life 5.9%.

GDP and GDP per capita in 2010 Financial in
15000 Billion USD Thausand L:ISD S ecuritios
GOP per capitar®) - Non-life e
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1.2. Insurance Market Size e/

4 Korea is ranked as one of the top 10 largest insurance markets with the gross

premium of 139 billion dollars and a market share of 3.0%.

% Insurance penetration is 12.12% and insurance density is 2,785 dollars.

ity in 2012
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L |
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1.3. Product Portfolios &

4 Most products sold in the life insurance market consist of whole life and

annuities including variable annuities (VA).
€ In the non-life insurance market, the market share of auto and long-term

insurance is 81.3%.

_Life Product Portfolio in 2012 Non-Life Product Portfolio in 2012

Wi and Death
Annuity and General P&C
124%

pension
64% Auto
19.7%
Products
Bbib% )
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1.4. Asset Portfolios

# Most of the insurers’ assets are financial securities, especially long-term bonds.

Cash and

equivalents fashiand

23% equivalents
45%
Others,
4.7%
Properties o=
Propertieg 18%
25%
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1.5. Solvency Regulation

€ Regulatory reforms have been carried out to enhance market competition and

insurers’ capacity to deliver insurance services.

1997 + Gradual Price Liberalization
1999 + Integration of the Policyholder Guaranty Fund into the Deposit Insurance System
* Implementation of EU Solvency I-type Solvency Standards
- + Standard Valuation and Standard Interest Rates were implemented

- « Risk-based Capital (RBC) Standards Pilot-testing (2009~2010)
2011 + IFRS Full Adoption; Implementation of IFRS 4 phase 1 Liability Adequacy Test
1 « RBC Standards Implementation
+ RBC Standards Strengthening Plan (2012~2015)
« Financial Stability Assessments (FSAP) by IMF
+ IFRS 4 Phase 2 is expected to be effective
m + FSAP is planned to be undergone 8
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1.5.1. Risk-based Capital (RBC)

@ RBC is a standard factor-based risk capital requirements.
- 5 top level risk categories : insurance, interest rate, credit, market, operational risks
- Risk measure is Value at Risk (VaR) based on 95% confidence level over one year

- Top level risk charges are combined with the square root rule.

Capital Insurance risk « premium risk
Requirements + reserving risk

+ asset-liability mismatching risk
* negative interest margin risk

* counter-party risk
- available-for-sale equity & bonds, reinsurance

+ price fluctuation risk
- equity & bonds for trading, FX
- guarantee option of VA

Operational risk = 2% of net premium

9
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1.5.2. RBC ratios

4 The average RBC ratios in the Korea insurance industry are above 200%.
- Life insurance industry : 286.3%

- Non-life insurance industry : 261.1%

Average RBC ratios
350%
336.6% -
298,6%
300% 2863%
297.0%
250% 259.1% Non-Life 261.1%

200%
Recommended level after Global Financial Crisis : 150% to 200%
150%
Company Acticn level : 100%
Authorzed Control Level @ 50%
100% T ¥

2Q11 3011 4Q11 1912 2Q12 3012 4Q12  1Q13 2013 3Q13  4Q13
10

Kiji 2499a+4




II. Changes in Insurance Market Environments

f Regulatory

changes

Economic
changes

Demographic

changes

KiRi 24974
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2.1. Regulatory Changes é

4 Regulatory changes in solvency supervision and accounting have focused on

the international consistency since the global financial crisis.
- Insurers should meet the strengthened RBC standards in 2 years

- Insurers will face the increase of liabilities on current value basis in 4 years

Current Value-based
Insurance Liabilities

Higher Quantitative
Capital Standards

Own Risk and Solvency
Assessment
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2.2. Economic Changes é

4 Korean GDP growth rate has come down from the stratospheric heights.
- Kerean GDP growth rate is no longer higher than the World's

- Insurers have seen interest rates decline rapidly since 2000.

GDP Growth Rate 10-Year Government Bond Rate
10% 75% 1 9%
iz 65%
6.0%
60% 55% -
A.0% 45%
20% 35% - 4.0% i
03%

o -04% Tl M
FPEEPPIPELPPrPrs §§855388888558888¢8
-2 13
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2.3. Demographic Changes #

€ Future population structure over the next few decades is characterized by
structural ageing.
- The proportion of ages 65 and over has been rapidly increasing from 7.0% in 2000
to 11.8% in 2012 and is expected to reach 24.3% in 2030.
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® Population ageing is characterized by declining fertility and growing longevity.

- Total fertility rate in 2012 is 1.3 children per woman.

- Life expectancy at birth is 81.4 years and that at 65 is 20.1 years.
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III. Impact of the Changes
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3.1. Negative Interest Margin Risk &

@ Investment yields have declined below crediting interest rates as the era of low

interest rates prolongs.
- Some life insurers are experiencing negative interest margins.

- Insurers are more exposed to the risk that negative interest margins would not be

covered by the investment profits of equity accounts.
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3.1.1. Fixed Crediting Rate e/

4 Interest rates are fixed on the 53.6% of premium reserves in the life insurance

industry as of the year 2012.
- It would take about 15 years for interest margins to turn positive.

- Interests on 87.5% of non-life premium reserves are credited with floating rates.

B0% 01%
55% I I jr- '~. 00%
I Interest Margin{ R]
50% -01%
Crediting Rate{l)
45% 1 o-02%
Irvestment Yeeld{L]
40% . r | 0.3%
13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31
Source : Bank of Korea (2013.4) 18
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3.2. ALM Risk and Market Risk

insurers’ assets are.

risk) in total capital requirements is 53.0%.

# Insurance liabilities are more sensitive to the fluctuation of interest rates than

- For life insurers, the proportion of interest rate risk (i.e., asset-liability mismatching

- In addition, the falling interest rates expose life insurers holding variable annuities

with guaranteed minimum benefits to bigger market risk.
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3.2.1. Changes of Portfolios

liabilities.

Ee

et/

€ Insurers have responded by reducing the duration gap between assets and

- The duration of assets increases as insurers hold more long-term assets.

- The lack of available long-term assets turns the insurers into focusing more on the

change of product portfolio by selling floating interest rate products.
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3.3. Assuming More Risks

@ It would be difficult for insurer to increase premium growth rate without
changing current product portfolio.
- Premium growth rates would have followed economic growth rate without tax
reforms.

- Low economic growth environments make insurers assume more risks than ever.
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3.3.1. Health and Income Protection

€ Ageing people need more health and income protection.
- Insurers will be more exposed to longevity risks as annuities and pensions become
dominant in the insurance market.
- In addition, insurers will face more insurance risks as older people become their

main customer base.
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3.4. Regulatory Uncertainty | é

4 Financial supervisory authorities plan to strengthen solvency standards.

- The plan is being setup to prepare for FSAP and IFRS 4 phase 2 implementation in
2018.

- The details of the plan are not confirmed and preparation period is not sufficient.

* EU Solvency I-type Standards * RBC Implementation « IFRS 4 phase 2
_{ 2009 |_| 2011 H 2012 |—| 2015 |_{ 2018 ]
= RBC Pilot Testing + RBC Strengthening Plan (2013-2015) « IMF FSAP

€ Concerns about potentially substantial ‘trial and error’ arise.

- A short preparation period makes it difficult for insurers to meet the strengthened
capital and accounting standards.
- The perception of regulatory uncertainty restrains insurers' investments under the

new plan, undermining the effectiveness of regulatory initiatives. 23
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IV. Risk Management in Insurance

Interest Rate Risk

Management

Insurance Risk

Management

Response to
Regulatory

Uncertainty
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@ Insurers should reduce economic mismatch against interest rate risks.

- Insurers have tried to hold more long term assets; however, the lack of domestic

long-term assets makes insurers try to find alternative means.

- Limits on risk-transfer using derivatives and financial reinsurance : high transaction

costs and complex hedging accounting.

- Insurers focus more on the change of their product portfolios rather than on that

of their asset portfolios.

# For products with guaranteed minimum benefits or guaranteed minimum
crediting rates, insurers have to manage interest rate risks in the environment
of falling interest rates.

- Guaranteed minimum interest rates for floating crediting rate products

- Guaranteed minimum benefits for variable insurance products 26
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4.2. Insurance Risk Management é

4 Building up infrastructure for the health insurance market

- It needs to standardize private health insurance services that are not included in

the benefits provided by the National Health Insurance Service(NHIS).

- The allowance of medical service providers' claims for medical expenses and the

need of information sharing between NHIS and insurers are at issue.

4 Growing awareness of the needs to manage longevity risk
- Longevity risk is not significant in the Korean insurance industry; most annuities
are in the early stage of accumulation and their persistency rates are not high.
- However, rapid mortality improvement and prevailing annuity conversion options
in whole-life insurance make insurers more exposed to longevity risk.
- The mix of life and annuity risks is not likely to provide an optimal mortality

hedge; as a result, risk sharing with capital market participants may be sought for.
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4.3. Response to Regulatory Changes é

4 RBC strengthening plan and IFRS 4 phase 2 are expected to promote the risk

management in insurance.

4 Their implementation may lead most insurers to struggle against the decline of

their RBC ratios; however, these effects are not fully considered in the plan.
- The decline of RBC ratios may force insurers to reduce risks while they need to
assume more risks under new environments.
- IFRS 4 phase 2 could make the reserves insurers hold fall short of their current

values, leading to the reduction of their surplus.

4 Insurers have to include regulatory uncertainty in their strategic planning.
- The details of the solvency roadmap are not established yet.

28
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4.3.1. Solvency Regulation Reform

VA

# Solvency reform makes insurers more sensitive to risks and promotes their risk
management.

- The reform should be designed to facilitate a smooth crossover to the new regime
by providing insurers with time to modify and adapt their current practices.

- In addition, a variety of risk transfer solutions may need to be included in the
reform.

Promoting self-assessment

« Risk ramification : e.g., longevity risk
* Precise risk measurement :
« Raising the confidence level to 99% ghernalimoners

Pillar 1
(RBC)

Pillar 2

risk monitoring
(supervisory review)

examination

Pillar 3
(market discipline)
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4.4, Enterprise Risk Management

Sant/

4 Risk and capital management are becoming more important to insurers.

- Insurers need to respond to future market uncertainties, as well as foreseen
regulatory changes.

- Insurers have to make risk-based considerations at the forefront of business

operations and decision making.

4 Setting up risk-based pricing frameworks

- Risk monitaring and control over the entire business process

4 The development of a strong risk management culture

- Moving away from tick-box exercise to the risk management improvement driven
primarily by management vision not by the regulatory stick.
30
Kiji 2499a+4




Thank You

Kiji 24424

o M |

=K 31



