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How Relevant is Risk-Based Supervision 
for Pension Funds: The Regulators 
Perspective 

Musa A. Ibrahim, PhD* 

Abstract 

Over the past two decades, privately managed pension systems have expanded greatly to 
play a central role in the provision of retirement income worldwide. The design and 
operation of these systems vary extensively, but the basic reason for their adoption 
remains unique across the board: countries need to provide affordable and sustainable 
income for their retired citizens. Achieving this objective becomes a challenging task in 
the face of the uncertainties created by globalization and rapid integration of financial 
markets. The utilization of risk-based methods originates primarily in the supervision of 
banks. In recent years, it has increasingly been extended to other types of financial 
intermediaries including pension funds and insurers. This trend is closely associated 
with the rising awareness of the convergence of regulatory focus and concerns within the 
financial sector. Given the move by other financial sectors to initiate a 'risk-based' 
approach to supervision, pension supervisory authorities are also looking to adopt such . 
methods. This paper, therefore, provides an insight into the relevance of risk-based 
supervision for pension funds in Nigeria. 

I. Introduction 

0 ver the past decades, privately-managed pensions have evolved from 
their origins as a supplemental form of deferred compensation to 
becoming an important and in some cases, central element of social 
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insurance systems. The supervision of these schemes has made a similar 

transition to meet the requirements of this new role, evolving from an initial 

emphasis on ensuring compliance with tax laws, labour contracts and relatively 

simple methods to limiting investment risk, towards a much more comprehensive 

approach designed to ensure proper management of all the risks associated with 

complex institutions relied upon to provide secure sources of retirement income. 

The wave of innovation and reforms in Latin America, Central and Eastern 
Europe beginning in the early 1980s, transformed pension funds from primarily 
employer-sponsored defined benefit (DB) arrangements into more diverse forms 
including most significantly the emergence of special purpose financial 
intermediaries operating on a defined contribution (DC) basis. This largely 
removed the capacity to rely on employers to guarantee outcomes, placing 
financial risks squarely on the shoulders of members. This transition shifted the 
nexus of supervision from controlling agency risks to managing systemic 
fmancial and operational risks. Initially, the new supervision regimes were based 
on simple portfolio limits with very pro-active compliance enforcement. 
Reducing risk over short periods through investment controls was the primary 
concern, while the risk-return efficiency or effective capital allocation were very 
secondary considerations. 

By the beginning of the new millennium, several factors combined to accelerate 

these changes in supervision methods. Private pension funds in a number of 

countries accumulated asset levels exceeding those of more traditional financial 

institutions, in some cases more than 100 per cent of GDP, leading to a 

commensurate increase in attention to their systemic importance. A "perfect 

storm" of rapidly declining interest rates, coincident with collapsing equity 

prices, exposed the fragility of the loose funding requirements for the remaining 

defined benefit schemes. Concerns about the capacity of the new defined 

contribution plans to produce adequate levels of retirement income also focused 
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attention on the efficacy of their design and operation. This led a number of 

countries to begin to adopt supervision systems based on various risk-based 

approaches that established new standards for the operation of pension funds and 

guided the conduct of their oversight activities. 

II. Conceptual Origins of Risk-Based Supervision - Basel II and Solvency 
The movement towards risk-based supervisory approaches can be traced to the 

development of early warning systems for banks. The earliest of these systems 

was the "CAMEL" system for risk rating adopted by the United States in the 

1980s. In 1988, the Basel Committee on Banking Supervision implemented the 

Capital Adequacy Accord (Basel I), which provided a risk-based framework for 

assessing the capital adequacy of banks to cover credit risks. The development of 

this framework was an important step towards risk-based supervision. It sought 

to ensure an adequate level of capital in the banking system by applying weights to 

credit exposures, based on broad risk classifications. Consequent upon that, 

during the 1990s a number of supervisors implemented risk assessment and early 

warning systems. 

In 1999, the Basel Committee began the process of replacing the Basel I Accord 

with a more contemporary framework, which requires banks to improve risk 

management and corporate governance in conjunction with improved 

supervision and transparency. The new framework, known as Basel II, is designed 

to encourage good risk management by tying regulatory capital requirements to 

the results of internal systems and processes, thus, creating incentives for 

improvements in risk management. In addition to making the calculation of 
regulatory capital more risk sensitive and recognizing the quality of internal risk 

management systems, the framework added two pillars to the model supervisory 

review process and market discipline. 
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The Basel II framework provides banks with a choice between a standardized 

approach to calculating credit risk using specified risk factors and an internal 

ratings-based approach, which is subject to explicit approval by the bank 

supervisor and would allow banks to use their internal ratings systems for credit 

risk. It has been built through a process of extensive exploration by regulators of 
emerging industry practices in risk management and considerable testing and 

calibration. The framework requires implementation of an effective and 

comprehensive risk management system. It is envisaged that banks will set up 

proper organizational structures, policies, procedures and limits for credit, market 

and operational risks. Banks are also required to have an integrated approach to 

risk management that covers the risks in particular business segments as well as 
the bank as a whole. 

The second pillar, supervisory review, allows supervisors to evaluate a bank's 

assessment of its own risks and assure themselves that the bank's processes are 

robust. Supervisors will have the opportunity to assess whether a bank 

understands its risk profile and is sufficiently capitalized against such risks. This 

pillar will encourage the adoption of risk focused internal audits, strengthened 

management information systems and the development of risk management 
units. 

The third pillar, market discipline, ensures that the market is provided with 

sufficient information to allow it to undertake its own assessment of a bank's risks. 

It is intended to strengthen incentives for improved risk management through 

greater transparency. This should allow market participants to better understand 

the risks inherent in each bank and to ultimately support well-managed banks at 

the expense of poorly managed banks. 

The movement towards greater risk focus is also being reflected in the insurance 

industry. The International Association of Insurance Supervisors (IAIS) is 
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currently working to develop a common international framework for assessing 

the solvency of insurers. At a regional level, work is underway in Europe on the 

Solvency II project, which aims to adopt a risk-based approach to capital 

requirements for insurance companies; and to introduce qualitative requirements 

for senior management, risk management, model validation and internal controls. 

There will also be recognition of internal modeling, in collaboration with the 

actuarial profession. 

Solvency II will involve a three pillar approach similar to Basel II, introducing a 

supervisory review process and enhanced transparency. Under Solvency II, the 

first pillar will define the resources that a company needs in order to be considered 

solvent. The Solvency Capital Requirement will set a threshold for supervisory 

action and a Minimum Capital Requirement will provide a basis for stronger 

action or even withdrawal of the company's license to write new business. As 

with Basel II, the capital requirement can be calculated using either a simple 

standardized model or an internal model which has been approved by the 

supervisor. 

Pillar 2 will take into account qualitative measures of risk control focusing on risk 

management processes, individual risk capital assessment and aspects of 

operational risk, including stress testing. 

Pillar 3 will address disclosure requirements incorporating more consistent 

international accounting standards. In many European countries which operate 

Define Benefit (DB) pension schemes or guarantee arrangements which involve 

technical reserving, the rules applying to insurance companies may also apply to 

pension entities. It is obvious that, the trend across the globe is inexorably moving 

towards improved risk management based on the three key elements outlined 

above. 
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PFAs, whose responsibilities over investment risk management include the 
formulation of policies and procedures governing investment, trading strategies, 
portfolio and asset allocation models and levels of authorization within the 
supervised institutions. To facilitate this requirement, the Commission has so far 
issued the exposure draft of Guidelines for Risk Management Framework for 
Licensed Operators to assist them in evolving reasonable risk management 
structures within their operations. Furthermore, the licensing structures put in 
place by the Commission require that the entire operations of PFAs and PFCs, 
which are risk-focused, are performed by competent, independent and 
accountable professionals. 

On the part of the Commission, a well integrated supervisory model has been 
deployed in the supervision of these institutions. The model involves the 
rendition of periodic returns by all supervised institutions under the fully 
automated Pension Return Rendition System (PenRRS), off-site assessments and 

surveillance, on-site examinations and a supervisory regime, which takes 
cognizance of each operator's risk profile. The entire process is aimed at 
monitoring the activities of pension funds to ensure that they remain within the 
requirements of the Pension Regulatory Framework, so as to ensure the protection 
of pension funds for members and safeguard the stability of the pension industry. 

The off-site function entails a quantitative and qualitative appraisal of the 
operations of the institutions based on returns rendered by them on a periodic 
basis with the objective of ensuring early detection of actual or potential 
problems, upon which corrective actions could be effected. The major focus here 
is being proactive rather than being reactive. Off-site surveillance, to a large 

extent, provides the foundation or indices for on-site examinations. 

On-site examination on the other hand, provides the Commission with the 
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opportunity to obtain first-hand infonnation to supplement or corroborate its off

site impressions of a particular supervised institution. In canying out this 

function, the Commission adopts the Unifonn Pension Fund Rating System 

(UPFRS). The UPFRS is an effective internal supervisory tool for evaluating the 

PFAs' and PFCs' activities on a uniform basis and for identifying those requiring 

special attention. Under the UPFRS, the institutions are assigned a composite 

risk rating based on an evaluation and rating of essential components of the 

institution's operations. The outcomes of off-site assessments and on-site 

examinations are considered in the risk profiling and rating of each individual and 

evolving a supervisory regime that is suitable in addressing the level of risks 
inherent in the operations of the institution. 

The Commission, in order to ensure that all key players within the pension 

industry remain risk-focused, seeks to gradually issue guidelines to point them in 

that direction. Specifically, an exposure draft on Guidelines for the Auditing of 

Pension Funds was issued to standardize the appointment and reporting of 

auditors of pension funds. Work is currently under way on guidelines for trustees 

of AES with the idea of refocusing their attention on risk issues, amongst others. 

V. Conclusion 
Emanating from the development of early warning systems in the regulation and 

supervision of banking and insurance organizations, there was a progressive 

movement towards the adoption of a more effective and rational basis for the 

regulation and supervision of organizations that impact positively on human 

endeavours in an increasingly sophisticated environment. This provided the 
necessary platfonn for the evolution of the risk-based supervisory framework 

which had its early roots in the "CAMEL" parameters and ultimately the Basel II. 

Contemporary global trends show increasing tendencies by employers to transit 
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their schemes from Defined Benefits (DB) arrangements into more diverse forms 

including most significantly the emergence of special purpose financial 

intermediaries operating on a Defined Contribution (DC) basis. This, therefore, 

effectively removed employer guarantees and shifted the financial risks squarely 

to the members. 

The above development, coupled with deliberate attempts at avoiding the pitfalls 

experienced in the banking and insurance industries, and in order to maximize the 

gains inherent in its adoption as experienced by other countries like Australia, 

Mexico, Netherlands and Denmark, necessitated the National Pension 

Commission to opt for the risk-based approach ab initio. 

Statistics supports the increased acceptance of the risk-based approach to 

supervision worldwide, as it offers the prospects of higher advantages relative to 

other approaches. 
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