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INTRODUCTION

1.

To enable the implementation of the risk-based capital (“RBC”) regime, the Insurance
(Amendment) Ordinance 2023 (“Amendment Ordinance”) was passed by the Legislative Council
in July 2023. The Insurance Authority (“IA”) is empowered to prescribe detailed requirements on
the new capital regime in subsidiary legislation using the power under section 129 of the Insurance
Ordinance (“10”) (Cap. 41).

On 5 December 2023 and 11 January 2024, the IA collectively published for consultation six draft
rules, as follows, made under section 129 of the 10:

Date of

. Draft rules published for consultation
consultation paper

5 December 2023 | e Insurance (Valuation and Capital) Rules (Cap. 41R)
Insurance (Submission of Statements, Reports and Information)
Rules (Cap. 41S)

11 January 2024 Insurance (Exemption to Appointment of Actuary) Rules (Cap. 41Q)
Insurance (Maintenance of Assets in Hong Kong) Rules (Cap. 41T)

Insurance (Marine Insurers and Captive Insurers) Rules (Cap. 41U)

Insurance (Lloyd’s) Rules (Cap. 41V)

These six draft rules aim to provide for the followings:

Insurance (Exemption to Appointment of Actuary) Rules (Cap. 41Q)
e criteria for exempting authorized insurers from the requirement of appointing actuary in relation
to general business;

Insurance (Valuation and Capital) Rules (Cap. 41R)

e requirements on valuation basis, eligibility of capital, capital requirements, as well as the fund
requirement under the amended section 22 and new section 25AAB (as amended and added by
the Amendment Ordinance) for authorized insurers (except for marine insurers, captive insurers
and Lloyd’s);

Insurance (Submission of Statements, Reports and Information) Rules (Cap. 41S)

e requirements on information to be submitted to the IA, including financial statements,
regulatory returns, auditor’s reports and actuarial reports;

e requirements on submission timeframe, frequency and manner;

Insurance (Maintenance of Assets in Hong Kong) Rules (Cap. 417T)

e criteria for giving exemption from the requirement of maintaining assets in Hong Kong;

e the amount of assets required to be maintained in Hong Kong for onshore general insurance
liabilities, with relief of such amount in respect of onshore general reinsurance business given
to insurers with relatively high financial strength rating;



Insurance (Marine Insurers and Captive Insurers) Rules (Cap. 41U)

e requirements on valuation basis, eligibility of capital, capital requirements, as well as the fund
requirement under new section 25AAB added by the Amendment Ordinance for marine
insurers and captive insurers; and

Insurance (Lloyd’s) Rules (Cap. 41V)
e requirements on valuation basis, eligibility of capital and capital requirements for Lloyd’s.

The IA received 44 and 20 written submissions in the first and second round of consultations
respectively from industry stakeholders and professional bodies. A list of respondents is at
Annex A.

Pursuant to section 132(3) of the 10, the IA publishes in this paper a summary of major feedback
received, its responses and the conclusions drawn.

SUMMARY OF KEY FEEDBACK RECEIVED AND RESPONSES OF THE INSURANCE
AUTHORITY

Insurance (Exemption to Appointment of Actuary) Rules (Cap. 41Q)

6.

Majority of respondents agreed to the proposed exemption criteria and arrangement in respect of
the appointment of actuary in relation to general business. Other comments or suggestions are set
out in Annex B. The IA has revised the draft Cap. 41Q in light of the feedback received and has
also made some drafting refinements. The marked-up version showing the amendments and clean
version of the draft Cap. 41Q are at Annexes C1 and C2 respectively.

Insurance (Valuation and Capital) Rules (Cap. 41R)

7.

A number of respondents expressed support for the draft Cap. 41R, while some made comments or
sought clarifications in certain areas. A question asked by some respondents is whether authorized
insurers could apply the principles of materiality and proportionality with respect to the draft Cap.
41R and the regulatory reporting. The IA would like to clarify that the principles of materiality and
proportionality continue to be applicable as far as there should not be any material misstatement in
the information contained in regulatory returns.

The key suggestions received centred on two issues, namely, relaxation of some specific parameters
and alignment with parameters adopted by those insurers which opted for early adoption of the
RBC regime. It is noteworthy that the draft Cap. 41R is devised on the basis of technical details
developed during rounds of quantitative impact study (“QIS”), the early adoption of RBC regime,
results of insurers’ Own Risk and Solvency Assessment under the Guideline of Enterprise Risk
Management, as well as having regard to international standards and regimes in other jurisdictions.
These technical details and parameters had been widely tested and accepted by the industry. While
we acknowledge some valid comments on aligning the draft Cap. 41R with parameters adopted in
earlier processes, suggestions seeking to further relax such parameters are generally not considered
in the current context taking into account the above background, though they would be considered
in future reviews of the regime. Paragraphs 9 to 18 below outline such key comments and
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10.

11.

12.

suggestions received and the [A’s responses.

Part 3 — Capital base

With regard to the reclassification of a portion of negative reserves from Unlimited Tier 1 capital
to Tier 2 capital under rules 8(3)(1) and 10(1)(e) of draft Cap. 41R, some respondents sought
clarification on the rationale of such reclassification, the level of granularity and the calculation in
determining the amount for the purpose of reclassification. A few of them mentioned the possible
impact if such amount was based on a more granular level, as well as the likely occurrence of
negative reserves at the inception of profitable insurance contracts and thus the potential impact for
start-up insurers.

The proposed reclassification of a portion of negative reserves is on the consideration that these
negative reserves, which represent future profits, may not be able to absorb losses immediately,
particularly given the fact that they cannot be readily monetized. The proposed reclassification aims
to avoid overly excessive reliance on the negative reserves by an applicable insurer to support
capital adequacy. That said, we recognize the necessary offsetting among the insurance contracts
under an economic valuation, thus the net amount of negative reserves is to be determined at the
total level in respect of long term business (including any unit reserves), or at the total level in
respect of general business. Balancing all the above factors, the IA considers that its proposal
remains appropriate, but will suitably refine rules 8(3)(1) and 10(1)(e) to provide for more clarity
on the granularity of calculation as explained above. Where appropriate, the IA may further
illustrate the calculation of the reclassification adjustment by way of a guideline in due course.

Part 4 — Valuation of assets and liabilities

Regarding the allowance for management actions as provided in draft rule 21, some respondents
noted that future management actions allowed for in the valuation of long term insurance liabilities
are confined to those having an impact on future discretionary benefits. They commented that
applicable insurers routinely manage risks by, for example, repricing medical products due to
medical inflation or reviewing charges of Class C products due to expense inflation, and thus such
confinement might not be able to reflect the business practices on an economic basis. While such
confinement has taken prudent consideration into account, some of the respondents pointed out that
it might hinder the effort in bridging the protection gap and suggested future management actions
should be allowed as long as they are objective, realistic and verifiable.

The proposed confinement of future management actions allowed for in the valuation of long term
insurance liabilities to those having an impact on future discretionary benefits was due to the
consideration that ability to reprice might be limited if a long boundary is determined for the
insurance liabilities. Reference was also made to the technical specification under Insurance Capital
Standard (“ICS”) being developed by the International Association of Insurance Supervisors in
April 2023. Having considered the consultation feedback as well as the continuous evolvement of
ICS, the TA agrees to remove the proposed requirement of confining future management actions to
those having an impact on future discretionary benefits under the base scenario so as to align with
the approach as adopted in the latest QIS. Corresponding amendments are made to rules 21 and 43.



13.

14.

15.

16.

17.

Part 5 — Determination of prescribed capital amount

Concerning the recognition of insurance risk mitigation effect and financial risk mitigation effect
in determining the relevant risk capital amounts under rules 41 and 42 respectively, some
respondents made the following comments:

e On rules 41(2)(e) and 42(2)(e), the right of direct claim might not be explicitly documented in
the contract commonly;

e On rules 41(2)(h) and 42(2)(g), the derivation of insurance risk mitigation effect and financial
risk mitigation effect might unavoidably create, for instance, counterparty default risk;

e Details would be required in respect of “range of gross loss scenarios” and “a range of loss
scenarios” under rules 41(2)(i) and 42(2)(h), and “adequate credit quality”’ under rules 41(2)(j)
and 42(2)(i); and

e The required 365 days from the valuation date for contract term of a financial risk mitigation
arrangement poses limitation on recognition of financial risk mitigation effect for rolling over
of relevant contract as provided under rule 42(5).

The IA would like to clarify that the criteria for “an insurer having a direct claim on counterparty
in the event of default, insolvency and other credit events” aims to stipulate that such right should
be legally enforceable, including any relevant legislation other than the contract itself. It should
also be noted that these criteria are commonly observed in other regimes. Rules 41(2)(e) and
42(2)(e) 1s amended to better reflect the policy intent. As to the concern that the contracts in
deriving insurance and financial risk mitigation might create other risk consequentially, the 1A
agrees to elaborate in rules 41(2)(h) and 42(2)(g) that “other risk” created does not cover such other
risk that is well addressed. Moreover, regarding the comments on the limitation on recognition of
financial risk mitigation effect under rule 42(5), the IA proposes to remove the limit of 365 days
from valuation date. Applicable insurers are also reminded that the assumed period for rolling over
of the relevant contracts needs to satisfy the conditions provided in rule 42(4). IA will also provide
a guideline on recognition of insurance risk mitigation effect and financial risk mitigation effect,
and include therein details of “range of gross loss scenarios”, “a range of loss scenarios” and
“adequate credit quality”.

The respondents generally welcome the proposal for an incentive given for green bond investments
when determining the risk capital amount for credit spread risk under rule 48. Some respondents
would like to understand more details on the criteria or principles for eligible green bonds as well
as the identification of independent and qualified international third party. Several respondents
made suggestions on incentives for other investments, for example, infrastructure investments.

For details on the criteria or principles for eligible green bonds as well as the identification of
independent and qualified international third party, the IA will specify the said criteria in gazette
and elaborate the necessary details by way of a guideline respectively. As for the suggested
incentives for other investments, the IA will study and take them into account in future reviews of
the RBC regime.

Part 7 — Transitional arrangement

While most respondents agreed or expressed no objection to requiring insurers to seek approval
from the IA to give transition to them, a few respondents reminded the need for a level playing
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18.

19.

20.

field and two suggested the IA closely monitor the risk-taking activities of the insurers under
transitional arrangement. A respondent considered the same rule should be applied across the whole
industry instead. A few respondents sought clarification on the approval criteria for the transitional
arrangement or the constraints imposed under rule 88(6). A respondent commented that all
applicable insurers should be entitled to apply for the transitional arrangement, while another
respondent suggested removing the approval requirement for the transitional arrangement.

The IA is committed to ensuring a level playing field for the industry. As reflected in the result of
the latest capital projection of applicable insurers, most of the insurers are able to comply with the
proposed prescribed capital amount, with very few which may need more time to get compliant.
For insurers applying for the transitional arrangement, they need to provide sound justifications
and supporting evidence, as well as a feasible capital restoration plan within the transition period.
Applicable insurers under transitional arrangement may be subject to conditions as mentioned in
rule 88(6), which will be determined on a case-by-case basis. Balancing all relevant considerations,
the IA considers that the approval arrangement, coupled with gazettal arrangement under rule
88(10), is appropriate and will also monitor the risk-taking activities of those insurers under
transitional arrangement.

A gist of other feedback and the IA’s responses are set out in Annex B.
Where the A decides to amend the draft Cap. 41R in light of the feedback received as well as to

make drafting refinements, the marked-up version showing the amendments and clean version of
the draft Cap. 41R are at Annexes D1 and D2 respectively.

Insurance (Submission of Statements, Reports and Information) Rules (Cap. 41S)

21.

22.

23.

Whilst most of the respondents agreed to the approach that the IA specifies the details of the forms
for regulatory returns under section 137 of the IO, a number of respondents highlighted that
advance notice with sufficient time allowed for preparation should be given to insurers for any
changes to the forms. A few of them further suggested that changes to the forms should go through
consultation with the industry. A respondent sought clarification on when the changes to forms
would be triggered, and another respondent on whether there would be an annual timetable for
changes to be made to the forms.

The IA welcomes the broad consensus among the respondents on the approach to specify details of
the forms under section 137 of the 10. The IA is also mindful of the time necessary for industry’s
preparation. Given that one of the considerations in proposing the way of specifying the forms is
to make them responsive to changes in market environment and international standards, we also
agree to consult the industry on proposed changes to forms and the timeline for making the changes.

Regarding the transitional measures relating to regulatory returns and the submission timetable,
whilst most of the respondents expressed support for such measures, a few respondents suggested
extending the transitional period of 2 years to a longer period, for example, till 31 December 2026,
or to 3 years. Two other respondents sought clarification on whether the transitional period would
end by 31 December 2026 period. Another two respondents suggested allowing more time for
insurers to submit quarterly returns even after the transitional period. One of these two respondents
suggested allowing 10 weeks for submission of quarterly returns during the transitional period, and
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24.

25.

5 months for annual returns after the transitional period.

The IA introduced the transition period with a view to striking a balance between allowing time for
insurers to get familiar with the new reporting requirements and the need for the A to receive
timely information for supervisory purposes. Considered the feedback received, the IA agrees to
extend the transitional period from 2 years to 3 years and the definition of transitional period in
rule 2 is amended accordingly.

Apart from the above key feedback, other feedback and responses from the IA are set out in
Annex B. Where the IA decides to amend the draft Cap. 418 in light of the feedback received, as
well as to make drafting refinements, the marked-up version showing the amendments and clean
version of the draft Cap. 41S are at Annexes E1 and E2 respectively.

Insurance (Maintenance of Assets in Hong Kong) Rules (Cap. 41T)

26.

27.

28.

The proposed exemption criteria and the amount of required assets in relation to maintenance of
assets in Hong Kong are generally agreed by the respondents. A few respondents suggested to
reduce the determining factor for marine insurers or to remove the category 2 (which is based on
financial strength rating of A- or A3) by combining it with category 1. Other few respondents
sought clarification on how to determine the determining factor where branches of insurers did not
have standalone credit rating, and whether the application of determining factor could be extended
to onshore direct business.

The amount of assets required to be maintained in Hong Kong is proposed to be reduced for onshore
reinsurance business based on the financial strength rating of the insurer. The IA also considers the
need for category 2 (i.e. corresponding to determining factor of 50%) in order to allow for a gradual
increase of amount of assets required to be maintained in Hong Kong between 0% and 100%,
should the financial strength rating of an insurer further deteriorate. To clarify, the financial
strength rating of a branch operating in Hong Kong is based on that of the legal entity level. Also,
the lowest available financial strength rating of the insurer is used in order to be responsive to any
rating downgrade.

Apart from the above key feedback, other feedback and responses from the IA are set out in
Annex B. Where the IA decides to amend the draft Rules in light of the feedback received, as well
as to make drafting refinements, the marked-up version showing the amendments and clean version
of the draft Cap. 41T are at Annexes F1 and F2 respectively.

Insurance (Marine Insurers and Captive Insurers) Rules (Cap. 41U)

29.

There are a few comments or suggestions which are set out in Annex B. Where the IA decides to
amend the draft Cap. 41U in light of the feedback received, as well as to make drafting refinements,
the marked-up version showing the amendments and clean version of the draft Cap. 41U are at
Annexes G1 and G2 respectively.




Insurance (Lloyd’s) Rules (Cap. 41V)

30.

There are a few comments or suggestions which are set out in Annex B. Where the IA decides to
amend the draft Cap. 41V in light of the feedback received, as well as to make drafting refinements,
the marked-up version showing the amendments and clean version of the draft Cap. 41V are at
Annexes H1 and H2 respectively.

CONCLUSIONS AND NEXT STEPS

31.

32.

A finalised set of these rules will be introduced into the Legislative Council for negative vetting in
the first half of 2024. Subject to the legislative process, the Rules are expected to come into
operation in tandem with the Insurance (Amendment) Ordinance 2023.

The IA would like to express sincere gratitude to all the respondents for taking part in this
consultation exercise.



ANNEX A

LIST OF RESPONDENTS (IN ALPHABETICAL ORDER)

First batch of consultation relating to Insurance (Valuation and Capital) Rules (Cap. 41R) and Insurance

(Submission of Statements, Reports and Information) Rules (Cap. 41S)

1.
2.

W

AIG Insurance Hong Kong Limited

Allianz Global Corporate & Specialty SE

AXA China Region Insurance Company (Bermuda) Limited / AXA China Region Insurance
Company Limited

Bank of China Group Insurance Company Limited

BOC Group Life Assurance Company Limited

China Life Insurance (Overseas) Company Limited

China Reinsurance (Hong Kong) Company Limited

China Taiping Insurance (HK) Company Limited

China Taiping Life Insurance (Hong Kong) Company Limited
Chubb Life Insurance Hong Kong Limited

Cigna Worldwide General Insurance Company Limited
CLSA

Compagnie Francaise d'Assurance pour le Commerce Extérieur
Deloitte Touche Tohmatsu in Hong Kong and Deloitte Consulting (Hong Kong) Limited
Ernst & Young Advisory Services Limited

EULER HERMES

Factory Mutual Insurance Company

Falcon Insurance Company (Hong Kong) Limited

FTLife Insurance Company Limited

FuSure Reinsurance Company Limited

FWD Life Insurance Company (Bermuda) Limited

Hang Seng Insurance Company Limited

HKMC Annuity Limited

HSBC Life (International) Limited

Manulife (International) Limited

Min Xin Insurance Company Limited

Peak Reinsurance Company Limited

Prudential General Insurance Hong Kong Limited

Prudential Hong Kong Limited

RGA Reinsurance Company

St. James’s Place International (Hong Kong) Limited

Sun Life Hong Kong Limited

Tahoe Life Insurance Company Limited

The Actuarial Society of Hong Kong

The Hong Kong Federation of Insurers

The Hong Kong Institute of Certified Public Accountants

The Law Society of Hong Kong
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38.
39.
40.
41.
42.
43.

Utmost International Isle of Man Limited

Well Link Life Insurance Company Limited

YF Life Insurance International Limited

Zurich Assurance Ltd and Zurich Life Insurance (Hong Kong) Limited
Zirich Versicherungs-Gesellschaft AG (Zurich Insurance Company Ltd)
Zurich International Life Limited

In addition to the above, there was one respondent who requested anonymity.

Second batch of consultation relating to Insurance (Exemption to Appointment of Actuary) Rules (Cap.

41Q), Insurance (Maintenance of Assets in Hong Kong) Rules (Cap. 417T), Insurance (Marine Insurers

and Captive Insurers) Rules (Cap. 41U) and Insurance (Lloyd’s) Rules (Cap. 41V)

DN U W

10.
11.
12.
13.
14.
15.
16.
17.
18.
19.

AIA International Limited / AIA Everest Life Company Limited / AIA Company Limited
Allianz Global Corporate & Specialty SE

Asia-Pacific Property & Casualty Insurance Co., Ltd.

Bank of China Group Insurance Company Limited

Blue Cross (Asia-Pacific) Insurance Limited

China Taiping Insurance (HK) Company Limited

Compagnie Francaise d'Assurance pour le Commerce Extérieur

Factory Mutual Insurance Company

FTLife Insurance Company Limited

Hannover Riick SE

Min Xin Insurance Company Limited

Swiss Re International SE

The Hong Kong Federation of Insurers

The Law Society of Hong Kong

The Shipowners' Mutual Protection and Indemnity Association (Luxembourg)
The United Kingdom Mutual Steam Ship Assurance Association Limited
Transatlantic Reinsurance Company

TT Club Mutual Insurance Limited

Ziirich Versicherungs-Gesellschaft AG (Zurich Insurance Company Ltd)

In addition to the above, there was one respondent who requested anonymity.
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DETAILED RESPONSES TO FEEDBACK RECEIVED

ANNEX B

(1) Insurance (Exemption to Appointment of Actuary) Rules (Cap. 41Q)

Feedback received

IA’s Response

Rule 1

e A respondent cited its practice of engaging actuary of its
group for actuarial matters, and suggested a grace period be
provided in respect of appointing certifying actuary in general

Pursuant to section 15AAA(6) of the amended Insurance Ordinance (“10”), insurers
carrying on general business are required to appoint the actuary in respect of general
business by the end of the financial year, rather than by the commencement date of
the Insurance (Amendment) Ordinance 2023. In addition, the actuary in respect of

business. general business may either be in-house or outsourced. These should allow for the
necessary time and flexibility for making such appointments.
Rule 2 Paragraph (b) of the definition of outstanding claims liabilities is now removed

e A respondent sought clarification on the difference between
paragraph (a) and (b) in the definition of outstanding claims.

because the amount of outstanding claims liabilities evaluated in Cap. 41Q will be
applicable on a date after the commencement of Cap. 41R (i.e. valuation under risk-
based capital (“RBC”) regime), meaning only paragraph (a) of the definition will
remain.

Rule 3

e In setting the criteria regarding exempting appointment of
actuary in respect of general business under rule 3(2), a
respondent suggested using averaged figures in multiple
years instead of figures in a single year.

e A respondent sought clarification on the prescribed scope for
insurers with permission granted under section 25AAC of the
10 to maintain separate accounts and funds on entity basis.

e Given the importance of accuracy and up-to-dateness of the valuation of
insurance liabilities under the RBC regime, using a multi-year average figures
may not be sufficiently responsive to the change of sizes of these insurers in
providing the actuarial report prepared by certifying actuary so appointed.

e Insurers with permission granted under section 25AAC of the 10 are usually, for
example, insurers with run-off portfolio in Hong Kong. Therefore, it is our
intention to continue to base on the prescribed scope (i.e. general business carried
on in or from Hong Kong for non-HK insurer but not a designated insurer) to
determine whether the criteria under rule 3 are satisfied.

Rule 4

e On appointing an actuary in respect of general business after
cessation of exemption, a respondent expressed that the
3-month timeline might be insufficient.

The 3-month timeline to appoint the actuary in respect of general business is intended
to dovetail with the submission timeline of the general insurance actuarial review
after the end of a financial year. In practice, the insurer should start the process of
appointment when it envisages that there will be possible cessation of exemption
before the end of a financial year.

12




(2) Insurance (Valuation and Capital) Rules (Cap. 41R)

Feedback received

IA’s Response

Part 1 — Preliminary

Rule 2

A respondent enquired about the definition of restricted
capital component, specifically regarding the scope of
application including the meaning of “which are restricted
from being used to meet liabilities or losses arising outside
the sub-fund” and “it does not include the present value of
expected future distributions to shareholders”.

“Restricted capital component” refers to the part of capital resources meeting the
definition within a participating sub-fund required to be maintained under section
21B(3), (6) or (9) of the 10.

In identifying any restrictions on the use of capital resources in the participating fund,
insurers should consider restrictions arising from any sort of instruments, e.g. the
contractual terms or governance policies of insurers.

The “present value of expected future distributions to shareholders” includes an
estimation of all such future distributions (whether declared or not).

Rule 4

A respondent would like to confirm the basis for application
of overseas branches of an HK insurer.

A respondent suggested not to require line-by-line
consolidation for non-regulated subsidiaries but to use equity
method of consolidation.

Cap. 41R applies to an HK insurer on entity basis (i.e. including its overseas
branches).

Given non-regulated subsidiaries are under the control of an insurer as the parent
company and the potential impact of underlying risk exposures of these
subsidiaries on the insurer, IA considers it appropriate for the valuation to be on
consolidation basis for non-regulated subsidiaries and thus the -capital
requirements to reflect the underlying risk exposures.

Part 2 — Capital Adequacy

Rule 5

A respondent sought clarification on whether capital
adequacy was based on total business level, rather than
separately on general business or long term business.

A respondent commented that the level of minimum paid-up
capital of $20 million was high, and another respondent
viewed that $20 million should be held from the time of
authorization rather than during the period of processing the
application for authorization.

A respondent enquired whether there were solvency control
levels apart from those mentioned in rule 5. Another
respondent would like to confirm IA’s supervisory actions for
different levels of solvency ratio.

The capital adequacy is based on total business. That is, in a case of composite
insurer, it includes both general business and long term business for capital
adequacy assessment. Applicable insurers are reminded of the fund requirements
where relevant statutory funds are established under section 21B or 25AA of the
I10.

The level of minimum paid-up capital makes reference to the current level
required for carrying on statutory business and should therefore remain
appropriate. Companies which are in the progress of applying for authorization
are required to hold $20 million paid-up capital at the minimum is in line with
the general requirement for processing authorisation applications.

Under the 10, there are only two solvency control levels (i.e. prescribed capital
amount (“PCA”) and minimum capital amount (“MCA”). Pursuant to section
35AA of'the IO, upon breach or at risk of breach of PCA or MCA, A may require
the insurer to submit financial restoration plan or short term financial scheme
respectively. Also, applicable insurers are reminded of the requirements under
the Guideline of Enterprise Risk Management, which include setting of Target
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Feedback received

IA’s Response

Capital and the capital planning and management framework'.

Part 3 — Determination of Capital Base

Rule 7

A respondent suggested lowering the amount of minimum
capital amount (“MCA”) from 50% to 30% of prescribed
capital amount based on 85th percentile, as well as uplifting
the limit of Limited Tier 1 capital from 10% to 15% of PCA.

Taking account of the limits adopted by various regimes, we consider it appropriate
to set 50% of PCA as proxy of targeting 90th percentile as MCA, breach of which 1A
may take necessary supervisory actions for the protection of policy holders. Limit of
Limited Tier 1 capital as 10% of PCA is to achieve overall higher quality of capital
(which also makes reference to the Insurance Capital Standard issued by the
International Association of Insurance Supervisors (“IAIS”)).

Rules 8 to 10

A respondent suggested to admit instruments of arrangements
between parent company and the insurer, for example letters
of credit or letters of support. Another respondent suggested
to allow such instruments as Limited Tier 1 capital or Tier 2
capital.

A few respondents enquired about the amount of deduction
from the capital base relating to mnon-consolidated
subsidiaries and affiliates, in particular whether the valuation
in rule 34 should be reflected in such deduction.

Two respondents would like IA to clarify the rationale of rule
8(5)(b), 9(3)(b) and 10(3)(b).

Individual respondents sought clarification on “non-
qualifying reinsurance” and “encumbered assets” under rule
8(8), and “incremental capital requirement” under rule
10(1)(d).

In order for regulatory capital to be available to absorb unexpected losses, it is
important that capital instruments are fully paid. Letter of credit is an off-balance
sheet item, so it would not be counted towards capital base.

Insurers should value the deduction from capital base relating to non-
consolidated subsidiaries and affiliates according to rule 34. The investment
holdings in and amount due from the non-consolidated subsidiary should be
valued at cost according to rule 34(5), and also reflect the full effect of
impairment according to rule 34(3). Investment holding in affiliates should be
valued according to applicable accounting standards per rule 34(2), while
amounts due from the affiliates should be valued according to market value.
The credit exposures (i.e. “loans and credit facilities provided by the insurer”) to
non-consolidated subsidiaries and affiliates are deducted from capital base to
avoid influence and fluctuation of solvency positions given its control over the
entities.

IA will elaborate ‘“non-qualifying reinsurance” and “incremental capital
requirement” through guideline. Definition of “encumbered assets” under rule 8
is also refined to include those collaterals transferred.

Part 4 — Valuation of Assets and Liabilities

Rule 12

A respondent sought clarification on whether the valuation of
insurance liabilities shall exclude future new business, and
another respondent sought clarification on recognition of
inward reinsurance contracts.

No future new business should be taken into account for the valuation of
insurance liabilities. This will be noted in the guideline for valuation.

Pursuant to rule 12(c), recognition of insurance liabilities (including those arising
from inward reinsurance contracts) is triggered at the date the insurer becomes a
party to the contract that gives rise to the insurance liabilities. The insurer should
recognize and value liabilities covered by the contract.

Rule 19

The minimum requirements relating to ESG for valuating contractual options and

! Please refer to the below link for good practices in respect of Target Capital and the capital planning and management framework:
https://www.ia.org.hk/en/legislative framework/files/Key Observations from the First ORSA Reports.pdf
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e Two respondents sought clarification on whether there would
be minimum requirements for Economic Scenario Generator
(“ESG”) used in the valuation of contractual options and
financial guarantees.

e A respondent recommended that the IA could allow small
insurers to use a simple and conservative approach to
determine the value of contractual options and financial
guarantees.

guarantees will be included in guideline.

o Such flexibility has already been provided for. According to rule 19(4), where a
stochastic simulation approach has never been applied before by an applicable
insurer for a group of contracts of insurance, the insurer may adopt 20% of the
deterministic current estimate as the time value of options and guarantees for that
group of contracts.

Rules 23 and 31

e A respondent commented that the specified risk-free yield
curve would be different from the one used for financial
reporting purposes.

e A respondent suggested the use of USD risk-free yield curve
as areplacement of HKD risk-free yield curve for discounting
given USD assets are used to support HKD long term
insurance liabilities.

e [t is noted that financial reporting standards do not prescribe the detailed
requirements in deriving the risk-free yield curve. On the comparability principle,
applicable insurers are required to use the specified risk-free yield curves
determined in accordance with Schedule 4.

e Regarding USD assets used for supporting HKD long term insurance liabilities,
pursuant to rules 23(2) and 24(5), applicable insurers may derive the asset spread
within matching adjustment using USD assets and HKD risk-free yield curves,
with consideration of cost of hedging, either implicitly or explicitly.

Rule 24

e Several respondents sought clarification on whether the
simplified alternatives for matching adjustment calculation
would be allowed.

Pursuant to rule 24(6), an applicable insurer which has practical difficulty in
performing the full matching adjustment calculation may opt to adopt simplified
alternatives specified by the IA. The details of simplified alternatives including the
parameters will be provided in the guideline.

Rules 25 and 32
e A respondent enquired about the approach for the
diversification of margin over current estimate (“MOCE”).

Regarding long term business, rule 25(3) takes into account the diversification
between risks of the total long term business as a whole in determining the overall
MOCE, and rule 25(4) allocates the overall MOCE for long term insurance liabilities
among long term business funds.

Regarding general business, it is optional for applicable insurers to allow for
diversification. The certifying actuary may use professional judgement to determine
the diversification approach, as well as the allocation of the diversification benefit to
each general insurance line of business.

Rule 26

e A respondent sought clarification on the treatment of future
non-guaranteed interest in valuing prepaid premium and
whether the account balance is considered as part of current

Without prejudice of rule 26, there is no requirement on valuing liabilities associated
with future non-guaranteed interest relating to the prepaid premiums. Liabilities for
prepaid premium is reported separately from current estimate.

estimate.
Rule 29 e Rule 29(4)(d) stipulates that “...incurred in servicing of the
e A respondent sought clarification on “including allocated contract...... including allocated overhead.....”, where “allocated overheads”

overhead expenses” in rule 29(4)(d), and recommended to
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only include expenses which are directly attributable towards
acquiring, fulfilling or maintaining the policies.

On “claims handling expenses”, a respondent sought
clarification on whether there would be any duplication for
claims expenses expected to incur beyond the valuation date
and claims expenses reserved in the outstanding claims.

should be interpreted as expenses that are related to the servicing of insurance
contracts.

Rule 29(4) is a wholistic rule on the cash inflows and outflows. Rule 30 requires
the liabilities to be split into outstanding claims and premium liabilities. There
should not be any duplication of expense items.

Rule 30

A respondent suggested to add “includes any expense
expected to be incurred in settling the claims” in rule 30(2)(a),
and “includes any expense expected to be incurred in
administering the policies and settling claims against those
policies” in rule 30(2)(b).

A respondent sought clarification on the treatment of bound-
but-not-incepted (“BBNI”) business in premium liabilities.

The expense cash outflows have been covered in rule 29, which wholistically
describes the cash inflows and outflows to be covered in insurance liability.
Specifically, the policy administration cost is part of the allocated overhead
expense.

Rule 30 intends to require a split of the insurance liability into outstanding
claims and premium liabilities. The relevant cashflow constituents are defined
in rule 29. BBNI is recognized as per rule 12(1)(c) up to contract boundary as
per rule 14. For general business, it is reported as part of the premium liabilities.
Insurer may consider normal accounting practice/auditor’s view on materiality
in determination of this item.

Rule 33

A respondent sought clarification on the basis for expected
counterparty default adjustment, and whether the definition
of reinsurance recoverables should be net of premiums,
claims, commissions and any other cashflows.

Reinsurance recoverable is defined under rule 33(1)(b), which includes “cash flows
associated with all contracts of reinsurance to which the insurer is a cedent”. Hence,
expected counterparty default adjustment under rule 33(3) shall apply to reinsurance
recoverable so defined, which includes premium, claims, commissions and any other
cashflows associated with the contract of reinsurance.

Rule 34

A respondent sought clarification on whether fixed deposits
can be considered as interest-rate sensitive instrument for the
purpose of valuation and interest rate risk charge assessment.
Two respondents commented that market value should have
already reflected impairment and a respondent asked whether
market value of bonds refers to clean price or dirty price.
Two respondents commented that intangible assets should be
valued in accordance with Hong Kong Financial Reporting
Standard 13, instead of valued at zero.

A respondent viewed that the market value of portfolio
investment at portfolio level represented the market value of
underlying exposures regardless of the look-through
approach.

Fixed deposit should be valued at fair value pursuant with rule 34(1). Whether or
not a fixed deposit is interest rate sensitive shall have to take into account whether
the interest rate in the deposit agreement is sensitive to change for risk capital
amount for interest rate risk.

While impairment is reflected in most cases of market value, there could be
exception, for example, when specific circumstances which affect the asset value
are not fully reflected in the market. In such case, the asset value should be
reduced to reflect the impairment. Accrued interests of financial instruments, if
any, should be considered in both valuation as well as capital requirement
calculation (i.e. dirty price).

Considering the uncertainty of the intangible assets to be realised with positive
value at stress event of the insurer, intangible assets are deducted from regulatory
capital base.

For the valuation of portfolio investment perspective, there is no restriction as far
as the valuation represents the market value of the valuation date.
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Part 5 — Determination of Prescribed Capital Amount

Rule 37

e A respondent was uncertain about the difference between
“prescribed capital amount” and “prescribed capital
requirement”.

e A respondent suggested to deduct MOCE in determining the
risk capital amount of life insurance risk due to double
counting effect.

“Prescribed capital amount” refers to the amount determined based on Part 5 of
Cap. 41R, while “prescribed capital requirement” generally refers that capital
should be sufficient to meet the required “prescribed capital amount”.

As MOCE and PCA have distinct purposes, together with the benchmarking of
other capital regimes, there is no deduction of MOCE from PCA and no addition
of MOCE to eligible capital resources (i.e. MOCE remains unchanged under
stress scenario)

Rule 39

e Given the time required for obtaining data of portfolio
investment for look-through, two respondents enquired about
the time lag allowed and two other respondents suggested to
allow maximum time lag of three months before the valuation
date of the applicable insurer.

e On actual allocation-based look-through approach, two
respondents requested elaboration on the use of this approach,
another sought clarification on the need of grouping by
currency and two respondents suggested to remove the
requirement to group by currency.

e A respondent sought clarification on “3 or more layers of
underlying portfolio investments” and another respondent
proposed only requiring maximum of two layers, concerning
the number of iterations needed in the look-through.

e A respondent suggested portfolio investment to enjoy a lower
risk capital amount than the corresponding assets after look-
through, to encourage insurers to allocate assets to portfolio
investment as it is usually invested in a diverse pool of assets
with low concentration risk.

e A respondent would like to understand if target asset
allocation would be allowed.

To balance the responsiveness to market fluctuation and availability of data, we
suggest maintaining the maximum of one-month time lag for the data of portfolio
investment used in full look-through and actual allocation-based look-through
approach. Relevant details will be elaborated through guideline.

Actual allocation-based look-through approach may be applied to debt securities
of a portfolio investment where there is insufficient data to perform full look-
through. The grouping by currency is needed in actual allocation-based look-
through approach so that the corresponding yield curve can be applied in
calculating the relevant risk capital amounts.

The risk capital amount should be representative of underlying risk regardless of
whether assets and liabilities are directly held or held through portfolio
investment. Therefore, look-through should be conducted until the underlying
assets is revealed. For practicality reason, applicable insurers may adopt a
combination of look-through approaches in the same portfolio investment, at one
particular layer or at different layers, as long as the priority of look-through is
followed (i.e. full look-through, then actual allocation-based look-through,
followed by mandate look-through and finally no look-through).

Look-through is meant to allow the insurer to understand the underlying risks of
a portfolio investment, and to calculate the risk capital amounts as if the assets
and liabilities are directly held. As for concentration risk, reporting of large
exposure will be required for monitoring and further studies.

Target asset allocation is not allowed since such allocation does not present the
actual risk exposure of the applicable insurers as at the valuation date.

Rule 44

e A respondent commented that the proposed derivation of
effective tax rate would not be able to cater the tax loss
situation, and considered that loss absorbing capacity of
deferred tax should also be allowed under the tax loss

We agree that the tax loss situation should be allowed in determining the effective
tax rate to reflect the tax position under stress scenarios. The formula in rule 44(2)
is amended for calculating the effective tax rate which is applicable to specific
tax loss scenario.

Given the different approach applicable to individual insurers and the
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situation.

A respondent commented that instead of effective tax rate,
statutory tax rate (i.e. 16.5% for Hong Kong insurers) should
be adopted.

Two respondents suggested IA to provide a numerical
example demonstrating how to calculate the effective tax
rate.

corresponding classes of business in determining assessable profits, IA considers
that effective tax rate method is an appropriate approach to reflect relevant tax
implication. We have also amended the formula for calculating the effective tax
by capping the effective tax to statutory tax rate of 16.5%.

We would consider the need to provide illustration in determining effective tax
rate through guideline.

Rule 47

Several respondents suggested reviewing, reducing or
eliminating the 10% stress to the ultimate forward rate
(“UFR”), considering the limits to be set by regulators on the
annual change of UFR.

A respondent suggested reducing the current credit spread
stress factors against the backdrop of high interest rate
environment, with a view to stabilizing the solvency under
economic turmoil.

A respondent suggested allowing the application of interest
rate stress over a period of time instead of instantaneously, if
an insurer demonstrated the ability to mitigate the interest rate
risk.

A respondent enquired how the upward and downward
stresses to the prime rate associated with onshore reverse
mortgage insurance were calibrated.

10% stress to the UFR aims to strike a balance of the actual changes to the
economic environment for an 1-in-200 event and the possible impact to
applicable insurers, making reference to different capital regimes and having
considered the elements within the RBC regime in a holistic manner. The
quantitative impact studies (“QIS”) results also show that the stress proposal
provided is robust under different market environment. It is therefore appropriate
to apply 10% stress to UFR.

When calibrating the stress factors, we have considered a wide range of factors
including 1-in-200 level of severity, benchmarking against other capital regimes
and also comments from the industry. The stress level has been discussed with
the industry thoroughly under evidence basis. We consider the level of stress
factors remain appropriate.

Instantaneous shock is a common approach adopted in the calculation of interest
rate risk in various capital regimes, and is consistent with the approach for
calculation of risk capital amounts for other risks. We consider it appropriate to
apply the stress instantaneously. Separately, applicable insurers may consider the
effect of financial risk mitigation in accordance with rule 42.

In the calibration of upward and downward prime rate stress, historic best lending
rates were used. The amount of change was grouped by the level of best lending
rate before the change, and then calibrated to the level of a 1-in-200 event. Linear
regression and modulation were conducted.

Rule 49

A respondent suggested to mitigate the cyclical effect of
equity market by lowering the stress factors for equities held
for a long period of time. Two respondents would like to
understand if the counter-cyclical adjustment would be
published and the publication timeframe.

Two respondents commented that the stress factors of equity
risk to be too high. One of them suggested to have lower

The counter-cyclical adjustment within the equity risk module has the objective
to mitigate the pro-cyclical effect. IA will continue to publish the counter-cyclical
adjustment for different types of equities shortly after calendar quarter end.

The calibration of stress factors of equity risk was based on historical data, with
reference to 1-in-200 level of severity and benchmarking against other capital
regimes. Therefore, the stress level is considered reasonable. For Class C where
the investment risk is borne by the policy holders, the offsetting effect on
insurance liabilities should be reflected accordingly under equity stress scenario.
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stress factors for Class C business.

e On primary listing and secondary listing of equities on stock
exchanges, a respondent enquired about the determination of
stress factor for dual primary listed equities. Another
respondent suggested to use more generic terms for primary
listing and secondary listing.

e A few respondents enquired about the eligibility criteria for
strategic investment.

e Rule 49(4) is only applicable to secondary listed equities. Secondary listing is
usually subject to fewer requirements from a stock exchange than dual primary
listing. Where the equity is dual primary listed, the stress factor is determined
based on the stock exchange in which the equity was bought. The terms “primary
listing” and “secondary listing” bear the same or similar meaning in other
markets. We may consider to elaborate through guideline where necessary.

e As the classification of strategic investment requires the approval from the IA,
such eligibility criteria will be elaborated through guideline.

Rule 50
e A respondent enquired whether infrastructure equity could be
subject to property risk instead of equity risk.

As infrastructure equity is usually a business on constructing or operating an
infrastructure, rather than investing in properties, so it should be subject to equity
risk.

Rule 51

e A few respondents commented on risk factors for certain
currencies (for example, VND, AED, etc) against HKD and
the method of applying the stress.

e A few respondents suggested to exempt the -capital
requirement for currency risk relating to currency translation
for branches of HK insurers.

e A respondent enquired whether currency exposure would
cover physical assets, in addition to financial assets or
liabilities.

e A respondent suggested to allow additional management
actions to the net long or net short position in the relevant
currency exposure.

e The risk factors are set based on calibration of historical data, with reference to
industry data in QIS, and benchmarking against other capital regimes. While
maintaining the risk factors, we will continue to monitor and review the design
of currency risk calculation.

e The overseas branches operated by an HK insurer or a designated insurer are
considered as part of the entity and should be viewed as a whole. In the extreme
event of winding up of the entity, the value of assets held would be decreased
arising from the depreciated currency, thus lowering the ability to satisfy the
obligations of the entity.

e All assets and liabilities that are denominated in currencies other than HKD
should be included in determining the insurer’s net long or net short position in a
relevant currency exposure against HKD, other than those specified under rule
51Q3).

e Impact of additional management actions in relation to currency risk is allowed
and shall follow rule 37.

Rule 58
e A respondent sought clarification on the stress factors to be
applied to the Macau products for expense risk.

The expense stresses factors to be applied should be based on the location of expense
risk, or the location where the business is written. If the expense risk of Macau
products arises from Hong Kong, the stress factors of Hong Kong should be applied.
If the expense risk arises from Macau, the stress factors of “Markets not listed in the
regions above” should be applied.

Rule 59

e A respondent commented that for mass lapse risk, the offset
between positive and negative risk charges between
homogeneous risk groups (“HRG”) should be permitted. The
respondent suggested changing the zero flooring from HRG

As mass lapse may involve policyholder behavioural risk, benchmarking against
other capital regimes, the zero flooring is applied at HRG level in a mass lapse
scenario.

19




Feedback received

IA’s Response

level to entity level.

Rule 65

e A respondent enquired whether the exposure base for
premium risk should include new business expected to be
underwritten or should be based on the in-force policies as at
the valuation date.

For the purpose of rule 65(2)(a), it is based on the greater of the net earned premium
for the 12 months preceding the valuation date or the expected net earned premium
for 12 months after the valuation date. The latter includes earnings from new business
premium.

For the purpose of rule 65(2)(b), it only applies to multi-year insurance contracts
recognized as at the valuation date (i.e. in-force multi-year business). For the
avoidance of doubt, any new business written after the valuation date is outside the
scope of rule 65(2)(b).

Rule 68

e For determining risk capital amount of natural catastrophe
risk, a respondent enquired whether the exposure base should
include new business expected to be underwritten or should
be based on the inforce policies as at the valuation date.

For determining the risk capital amount of natural catastrophe risk, applicable
insurers should report the figures that are representative of their exposure in the
coming 12 months. For reinsurers, a snapshot of exposure as of Jan 1%, 202x after the
1 Jan renewal may be the most relevant. For reinsurers with material business growth
expected at other key renewal points (e.g. 1 April or 1 July) during the reporting
period, they should reflect the expected growth appropriately.

Rule 70
e Two respondents sought clarification on the calibration of
risk factors for trade credit insurance.

The trade credit risk charge factors were re-calibrated and updated to the industry in
October 2020 after discussion with industry working group on credit insurance. The
factors set out in rule 70(2) are consistent with the latest industry communication.

Rules 71 to 80

e A respondent enquired about the necessity of splitting the
calculation of mortgage insurance into a separate sub-risk
module.

e Two respondents commented that additional data would need
to be obtained from the cedent in order for them as reinsurers
to conduct the calculation of risk capital amount of onshore
standard mortgage insurance.

e A respondent commented that the stress-based approach in
calculating the risk capital amount of onshore reverse
mortgage insurance would be complex, which required
setting of assumptions.

e As mortgage insurance business has its distinct risk exposures (e.g. risk-in-force)
and the risk factors (e.g. loan-to-value factor), the mortgage insurance is split as
a separate sub-risk module to cater the different method of calculation with non-
mortgage line of business.

e For onshore standard mortgage insurance, considering the potential systemic risk
of the product to Hong Kong market, the calculation of risk capital amount for
catastrophe and premium risk is the same for direct business and reinsurance
business so as to ensure a more risk sensitive approach is used to capture the
whole onshore standard mortgage insurance market regardless of the type of
insurers. The applicable insurers may obtain necessary grouped data from the
cedent which is conducting the same calculation.

e Onshore reverse mortgage insurance business is long term in nature, a factor-
based approach would not be able to sufficiently capture the risk underneath.
Therefore, a stress-based approach should be adopted. Applicable insurers are
also advised to enhance their valuation basis of the onshore reverse mortgage
insurance.

Rules 81 to 84
e A few respondents suggested to relax the requirement of

e Regarding the enforceability of the netting in bilateral netting agreement, the
independent legal advice could be provided by external or internal legal counsel
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independent legal advice for being an eligible bilateral netting
agreement.

In respect of the application of eligible collateral, a
respondent suggested adding debt securities with credit rating
band 4 in rule 83(4)(c)(iii). Another respondent suggested
considering the ISDA framework with Credit Support Annex
(“CSA”) clauses for derivative assets.

A respondent sought clarification as to whether credit
insurance could be considered as eligible guarantee.

A respondent enquired whether cash (in form of coins or
notes) would be subject to counterparty default risk.

as long as it is impartial and objective. We have rephrased rule 82(4) accordingly.

e In view of the comments on eligible collateral reviewed, IA agrees to extend the
scope of eligible collateral in rule 83(4)(c) to accept debt securities with credit
rating band 4. Meanwhile, it is not commonly observed in other regimes to
include CSA clauses as eligible collateral consideration, we will keep in view of
the relevant development.

e Credit insurance providing credit protection and satisfying the conditions in rule
84(4) could be considered as an eligible guarantee.

e [A agrees that cash in the form of coins or notes should not be subject to
counterparty default risk. Rule 81 is amended to exclude cash in the form of coins
or notes from counterparty default and other risk.

Rule 86

A respondent suggested to determine the operational risk
exposure as a rolling 12 months before valuation date and
enquired whether IA would publish formula for the
determination of risk capital amount of operational risk.

The IA has considered the operational efficiency for applicable insurers to determine
the premium component of operation risk and annual gross premiums should remain
appropriate. It should also be noted that the component based on current estimates of
the insurance liabilities (gross of reinsurance) is determined as at the three referenced
dates.

The relevant calculation of risk capital amount of operational risk is embedded in the
regulatory returns to facilitate reporting.

Part 6 — Fund Requirements

Rule 87

Some respondents were concerned about the complexity of
having to allocate the MCA to each individual fund or sub-
fund (e.g. in respect of participating business). A respondent
sought clarification on whether the notional MCA needs to be
met at the participating fund level.

A few respondents sought clarification on the application of
the fund requirements for a branch, principles for the
separation of funds between long term business and general
business, and the allocation of MCA between onshore and
offshore business.

A respondent enquired whether the split of currency risk is
required for the purposes of rule 87(3)(a)(ii)(B).

A respondent viewed that the allocated MCA was excessive
compared to the existing one-sixth of solvency margin
requirement for the maintenance of funds.

A few respondents suggested to provide an illustration of how

e MCA is not required to be held at the level of individual long term business funds
or sub-funds maintained under section 21B of the 10. Allocated MCA in relation
to long term business required to be held for the purposes of section 22(3B)(b) or
22(3C)(b) of the IO is applied at the aggregate level of all long term funds
maintained under section 21B(2) or (8), or sections 21B(5)(a), (b), (¢) and (d) of
the IO. It should also be noted that the calculation of notional MCA is intended
to be an intermediate step for the purpose of allocating the MCA to long term
business and general business respectively. To avoid confusion, the IA suggests
to rename “fund-level minimum capital amount” to “allocated minimum capital
amount” in Part 6.

e Apart from long term business funds mentioned above, separate general business
fund with allocated MCA is only required for branches operating in Hong Kong
or composite insurers pursuant to section 25AA of the 10. Section 25AAB(3)(b)
of the 10 stipulates that the aggregate value of assets of the fund maintained under
section 25AA must not be less than the associated amount of liabilities and
allocated MCA. As for the onshore and offshore business, where a separate fund
is established in accordance with section 21B(5)(e) (i.e. long term reinsurance
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the allocation of MCA should be calculated.

e On the segregation of funds, two respondents enquired
whether there would be further governing requirements e.g.
transfer from a fund. A respondent asked about the definition
of onshore business for credit insurance (class 14).

business with offshore risk) or 25AA(4)(a) (i.e. general reinsurance business with
offshore risk) of the 10, the risk exposures in respect of reinsurance business with
offshore risk are excluded from the calculation of PCA and thus there is no need
to allocate MCA to these offshore funds.

e For the purpose of determining the allocation of MCA, the risk capital amount
for currency risk is required to be split among long term business, general
business, others and, if any, restricted capital component in the annual regulatory
returns.

e [t should be noted that the aggregate fund requirement is to meet the amount of
both the statutory reserve and an excess as prescribed in rules made under section
129(1)(c). When the reserve valuation basis is changed from Cap. 41E to Cap.
41R, the prescribed excess is revised accordingly from one-sixth of solvency
margin to allocated MCA. The statutory reserve generally decreases upon
valuation basis change, which offsets the increase in the prescribed excess.

e The relevant calculation for the allocation of MCA to respective funds is
embedded in the regulatory returns to facilitate reporting.

e On additional asset safeguard, governance requirement would be elaborated
through guideline. For credit insurance (class 14), the onshore definition is based
on whether the policy holder is a Hong Kong resident or a company incorporated
or registered in Hong Kong, as defined in section 25A of the 10.

Part 7 — Transitional Arrangement

Rule 88(1)

e Two respondents enquired about the reason for the
transitional arrangement being only be applied on market risk
but not for other risks.

Based on industry engagement, applicable insurers may need time to adjust the
business and investment portfolio to manage the market risk, and hence only
transitional arrangement on market risk is considered necessary.

Rule 88(2) and (3)

e Two respondents suggested having at least 36 months of
transitional period. They also suggested the IA to relax the
requirement of rule 7(1)(c) regarding the limit on Tier 2
capital throughout the transitional period.

e One of them further suggested lowering the MCA during
transitional period.

e Having considered the comments received, IA agrees to adjust the transitional
period to 36 months. Rule 88(2) is amended to reflect such change. IA also agrees
to allow the limit on Tier 2 capital under rule 7(1)(c) to be determined based on
pre-transitional PCA throughout the transitional period. Rule 88(3) is amended
to this effect.

e The IA considers that the transitional arrangement should not be applied to MCA
having regard to the need to maintain a necessary degree of adequacy in capital
requirement during the transitional period.

Rule 88(4)
e A respondent sought clarification on the meaning of “be
served on the Authority”.

It means that the required information is delivered to the [A.
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Rule 88(10)

While most respondents agreed or expressed no objection to
the disclosure arrangement, two respondents suggested not to
publish the names of the applicable insurers under transitional
arrangement in the Gazette.

A respondent suggested the IA provides details of disclosure
requirement and allow sufficient time for insurers to prepare.

e Transparency and fairness are key considerations underlying the relevant
disclosure arrangement, which is considered appropriate and necessary to enable
the public to understand the situation of relevant insurers under transitional
arrangements.

o [A will develop the detailed requirements on public disclosure.

Schedule 1-3 — Qualifying Criteria for Capital Instrument

Schedule 1

A respondent would like to confirm if “all legal and
contractual obligations...and payments on more senior
capital instruments...” under section 1(1)(i)(vi) refer to the
then outstanding legal and contractual obligations and
payments on more senior instruments, which do not include
the contingent or future obligations .

“Legal and contractual obligations” in section 1(1)(i)(vi) of Schedule 1 refer to
outstanding legal and contractual obligations and we have revised the Rule
accordingly.

Schedule 2 and schedule 3

Regarding section 1(1)(e) of Schedule 2 and section
1(1)(f)(i1) of Schedule 3, two respondents suggested 1A to
allow call options of Limited Tier 1 capital in the first 5 years
due to materially adverse changes in tax or regulatory event.
One of them further suggested to waive the requirement of
replacement should the call prior to year 5 be made due to tax
or regulatory reasons or at a make-whole price.

A respondent proposed to use “does not possess” instead of
“cannot possess” under section 1.1(o) of Schedule 2.
Regarding section 1(1)(p) of Schedule 2 and section 1(1)(n)
of Schedule 3, a respondent would like to clarify whether
proceeds should just be available to the insurer itself, rather
than, say, holding company.

e Without any concretely defined tax or regulatory event and application, it would
be difficult to give due consideration to the suggestions, hence we would maintain
the relevant requirements unchanged.

e We agree to the comment on section 1.1(0) of Schedule 2 and have amended the
section accordingly.

o Section 1(1)(p) of Schedule 2 and section 1(1)(n) of Schedule 3 refers to
instrument not issued out of an operating entity or any holding company of the
insurer (for example, the instrument is issued by a special purpose vehicle) and
that the proceeds are available to the operating entity (including the insurer) or
the holding company of the insurer. Holding company is also included since the
funds can be channelled from holding company to insurer, thus recycling of the
funds.

Schedule 4 — Determination of Risk-free Yield Curves

Several respondents enquired about the tool to generate risk-
free yield curve and whether the IA would continue to publish
the base and stressed risk-free yield curves regularly.

A few respondents suggested putting the parameters for
generating the base risk-free yield curve into other regulatory
documents for flexibility in future review and enquired about

e [A will continue the current practice of publishing the base and stressed risk-free
yield curves regularly (on a quarterly basis). Separately, a tool namely “Risk-free
Yield Curves Tool” is also currently available at Insurer’s Collaboration Corner
for the generation of risk-free yield curves.

e Having considered the review expected for UFR to be conducted for every 3 to 5
years, we have amended to specify the UFR in a notice published in the Gazette
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Feedback received

IA’s Response

the framework of reviewing UFR and relevant parameters in
future.

after consulting the stakeholders.

Schedule 5 — Determination of Matching Adjustment

Individual respondents recommended different relaxation to
the design of the matching adjustment (“MA”), for example,
allowing for derivatives being taken into account in deriving
MA, removing the cap when determining the duration factor,
increasing the threshold between the estimated MA and the
final MA, and making long term adjustment dependent on the
type of equity investment.

Two respondents sought clarifications on “liabilities that are
not subject to matching adjustment” and the treatment of
excluding prepaid premium from eligible assets, and another
respondent sought clarification on “prepaid premiums
already included as part of the applicable insurer’s assets are
excluded from premium cash flows”.

A respondent commented that the constant prescribed spread
component of MA is larger while asset and liability duration
mismatch is larger. As a result, insurers will benefit less from
MA for a portfolio with good asset and liability duration
matching.

Two respondents sought clarification on the definition of
duration and whether effective spread duration can be
adopted for the purpose of asset duration calculation of
matching adjustment.

The MA proposal provided for in Cap. 41R has been broadly tested and accepted
by the industry during QIS. The QIS results show that the MA proposal is robust
under different market environments, and has taken into consideration incentives
for enhancing assets and liabilities matching including duration matching as well
as the necessary practical simplification. IA therefore considers it appropriate to
maintain the MA proposal while reviewing it as appropriate in the future.
“Liabilities that are not subject to matching adjustment” refer to liabilities whose
values are not dependent on MA. Examples include unit reserves and prepaid
premium liabilities that are valued at account balance. For assets supporting
liabilities not subject to MA, applicable insurers shall identify them based on
appropriate methods, and exclude them from the calculation of MA. “Prepaid
premiums already included as part of the applicable insurer’s assets are excluded
from premium cash flows” means when premiums are prepaid and already
considered in the assets, the premium cash flows shall not be considered to avoid
double counting.

It is necessary to look at the entire MA formula. When the asset and liability
duration mismatch is large, despite the constant prescribed spread component
will be larger, the component of “adjusted spread x application ratio” will be
smaller, resulting in a lower overall MA.

For the purpose of asset duration calculation of MA, applicable insurer may use
modified duration for simplicity or effective spread duration for better
consistency with liability effective duration calculation.

Schedule 6 — Credit Rating Band

Section 3

Several respondents enquired about the application of long-
term rating and short-term rating, as well as the use of credit
rating from parent group.

Two respondents enquired if applicable insurers were
required to obtain credit rating from a minimum number of
rating agencies before determining the credit rating band.

A respondent suggested to include certain Chinese rating
agencies as a specified rating agency to ensure the mappings
consistently applied across the industry.

In general, applicable insurers are expected to apply the long-term rating or short-
term rating based on the maturity of an exposure. IA will provide more
elaboration on the application of rating through guideline. With regard to the use
of credit rating from parent group, if an exposure is guaranteed by an eligible
guarantee arising from parent group, credit rating from parent group could be
applied in determining the credit spread risk in accordance to rule 48(3)(d) and
counterparty default and other risk in accordance to rule 84.

Applicable insurers should determine the credit rating band according to
Schedule 6 with rating(s) that are available to them and there is no requirement
on minimum number of rating agencies.
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IA’s Response

e The current list of specified rating agencies is drawn up based on an objective
assessment on the consistency of applying their mapping, and we will keep the
list under review. Alternatively, applicable insurers may perform the mapping
under section 3(3) to determine the credit rating band. IA will collect information
on the mapping performed under section 3(3), and monitor the consistency in
applying the mapping.

Section 4

e Two respondents enquired about the approval criteria of
internal assessment of credit rating band, where one of them
sought clarification if the approval would be on annual basis.

The approval criteria of internal assessment and other relevant details are intended to
be covered in guideline in due course.

Schedule 9 — Definitions of General Insurance Lines of Business

Noting that two financial lines products (i.e. directors and officers
liability and professional indemnity) were highlighted
specifically but not others for “other liability” under Class 13, a
respondent enquired about the classification of other common
financial lines products (e.g. crime, cyber, etc.).

Insurers should refer to the definition in Part 3 of Schedule 1 of the IO to consider the
key risk coverage of the products. IA does not intend to specify an exhaustive product
list as the nature of coverage could differ from one insurer to another.

(3) Insurance (Submission of Statements, Reports and Information) Rules (Cap 41S)

Feedback received

IA’s Response

Rule 2

e A few respondents commented that the dual use of term
“transitional period” might cause confusion about the
transitional arrangement under Cap 41R.

e In respect of signing or approval method stated under rule
2(2), a respondent sought clarification on the definition of
“specified individual”’, and whether there would be
operational manual of the process for the industry.

e A respondent sought clarification if IA would allow hard-
copy submission or soft-copy submission of the regulatory
returns.

e Taking account of the comment, we would use “submission transitional period”
for Cap 418, in order to differentiate with the transitional measures under Part 7
of Cap 41R.

e “Specified individual” for the relevant provisions refers to, for example,
controller, key person in financial control function, or director in the case of
regulatory returns as provided in rule 4(6); or appointed actuary or certifying
actuary in the case of actuary’s report as provided in rule 6(3) or 7(3) respectively.
The TA will later provide a user guide on the online communication system
approved by the IA.

e The default regulatory return submission is soft-copy submission, while hard-
copy submission is only requested on specific circumstances.

Rule 3

e A respondent would like to confirm the basis of preparation
of financial statements to be submitted to the IA for a branch
insurer.

e For a branch insurer, they would need to submit “the financial statements that the
authorized insurer is required to prepare under the laws of its place of
incorporation, establishment, formation or domiciliation”, i.e. the financial
statement of the company basis.
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IA’s Response

Two respondents sought clarification on “comparable to the
information contained ... in paragraph (a)” stated under rule

3(D(b)(ii).

In general, any financial statements using generally accepted accounting
principles, e.g. IFRS, USGAAP, would be considered as comparable for the
purpose of rule 3(1)(b)(ii). The elaboration will be included in the submission
completion instruction.

Rule 4

Regarding the specified period in the unit of weeks for
submission of quarterly returns and monthly returns, a
respondent suggested using end of the month or 15" of the
month to avoid deadlines falling on different calendar dates
of different months.

One respondent suggested to remove the approval process for
monthly returns, while another two respondents suggested to
allow monthly returns to be submitted within 1 month after
each month end.

A respondent thought insurers would require approval for
using transitional period for submitting the regulatory returns.
Two respondents thought only certain insurers are subject to
transition arrangement and hence suggested disclosing the
insurers applying transitional period for submitting the
regulatory returns.

Two respondents sought clarification if the transitional period
would be applicable to insurers already voluntarily early
adopted RBC regime.

A few respondents suggested to widen the scope of eligible
person for signing or approval process under rule 4(6) from
“key person in financial control function” to “key person in
relevant control function” to allow more flexibility for
different management structure.

The IA considers that the specified period in the unit of weeks (as convertible to
unit of days) would provide a more consistent reporting cycle in terms of days for
every month regardless of how many calendar days in the relevant month.

The IA considers approval process a critical governance control for the regulatory
returns. Considering the operational concern from insurers submitting the
monthly returns, IA suggests reducing the number of required approvers from two
to one for the monthly returns, rule 4(6) is amended accordingly.

There is no need to apply for approval, and the transitional period for submitting
the regulatory returns applies to all insurers.

The transitional period is applicable to all insurers, regardless of whether an
insurer has voluntarily adopted RBC regime earlier.

The proposal is based on the consideration that the relevant key person in
financial control function should have the responsibility of, amongst others,
financial reporting matters. IA allows for flexibility in the signing and approval
process such that directors can also sign and approve the regulatory returns.

Rule 5

A few respondents commented that regulatory returns were
not prepared under fair presentation framework, but under
rules made by the IA. They viewed that “fairly stated” could
only be used for fair presentation framework, and suggested
to delete rule 5(2)(d).

The same respondents sought clarification on what rules or
instructions would constitute “any applicable rules or

Making reference to auditor’s reporting requirement on other capital regimes’
returns, IA agrees to remove “fairly stated” from rule 5(2)(d).

Different types of insurers will be subject to different rules for valuation or capital
requirements. For example, marine insurers and captive insurers are required to
refer to draft Cap. 41U. Auditors should state the instruments in forming the
opinion under rule 5(2)(c). As for the interpretation of compliance with sections
25AAB and 25AAE of the Ordinance to the extent applicable, applicability of
certain subsections under, for example, section 25AAB depends on how the
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IA’s Response

instructions” under rule 5(2)(c), and the interpretation of “to
the extent applicable” under rule 5(2)(g) in respect of
compliance with sections 25AAB and 25AAE of the 10. They
also sought clarification on whether the compliance in
relation to rule 5(2)(e) to (g) would be on best effort basis and
how to determine compliance.

e The same respondents considered that it would be crucial to
provide clear indication of forms that would be reported by
auditors.

e A respondent suggested to communicate with insurers and
auditors in respect of the reporting requirements under rule

3(2)(f) and (g).

o The IA recognizes the need for clear indication of forms reported by auditors, and

e Communication with relevant stakeholders will continue to form part of our work

insurers set up the funds in accordance with section 25AA of the IO. In respect
of the compliance of capital requirements, fund requirements and requirement to
maintain assets in Hong Kong, insurers must comply with these requirements
under the 10, instead of best effort basis. The IA will liaise with the Hong Kong
Institute of Certified Public Accountants in provide practice notes regarding the
above.

will gazette the list of forms.

in implementing the RBC.

Rule 6

e A respondent enquired whether additional analysis or test
would be required by the IA to demonstrate the criteria on
“prudent and satisfactory relationship”, or if the
quantification of PCA would fulfil the justification.

The determination of PCA alone may not be sufficient. The appointed actuary should
pay due attention to prudent judgement in these matters. The IA will develop
guidelines to elaborate the requirements for actuary’s report in respect of long term
business or general business.

Rule 8

e A respondent enquired whether the extension through written
request would be applicable after the transition period. The
respondent also suggested removing the written request

requirement of granting extension.

The extension by a period not exceeding 3 months through written request will be
applicable after the transition period. Written request is also considered an essential
governance process to ensure the receipt of timely information from insurers.

(4) Insurance (Maintenance of Assets in Hong Kong) Rules (Cap 41T)

Feedback received

IA’s Response

Rule 4

e A respondent suggested designated insurers to be subject to
maintenance of assets in Hong Kong, as they were operating
as a branch in Hong Kong same as other non-HK insurers not
being designated insurers.

The scope of supervision of designated insurers is its entire legal entity, same as HK
insurers. Also, designated insurers are with majority of business in or from Hong
Kong and in practice most of the designated insurers carries on insurance business
that is entirely or almost entirely in or from Hong Kong, with limited business written
by overseas branches. Therefore, it should be aligned with HK insurers in terms of
being exempted from the requirement of maintenance of assets in Hong Kong.

In contrast, non-HK insurers are those with substantial business written by home
jurisdictions or overseas branches but supervision of non-HK insurers is focused on
the Hong Kong branches. Therefore, non-HK insurers will be subject to the
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requirement of maintenance of assets in Hong Kong.

Rule 5

e A respondent sought clarification on whether both onshore
direct business and onshore reinsurance business were
included in the determination of the amount of assets to be
maintained in Hong Kong.

e A respondent sought clarification on applicability of
modifications from the Insurance (Valuation and Capital)
Rules in the calculation of required assets in Hong Kong as
prescribed in rule 5(4).

e Two respondents suggested to provide illustrations on the
calculation of the amount of assets to be maintained in Hong
Kong.

e While both onshore direct business and onshore reinsurance businesses are
included in determining the amount of assets to be maintained in Hong Kong for
authorized insurers (unless exempted), the amount relevant to onshore
reinsurance business is subject to the determination factor. For example, if the
determining factor is zero, the required amount of local assets of the insurer will
be driven by onshore direct business.

e The modifications to the Insurance (Valuation and Capital) Rules in the
determination of the required amount of assets in Hong Kong, for example rule
5(4)(b) and (c), are meant to simplify the calculation and reduce the need for
additional input for the calculation of required amount of assets in Hong Kong.

e  The IA will update the annual returns to embed the relevant method of calculation
of the amount of assets to be maintained in Hong Kong to facilitate reporting.

Rules 6 & 7
e A respondent enquired about the meaning of “onshore
business” appeared in rules 6 and 7.

The term “onshore business” in rules 6 and 7 is intended to be “general business with
onshore risk” and we have amended the relevant references accordingly to provide
clarity. Also, we have added the definition of “general business with onshore risk” in
rule 2 to clarify that it carries the same meaning in as in section 25A(12) of the
Ordinance.

Rule 8

e A respondent suggested to empower the IA to increase the
determining factor, should the financial condition of an insurer
become unsatisfactory in the opinion of the IA.

The established mechanisms, such as through necessary intervention action to require
the relevant insurer to maintain additional assets in Hong Kong, are considered
adequate for IA to tackle such situations.

Rule 9

e Apart from reporting on the change of credit rating that impact
the determining factor, a respondent commented that the
adverse change of rating outlook could also be included in the
reporting scope to the IA.

e A respondent sought clarification on any audit requirement of
the annual reporting of the maintenance of assets in Hong
Kong.

e Given that change of rating outlook has no impact on the determining factor of
the insurer, it is not required to be included in the reporting requirement under
the draft Cap. 41T. As for the change of rating outlook, the IA will consider the
need in regulatory reporting requirement.

e Among others, rule 9 covers the reporting and maintenance of assets in Hong
Kong during a financial year, as a result of a change of determining factor, which
does not require reporting from auditors. On the other hand, annual returns on
assets maintaining in Hong Kong require reporting from auditors as stipulated in
rule 5(2)(h) of draft Cap. 418S.

A respondent opined that the definition of assets qualified as assets
maintained in Hong Kong under Schedule 8 to the IO was too
narrow and should be expanded. For example, assets held overseas
with best governance standards should be considered.

The existing definition in Schedule 8 to the 10 has already included all types of assets
that are suitable to be categorized as assets in Hong Kong. Assets held overseas
should not be included because, even with additional safeguards, these are still subject
to competing claims arising from insolvency proceedings elsewhere e.g. claims from
home jurisdictions and other branches of a non-HK insurer.
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(5) Insurance (Marine Insurers and Captive Insurers) Rules (Cap 41U)

Feedback received

IA’s Response

Rule 3

e In respect of the application of an insurer for being a marine
insurer under rule 3(2), a respondent commented that the TA
should also have the power to revoke the approval, not only to
change the conditions of approval.

e A respondent viewed that $2 million should be held from the
time of authorization rather than during the period of
processing the application for authorization.

o The IA agrees to the comment. Rule 3(4) is updated to reflect such power.
e The proposal is in line with the general requirement for processing authorisation
applications.

Rule 6
e Two respondents proposed that letter of credit should be
allowed as part of the capital and assets held by the insurers.

Given letter of credit is an off-balance-sheet item, it would be not appropriate to be
counted as assets. From capital quality perspective, it is not paid-up in nature and
would not be able to meet the capital principle. That said, letter of credit is eligible
for satisfying the requirement to maintain assets in Hong Kong under section 25A of
the 10.

Rule 7

e A respondent expressed the operational burden for valuing
liabilities on RBC basis on top of HKFRS, IFRS 17 and home
capital basis, and viewed that the branch treatment under RBC
may not be proportionate with the additional protection for
insurers operating as branches.

e A respondent opined that the calculation of MOCE for general
insurance liabilities would increase the operation burden for
marine insurers and captive insurers.

e For a branch operating in Hong Kong, draft Cap. 418 requires the submission of
financial statements of the insurer that are prepared following legal requirements
in the place of incorporation (i.e. company’s financial statements). In other
words, a relevant insurer is required to prepare one set of valuation basis under
the IO i.e. RBC valuation as under Part 4 of draft Cap. 41R upon the
commencement. It should be noted that RBC valuation is on economic basis, that
shares many common principles with other international standards. Where the
home capital basis is on economic basis, the IA believes the underlying
methodology could be applied for RBC valuation.

e The requirement for MOCE is in line with the principles of economic balance
sheet and is consistent across the insurance industry. In terms of knowhow, the
IA understands from the industry that parent or group company usually has
defined approaches or factors. The application and financial closing process for
MOCE is typically formula-driven based on a pre-defined factor.

Rule 8

e A respondent commented that a separate fund for general
reinsurance business with offshore risk should be excluded
from the determination of capital base.

The determination of capital base is at entity level (for HK insurers and designated
insurers) and at branch level (for non-HK insurers other than designated insurers)
rather than at fund level. RBC does not have capital requirement on fund level to
reduce complexity. On the other hand, for a branch operating in Hong Kong, which
establishes a separate fund for general reinsurance business with offshore risk, the
assets and liabilities within such fund are excluded in determining PCA as mentioned
in rule 8(2). This approach is consistently applied for relevant insurers subject to draft
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Cap. 41U and applicable insurers subject to draft Cap. 41R.

A respondent sought clarification on whether there is transitional
arrangement for rule implementation.

There is no transitional arrangement under draft Cap. 41U.

(6) Insurance (Lloyd’s) Rules (Cap 41V)

Feedback received

IA’s Response

Rule 6

e Two respondents sought elaborations on the approval criteria
for a recognized letter of credit, and suggested that
consideration be given to creditworthiness of the issuing bank
and the potential existence of concentration risk.

e A respondent sought clarification on “total insurance liabilities
... that must also be covered by recognized letter of credit”
under rule 6(2)(a)(i).

e A respondent would like to clarify the expected frequency in
making adjustment to letter of credit in order to meet capital
requirements.

We will take into account the comments in promulgating further guidance as
needed.

With reference to net assets, the capital base is after the consideration of
liabilities. The sentence in rule 6(2)(a)(i) means the part of recognized letter of
credit exceeding the insurance liabilities (net of reinsurance), after the adjustment
in rule 6(2)(a)(ii), is used to access whether capital base is able to meet PCA.
Pursuant to section 13AA of the IO, it requires an insurer to ensure that the capital
requirements are at all times compiled with. The IA does not have requirement in
terms of frequency of adjustment as long as the above is satisfied.

Rule 7

e A respondent enquired whether there are similarities between
the current estimation basis for motor and employees’
compensation and the proposed RBC valuation basis for all
lines.

e A respondent enquired about whether simplified approach to
apply global benchmark ratios to estimate the insurance
liabilities (net of reinsurance) is acceptable under RBC regime.

Insurers are required to adopt the valuation basis as per Part 4 of draft Cap. 41R
i.e. actuarial valuation of general insurance liabilities, including outstanding
claims liabilities and premium liabilities (unexpired risk reserves), risk margin,
unallocated loss adjusted expenses, etc. The typical valuation approaches used in
motor and employees’ compensation (i.e. triangle by lines of business, methods
such as chain ladder, risk margin...etc) is consistent with standard general
actuarial approach and is expected to remain as a key building block of the
economic balance sheet.

In terms of the approach to convert gross results to net of reinsurance, it will be
the certifying actuary’s judgement to determine the appropriateness of the data,
methods and assumptions for each general insurance line of business.

Rule 8

e Two respondents sought clarification on whether the risks that
are attributable to offshore risks from the claims and liabilities
should be excluded from the calculation of PCA.

The risk exposures of assets and liabilities attributable to long term and/or general
offshore reinsurance business are not subject to PCA calculation as stated in rule 8(5).
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A respondent sought clarification on whether Lloyd’s is required | Same as the current arrangement, Lloyd’s will not be subject to fund requirements
to maintain separate accounts and funds in respect of certain | under the new regime.
classes of long-term business and general business or not.
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Annex C1

Insurance (Exemption to Appointment of Actuary) Rules-(Cap-—41Q)
(Made by the Insurance Authority under €ap—4;section 129(1) of the Insurance Ordinance

(Cap. 41))

1. Commencement

These Rules come into operation on the day on which section 44 of the Insurance
(Amendment) Ordinance 2023 (20 of 2023) comes into operation.

2. Interpretation
In these Rules —

gross of reinsurance (* i “ﬁ% £ %% @) has the meaning given by rule 2(1) of the
Insurance (Valuation and Capital) Rules;

gross premium (* % % ), in relation to a period of time, means the premiums paid or

payable to a relevant insurer in respect of contracts of insurance written or renewed in that
period of time before deducting commissions of agents or brokers but after deducting any
discounts specified in policies or refunds of premiums made in respect of any termination
or reduction of risks;

marine insurer (;% ¥ %' * ) has the meaning given by rule 2 of the Insurance (Marine
Insurers and Captive Insurers) Rules;

(a)-outstanding claims liabilities (+ i*-? % § T )in—relationto-a—date—on—or-afterthe
commencement-of the Insurance-(Valuationand-CapitabRules; has the meaning given by
rule 30(2)(a) of the Insurance (Valuation and Capital) Rules.;an€

3. Exemption criteria

(1) An authorized insurer is exempted from section 15AAA(1)(c) and (d) of the
Ordinance, if the insurer is a —
(a) marine insurer; or
(b) captive insurer.

(2) Subject to subrule (3), an authorized insurer is also exempted from section
15AAA(1)(c) and (d) of the Ordinance in an insurer’s financial year, if it satisfies
both of the following criteria —

(a) total gross premium relating to prescribed scope of the insurer during the
financial year is less than $20,000,000; and

(b) total outstanding claims liabilities (gross of reinsurance) relating to prescribed
scope of the insurer as at end of the financial year is less than $20,000,000.
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(3) Subrule (2) does not apply to an authorized insurer in the first 3 financial years on or
after the date on which the insurer begins to carry on general insuranee-business in or
from Hong Kong.

(4) In this rule —

prescribed scope (37§ [§]), in relation to an authorized insurer, means —

(a) its general business, if the insurer is —
(i) an HK insurer; or
(i1) a designated insurer; or

(b) its general business carried on in or from Hong Kong, if the insurer is a non-HK
insurer but not a designated insurer.

Transition
When an authorized insurer ceased to be exempted in accordance with rules 3(1) or 3(2) in
a financial year, the insurer must, within 3 months immediately after the end of that

financial year, comply with section I5SAAA(1)(c) or (d) of the Ordinance, as the case may
be.
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Annex C2

Insurance (Exemption to Appointment of Actuary) Rules
(Made by the Insurance Authority under section 129(1) of the Insurance Ordinance (Cap. 41))

1. Commencement

These Rules come into operation on the day on which section 44 of the Insurance
(Amendment) Ordinance 2023 (20 of 2023) comes into operation.

2. Interpretation
In these Rules —

gross of reinsurance (i “$ £ H* @) has the meaning given by rule 2(1) of the
Insurance (Valuation and Capital) Rules;

gross premium (* %% ), in relation to a period of time, means the premiums paid or
payable to a relevant insurer in respect of contracts of insurance written or renewed in that
period of time before deducting commissions of agents or brokers but after deducting any
discounts specified in policies or refunds of premiums made in respect of any termination
or reduction of risks;

marine insurer (;% ¥ %' * ) has the meaning given by rule 2 of the Insurance (Marine
Insurers and Captive Insurers) Rules;

outstanding claims liabilities (* ;*-¥ % § %) has the meaning given by rule 30(2)(a) of
the Insurance (Valuation and Capital) Rules.

3. Exemption criteria

(1) An authorized insurer is exempted from section 15AAA(1)(c) and (d) of the
Ordinance, if the insurer is a —
(a) marine insurer; or
(b) captive insurer.

(2) Subject to subrule (3), an authorized insurer is also exempted from section
15AAA(1)(c) and (d) of the Ordinance in an insurer’s financial year, if it satisfies
both of the following criteria —

(a) total gross premium relating to prescribed scope of the insurer during the
financial year is less than $20,000,000; and

(b) total outstanding claims liabilities (gross of reinsurance) relating to prescribed
scope of the insurer as at end of the financial year is less than $20,000,000.

(3) Subrule (2) does not apply to an authorized insurer in the first 3 financial years on or

after the date on which the insurer begins to carry on general business in or from Hong
Kong.
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(4) In this rule —

prescribed scope (37 F' # [§]), in relation to an authorized insurer, means —

(a) its general business, if the insurer is —
(i) an HK insurer; or
(il) a designated insurer; or

(b) its general business carried on in or from Hong Kong, if the insurer is a non-HK
insurer but not a designated insurer.

Transition
When an authorized insurer ceased to be exempted in accordance with rule 3(1) or (2) in a

financial year, the insurer must, within 3 months immediately after the end of that financial
year, comply with section 15AAA(1)(c) or (d) of the Ordinance, as the case may be.
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Annex D1

Insurance (Valuation and Capital) Rules-(Cap—4R)
(Made by the Insurance Authority under Eap-—4+-section 129(1) of the Insurance Ordinance

(Cap. 41))

Part 1—
Preliminary

1. Commencement

These Rules come into operation on the day on which section 11 of the Insurance (Amendment)
Ordinance 2023 (20 of 2023) comes into operation.

2. Interpretation
(1) Inthese Rules —

account balance (™% =~ =% 4), in relation to funds on deposit and prepaid premiums,

means the accumulation of deposits or premiums, as the case may be, including interests
credited, if any;

affiliate (*+ 45 = R ). in relation to an applicable insurer, means —
(a) an entity that —
(1) has a beneficial interest in, or controls, 20% or more of the total number of
ordinary shares in the insurer; or
(i) is entitled to exercise, or control the exercise of, 20% or more of the voting
power at a general meeting of the insurer; or
(b) an entity of which —
(1) the insurer or an entity mentioned in paragraph (a) has a beneficial interest in,
or controls, 20% or more of the total number of ordinary shares; or
(i) the insurer or an entity mentioned in paragraph (a) is entitled to exercise, or
control the exercise of, 20% or more of the voting power at a general meeting;

applicable accounting standards (:§ * € 3% }'|) means, as the context requires —

(a) the Hong Kong Financial Reporting Standards issued by the Hong Kong Institute
of Certified Public Accountants, as in force from time to time; or

(b) the International Financial Reporting Standards issued by the International
Accounting Standards Board, as in force from time to time;

applicable insurer (if * %' * ) means an authorized insurer or a company to which
these Rules apply as provided in rule 3;

as a whole (% %%), in relation to an applicable insurer which is —

(a) an HK insurer or a designated insurer, means the business carried on by the insurer,
including its assets and liabilities and capital resources and those parts required to
be consolidated for these Rules, treated as a single unit; and
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(b) anon-HK insurer but not a designated insurer, means only the business carried on
in or from Hong Kong of the insurer and its assets, liabilities and capital resources
related to that business, treated as a single unit;

base scenario (# * %), in relation to Part 5, means a scenario before any stress is
applied;

bond (3 %) means an interest-bearing or zero-coupon debt security —

(a) which is an acknowledgment of a debt promising payment of a specified sum to the
holder of the debt security; and
(b) which describes a time to maturity which is, or will become, definite;

.

consolidated subsidiary (i7 & %t/ 2 @), in relation to an applicable insurer, means a
subsidiary of the insurer which is required to be consolidated under rule 4;

contracts of insurance (%'& & ¥)) include contracts of reinsurance unless otherwise
specified;

contractual option (& )P % # ) means a right to change the benefits or other terms

and conditions under a contract of insurance, that can be exercised at the choice of a party
to the contract (generally the policy holder), on terms that are established in advance- and
Ooptions may be on an opt-in or opt-out basis, where an explicit action may not be
required to exercise an option;

credit rating band (75 * 3% % %) refers to the credit rating band based on the credit
rating of an instrument or a party as mapped in accordance with Schedule 6;

current estimate (3.P% i 3+ {£), in relation to insurance liabilities, means the current
estimate of a long term insurance liability as determined in accordance with rule 16 for
long term insurance liabilities, or the current estimate of a general insurance liability as
determined in accordance with rule 28 for general insurance liabilities;

deterministic current estimate (¥ T_;% 3. PF iz 3+ i8), in relation to a contract of

insurance with options and guarantees, means the current estimate before consideration
of the time value of options and guarantees;

dynamic policy holder behaviour (% it % ¥ ¥ 3 * {7 5 ) means policy holder
behaviour that is assumed to react and vary in response to one or more factors (such as
changes in market environment);

eligible bilateral netting agreement (& 7 ¥ i & §f % & % 3&) has the meaning given

inmeans-agreement recognized-under rule 82(4);




eligible collateral (& ¥ +:4%4% &) has the meaning given inmeans-colateral recognized
under rule 83(4);

eligible credit derivative contract (£ T 1.1 * 74 1 £ £ %) has the meaning given

in rule 84(4);

eligible guarantee (& ¥ 1 %) has the meaning given inmeans-guaranteerecognized
under rule 84(4);

expense risk (F 3 L *&), in relation to life insurance risk, means the risk of loss due to

a reduction in the net asset value of an applicable insurer resulting from an increase in
expenses incurred in servicing contracts of insurance;

financial guarantee (P17% %3%) means the possibility for a party to a contract to pass
losses to the other party or to receive additional benefits from the other party as a result
of a change in a financial variable (either alone or in conjunction with other variables);

Sfunds on deposit (5 32 7 £ ) means a feature of a contract of insurance which provides

the policy holder an option to deposit a portion of the benefits received under the contract
into an account to earn interest, and to withdraw such deposit without any surrender

penalty, but does—Feo-aveid-doubt,funds-on-deposit-de not include prepaid premiums;

general insurance liability (— %% %' } 7 ) means a liability of an applicable insurer

arising from —

(a) general business of the nature specified in Part 3 of Schedule 1 efto the Ordinance;
and

(b) in relation to a contract of insurance mentioned in paragraph 3 of Schedule 1 efto
the Ordinance, additional business of the nature of Class 1 or 2 specified in Part 3
of Schedule 1 eof-to the Ordinance which does not have a long boundary as

determined under rule 14netbeinglongterm-insurancetiabiity;

general insurance lines of business (- %% %'& ¥ 7+4) means lines of general insurance

business beinggeneral-business-as defined in Schedule 9;

gross of reinsurance (- i “f £ %% =) means before taking into account the effect of
any contracts of reinsurance snder-to which an applicable insurer is a cedant;

homogenous risk group (I % B *& % %) means a collection of insurance liabilities
grouped in accordance with rule 53;

insurance liabilities (7%'& f 7 ) refers to the long term insurance liabilities and general
insurance liabilities of an applicable insurer;

lapse risk (i3 iR *%), in relation to life insurance risk, means the risk of loss due to a
reduction in the net asset value of an applicable insurer resulting from a change in the
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expected exercise rates of policy holder options which can change the value of future
cash flows;

life catastrophe risk (* 3 E % kb "), in relation to life insurance risk, means the risk of
loss due to a reduction in the net asset value of an applicable insurer resulting from a
sudden significant increase in mortality rates stemming from extreme or irregular events;

Limited Tier 1 capital instrument (3 *34]- %3 * 1 &) means a capital instrument
that meets the qualifying criteria set out in Schedule 2;

long term business fund (% ¥§ ¥ 7% 7k £) means a separate fund maintained by an
applicable insurer carrying on long term business under Part IV of the Ordinance;

long term insurance liability (+ ¥F %*& § ) means a liability of an applicable insurer

arising from —

(a) long term business of the nature specified in Part 2 of Schedule 1 ef-to the
Ordinance; or

(b) in relation to a contract of insurance mentioned in paragraph 3 of Schedule 1 efto
the Ordinance, additional business of the nature of Class 1 or 2 specified in Part 3
of Schedule 1 ef-to the Ordinance with a long boundary as determined in
accordance with rule 14; and

(c) includes any funds on deposit and prepaid premiums;

longevity risk (£ Z kb *%), in relation to life insurance risk, means the risk of loss due to

a reduction in the net asset value of an applicable insurer resulting from a decrease in
mortality rates:

MA portfolio (%3 % &) means a matching adjustment portfolio which is a
portfolio of long term insurance liabilities and supporting assets and-is-identified by an
applicable insurer’s asset and liability management practice;

marine insurer (7% & %% * ) has the meaning given by rule 2 of the Insurance (Marine
Insurers and Captive Insurers) Rules(Cap—4+t);

matching adjustment (4} =4 %), in relation to an MA portfolio, means the adjustment

added to a risk-free yield curve used by an applicable insurer to derive the discount rate
for determining its long term insurance liabilities in the portfolio;

morbidity risk (% J F kb *&), in relation to life insurance risk, means the risk of loss due

to a reduction in the net asset value of an applicable insurer resulting from an increase in
morbidity rates;
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mortality risk (7 = } "), in relation to life insurance risk, means the risk of loss due to

a reduction in the net asset value of an applicable insurer resulting from an increase in
mortality rates;

net asset value (- A /% &) means the value of assets less liabilities;

net of reinsurance (> ",% £ i%'%) means after taking into account the effect of any
contracts of reinsurance urder-to which an applicable insurer is a cedant;

non-consolidated subsidiary (=% & %t/ 2 ©), in relation to an applicable insurer,
means a subsidiary of the insurer which is not a consolidated subsidiary;

onshore reverse mortgage insurance ( - - 4% 3% i%*4 ) has the meaning given by rule
71;

ortfolio investment (£ £ 3 ¥ ) means an investment in a scheme, fund or similar
3 P

arrangement which invests in and holds assets or liabilities that are not directly held by
its investors, but the profits, income or other returns of the investment in the scheme,
fund or similar arrangement, are dependent on the underlying assets or liabilities;

prepaid premiums (3§ i % ) means premiums paid by policy holders to an applicable
insurer in relation to contracts of insurance, prior to the dates on which such premiums
are required to be paid under the terms and conditions of such contracts and where such
premiums have not yet been earned by the insurer, including any interest credited;

professional reinsurer (% ¥ £ %' *) means an authorized insurer carrying on only
reinsurance business in or from Hong Kong;

property (> # )—in-these Rules, unless otherwise specified, means land and buildings-

qualified LTA (£ F £ ¥F 34 %) means qualified long term adjustment which is the

spread above risk-free yield curve recognized for holding equity and property
assetsequities-and-properties in an MA portfolio as determined in accordance with section
10 of Schedule 5;

reciprocal cross holding (7 #p < * ¥ 3 ) means an arrangement —

(a) under which —
(1) an applicable insurer holds capital instruments issued by a financial entity;-;
(i) the entity also holds capital instruments issued by the insurer; and

(b) which results in an artificial inflation of the capital position of the insurer;

recognized multilateral development bank or supranational organization (337 0 % i
BaAFaRR wﬁﬁ) refers to a bank or an organization in Schedule 10;
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regulated financial entity (% *f. ¢ P47%§ %) means a financial institution that is subject

to regulatory requirements on solvency under the laws of a jurisdiction which require the

entity to maintain adequate regulatory capital to support the provision of financial

services or the conduct of financial activities, comparable to those prescribed for

authorized insurers under the Ordinance and these Rules, including without limitation —

(a) an authorized insurer;

(b) alicensed insurance broker company;

(¢) an authorized institution within the meaning of the Banking Ordinance (Cap. 155);
and

(d) alicensed corporation within the meaning of the Securities and Futures Ordinance
(Cap. 571);

reinsurance recoverables (£ %#rv & J<) means the portion of insurance liabilities that
is expected to be recovered from reinsurers under contracts of reinsurance;

restricted capital component (< *L4| 3 * % = $% 4 ) means, in relation to an applicable
insurer carrying on long term business, the capital resources comprising a separate sub-
fund of participating business maintained by the insurer pursuant to section 21B(3), (6)
or (9) of the Ordinance, for which the allocation to policy holders or shareholders has not
yet been determined and which are restricted from being used to meet liabilities or losses
arising outside the sub-fund on a going concern basis—Fe-aveid-doubt—it, but does not
include the present value of expected future distributions to shareholders_(whether
declared or not);

retained earnings (%% ¥ 1) means the retained earnings based on the valuation in
accordance with Part 4, unless otherwise specified;

sovereign (F = 7 18) means —

(a) the Government;

(b) the central government of a jurisdiction;

(c) the central bank of a jurisdiction; or

(d) arecognized multilateral development bank or supranational organization;

specified risk-free yield curve (n * & b *& T £ & ¥ ) means a risk-free yield curve
constructed in accordance with Schedule 4 for a specified currency set out in column 1

of Table 1 of Schedule 4;

Tier 1 capital (- % F ) means the total of Unlimited Tier 1 capital under rule 8 and
Limited Tier 1 capital under rule 9;

Tier 2 capital instrument (—.2-F * 1 £ ) means a capital instrument that meets the
qualifying criteria set out in Schedule 3;

universal life business (8 * 2 ' ¥ 7*) means long term business which is not
participating business, and which features a savings component designed to accumulate
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3.

2

€)

4

)

an account value over time.—F and that the account value is credited with periodic interest
credits (at a declared crediting interest rate) which may vary from time to time (and may
be subject to a minimum if a guaranteed rate is offered), and is reduced by, where
applicable, cost of insurance charges and other policy charges and fees;

Unlimited Tier 1 capital instrument (£ *34]- % F ~ 1 &) means a capital instrument
that meets the qualifying criteria set out in Schedule 1;

unrated (£ ™), in relation to an instrument or a party, means no credit rating has been
assigned to the instrument or party by a rating agency.

A reference in these Rules to a table or formula followed by a number is a reference to
the table or formula, as the case may be, bearing that number in these Rules.

Where, under a provision of these Rules, the prior consent of the Authority is required
by an applicable insurer in respect of any matter, the insurer shal-must seek such prior
consent by making an application to the Authority, and in the form and manner described
in these Rules (where applicable).

If any matter referred to in a provision of these Rules includes qualifying terms such as
“adequate”, “key”, “practical”, “realistic”, “reasonably”, “relevant”, “significant”,
“substantive” or “sufficient”, the interpretation of that qualification shal-must take into
account any relevant guidelines or codes of practice isswed—published under the
Ordinance which are applicable to that provision

Individual provisions, Parts, Divisions, Subdivisions and Schedules of these Rules may
contain interpretation provisions which have application in accordance with their terms.

Application

(1)

2

Subject to subrule (2), these Rules apply to —

(a) authorized insurers; and

(b) any company that makes an application under section 7 of the Ordinance for
authorization.

These Rules do not apply to —

(a) marine insurers, except to the extent provided in the Insurance (Marine Insurers and
Captive Insurers) Rules;

(b) captive insurers, except to the extent provided in the Insurance (Marine Insurers
and Captive Insurers) Rules;

(c) Lloyd’s, except to the extent provided in the Insurance (Lloyd’s) Rules; or

(d) special purpose insurers.
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4. Basis for application

(1)

2)

€)

(4)

For the purpose of valuing its assets and liabilities, determining the capital resources that
make up its capital base and calculating its capital requirements in accordance with these
Rules, an applicable insurer which is an HK insurer or a designated insurer must
consolidate its assets, liabilities and capital resources together with those of its
subsidiaries, except for subsidiaries which are regulated financial entities.

To avoid doubt, in applying these Rules, an applicable insurer referred in subrule (1) is

required to include —

(a) its assets, liabilities and capital resources related to any business it carries on from
its places of business outside of Hong Kong; and

(b) the assets, liabilities and capital resources of any consolidated subsidiaries.

An applicable insurer which is a non-HK insurer but not a designated insurer is required
to apply these Rules only in relation to the assets, liabilities and capital resources related
to its business carried on in or from Hong Kong.

All amounts and calculations in these Rules are based on Hong Kong dollars, unless

otherwise specified.

Part 2
—Capital Adequacy

5. Capital Rrequirements

(1

2)

)

For the purposes of section 10 of the Ordinance, subject to subrule (2), an applicable

insurer must ensure at all times that its capital base as determined pursuant to Part 3-ef

theseRules is not less than each of —

(a) the prescribed capital amount of the insurer as determined in accordance with Part
S-obmesedipbe

(b) the minimum capital amount of the insurer as determined in accordance with
subrule (3); and

(c) $20,000,000.

If the Authority varies or relaxes any of the requirements in subrule (1) pursuant to
section 10(3) or seetion-130(1) of the Ordinance, an applicable insurer must determine
the requirement in accordance with subrule (1), but as so varied or relaxed.

For the purposes of subrule (1)(b), the minimumat capital amount is determined as 50%
of the prescribed capital amount, or such other amount determined by unless—the
Authority by way of variation or relaxation mentioned-inunder subrule (2)-determinesit
to be different.
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6. Applicable insurer must notify the Authority in respect of any contravention of rule 5§

b An applicable insurer must immediately notify the Authority in writing on its directors, its

controller(s) or any key person in control functions —

(a) reaching a view that the insurer is at risk of contravening rule 5; or

(b) knowing or having reason to believe that a contravention by the insurer of rule 5 has
occurred;,

and provide the Authority with particulars of the notified case as required by the Authority.

Part 3—
Determination of Capital Base

7. Determination of capital base

8 For the purposes of rule 5 —
(a) the capital base of an applicable insurer is the sum of the insurer’s —

(1)
(ii)

Unlimited Tier 1 capital;

Limited Tier 1 capital; and

(iii) Tier 2 capital;

(b) the Limited Tier 1 capital of an applicable insurer must not exceed 10% of the prescribed
capital amount; and

(c) the Tier 2 capital of an applicable insurer must not exceed 50% of the prescribed capital
amount.

8. Unlimited Tier 1 capital

(1) Subject to subrule (3), the Unlimited Tier 1 capital of an applicable insurer that is an HK
insurer or a designated insurer, is the sum of the following capital resources of such

insurer —

(a) the ordinary shares and other Unlimited Tier 1 capital instruments issued by the
insurer that satisfy the criteria in Schedule 1;

(b) share premium, if any, resulting from the Unlimited Tier 1 capital instruments
issued by the insurer;

(c) the insurer’s retained earnings net of any dividends that are proposed to be declared
or declared by the insurer;

(d) the accumulated other comprehensive income of the insurer;

(e) the fair market value of the insurer’s equity-settled employee stock options
provided that a corresponding expense is recorded in the profit and loss account or
retained earnings of the insurer in accordance with applicable accounting standards;

(f) the unrestricted and restricted reserves of the insurer; and

(g) the minority or non-controlling interests arising from the Unlimited Tier 1 capital

instruments issued by the consolidated subsidiaries of the insurer and held by third
parties_and any interests generated by share issuance and subsequent changes in
reserves of the issuing entities, if applicable.
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(2) The Unlimited Tier 1 capital of an applicable insurer that is a non-HK insurer but not a
designated insurer, is the sum of the surpluses of assets over liabilities of all funds
maintained by the insurer pursuant to sections 21B and 25AA of the Ordinance and after
the deduction of items specified in subrule (3).

3)

An applicable insurer must deduct the following amounts from its Unlimited Tier 1
capital, to the extent that such amounts have not already been excluded through valuation
under Part 4 —

(a)
(b)
(©)

(d)

(e)

()

(g
(h)

G

(k)

M

(m)

the amount of any goodwill that is recognized by the insurer as an intangible asset
of the insurer, net of any associated deferred tax liabilities;

the amount of other intangible assets of the insurer, net of any associated deferred
tax liabilities;

the amount of any assets of any defined benefit pension fund or plan, net of the
amount of obligations under the fund or plan and any associated deferred tax
liabilities;

subject to subrule (4), the amount of deferred tax assets of the insurer net of deferred
tax liabilities (excluding any deferred tax liabilities already taken into account
under paragraphs (a), (b) or (c)-ef-this-subrule);

the amount of any cumulative fair value gains or losses on liabilities of the insurer
that are valued at fair value and that result from changes in the insurer’s own credit
risk;

subjeetto—subrule(5)-the amount of any direct holdings, indirect holdings and
synthetic holdings by the insurer_as defined in subrule (5), which is taken into
account in the insurer’s Unlimited Tier 1 capital instrumentsissaed-by and is related
to a non-consolidated subsidiary of the insurer;

subject to subrule (7), the amount of any relevant capital shortfall of the insurer in
respect of its non-consolidated subsidiary as described in subrule (6);

subjeetto—subrule(5)-the amount of any direct holdings, indirect holdings and
synthetic holdings by the insurer_as defined in subrule (5), which is taken into

account in the insurer’s Unlimited Tier 1 capital instrumentsissaed-by and is related
to an affiliate (being a regulated financial entity) of the insurer-whichisaregulated
{inancial cntity;

the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer of Unlimited Tier 1 capital instruments issued by it, unless already
derecognized;

the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer of Unlimited Tier 1 capital instruments issued by any regulated financial
entity where that entity has a reciprocal cross holding with the insurer;

the amount of any encumbered assets of the insurer in excess of the sum of its
relevant on-balance sheet liabilities secured by those assets and any incremental
capital requirement relating to those encumbered assets and liabilities;

the amount of the insurer’s negative reserves at the total level of tetal-long term
business or_at the total level of general business, in excess of the corresponding
prescribed capital amount in respect of-insuranee-habiities that business;

the amount of insurer’s restricted capital component in excess of the corresponding
prescribed capital amount;
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(4)

)

(6)

(7

(n) the amount of insurer’s reinsurance assets arising from arrangements deemed to
constitute non-qualifying reinsurance;

(o) the amount of insurer’s crypto assets and off-balance sheet commitments to
purchase crypto assets; and

(p) any amount that would otherwise be deducted from the insurer’s Limited Tier 1
capital pursuant to rule 9 but cannot be so deducted because the insurer does not
have sufficient Limited Tier 1 capital to make such deduction.

For the purpose of determining the amount of the deduction in subrule (3)(d), the deferred
tax assets of the applicable insurer may only be netted with deferred tax liabilities of the
insurer if the deferred tax assets and deferred tax liabilities relate to taxes levied by the
same taxation authority and offsetting is permitted by the relevant taxation authority.

For the purpose of determining the amount of the-deduction fer-of holdings in relation to

of-capital-instruments—issued-either-by-a non-consolidated subsidiary of the applicable

insurer in subrule (3)(f), or the amount of deduction of holdings in relation to byan

affiliate (being a regulated financial entity) of the insurer which-is-aregulatedfinaneial

entity-in subrule (3)(h), the amount —

(a) must be valued in accordance with rule 34;

t)(b) includes capital instruments issued by the entity that are eligible to be
counted towards satisfying regulatory capital requirements under the laws relating
to regulatory capital to which the entity is subject;

) (c) includes loans and credit facilities provided by the insurer to the entity and
other credit exposures of the insurer to the entity;

e(d) includes potential future holdings that the insurer will be obliged to
purchase pursuant to an existing contractual commitment, irrespective of whether
the obligation to purchase is contingent on certain conditions having to be satisfied;
and

(e) excludes capital instruments issued by the entity that are not eligible to be
counted towards satisfying regulatory capital requirements under the laws relating
to regulatory capital to which the entity is subject.

Subject to subrule (7), the relevant capital shortfall in respect of a non-consolidated
subsidiary of an applicable insurer referred to in subrule (3)(g) is the amount by which
the non-consolidated subsidiary fails to meet the regulatory capital requirements
applying to it under the laws relating to regulatory capital to which the subsidiary is
subject, multiplied by the insurer’s proportional interest in the subsidiary based on
ordinary shares held directly or indirectly by the insurer.

To enable the Authority to monitor the potential impact of a deduction of a relevant

capital shortfall from the Unlimited Tier 1 capital pursuant to subrule (3)(g), an

applicable insurer must notify the Authority in writing as soon as practicable —

(a) upon it becoming aware of any breach by a non-consolidated- subsidiary of its
capital requirements which may result in a relevant capital shortfall having to be
deducted from its Unlimited Tier 1 capital; and
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(b) of any period for remedying the shortfall prescribed by the regulator to whose
jurisdiction the subsidiary is subject, in relation to the regulatory capital
requirement that applies to the subsidiary.

(8) In this rule —

crypto assets (*r % ¥ A ) means digital assets that —

(a) depend primarily on cryptography and distributed ledger technology or similar
technology;

(b) are not digital currency issued by a central bank or by an entity that performs the
functions of a central bank or by an entity authorized by a central bank on its behalf;

(c) are not digital currency issued by the government of a jurisdiction, or by an entity
authorized by the government of a jurisdiction and acting pursuant to an authority
to issue currency in that jurisdiction;

(d) have no intrinsic value and are not explicitly and directly linked to, or backed by,
assets with intrinsic values; and

(e) the holdings of which do not give rise to a contract between the holder and another
identified issuer;

encumbered asset (£ 3 A £ § 7% &) means an asset that an applicable insurer
pledges or transfers as collateral to a counterparty either to meet regulatory requirements
or in order to participate in certain activities, including derivatives trading, borrowing,
entering repurchase agreements, obtaining reinsurance, securing guarantees, obtaining
letters of credit and holding assets in trust;

negative reserves (f %% % %) means where the amount of insurance liabilities (net of

reinsurance) at the total level of long term business or at the total level of general business
is negatlve the absolute value of such negative amount—wher&th%lﬁelev&ﬁt—e&slﬂﬁﬂews

non-qualifying reinsurance (3t & % %*& ) means a reinsurance arrangement that —

(a) does not provide sufficient transfer of risk;

(b) 1is provided by an entity that is not regulated; or

(c) Dbelongs to a reinsurance arrangement specified by that-the Authority isstes-in a
notice published at-in the Gazette, or in a notice to an applicable insurer.

9. Limited Tier 1 capital

(1) Subject to subrule (2), the Limited Tier 1 capital of an applicable insurer is the sum of
the following capital resources of such insurer —
(a) the Limited Tier 1 capital instruments issued by the insurer that satisfy the criteria
in Schedule 2; and
(b) share premium, if any, resulting from such Limited Tier 1 capital instruments issued
by the insurer.
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2)

€)

An applicable insurer must deduct the following amounts from its Limited Tier 1 capital,
to the extent that such amounts have not already been excluded through valuation under
Part 4 —

(a) subjeettosubrule(3);-the amount of any direct holdings, indirect holdings and
synthetic holdings by the insurer ef-as defined in subrule (3). which is taken into
account in the insurer’s Limited Tier 1 capital instroments-issued-by and is related
to a non-consolidated subsidiary of the insurer;

(b) subjeettosubrule(3);-the amount of any direct holdings, indirect holdings and
synthetic holdings by the insurer-ef as defined in subrule (3). which is taken into
account in the insurer’s Limited Tier 1 capital instramentsissaed-byand is related
to an affiliate (being a regulated financial entity) of the insurer-which-isaregulated
financtal entity;

(c) the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer of Limited Tier 1 capital instruments issued by it, unless already
derecognized;

(d) the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer of Limited Tier 1 capital instruments issued by any regulated financial entity
where that entity has a reciprocal cross holding with the insurer; and

(e) any amount that would otherwise be deducted from the insurer’s Tier 2 capital
pursuant to rule 10 but cannot be so deducted because the insurer does not have
sufficient Tier 2 capital to make such deduction.

For the purpose of determining the amount of the-deduction fer-of holdings in relation to

of-capitalinstruments—issued-either-by-a non-consolidated subsidiary of the applicable

insurer in subrule (2)(a), or bythe amount of deduction of holdings in relation to an

affiliate (being a regulated financial entity) of the insurer which-is-aregulatedfinaneial

entity-in subrule (2)(b), the amount —

(a) must be valued in accordance with rule 34:

2)(b) includes capital instruments issued by the entity that are eligible to be
counted towards satisfying regulatory capital requirements under the laws relating
to regulatory capital to which the entity is subject;

H5)(c) includes loans and credit facilities provided by the insurer to the entity and
other credit exposures of the insurer to the entity;

tex(d) includes potential future holdings that the insurer will be obliged to
purchase pursuant to an existing contractual commitment, irrespective of whether
the obligation to purchase is contingent on certain conditions having to be satisfied;
and

tey(e) excludes capital instruments issued by the entity that are not eligible to be counted
towards satisfying regulatory capital requirements under the laws relating to
regulatory capital to which the entity is subject.

10. Tier 2 capital

(D

Subject to subrule (2), the Tier 2 capital of an applicable insurer is the sum of the
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2

3)

following eligible capital resources of such insurer —

(@)
(b)
(©)
(d)

(e)

&)

(2

the Tier 2 capital instruments issued by the insurer that satisfy the criteria in
Schedule 3;

share premium, if any, resulting from such Tier 2 capital instruments issued by the
insurer;

the amount of deferred tax assets of the insurer net of deferred tax liabilities as
deducted from the Unlimited Tier 1 capital of the insurer pursuant to rule 8(3)(d);
the amount of any encumbered assets of the insurer in excess of the sum of its
relevant on-balance sheet liabilities secured by those assets and any incremental
capital requirement relating to those encumbered assets and liabilities, as deducted
from the Unlimited Tier 1 capital of the insurer pursuant to rule 8(3)(k);

the amount of the insurer’s negative reserves at the total level of long term business
or at the total level of general business in excess of (which-may-be-dedueted-the
corresponding prescribed capital amount in respect of-insurancetiabilities that
business.} as deducted from the Unlimited Tier 1 capital of the insurer pursuant to
rule 8(3)(1);

the amount of insurer’s restricted capital component in excess of the corresponding
prescribed capital amount, as deducted from the Unlimited Tier 1 capital of the
insurer pursuant to rule 8(3)(m); and

the amount of Limited Tier 1 capital of the insurer that is in excess of 10% of the
prescribed capital amount.

An applicable insurer must deduct the following amounts from its Tier 2 capital, to the
extent that such amounts have not already been excluded through valuation under
Part 4 —

(@)

(b)

(c)
(d)

subjeetto—subrale{3);-the amount of any direct holdings, indirect holdings and
synthetic holdings by the insurer_as defined in subrule (3), which is taken into

account in the insurer’s Tier 2 capital and is related to efFier2-eapitalinstruoments
issted-by-a non-consolidated subsidiary of the insurer;

subjeetto—subrale{3);-the amount of any direct holdings, indirect holdings and
synthetic holdings by the insurer ef-as defined in subrule (3), which is taken into
account in the insurer’s Tier 2 capital mstrumentsissued-by-and is related to an
affiliate (being a regulated financial entity) of the insurer-which—is—aregulated
e

the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer of Tier 2 capital instruments issued by it, unless already derecognized; and
the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer of Tier 2 capital instruments issued by any regulated financial entity where
that entity has a reciprocal cross holding with the insurer.

For the purpose of determining the amount of the-deduction fer-of holdings in relation to

of capitalinstruments—issued-either by-a non-consolidated subsidiary of the applicable

insurer in subrule (2)(a), or the amount of deduction of holdings in relation to by-an

affiliate (being a regulated financial entity) of the insurer whichis-aregulatedfinaneial
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entity-in subrule (2)(b), the amount —

(a) must be valued in accordance with rule 34;

t)(b) includes capital instruments issued by the entity that are eligible to be
counted towards satisfying regulatory capital requirements under the laws relating
to regulatory capital to which the entity is subject;

) (c) includes loans and credit facilities provided by the insurer to the entity and
other credit exposures of the insurer to the entity;

e(d) includes potential future holdings that the insurer will be obliged to
purchase pursuant to an existing contractual commitment, irrespective of whether
the obligation to purchase is contingent on certain conditions having to be satisfied;
and

{e}(e) excludes capital instruments issued by the entity that are not eligible to be counted
towards satisfying regulatory capital requirements under the laws relating to
regulatory capital to which the entity is subject.

Part 4—
Valuation of Assets and Liabilities

Division 1 — General

11. Recognition and derecognition of assets and liabilities

{4} Unless specified in these Rules, an applicable insurer must recognize and derecognize
assets and liabilities in accordance with the applicable accounting standards.

Division 2 — Valuation of Insurance Liabilities

Subdivision 1 — General

12. Recognition and derecognition of insurance liabilities

(1)

)

)

An applicable insurer, for the purpose of valuing insurance liabilities under the contracts

of insurance it enters into, must recognize such liabilities at the earliest of —

(a) the date when the first premium under the contract becomes due;

(b) the date the insurance cover under the contract begins; or

(c) the date the insurer becomes a party to the contract that gives rise to the insurance
liabilities.

Subject to subrule (1), an applicable insurer must recognize all insurance liabilities within
the boundary of each contract of insurance as determined in accordance with rule 14.

An applicable insurer must derecognize an insurance liability only when that liability is
extinguished, discharged, cancelled, or has expired, and all future cash flows in respect
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of the liability are nil. To avoid doubt, purchase of reinsurance does not result in the
derecognition of any part of the insurance liabilities covered by such reinsurance.

13. Insurance contracts covering different types of risk

(D

2)

3)

4

)

(6)

(7

Where an applicable insurer effects and carries out a contract of insurance which
combines distinguishable sets of insurance obligations and a portion of the premium
under the contract is allocated to each set of obligations, for the purpose of valuing the
insurance liabilities arising under the contract, the insurer must unbundle the obligations
under the contract into each distinguishable set of obligations and separately value the
insurance liabilities for each such distinguishable set.

Subject to subrule (6), if an applicable insurer authorized to carry on long term business
effects and carries out a contract of insurance which combines long term business and
additional business of the nature of class 1 or 2 specified in Part 3 of Schedule 1 efto the
Ordinance, the insurer must unbundle such additional business from the long term
business for the purpose of valuing the insurance liabilities under the contract.

Where a contract of insurance includes the feature of funds on deposit, an applicable
insurer is required to unbundle and separately value such funds on deposit from the other
insurance liabilities under the contract.

Where a contract of insurance includes the feature of prepaid premiums, an applicable
insurer is required to unbundle and separately value such prepaid premiums from the
other insurance liabilities under the contract.

Subject to subrule (6), where an applicable insurer effects and carries out a contract of
insurance which covers different general insurance lines of business specified in
Schedule 9, the insurer must unbundle and separately value the insurance liabilities in
respect of each different lines of general business.

Where —

(a) it is not practicable for an applicable insurer to unbundle insurance obligations
under a contract of insurance in accordance with subrule (2) or (5), as the case may
be; and

(b) it would not result in any material misstatement in the valuation of the insurer’s
insurance liabilities or prescribed capital amount if such insurance obligations are
not unbundled,

the insurer may leave such insurance liabilities not unbundled and value such liabilities

in accordance with subrule (7).

In the case of insurance liabilities under a contract of insurance or part of such contract
which are not unbundled in accordance with subrule (6), an applicable insurer must value
such liabilities and determine its prescribed capital amount under Part 5 based on the
nature of the key risk driver for the liabilities under that contract or part of the contract,
as the case may be.
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(8)

©)

Where in relation to a contract of insurance mentioned under subrule (2), an applicable

insurer has —

(a) unbundled the insurance liabilities for additional business in accordance with
subrule (2); or

(b) not unbundled the insurance liabilities for additional business in accordance with
subrule (6), and the key risk driver for the liabilities which are not unbundled is of
the nature of class 1 or 2 specified in Part 3 of Schedule 1 efto the Ordinance,

the insurer must determine how to value such liabilities in accordance with subrule (9).

For purposes of valuing the insurance liabilities mentioned in subrule (8) —

(a) if a long boundary is determined to apply to such liabilities based on rule 14, an
applicable insurer must value the liabilities in accordance with Subdivision +2 ef
thisDivistenrand, for purposes of determining its prescribed capital amount, include
such liabilities in the determination of its risk capital amount for life insurance risk
in accordance with Division 3 of Part 5; or

(b) otherwise, an applicable insurer must value the liabilities in accordance with
Subdivision 2-3 ef+thisDivisten-and, for the purpose of determining its prescribed
capital amount, include such liabilities in the determination of its risk capital
amount for general insurance risk in accordance with Division 4 of Part 5.

14. Boundary of insurance liabilities

(1)

)

©)

To value its insurance liabilities under a contract of insurance, an applicable insurer must
determine the boundary for such liabilities in accordance with subrule (2).

For the purposes of subrule (1), except funds on deposit and prepaid premiums, an
applicable insurer must determine the boundary for the insurance liabilities by applying
the principles in relation to contract boundary in Hong Kong Financial Reporting
Standard 17 or International Financial Reporting Standard 17.

Where insurance liabilities under a contract of insurance are unbundled in accordance

with rule 13, for the purposes of subrule (2), an applicable insurer must treat each
unbundled part of the contract as if it were a separate contract of insurance.

Subdivision 1-2 — Valuation of Long Term Insurance Liabilities

15. Determination of long term insurance liabilities

(D

2)

Rules 16 to 26 apply to an applicable insurer for the purpose of valuing the amount of its
long term insurance liabilities.

Subject to subrules (4) to (6), an applicable insurer must value the amount of its long
term insurance liabilities as the sum of the current estimates for such liabilities calculated
under rule 16 and the margins over current estimate for such liabilities calculated under
rule 25.
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3)

4

)
(6)

To avoid doubt, long term insurance liabilities include amounts set aside by the
applicable insurer for outstanding claims in respect of such liabilities (including claims
that have been reported but not yet settled and claims that have been incurred but not yet
reported).

For long term business of the nature specified as Class C under Part 2 of Schedule 1 of
to the Ordinance, the current estimates for liabilities arising from such business must be
determined as comprising unit reserves and non-unit reserves, with the unit reserves
being valued as the value of the assets backing the units relating to the contract of
insurance.

Liabilities for funds on deposit must be valued in accordance with rule 22.

Liabilities for prepaid premiums must be valued in accordance with rule 26.

16. Calculation of current estimate for long term insurance liabilities

(1

2)

3)

Subject to subrule (3), the current estimate of a long term insurance liability must be
calculated as the probability-weighted average of the present values of the future cash
flows required to settle the obligations giving rise to the liability within the relevant
boundary for the liability as determined under rule 14.

To calculate the present values as mentioned in subrule (1), an applicable insurer must
use the discount rates determined in accordance with rule 23.

The current estimate for a long term insurance liability must be calculated gross of any
reinsurance. The recoverables from contracts of reinsurance to which the insurer is a
cedant must be calculated separately in accordance with Subdivision 43-efthis Divisten.

17. Cash flows projection

(1

The projection of future cash flows used to calculate the current estimate of a long term

insurance liability under rule 16 must —

(a) take into account the probability of occurrence, timing, frequency and severity of
the insured events and their corresponding cash flows;

(b) be based on best estimate assumptions which reflect expected realistic future
demographic, legal, medical, technological, social or economic developments;

(c) include cash flows arising from future discretionary benefits which are expected to
be paid;

(d) take into account the obligations under related contractual options and financial
guarantees; and

(e) allow for expected policy holder behaviour, which may include dynamic policy
holder behaviour.
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(2) Subject to subrule (3), the projection of future cash flows referenced in subrule (1) is
performed separately for long term insurance liabilities under each contract of insurance
or the unbundled part of such contract, as the case may be.

(3) DespiteNetwithstanding subrule (2), an applicable insurer may project the future cash
flows referenced in subrule (1) based on grouped model points if —

(a) the grouping does not misrepresent the underlying risk and the key risk drivers, and
does not result in a material misstatement of the current estimate of the long term
insurance liabilities under the contracts of insurance in the grouping;

(b) the grouping has not resulted in the loss of any significant attributes of the long
term insurance liabilities under the relevant contracts of insurance in the group; and

(c) the contracts grouped share similar characteristics and product features.

(4) Where relevant, all future cash inflows and outflows associated with, and within the
boundary of a long term insurance liability as determined in accordance with rule 14
should be included in the projection of future cash flows referenced in subrule (1),
including but not limited to the following —

(a) cash inflows from premiums and any other amounts to be received from the policy
holder¢s);

(b) cash inflows from non-reinsurance recoveries related to claims;

(c) cash outflows for all types of benefits and payments payable to policy holders and
beneficiaries;

(d) cash outflows for expenses that will be incurred in servicing the contract of
insurance or relevant part thereefof the contract, including allocated overhead
expenses, investment expenses, claims handling expenses and acquisition expenses;
and

(e) cash outflows for taxation payments which are, or are expected to be, charged based
on policy holder premiums or are required to settle the insurance liability.

“(5) In this rule —

model point (-7 & 2b) means a set of records used in a model to represent a contract

of insurance or a cohort of contracts of insurance;usually with similar characteristics and
product features.

18. Allowance for future discretionary benefits

(1) In determining future cash outflows for the purposes of rule 17(4)(c), an applicable
insurer must make an objective and realistic allowance for future discretionary benefits.

(2) For the purpose of making the allowance referred to in subrule (1), the amount of any
future discretionary benefits recognized by the insurer as expected future cash outflows
must —

(a) be consistent with expected future experience, the underlying economic scenarios
on which the liability valuation is based and policy holders’ reasonable expectations;
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)

(b) be consistent with the discount rate used for valuing the relevant insurance
liabilities; and

(c) take into account the level of accumulated policy holder surplus or deficit as at the
valuation date, subject to the requirement on future management actions as set out
inrule 21.

Where the future discretionary benefit depends on assets held by the insurer, the amount
of future discretionary benefits recognized by the insurer as expected future cash
outflows must be based on the value of such assets held as of the valuation date, with any
subsequent changes to the asset allocation subject to the requirement on future
management actions as set out in rule 21.

19. Valuation of contractual options and financial guarantees

(1)

2

3)

4

)
(6)

Where contractual options and financial guarantees are offered under a contract of
insurance, the applicable insurers must calculate and reflect the time value of such
options and guarantees in the current estimate of the long term insurance liabilities under
the contract.

Subject to subrule (4), an applicable insurer must use a stochastic simulation approach in
calculating the time value of options and guarantees under groups of contracts of
insurance which include contractual options or financial guarantees.

For the purpose of calculating the time value of options and guarantees under the

stochastic simulation approach referred to in subrule (2), the insurer must —

(a) Dbase_the calculation on assets and liabilities valued on a market-consistent basis
with risk neutral scenarios;

(b) ensure that liability cash flows reflect the expected policy holder behaviour and
foreseeable management actions under different scenarios;

(c) ifayield curve is needed as an input to assume future financial market parameters
and the future returns on the assets, determine the discount rates to be used in
accordance with rule 23; and

(d) ensure that the model used is verifiable and reasonably consistent results are
capable to be reproduced.

Where a stochastic simulation approach has never before been applied by an applicable
insurer for a group of contracts of insurance, the insurer may adopt 20% of the
deterministic current estimate as the time value of options and guarantees for that group
of contracts.

Time value of options and guarantees must not be negative for the insurer as a whole.

In this rule —

market consistent basis (% ¥— Ik A ) means a basis that will reproduce prices at
which assets and liabilities are exchanged in the market;
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risk neutral scenarios (h ' 7 [+ F ) means a set of stochastic simulation scenarios

generated based on risk neutral probability measures such that the average of the values
calculated under all scenarios is arbitrage-free;-

stochastic simulation (£ fi-#%) means a simulation of a system that has variables that
can change stochastically (randomly) with individual probabilities;

time value (F* ¥ 1} i&.) means, in the case of contractual options and financial guarantees,

the value of liabilities en—top-efover the intrinsic value of such liabilities, taking into
account the possibility of future fluctuations in such values.

20. Allowance for policy holder behaviour

21.

{4} An applicable insurer must allow for expected policy holder behaviour in valuing its long
term insurance liabilities. If contractual options and financial guarantees under contracts of
insurance that are long term business allow policy holders to take actions to change the amount,
timing or nature of the benefits they will receive under the contracts, where appropriate, the
insurer may also allow for dynamic policy holder behaviour in projecting future cash flows
used to derive the current estimate of its long term insurance liabilities arising under such
contracts.

Management actions

{4} Subjeetto-subrale{(2)—fFor the purpose of valuing its long term insurance liabilities, an
applicable insurer may allow for future management actions in projecting future cash flows,
provided the following conditions are satisfied —

(a) the management actions considered are objective, realistic and verifiable;

(b) the management actions are not contrary to the applicable insurer’s obligations to policy
holders or to legal requirements applicable to the insurer;

(c) the management actions are consistent with the insurer’s current business practices and
business strategy unless there is sufficient evidence that the insurer will change its
practices or strategy;

(d) the management actions are reasonably expected to be carried out under the specific
circumstances to which they apply, and not contrary to any public indication by the
insurer as to the actions that it would expect to take, or not take in such circumstances;

(e) the management actions are consistent with each other;

(f) assumptions about the future management actions take into account the time needed to
implement such actions and any resulting incremental expense;

(g) the insurer is able to justify that assumptions about future management actions are
realistic based on a comparison with management actions actually taken by the insurer
in the past;

(h) the insurer takes into account expected policy holder reactions to the management actions;
and

(1) the management actions considered are regularly reviewed and are subject to adequate
internal governance controls and procedures before they are taken.

56



22. Funds on deposit

(1

2)

Subject to subrule (2), an applicable insurer must unbundle any funds on deposit and
value them separately from other liabilities under the contract at their account balance.

As an alternative to subrule (1), future cash flow projection method may be adopted to

value funds on deposit, provided that —

(a) the cash flows are within the boundary of the contract of insurance to which the
funds on deposit relate;

(b) the applicable insurer assumes in its projections that no future deposits will be made
into the funds on deposit account; and

(c) the applicable insurer considers expected policy holder behaviour relating to the
withdrawal of deposits.

23. Discount rate for long term insurance liabilities

(1

2

3)

4

)

Subject to subrules (2), (3) and (4), to obtain the current estimate of its long term
insurance liabilities, an applicable insurer must discount future cash flows using the
discount rate derived from the applicable specified risk-free yield curve.

For the purposes of subrule (1) and subject to subrule (3), an applicable insurer must
ensure that the currency for the applicable specified risk-free yield curve it uses to derive
the discount rate is the same as with-the currency for the underlying insurance obligations.

If the currency for the underlying insurance obligations is not a currency specified in
Schedule 4, an applicable insurer may use a specified risk-free yield curve that it
considers appropriate for discounting cash flows.

Where an applicable insurer constructs one or more than one MA portfolios to match its
long term insurance liabilities, or a part of those liabilitiesthereef, with corresponding
backing assets, the insurer may apply the matching adjustment for each MA portfolio
determined based on rule 24 to adjust the risk-free yield curve used to derive the discount
rate for the valuation of long term insurance liabilities.

For the purposes of subrule (4), an applicable insurer must construct its MA portfolio
based on its asset and liability management practice.

24. Matching adjustment

(1)

For the purposes of rule 23(4), an applicable insurer must apply the matching adjustment
to each MA portfolio as a parallel adjustment to the entire specified risk-free yield curve
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)

©)

in accordance with the following formula —

Discount rate t,currency,each MA portfolio
= risk free rate cyrrency + matching adjustment,qch ma portfotio

where —

risk free rate; c,rency means the rate in the specified risk-free yield curve for a point
of time and specific currency; and

matching adjustment,,cn ma portfotio Me€ans the amount of matching adjustment of a
particular MA portfolio, as determined in accordance with subrule (2).

For each of its MA portfolios, the applicable insurer must calculate the matching
adjustment as the sum of the applicable portion of the adjusted spread, the constant
prescribed spread component and (subject to subrule (3)) the qualified LTA, in
accordance with the following formula —

Matching adjustment,qch ma portrotio
= ad]uSted spread each MA portfolio X appllcatlon Tatio ¢qch Ma portfolio

+ weighted constant prescribed spread
X predictability Factor

X Max [Min (20%, eligible asset percentage

asset dollar duration ) ]

B liability dollar duration
+ qualified LTAeach MA portfolio

where each component is determined in accordance with Schedule 5.

An applicable insurer may include a qualified LTA in calculating the matching
adjustment for a MA portfolio, only if the portfolio satisfies all of the following
criteria —

(a) the MA portfolio is a subset of a physically segregated participating business fund
or universal life business fund, or the physically segregated fund itself of
participating business or universal life business.—F and to avoid doubt, the
following portfolios are not eligible for inclusion of qualified LTA —

(1) portfolios that are not physically segregated;

(i1) physically segregated portfolios containing both participating and universal
life businesses; or

(ii1)) physically segregated portfolios containing long term business other than
participating and universal life businesses;

(b) the underlying participating and universal life policies provide discretionary
benefits to policy holders, and the determination of such discretionary benefits is
governed by dividend or crediting rate policies pursuant to guidelines issued
published by the Authority; and
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(c) the assets covering the insurance liabilities in the MA portfolio are identified by the
applicable insurer and, together with the corresponding liabilities, are managed
separately by the insurer and are not to be used to cover losses from other business.

(4) For each MA portfolio constructed by an applicable insurer, the insurer must ensure that
the amount of assets is no less than the amount of liabilities.

(5) An applicable insurer must consider the cost of hedging in calculating the matching
adjustment for a MA portfolio.

(6) An applicable insurer which has practical difficulty in performing the full matching
adjustment calculation may opt to adopt simplified alternatives specified by the Authority.

(7) In calculating the matching adjustment for a MA portfolio, the input parameters related
to liability used by an applicable insurer must be net of reinsurance, unless otherwise
specified.

25. Margin over current estimate for long term insurance liabilities

(1) The margin over current estimate to be used by an applicable insurer in valuing its long
term insurance liabilities is an amount, calculated net of reinsurance, added to the current
estimates for such liabilities which reflects the uncertainty of liability cash flows related
to the following life insurance sub-risk modules —

(a) mortality risk;

(b) longevity risk;

(¢) morbidity risk;

(d) expense risk; and

(e) the level and trend lapse component of lapse risk.

(2) The margin over current estimate for each sub-risk mentioned in subrule (1) must be
calculated by the applicable insurer as the 75" percentile of the normal distribution
characterized by —

(a) amean equal to the current estimate of long term insurance liabilities as determined
in accordance with rule 16; and

(b) a 99.5" percentile equal to the capital requirement for the corresponding sub-risk
as determined in accordance with Division 3 of Part 5.

(3) For the purposes of subrule (1), the margin over current estimate for each sub-risk
calculated in accordance with subrule (2) is to be aggregated pursuant to the following
formula —

Margin over current estimate

= Z correlation matrix; ; X margin over current estimate; X margin over current estimate;
i,
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(4)

where —
correlation matrix refers to the correlation matrix set out in Table 1 of Schedule 7; and
i and j represent the sub-risks in each paragraph in subrule (1).

An applicable insurer must calculate and include an fund-level-allocated margin over
current estimate as part of the long term insurance liabilities attributable to each of its
long term business funds. The margin over current estimate for each long term business
fund is first calculated on a standalone basis using the formula in subrule (3) and reflects
the diversification between risks within that fund. Further diversification benefits
between the insurer’s different long term business funds are allocated back to the funds
proportionately to determine the allocated margin over current estimate at fund level.

26. Prepaid premiums

{4} An applicable insurer must value the prepaid premiums at the account balance. In addition,
the insurer must make provision for any shortfall arising from future guaranteed interest
associated with the prepaid premiums.

Subdivision 2-3 — Valuation of General Insurance Liabilities

27. Determination of general insurance liabilities

(1)

)

3)

Rules 27 to 32 apply to an applicable insurer for the purpose of valuing the amount of its
general insurance liabilities.

An applicable insurer must value its general insurance liabilities as the sum of the current
estimates for such liabilities calculated under rules 28 to 31 and the margins over current
estimates for such liabilities calculated under rule 32.

To avoid doubt, general insurance liabilities include amounts set aside by the applicable
insurer for outstanding claims in respect of such liabilities (including claims that have
been reported but not yet settled and claims that have been incurred but not yet reported).

28. Calculation of current estimate for general insurance liabilities

(1

2)

Subject to subrule (3), the current estimate of a general insurance liability must be
calculated as the probability-weighted averages of the present values of the future cash
flows required to settle the obligations giving rise to the liability within the relevant
boundary as determined under rule 14.

To calculate the present values as mentioned in subrule (1), an applicable insurer must
use the discount rates determined in accordance with rule 31.
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€)

The current estimate for a general insurance liability must be calculated gross of any
reinsurance. The recoverables from contracts of reinsurance to which the insurer is a
cedant must be calculated separately in accordance with Subdivision 43-efthis Divisten.

29. Cash flows projection

(1)

2)

3)

4

The projection of future cash flows used to calculate the current estimate of a general

insurance liability under rule 28 must —

(a) take into account the probability of occurrence, timing, frequency and severity of
the insured events and their corresponding cash flows;

(b) be based on best estimate assumptions which reflect expected realistic future
demographic, legal, medical, technological, social or economic developments; and

(¢) avoid double counting by excluding cash flows related to a liability where such
cash flows have already been accounted for and recognized as assets in the insurer’s
economic balance sheet.

Subject to subrule (3), the projection of future cash flows referenced in subrule (1) is
performed separately for the general insurance liabilities under each contract of insurance
or unbundled part of a contract of insurance, as the case may be-(based-en-the-beundary

determined-underraleHtortherelevant-habihtiesy

DespiteNetwithstanding subrule (2), an applicable insurer may project the future cash
flows referenced in subrule (1) based on grouped contracts of insurance or grouped
claims if —

(a) the grouping does not misrepresent the underlying risk, and-the-key risk drivers;
and claims patterns, and does not result in a material misstatement of the current
estimate of the general insurance liabilities under the contracts of insurance in the
grouping; and

(b) the grouping has not resulted in the loss of any significant attributes of the general
insurance liabilities under the relevant contracts of insurance in the grouping.

Where relevant, all future cash inflows and outflows associated with, and within the

boundary of a general insurance liability as determined in accordance with rule 14 should

be included in the projection of future cash flows referenced in subrule (1), including but
not limited to the following —

(a) cash inflows from premiums and any other amounts to be received from the policy
holder;

(b) cash inflows from non-reinsurance recoveries related to the claims;

(c) cash outflows for all types of benefits and payments payable to policy holder and
beneficiaries;

(d) cash outflows for expenses that will be incurred in servicing the contract of
insurance or relevant part of the contractthereef, including allocated overhead
expenses, investment expenses, claims handling expenses and acquisition expenses;
and

(e) cash outflows for taxation payments which are, or are expected to be, charged based
on policy holder premiums or are required to settle the insurance liability.
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30. Outstanding €claims Eliabilities and Ppremium Eliabilities

(1)

2

An applicable insurer must calculate the current estimates for its general insurance
liabilities separately for outstanding claims liabilities and premium liabilities.

For the purposes of subrule (1) —

(a) outstanding claims liabilities relate to claim events that have already occurred,
regardless of whether the claims arising from those events have been reported or
not; and

(b) premium liabilities relate to future claim events that are expected to be incurred
after the valuation date, attributable to the unexpired coverage of the insurer’s
contracts of insurance or relevant part thereef-of the contracts as at the valuation
date, within the boundary referred to in rule 14.

31. Discount rate for general insurance liabilities

(1)

2

3)

Subject to subrules (2) and (3), an applicable insurer may discount expected future cash
flows to obtain the current estimate of its general insurance liabilities.

For the purposes of subrule (1) and subject to subrule (3), an applicable insurer must use
the discount rate derived from the applicable specified risk-free yield curve and ensure
that the currency for the applicable specified risk-free yield curve it uses to derive the
discount rate is the same as eensistent-with-the currency for the underlying insurance
obligations.

If the currency for the underlying insurance obligations is not a currency specified in
Schedule 4, an applicable insurer may use a specified risk-free yield curve that it
considers appropriate for discounting cash flows.

32. Margin over current estimate for general insurance liabilities

(1

)

The margin over current estimate to be used by an applicable insurer in valuing its general
insurance liabilities is an amount, calculated net of reinsurance, added to the current
estimates for such liabilities, such that the sum of current estimates and margin over
current estimate provides for a 75% probability of adequacy for its general insurance
liabilities.

In calculating the margin over current estimate for the purpose of valuing its general
insurance liabilities, an applicable insurer may take into account the diversification of
such liabilities to the extent such liabilities arise from obligations in different general
insurance lines of business.
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Subdivision 3-4 — Recoverables from Reinsurance Contracts

33. Valuation of reinsurance recoverables

(1)

)

3)

4

An applicable insurer must value its reinsurance recoverables —

(a) 1in a way that is consistent with the current estimates of the underlying insurance
liabilities-eeded, including the assumptions and the boundary of the underlying
insurance liabilities ceded as determined in accordance with rule 14; and

(b) including cash flows associated with the-all contracts of reinsurance to which the
insurer is a cedant.

For the purposes of subrule (1), an applicable insurer must —

(a) only recognize those reinsurance recoverables arising from the contracts of
reinsurance that meet the criteria under rule 41(2);

(b) discount a reinsurance recoverable with the same discount rate used for valuing the
underlying insurance liabilities ceded; and

(c) classify its reinsurance recoverables as assets or liabilities on a contract-by-contract
basis, with no offsetting between reinsurance contracts.

An applicable insurer, for the purpose of valuing its reinsurance recoverables, must adjust
the value of the reinsurance recoverables for the expected losses due to potential default
of the counterparty of the reinsurance contracts to which the insurer is a cedant.

In valuing its reinsurance recoverables, to avoid any double counting of assets and

liabilities, an applicable insurer must adjust the amount of the recoverable to take account
of any deposit made to cover cash flows under the reinsurance contract.

Division 3 — Valuation of Assets and Other Items

34. Valuation of assets

(1)

)

3)

4

Unless otherwise specified in these Rules, an applicable insurer must value its assets at
market value.

An applicable insurer must value the following assets in accordance with the applicable

accounting standards —

(a) investment holdings in any subsidiary and-or affiliate, except investment holdings
in and amounts due from a non-consolidated subsidiary; and

(b) leases.

Where impairment exists for an asset and the asset’s market value does not fully reflect
the impairment, an applicable insurer must ensure the value of the asset is decreased to

reflect the full effect of the impairment.

An applicable insurer must measure goodwill and intangible assets at zero.
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©)

An applicable insurer must value the investment holdings in and amount due from non-
consolidated subsidiary at cost.

35. Deferred tax assets and liabilities

(1

2)

Subject to subrule (2), an applicable insurer must recognize deferred tax assets and
liabilities (other than those arising from the carryforward of unused tax credits and the
carryforward of unused tax losses), in accordance with the principles in Hong Kong
Accounting Standard 12 or International Accounting Standard 12.

For the purposes of subrule (1), recognition of deferred tax assets and liabilities is based

on the temporary difference between —

(a) the values of the assets and liabilities of the applicable insurer as determined in
accordance with these Rules; and

(b) the values of such assets and liabilities for tax purposes.

36. Contingent liabilities

(1)

2)

Subject to subrule (2), aAn applicable insurer must recognize and value its contingent
liabilities based on the probability and amount of future cash outflows required to settle
a contingent liability over the lifetime of that liability, discounted using the discount rate
derived from atthe applicable specified risk-free yield curve for the currency in which
the liability is denominated.

If the currency in which the underlying contingent liability is denominated is not a
currency specified in Schedule 4, an applicable insurer may use a specified risk-free yield
curve that it considers appropriate for discounting cash flows.

Part 5—
Determination of Prescribed Capital Amount

Division 1 — General Requirements for dDetermination of Prescribed Capital Amount

37. Determination of the prescribed capital amount

(1)

Subject to subrules (2), (3) and (4), an applicable insurer must determine its prescribed
capital amount by —
(a) determining risk capital amounts for its risk exposures to —
(1) market risk, in accordance with rules 45 to 51;
(i1) life insurance risk, in accordance with rules 52 to 59;
(ii1) general insurance risk, in accordance with rules 60 to 80; and
(iv) counterparty default and other risk, in accordance with rules 81 to 85;
(b) determining a risk capital amount for operational risk, in accordance with rule 86;
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(c) aggregating the risk capital amounts determined for paragraph (a) and adding the
risk capital amount determined for paragraph (b), using the following formula —

Prescribed capital amount

\/Z correlation matrix, , X risk capital amount, X risk capital amount,
x,y

+ risk capital amountoperational risk

)

3)

where —

correlation matrix refers to the correlation matrix set out in Table 2 of Schedule 7;
and

x and y -represent the risk in each subparagraph in paragraph (a):-

(d) adding the amount, if any, as calculated in accordance with rule 43, by which the
insurer’s adjustment for the loss absorbing capacity of future discretionary benefits
exceeds the cap on such adjustment; and

(e) deducting the amount, if any, calculated in accordance with rule 44 to reflect the
loss absorbing capacity of any change in the deferred tax impact after applying the
steps in paragraphs (a), (b), (c) and (d).

In the case of the risk capital amounts mentioned in subrule (1) which, in accordance
with these Rules, are required to be determined by the application of scenarios as
prescribed by these Rules, in applying those prescribed scenarios to determine the
relevant risk capital amounts, an applicable insurer must not change any —

(a) margin over current estimates; or

(b) deferred tax assets and liabilities.

An applicable insurer, for the purposes of subrule (1), should exclude from the

calculation of its relevant risk capital amounts, the risk exposures in respect of the amount
of any direct holdings, indirect holdings and synthetic holdings by the insurer in relation
to_a non-consolidated subsidiary of the insurer or an affiliate of the insurer which is a
regulated financial entity under rules 8(3)(f) and (h), 9(2)(a) and (b) and 10(2)(a) and (b).

33(4) An applicable insurer, for the purposes of subrule (1), may exclude from the

calculation of its prescribed capital amount, its risk exposures in respect of assets and

liabilities attributable to any separate fund it maintains —

(a) for the part of its long term business that is long term reinsurance business with
offshore risk, in accordance with section 21B(5)(e) of the Ordinance; and

(b) for the part of its general business that is general reinsurance business with offshore
risk, in accordance with section 25AA(4)(a) of the Ordinance.

“(5) Where a restricted capital component exists in respect of any separate sub-fund of

participating business maintained by an applicable insurer, for the purpose of determining
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its prescribed capital amount, the insurer must —

(a)

(b)

(©)

determine a separate prescribed capital amount based on the assets and liabilities in
respect of the restricted capital component of each sub-fund of participating
business, using the approach in subrule (1);

determine a separate prescribed capital amount based on all its assets and liabilities,
other than those in respect of the restricted capital component, using the approach
in subrule (1); -and

determine its prescribed capital amount as the sum of the separate prescribed capital
amounts in paragraphs (a) and (b).

38. Look-through approach in general

{4} Subject to rule 39, if an applicable insurer holds an asset or liability whose and-the-profit,
income or other return en-whieh-is dependent on an -underlying risk exposure, it must identify
the underlying risk exposure in determining the relevant risk capital amounts under rule 37(1).

39. Look-through approach for portfolio investments

(1

)

If an applicable insurer holds a portfolio investment, in determining each relevant risk
capital amount in rule 37(1) an applicable insurer must —

(2)
(b)

identify the underlying assets or liabilities of the portfolio investment, using the
approaches mentioned in subrules (2), (3), (4) and (5); and

in determining each relevant risk capital amount, use the underlying assets or
liabilities identified in accordance with paragraph (a) in proportion to the insurer’s
holding in the portfolio investment.

For the purposes of subrule (1)(a) —

(2)

(b)

(©)

(d)

subject to paragraph (b), an applicable insurer must identify all the underlying
assets or liabilities of the portfolio investment, to the extent of the granularity
required to determine each relevant risk capital amount in accordance with these
Rules; (the—full look-through approach®);

subject to paragraph (c), if the insurer cannot identify some or all of the underlying
assets or liabilities of the portfolio investment after applying the full look-through
approach, the insurer must use the approach in subrule (3) (the-*‘actual allocation-
based look-through approach®);

subject to paragraph (d), if the insurer cannot identify some or all of the underlying
assets or liabilities of the portfolio investment after applying the full look-through
approach and actual allocation-based look-through approach_(if applicable), the
insurer must use the approach referred to in subrule (4) to determine the
unidentified underlying assets or liabilities (the—mandate-based look-through
approach®); and

if, after applying the full look-through approach, actual allocation-based look-
through approach_(if applicable) and mandate-based look-through approach, there
remains an amount of underlying assets or liabilities of the portfolio investment
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3)

(4)

)

(6)

which the insurer cannot identify, the insurer must classify such amount as a
portfolio investment of no look-through.

In the actual allocation-based look-through approach, an applicable insurer must treats
all underlying multiple-debt securities of the same currency as a single debt security with
a duration, maturity and credit rating band that is en-the weighted average duration,
maturity and credit rating band of such debt securities.

For the purposes of the mandate-based look-through approach in subrule (2)(c) —

(2)

(b)

(©)

If -
(a)

(b)

subject to paragraph (b), in relation to the amount of underlying assets and liabilities
of the portfolio investment which cannot be identified, an applicable insurer must
assume that these are assets and liabilities that result from the amount being
invested, to the maximum extent allowed, in the class of assets under the investment
mandate or governing instrument of the portfolio investment that would result in
the highest prescribed capital amount for the insurer;

subject to paragraph (c), if there is any amount of unidentified underlying assets or
liabilities of the portfolio investment remaining after the application of the approach
in paragraph (a), the insurer must assume that this remaining amount is invested, to
the maximum extent allowed, in the class of assets under the investment mandate
or governing instrument, other than the class mentioned in paragraph (a), that would
result in the next highest prescribed capital amount for the insurer; and

if there continues to be any amount of unidentified assets or liabilities of the
portfolio investment remaining after the application of the approaches in
paragraphs (a) and (b), the insurer must continue to use the approach in paragraph
(b) until either the entire amount of underlying assets or liabilities of the portfolio
investment has been identified by reference to the classes of assets under the
investment mandate or governance instrument of the investment, or it is impractical
for the insurer to continue to use the approach in paragraph (b) to identify the
remaining underlying assets or liabilities.

any underlying asset of a portfolio investment held by an applicable insurer is in
turn a portfolio investment (underlying portfolio investment); or

any underlying asset held by an underlying portfolio investment mentioned in
paragraph (a) in turn is a portfolio investment, such that there are three-3 or more
layers of underlying portfolio investments between the portfolio investment held
by the insurer and the ultimate underlying assets and liabilities from which the
profit, income and other returns of the portfolio investment held by the insurer
derive,;

the insurer, for the purposes of subrule (1), must apply the approaches in subrule (2) in
accordance with subrule (6).

For the purposes of subrule (5) —

(a)

subject to paragraph (b), an applicable insurer must apply the full look-through
approach in subrule (2)(a), to identify the underlying assets or liabilities ultimately
held through all the layers of the portfolio investments;
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(7

(b) subject to paragraph (c), if the insurer cannot identify some or all of the ultimate
underlying assets or liabilities after applying the approach in paragraph (a), the
insurer must apply the actual allocation-based look-through approach in subrule
2)(b);

(c) subject to paragraph (d), if the insurer cannot identify some or all of the ultimate
underlying assets or liabilities after applying the approaches in paragraphs (a) and
(b) (if applicable), the insurer must, for the purpose of identifying such unidentified
underlying assets and liabilities, apply the mandate-based look-through approach
in subrule (2)(c) by reference to the investment mandate or governing instrument
of the portfolio investment in the layer at which the insurer ceased being able to
identify the underlying assets or liabilities held by such portfolio investment in
applying the full look-through approach or actual allocation-based look-through
approach (if applicable); or

(d) if, after applying the approaches in paragraphs (a), (b) and (c), there remains an
amount of such ultimate underlying assets or liabilities; which the insurer has not
identified, the insurer must classify such amount as_a portfolio investments of no
look-through.

In this rule —

portfolio investment of no look-through (£ ;= % % ch% & $ ) means some or all of

the underlying assets or liabilities of the portfolio investment classified using the
approach in subrule (2)(d) or (6)(d).

40. Valuation of contractual options and financial guarantees in determining risk capital
amounts

(1)

2

This rule applies to an applicable insurer which adopts 20% of the deterministic current
estimate as the time value of options and guarantees pursuant to rule 19(4).

For the risk capital amounts mentioned in rule 37(1) which are determined by the
application of scenarios as prescribed by these Rules, an applicable insurer, when
determining the relevant risk capital amounts, must ensure it maintains 20% of the
deterministic current estimate (after applying those scenarios), as adopted pursuant to
rule 19(4), as the time value of options and guarantees.

41. Recognition of insurance risk mitigating effect

(1

2)

In determining the relevant risk capital amounts mentioned in rule 37(1), an applicable
insurer may utilize a contract of reinsurance as an insurance risk mitigation arrangement
to reduce its potential losses under adverse events, if the contract is recognized in
accordance with subrule (2).

A contract of reinsurance is recognized for the purposes of subrule (1) if —

(a) the applicable insurer, as the ceding insurer under the contract of reinsurance,
transfers insurance risk to a reinsurer;
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©)

4

(b) the transfer of risk to the reinsurer under the contract of reinsurance is effective and
is clearly defined in the contract;

(c) the contract of reinsurance is binding on the parties, legally effective and
enforceable in all relevant jurisdictions;

(d) the insurer has taken all appropriate steps to ensure the effectiveness of the
arrangement and operation of the contract of reinsurance and to address the risks
related to the contract, including the-any risk that may result in a discontinuation of
the transfer of risk under the contract;

(e) inthe event of a default, insolvency; or bankruptcy of the reinsurer, or other simar
credit event adversely impacting the reinsurer set out in the contract of reinsurance,
the insurer has a direct legally enforceable claim on the reinsurer under the contract
of reinsurance-and-suchricht-is-documented--the-contract;

(f) there is no double counting by the insurer of the insurance risk mitigating effect of
the contract of reinsurance in valuing its assets or liabilities for the purposes of
these Rules and in determining the relevant risk capital amounts mentioned in rule
37(1);

(g) if'the contract of reinsurance results in the insurer being materially exposed to basis
risk resulting from a potential mismatch between the coverage under the contract
of reinsurance and the insurance risk to which the insurer is exposed, the insurer
must-allows for such basis risk in deriving the insurance risk mitigation effect of
the contract of reinsurance;

(h) the derivation of the insurance risk mitigation effect of the contract of reinsurance
by the insurer does must-not result in creating other risks or adding material basis
risk to the insurer, unless such risk is well addressed;

(1) the insurer is must—be—able to demonstrate that the contract of reinsurance
adequately mitigates its insurance risk under a range of gross loss scenarios; and

(j) the reinsurer which is a party to the contract of reinsurance has must-have-adequate
credit quality to guarantee, with appropriate certainty, that the insurer will receive
the protection in the cases specified by the contracting parties in the contract.

For the purposes of subrule (1) and subject to subrule (4), if the term of the contract of
reinsurance is due to expire within 365 days from the valuation date, an applicable insurer
must adjust the risk mitigating effect of the contract to reflect only the outstanding term
of the contract as of the valuation date, using the following multiplicative adjustment —

Number of days to expiry of contract of reinsurance as at valuation date

Min [1' Min(365Number of days of outstanding term of underlying risk exposure)l*
If the term of the contract of reinsurance is due to expire within 365 days from the
valuation date, instead of applying the adjustment in subrule (3), the applicable insurer
may make an assumption that the contract will be renewed on expiry, provided that in
making that assumption the insurer satisfies following conditions —
(a) the insurer takes into account the costs of renewing the contract in its assumptions
and reflects such costs in the valuation of assets and liabilities; and
(b) the insurer —
(1) can justify as realistic its assumption that the contract will renew on expiry
and that the risk mitigating effect will thus thereby-continue after expiry;
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(i) has credible evidence to support its assumption_in subparagraph (i); and
(iii) provides the Authority, upon request, with the justification and evidence of
its assumption_in subparagraph (i).

42. Recognition of financial risk mitigation effect

(1)

2)

)

In determining the relevant risk capital amounts mentioned in rule 37(1), an applicable
insurer may utilize a financial risk mitigation arrangement to reduce its potential financial
losses under adverse events in accordance with subrule (2).

For the purposes of subrule (1), an applicable insurer may must-enly-recognize the
financial risk mitigation effect of contractual arrangements only if previded-that-the
following criteria are met —

(a) the contractual arrangement has a risk mitigating effect on a specific exposure,
specific exposures or a pool of specific exposures of the insurer;

(b) the transfer of risk to the counterparty under the contractual arrangement is
effective and is clearly defined in the contract;

(c) the contractual arrangement is binding on the parties, legally effective and
enforceable in all relevant jurisdictions;

(d) the insurer has taken all appropriate steps to ensure the effectiveness of the
arrangement (such as clear documentation on the undertaking of the counterparty
to pay the protection in specified circumstances), and to address the risks related to
that arrangement, including any the-risk that may result in a discontinuation of the
transfer of risk under the arrangement;

(e) in the event of a default, insolvency; or bankruptcy of a counterparty, or other
stmitar-credit event adversely impacting the counterparty_set out in the relevant
contractual arrangement, the insurer has a direct legally enforceable claim on that
the counterparty under the contractual arrangementand-suehrightis-documented-in
the-contraet;

(f) there is no double counting by the insurer of the market risk mitigation effect of the
arrangement in valuing its assets or liabilities for the purposes of these Rules and
in determining the relevant risk capital amounts mentioned in rule 37(1);

(g) -the derivation of the financial risk mitigation effect does mustnot result in material
basis risk or in the creation of other risks, unless such risk is well addressed;

(h) the insurer is mustbe-able to demonstrate that the arrangement adequately mitigates
its financial risk under a range of loss scenarios; and

(1) the counterparty of the contractual arrangement has must-have-adequate credit
quality to guarantee, with appropriate certainty, that the insurer will receive the
protection in the cases specified by the contracting parties in the contract.

For the purposes of subrule (1) and subject to subrule (4), if the term of the contractual
arrangement is due to expire within 365 days from the valuation date, an applicable
1nsurer—m&skea¥y—%eeg%z%%mﬁgatmg—eﬁfee%e%%ﬁﬁ%al—ﬂﬁemﬂgaﬁ%

angemen acttermofthe-arrangemen and- must adjust the
rlsk mltlgatmg effect to reﬂect only the outstandmg term of the arrangement as of the
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(4)

Min (1,

valuation date, using the following multiplicative adjustment —

number of days to expiry of contract as at valuation date)
365 *

If the contract term of a financial risk mitigation arrangement is due to expire within 365
days from the valuation date, instead of applying the adjustment in subrule (3), the
applicable insurer may make an assumption that the risk mitigation arrangement will roll
over on expiry and recognize the mitigating effect of the arrangement in accordance with
subrule (5), provided that in making that assumption the insurer satisfies the following
conditions —
(a) the insurer takes into account the costs of the roll over in its assumptions and reflect
such costs in the valuation of assets and liabilities; and
(b) the insurer —
(1) can justify as realistic its assumption that the arrangement will renew on
expiry and that the risk mitigating effect will thusthereby continue after expiry;
(i) has credible evidence to support its assumption_in subparagraph (i); and
(ii1)) provides the Authority, upon request, with the justification and evidence of
its assumption_in subparagraph (i).

5)—If, in relation to a financial risk mitigating arrangement with a contract term that is due

to expire within 365 days of the valuation date, an applicable insurer satisfies the
conditions in subrule (4), the insurer may maintain the same risk mitigating effect of the

arrangement up to the end of the-sherterof the-felowing periods—

{a}-the assumed period for which the arrangement is rolled -over:-es

()3 365 days from the valuation date.

43. Adjustment to prescribed capital amount to reflect the loss absorbing capacity of future
discretionary benefits

(1)

In determining the relevant risk capital amounts mentioned in rule 37(1), an applicable

insurer may only take into account the effect of additional management actions that
comply with rule 21 and impact on future discretionary benefits in relation to its long
term business.

HQ2) Subject to subrule (1), Arapplicable-insturer,inacecordance-with-subrales{2),+3)

and(4D;—may-take-into-aceount-the effect of additional management actions on future

discretionary benefits-inrelation-to-the-insurer’s-long-term-business taken into account in
ealeulating-the calculation of the risk capital amounts -mentioned in rule 37(1);.is subject

to a cap determined in accordance with subrule (5).
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(3) The applicable insurer must, using the formula in subrule (4), determine the amount of
usage of the loss absorbing capacity of future discretionary benefits under each sub-risk
module by —

(a) calculating the difference in the present value of future discretionary benefits before
and after additional management actions based on the same stressed assumptions;
(b) multiplying the difference calculated in paragraph (a) by —

(1) in the case of the interest rate risk, credit spread risk and equity risk, the ratio
of the present value of future discretionary benefits based on the base
assumptions before additional management actions to the present value of
future discretionary benefits based on the stressed assumptions before
additional management actions; and

(i1) in the case of other sub-risks, 100%.

———The formula mentioned in subrule (3) is —
4
LAC usage = (PV FDByithout aad mgmt action@Stressed assumptions
— PV EDBy,ith add mgmt action@Stressed assumptions)
X adjustment ratio
where —
LAC usage means the amount of usage of the loss absorbing capacity of future
discretionary benefits;

adjustment ratio =
PV FDByithout add mgmt action@base assumptions

or interest rate , credit spread and equity risks
PV FDBwithout add mgmt action@stressed assumptions ! f ’ p q y

100% , for other risks

where —

PV FDByithout add mgmt action@Stressed assumptions means the present value of
future discretionary benefits before additional management actions based on stressed
assumptions;

PV FDB yith ada mgmt action@Stressed assumptions means the present value of
future discretionary benefits after additional management actions based on stressed
assumptions; and

PV FDB yithout add mgmt action@base assumptions means the present value of future
discretionary benefits before additional management actions based on the base
assumptions.

(5) Anapplicable insurer must determine a cap on the total amount of adjustment for the loss
absorbing capacity of future discretionary benefits it may make in calculating its

prescribed capital amount, by using the following formula —

LAC cap = Max(PV FDBygs, — PV FDB,,;,, 0)
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(6)

(7

®)

where —

LAC cap means the cap on the total amount of adjustment for the loss absorbing capacity
of future discretionary benefits the insurer may make in calculating its prescribed capital
amount;

PV FDB,,s. means the present value of future discretionary benefits under the base
scenario, net of reinsurance, based on the base assumptions; and

PV FDB ,,;, means the present value of the lowest allowed future discretionary benefits
in accordance with the insurer’s board-approved policy, net of reinsurance, based on the
base assumptions.

If the total amount of adjustment for the loss absorbing capacity of future discretionary
benefits applied by an applicable insurer in determining its prescribed capital amount
exceeds the cap calculated in accordance with subrule (5), the insurer, in accordance with
rule 37(1)(d), must add the amount of the excess, as calculated using the following
formula, for the purpose of determining its prescribed capital amount —

Max(OJ PCAwithout add mgmt action ~ PCAwith add mgmt action ~ LAC Cap)

where —

PCA \ithout ada mgmt action Means the prescribed capital amount as aggregated using the
formula in rule 37(1)(c) with each risk capital amount before applying the additional
management actions on future discretionary benefits; and

PCA yith add mgmt action Means the prescribed capital amount as aggregated using the
formula in rule 37(1)(c) with each risk capital amount after applying the additional
management actions on future discretionary benefits.

For the purposes of subrule (6), the applicable insurer must determine the risk capital
amounts before the additional management actions on future discretionary benefits by
adding the amount of usage of the loss absorbing capacity as determined in accordance

with subrule (3) to the risk capital amounts after the additional management actions on
future discretionary benefits.

Risk Capltal amountwithout add mgmt action
= Risk capital amount,,itn aaqa mgmt action + LAC usage

In this rule —

additional management actions ( ig *t *5" ¥ {7 ) means the management actions
assumed in the valuation of insurance liabilities after stress is applied in determining the
relevant risk capital amount, beyond those assumed in the valuation of insurance
liabilities before any stress is applied;

73



base assumptions (£ #* 3% ) means the assumptions as used for the valuation of
insurance liabilities before any stress is applied;-and

stressed assumptions (% & 3% ) means the assumptions as used for the valuation of
insurance liabilities after stress is applied in determining the relevant risk capital amount.

44. Adjustment to prescribed capital amount to reflect loss absorbing capacity of deferred
tax

(1) Subject to subrule (4), an applicable insurer may make a deduction in accordance with
rule 37(1)(e) to reflect the loss absorbing capacity of the deferred tax impact resulting
from the steps in rule 37(1)(a) to (d)- for the purposes deriving its prescribed capital
amount.

(2) The applicable insurer must calculate the amount of the deduction referred to in subrule
(1) by applying the effective tax rate to the pre-tax prescribed capital amount, where —
(a) the pre-tax prescribed capital amount of the insurer is the amount calculated in
accordance with rule 37(1)(a) to (d); and
b)—the effective tax rate_is the amount calculated as follows and capped at 16.5%-is
lerived usine the followine & 1
(b)
€e)(1) if the total current tax amount excluding premium-based tax recognized is
negative, while the change in retained earnings (after adjustment for any
dividends of the insurer), during the period to which the current tax amount
relates is positive, the insurer must calculate the effective tax rate using the
following formula —
ef fective tax rate

Total current tax amount excluding premium-based tax recognized \
ARetained earnings
+total current tax amount excluding premium-based tax recognized

= Min| 16.5%, Absolute

where —
current tax amount refers to the insurer’s current tax amount excluding any tax

amount associated with the adjustment to assessable profits due to change in
insurance capital requirements in section 23AAAD, 23AAAE or 23AD of the
Inland Revenue Ordinance (Cap.112); and

Aretained earnings means the insurer’s retained earnings at the end of the period
to which the current tax amount relates minus the insurer’s retained earnings at the
beginning of such period, after adjustment for any dividends of the insurer during

such period;
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(i1) otherwise, the insurer must calculate the effective tax rate using the following
formula —
ef fective tax rate

) Total current tax amount excluding premium-based tax recognized
= Max | 0,Min| 16.5%,

ARetained earnings
+total current tax amount excluding premium-based tax recognized

where —

current tax amount refers to the insurer’s current tax amount excluding any tax amount
associated with the adjustment to assessable profits due to change in insurance capital
requirements in section 23AAAD. 23AAAE or 23AD of the Inland Revenue Ordinance
(Cap.112); and

ARretained earnings means the insurer’s retained earnings at the end of the period end
to which the current tax amount relates minus the insurer’s retained earnings at the
beginning of such the-period-ef-whichthe-eurrenttax-amountrelates, after adjustment of
for any dividends of the insurer during such the-period-ef-which-the-eurrent-tax-ameunt
relates,

3y—For the purposes of subrule (2)(b), subject to subrules (4) and (5), an applicable insurer
must base its determination of the effective tax rate on the —

éb)g ) ft&latest avallable tax assessment for the spec1ﬁed period as of the valuation date.

(4) For the purposes of subrule (3), the specified period is —

(a) if the latest financial year end of the applicable insurer is carlier than the
commencement date — the period between the commencement date and the
valuation date;

t)(b) if the period between the commencement date efthese-Rules-and the latest

financial year end of the applicable insurer is-covers;-erthe-apphicable-insurer-has
carricd on insurance business in or from Hong Kong for, not less than | 3

consecutive financial years before the valuation date — the period between the
commencement date and the—valuat}e&date latest financial year end date; or

t(c) if the period between the commencement date eftheseRules-and the latest
financial year end of the applicable insurer is; covers at least 3 consecutive financial

years before the valuation date — the period of 3 consecutive financial years ending
on the latest financial year end date.
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)

(6)

(7

If the specified period determined in subrule (4) is more than one year2-years-or3-years,
the effective tax rate for the purposes of subrule (2)(b) is the average of the effective tax
rates of each of 2-rears-or3-yearsthe financial reporting periods, as the case may be, as
whieh-are-determined in accordance with subrule (2)(b) for each year.

If the amount for the loss absorbing capacity of the deferred tax impact determined under
subrule (1) would result in an increase in the deferred tax assets of the applicable insurer,
the insurer may make the deduction in rule 37(1)(e) in determining its prescribed capital
amount, provided that the insurer considers, and is able to justify, that it is probable that
future taxable profit will be available against which the deferred tax asset can be utilized.

In this rule —
commencement date (# »~ P ¥}) means the commencement of these Rules or the date

on which an applicable insurer commences carrying on insurance business in or from
Hong Kong, whichever is the later;

current tax amount (% ¥ F#%%f) means the amount of taxes payable or {recoverable)
based on inrespeet-of-the taxable profit or {tax loss) for a period.

Division 2 — Market Risk

45. Risk capital amount of market risk

(D

2)

To determine its risk capital amount for market risk, an applicable insurer must —
(a) inrespect of its assets and liabilities that are sensitive to market risk, determine the
risk capital amounts for each of the following sub-risks —
(1) interest rate risk, in accordance with rule 47;
(i1) credit spread risk, in accordance with rule 48;
(ii1) equity risk, in accordance with rule 49;
(iv) property risk, in accordance with rule 50; and
(v) currency risk, in accordance with rule 51; and
(b) aggregate the risk capital amounts for the sub-risks mentioned in sparagraph (a)(i),
(i1), (ii1), (iv) and (v) according to the formula mentioned in subrule (2).

The formula mentioned in subrule (1)(b) is —

Risk capital amount w4 ket risk

= \/ z correlation matrixg, X risk capital amounts X risk capital amount,
st

where —

correlation matrix refers to the correlation matrix set out in —

(a) Table 3A of Schedule 7, if interest rate upward stress is applied in determining the
risk capital amount of interest rate risk under rule 47(1); and
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3)

4

(b) Table 3B of Schedule 7, if interest rate downward stress is applied in determining
the risk capital amount of interest rate risk under rule 47(1); and
s and ¢ represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

For the purposes of subrule (1)(a), any reduction in the change in net asset value resulting
from the revaluation of derivatives for which the contractual arrangements do not meet
the criteria in rule 42 must be excludremeved when determining the risk capital amount
for any sub-risk referred in subrule (1)(a)(i), (ii), (iii), (iv) or (V).

If any risk capital amount for a sub-risk referred in subrule (1)(a)(i), (ii), (iii), (iv) or (V)
is negative, the risk capital amount for that sub-risk must be set to zero before being
aggregated under subrule (2).

46. Recalculation of matching adjustment under interest rate, credit spread and equity risks

(1

2

Subject to subrule (5), for the purpose of calculating the risk capital amounts for interest
rate risk (under both interest rate upward and interest rate downward stress scenarios),
credit spread risk and equity risk, an applicable insurer to which Schedule 5 applies must
re-value the long term insurance liabilities in its MA portfolios by recalculating the
matching adjustment in accordance with the formula set out in subrule (2). To avoid
doubt, no recalculation of the matching adjustment under Schedule 5 must be made for
the other sub-risks of market risk, or for risks other than market risk.

The formula mentioned in subrule (1) is —

Matching adjustment esseq = adjusted spreadgiressea X application ratiogtressed

3)

+ weighted constant prescribed spread, ;. X predictability factory,g,
X Max [Min (20%, eligible asset percentagey se

asset dollar durationgiressed

B liability dollar durationstresse)’o] + qualified LT Apase

where —

(a) each component is determined in accordance with Schedule 5; but

(b) application ratiostressed, asset dollar durationstressed, liability dollar durationstressed are
recalculated under interest rate risk stress, credit spread risk stress and equity risk
stress, and adjusted spreadstressed 1s recalculated under credit spread risk stress.

For purpose of recalculating the matching adjustment under subrules (1) and (2), in the
case of interest rate risk stress, credit spread risk stress and equity risk stress, an
applicable insurer must —

(a) recalculate the application ratio in section 6 of Schedule 5 using a duration factor
which is recalculated in accordance with section 8 of Schedule 5 under stress, but
with the predictability factor unchanged; and

(b) recalculate the constant prescribed spread component in section 9(1) of Schedule 5
by recalculating and applying the asset dollar duration and liability dollar duration
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under stress, but with no change to the constant prescribed spread, predictability

factor and eligible asset percentage.
(4) For purpose of recalculating the matching adjustment under subrules (1) and (2), in the
case of credit spread risk stress, for eligible assets that are subject to credit spread risk
(other than sovereign bonds as described in rule 48(3)(a)), an applicable insurer may
recalculate the adjusted spread in accordance with section 5 of Schedule 5 by adding the
corresponding credit spread stress factor under rule 48 as reduced by the relevant
reduction factor in accordance with the following formula —

Adjusted spreadiress
= Adjusted spreadgs,

+ Z w; X Credit spread stress factor;

Eligible Assets subject to credit spread risk i
X (1 —reduction factor;)

where —

w; means weight assigned to the eligible assets calculated in accordance with section 5
of Schedule 5;

credit spread stress factor means the credit spread stress factor under rule 48; and
reduction factormeans the factor set out in Table 1 (according to the whether the
eligible asset is rated, and if so, credit rating band of eligible assets).

Table 1
Prescribed ¥Reduction fFactor (%)
Column 1 Column 2
Credit rating band Reduction factor (%)

Colunm-+ Colmn2

1 40

2 40

3 45

4 55
5 or below 100

Unrated 77.5

(5) An applicable insurer which has practical difficulty in performing full calculation of the
matching adjustment of a MA portfolio under credit spread risk, interest rate risk and
equity risk scenarios may opt to adopt simplified alternatives specified by the Authority.

47. Risk capital amount for interest rate risk

(1) Subject to rule 46, an applicable insurer must determine the risk capital amount for
interest rate risk as the reduction in_its the-net asset value based on the scenario as
specified in paragraph (a) or (b) that results in the lowest net asset value for the apphicable
insurer as a whole —
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2

(a)

(b)

applying the upward stressed risk-free yield curve and upward stressed prime rate
(if applicable) under subrules (2) and (5) to all assets and liabilities sensitive to
interest rate risk; or

applying the downward stressed risk-free yield curve and downward stressed prime
rate (if applicable) under subrules (2) and (5) to all assets and liabilities sensitive to
interest rate risk.

Subject to subrules (3) and (4), the interest rate upward and downward stressed risk-free
yield curves for each specified currency are generated in accordance with Schedule 4,
but with the following adjustments —

(a)

multiplying each observable market rate of the respective risk-free yield curve by

X, where X is calculated as 1 plus —

(1) the corresponding upward stress factor in column 2 of Table 2, in the case of
the upward stressed risk-free yield curve; and

(i) the corresponding downward stress factor in column 3 of Table 2, in the case
of the downward stressed risk-free yield curve,

for each relevant term in column 1 of Table 2 until the last liquid point (as

prescribed in Schedule 4) for the specified currency; and

Table 2
Upward and dDownward sStress fFactors — ¥Risk-free ¥Yield eCurve
Column 1 Column 2 Column 3
Term (in year) Upward Downward
Column | Column 2 Column 3
1 307% -75%
2 194% -66%
3 181% -64%
4 173% -63%
5 160% -61%
6 144% -59%
7 134% -57%
8 125% -55%
9 119% -54%
10 114% -53%
15 99% -49%
20 76% -43%
30 73% -42%
50 73% -42%

(b) multiplying the ultimate forward rate of the respective risk-free yield curve (as

prescribed in Schedule 4) by —
(1) 1.1, in the case of the upward stressed risk-free yield curve;; and
(i) 0.9, in the case of the downward stressed risk-free yield curve.
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(3) [Ifany observable market rate is negative, in generating the stressed risk-free yield curves,
the applicable insurer may not apply the adjustments in subrule (2)(a) to the negative rate.

(4) Each point on the interest rate upward and downward stressed risk-free yield curves
generated pursuant to subrule (2) is capped at the corresponding point on the risk-free
yield curve plus 200 basis points, and floored at corresponding point on the risk-free yield
curve minus 200 basis points.

(5) In the case of an applicable insurer with onshore reverse mortgage insurance; —

(a) the additive upward stress to the prime rate associated with the contract of insurance
that the insurer must also apply to its onshore reverse mortgage insurance for the
purposes of subrule (1)(a) is the stress factor determined in accordance with column
2 of Table 3; and

(b) the additive downward stress to the prime rate associated with the contract of
insurance that the insurer must also apply to its onshore reverse mortgage insurance
for the purposes of subrule (1)(b) is the stress factor determined in accordance with
column 3 of Table 3.

Table 3
Upward and dDownward sStress fFactors — pPrime ¥Rate
Column 1 Column 2 Column 3
Prime rate Upward Downward
Column Column 2 Column 3
Lower than or equal to 5% 2.50% -1.00%
Higher than 5% but lower than or equal to 6% 3.25% -1.75%
Higher than 6% but lower than or equal to 7% 3.75% -2.25%
Higher than 7% but lower than or equal to 8% 4.25% -3.00%
Higher than 8% but lower than or equal to 9% 4.75% -3.75%
Higher than 9% but lower than or equal to 10% 5.25% -4.50%
Higher than 10% but lower than or equal to 11% 6.00% -5.25%
Higher than 11% but lower than or equal to 12% 6.50% -6.00%
Higher than 12% but lower than or equal to 13% 7.00% -6.75%
Higher than 13% but lower than or equal to 14% 7.50% -7.50%
Higher than 14% but lower than or equal to 15% 7.50% -8.25%
Higher than 15% but lower than or equal to 16% 6.50% -9.00%
Higher than 16% but lower than or equal to 17% 5.50% -9.75%
Higher than 17% but lower than or equal to 18% 4.50% -10.50%
Higher than 18% but lower than or equal to 19% 3.50% -11.25%
Higher than 19% 2.50% -11.75%
53(6) For an asset with a callable option, an applicable insurer must determine whether
such option is exercisable and reflect the effect in deriving the risk capital amount under

subrule (1)(a) or H)(b).
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48. Risk capital amount for credit spread risk

(1)

2

Subject to rule 46, an applicable insurer must determine the risk capital amount for credit
spread risk as the ameunt-efreduction in its the-net asset value resulting from by-applying
the credit spread stress factor to its assets and liabilities which are sensitive to changes in
the level and volatility of credit spreads.

Subject to subrule (3), the credit spread stress factors set out in Table 4 are applied
additive to the credit spread at base scenario, corresponding to the credit rating band and
remaining term to maturity of the relevant asset or liability.

Table 4
Credit sSpread sStress fFactors in bBasis pPoints

Remaining term to maturity

Remaining More More More More More
term-to Not more than 5 than 10 than 15 than 20 than 25 More
maturity years but  years but years but years but years but
Credit than 3 not more notmore notmore notmore notmore than 30
rating years than 10 than 15 than 20 than 25 than 30 years
band years years years years years
Column 1 Column2 Column3 Column4 Column5 Column6 Column7 Column 8
1 95 85 75 70 65 60 55
2 110 100 90 85 75 70 60
3 175 145 130 120 110 100 90
4 275 220 200 180 165 150 135
5 425 390 355 325 295 265 245
6 640 585 530 485 440 400 365
7 640 585 530 485 440 400 365
Unrated 350 305 2717.5 252.5 230 207.5 190
(3) For the purpose of determining the credit spread stress factor under subrule (2) —

despite the stress factors in Table 4, a sovereign bond may be assigned a credit

spread stress factor of 0 basis point only if —

(i) its credit rating is in credit rating band 1 or 2;; or

(i) it is a government bond issued in a jurisdiction whose specified currency is

SOy iS4 Ive-a i i v yrve-set out in
Table 1 of Schedule 4 and it is denominated in that specified currency;

to avoid doubt, an asset which is issued by a recognized multilateral development

bank or supranational organization is treated as_a sovereign bond and paragraph

(a)(i) applies to it;

in the case of a recognized green bond, a factor of 0.9 is multiplied to the stress

factor in Table 4;

in the case of an asset, under ef-which a portion of the obligations of the issuer

underthe-assetis guaranteed by an eligible guarantee, the portion of the asset which

(@)

(b)

(©)
(d)
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(4)

is guaranteed; maybe assigned with a credit spread stress factor based on the credit
rating band of the guarantee provider rather than the issuer; and

(e) toavoid doubt, an asset which is issued by a public sector entity without an eligible
guarantee from a sovereign, must be assigned with a credit rating stress factor based
on the credit rating band of the entity as a corporate.

In this rule —

recognized green bond (L7 1% ¢ f %) refers to a bond for which the-bend-has
obtained-pre-issuance external verification has been obtained from an independent and
qualified international third party that the bond meets the green criteria or principles as
issued by the Authority in a notice published at-in the Gazette.

49. Risk capital amount for equity risk

(1) Subject to rule 46, an applicable insurer must determine the risk capital amount for equity
risk as the ameunt-efreduction in its the-net asset value resulting from by-applying the
adjusted equity downward stress factor determined pursuant to subrule (2) to its assets
and liabilities which are sensitive to changes in market prices or volatility of equity.

2

Subject to subrules (3), (4) and (5), the adjusted equity downward stress factor is applied
multiplicatively and —

(2)

(b)

the adjusted equity downward stress factor for developed market listed equities,

emerging market listed equities, portfolio investments of no look-through and other

equities is determined pursuant to Table 5 as the sum of —

(1) the equity downward stress factor in column 2 of Table 5 corresponding to
the type of equities in column 1 of Table 5;-; and

(i1) the most recent countercyclical adjustment specified by the Authority from
time to time for developed market listed equities, emerging market listed
equities, portfolio investments of no look-through and other equities, as the
case may be; and

the adjusted equity downward stress factor for non-regulated investments in

affiliates (if not consolidated) and strategic investments, is the equity downward

stress factor in column 2 of Table 5 corresponding to the type of equities in column

1 of Table 5.

82



3)

(4)

)

(6)

(7)

(8)

©)

Table 5
Equity dDownward sStress fFactors

Column 1 Column 2
Type of equities Stress factor

Column | Column 2
Developed market listed equities 40%
Emerging market listed equities 50%
Non-regulated investment in affiliates 20%

(if not consolidated)

Strategic investments 20%
pPortfolio investments of no look-through 50%
Other equities 50%

(equities other than the above categories)

For purposes of subrule (2)(a)(ii), the countercyclical adjustment is capped at 10% and
floored at -10%.

Where an equity is secondary listed, the equity downward stress factor set out in Table 5
must be applied based on the exchange on which the equity has its primary listing.

Where an equity is listed on more than one securities exchange, there is no offset for net
long and short positions in that equity exposure from its listing on different exchanges.

An applicable insurer may only classify an equity as a strategic investment for the
purpose of applying the corresponding stress factor set out in Table 5, if it obtains
approval from the Authority to do so under subrule (9).

To obtain an approval under subrule (9), an applicable insurer must make an application
to the Authority for such approval in accordance with subrule (8) and make payment of
a prescribed fee.

An application under subrule (7) must —
(a) be made in writing;
(b) contain or be accompanied by particulars of —
(1) the details of the investment; and
(1) any other information as may be reasonably required by the Authority to
consider the application, having regard to guidelines issued-published by the
Authority under section 133 of the Ordinance; and
(c) Dbe served on the Authority.

On an application made under subrule (7), the Authority may, by written notice to the
applicable insurer, approve or reject the application and if it approves the application it
may do so subject to any conditions it may impose including in relation, but not limited
to —

(a) the period for which the approval shatt-is to remain in effect; and
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(10)

(b) a the-limit on_the amount or value of the investment classified as a strategic
investment.

In this rule —

countercyclical adjustment (i3 % # 4 &) means the adjustment reflecting risk arising

from changes in the level of equity prices, which is based on a function of the current
level of an appropriate equity index and a weighted average level of that index;

developed market listed equities (* % & 7 ¥+ 3 354&) means equities listed on the
securities exchanges of the jurisdictions set out in Table 1 of Schedule §;

emerging market listed equities (375 7 3~ % 3% 4#) means listed equities which are
not being-developed market listed equities;

portfolio investment of no look-through (& ;% 5 % ¢ £ 3 37) has the meaning given
by rule 39.

50. Risk capital amount of property risk

(1)

2

Subjeet-to-rule46,aAn applicable insurer must determine the risk capital amount for
property risk as the ameunt-ef-reduction in its the-net asset value resulting from by
applying a property downward stress factor of 25% to its assets and liabilities that are
sensitive to changes in the market prices or volatility of propertyies.

In the case of an applicable insurer with onshore reverse mortgage insurance, the insurer
must apply the property stress in subrule (1) in respect of its onshore reverse mortgage
insurance.

51. Risk capital amount for currency risk

(D

2

An applicable insurer must determine the risk capital amount for currency risk as the sum
of the risk capital amounts for currency risk for each currency in which the insurer’s
assets and liabilities are denominated, as determined pursuant to subrule (2).

An applicable insurer shall-must determine the risk capital amount for currency risk for

each currency against Hong Kong dollars, by multiplying —

(a) the relevant currency risk factor in column 2 e+4-of Table 6 corresponding to the
relevant currency in column 1 ex3-of Table 6; and

(b) bythe value of the net long or net short position in the relevant currency exposure
determined for the insurer’s assets and liabilities as a whole, after adjusting the

impact of any financial risk mitigation arrangement pursuant to rule 42;—forthe
insurer as a whole.
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Table 6

Currency rRisk fFactors for eCurrencies against Hong Kong dDollars

Column 1
Currency
Columnt
AUD
BRL
CAD
CHF
CLP
COP
CZK
DKK
EUR
GBP
HKD
HUF
IDR
ILS
INR
JPY
KRW
MOP
MXN
MYR
NOK
NZD
PEN
PHP
PLN
RMB
RON
RUB
SAR
SEK
SGD
THB
TRY
TWD
USD
ZAR
Others

Column 2
Risk factor
Column2
25%
55%
25%
35%
30%
35%
35%
30%
25%
25%
0%
45%
35%
25%
15%
30%
25%
1%
30%
15%
35%
40%
15%
15%
40%
10%
30%
35%
5%
35%
15%
20%
60%
10%
1%
35%
60%

Currency  Risk factor
Column 3 Column 4

I 1=bs
NOK 33%
NZD 40%
Lt 1=bs
PHP 155
PEN 40%
RMB 0o
RON 200,
U= 250
SAR 5%
SEK 35%
SGB 15%
THB 20%,
TRY 60%
TWD 10%
Lshb +o
LA —=b
Others £08
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3)>—In determining its net long or net short position in a relevant currency exposure against
Hong Kong dollars under subrule (2)(b) the insurer must exclude the —fel—lewmg—l-tems—

@03) margin over current estimate.

Division 3 — Life Insurance Risk

52. Risk capital amount for life insurance risk

(D

2

©)

4

To determine its risk capital amount for life insurance risk, an applicable insurer must —
(a) in respect of its assets and liabilities that are sensitive to life insurance risk,
determine the risk capital amounts for each of the following sub-risks —
(1) mortality risk, in accordance with rule 54;
(i) longevity risk, in accordance with rule 55;
(i11) life catastrophe risk, in accordance with rule 56;
(iv) morbidity risk, in accordance with rule 57,
(v) expense risk, in accordance with rule 58; and
(vi) lapse risk, in accordance with rule 59; and
(b) aggregate the risk capital amounts for the sub-risks mentioned in paragraphs (a)(i)
to (vi) in accordance with the formula in subrule (2).

The formula mentioned in subrule (1)(b) is —

Risk Capltal amount Life insurance risk

= \/ z correlation matrix,, , X risk capital amount,, X risk capital amount,

mn

where —
correlation matrix refers to the correlation matrix set out in Table 4 of Schedule 7; and
m and n represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

For the purposes of subrule (1), where onshore reverse mortgage insurance is sensitive
to life insurance risk, an applicable insurer must include such business in the calculation
of the risk capital amounts for mortality risk, longevity risk and lapse risk in rules 54, 55
and 59.

If any risk capital amount for a sub-risk referred in subrule (1)(a)(i), (ii), (iii), (iv), (v) or
(vi) is negative, the risk capital amount for that sub-risk must be set an-appheable-insurer
must-set-the-ameuntto zero before being aggregated in accordance with subrule (1)(b).
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53. Homogenous risk group

(1) To determine its risk capital amounts for each sub-risk mentioned in rule 52(1), an
applicable insurer must group its insurance liabilities with exposure to life insurance risk
into homogenous risk groups.

(2) For the purposes of subrule (1), a homogeneous risk group is a collection of insurance
liabilities with similar risk characteristics, such that there is no significant offset between
the risks associated with the insurance liabilities in the group when calculating the risk
capital amount for each sub-risk mentioned in rule 52(1).

54. Risk capital amount for mortality risk

(1) An applicable insurer must calculate the risk capital amount for mortality risk by —

(a) applying the mortality stress factor in subrule (2) to the best estimate mortality rates
for each homogenous risk group and determining the resulting reduction to its net
asset value; and

(b) determining the total sum of the reductions to its net asset value for each
homogenous risk group determined in paragraph (a) in accordance with the formula
in subrule (3).

(2) For the purposes of subrules (1)(a) and subrule—(3), an applicable insurer applies the
mortality stress factor by —
(a) applying a multiplicative permanent increase of 12.5% to the best estimate
mortality rates for a homogenous risk group; and
(b) capping the stressed mortality rates resulting from the application of the permanent
increase mentioned in paragraph (a) at 100%.

(3) The formula mentioned in subrule (1)(b) is —

Risk capital amountyoriqiity = Z Max (ANAVgtressedr 0)
i

where —

i refers to each homogeneous risk group; and

ANAV stresseq refers to the reduction in the net asset value resulting from the application
of the mortality stress factor in subrule (2) to the homogenous risk group.

55. Risk capital amount for longevity risk
(1) An applicable insurer must calculate the risk capital amount for longevity risk by —
(a) applying the longevity stress factor in subrule (2) to the best estimate mortality rates

for each homogenous risk group and determining the resulting reduction to its net
asset value; and
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2)

€)

(b) determining the total sum of the reductions to the-its net asset value for each
homogenous risk group determined in paragraph (a) in accordance with the formula
in subrule (3).

For the purposes of subrules (1)(a) and subrule—(3), an applicable insurer applies the
longevity stress factor by applying a multiplicative permanent decrease of 17.5% to the
best estimate mortality rates for a homogenous risk group.

The formula mentioned in subrule (1)(b) is —

Risk capital amount,ongevity = Z Max (ANAVtressedr 0)
i

where —

i refers to each homogeneous risk group; and

ANAV gressea refers to the reduction in net asset value resulting from the application of
the longevity stress factor in subrule (2) to the homogenous risk group.

56. Risk capital amount for life catastrophe risk

(1

2

An applicable insurer must determine the risk capital amount for life catastrophe risk as
the reduction in its net asset value resulting from applying the life catastrophe stress
factor mentioned in subrule (2) for the insurer as a whole.

For the purposes of subrule (1), an applicable insurer applies the life catastrophe stress

factor by —

(a) adding an absolute increase of 1.5 per mille to its best estimate mortality rates for
all its contracts of insurance with exposure to life insurance risk in the first 12
months from the valuation date; and

(b) capping the stressed mortality rates resulting from the application of the additive
amount mentioned in paragraph (a) at 100%.

57. Risk capital amount for morbidity risk

(1

An applicable insurer must determine the risk capital amount for morbidity risk by —

(a) assigning each disability benefit and morbidity benefit under its contracts of
insurance with exposure to life insurance risk to categories 1, 2, 3, or 4 as mentioned
in subrule (2), based on the category which most appropriately describes the benefit;

(b) in the case of each homogenous risk group with disability benefits and morbidity
benefits assigned to categories 1, 2 and 3 mentioned in subrule (2) —

(1) applying the morbidity stress factors mentioned in subrule (3) to each such
homogenous risk group and determining the resulting reduction in its net asset
value for each homogenous risk group; and

(i1) determining the total sum of the reductions to the-its net asset value mentioned
in subparagraph (i) for each category using the formula in subrule (5);

(c¢) in the case of each homogenous risk group with disability benefits and morbidity
benefits assigned to category 4 mentioned in subrule (2) —
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2

€)

(d)

(1) applying the morbidity stress factors mentioned in subrule (4) to each such
homogenous risk group; and

(i) determining the resulting reduction in its net asset value in accordance with
subrule (4)(e); and

determining the total sum of the reductions in its net asset value for disability or

morbidity benefits from paragraphs (b) and (c).

The categories of disability or morbidity benefits mentioned in subrule (1)(a) are —

(2)

(b)

(©)

(d)

Category 1: Medical expenses — benefits under contracts of insurance that provide
compensation for medical expenses, based on the treatment or expenses incurred
by the policy holders, and not on the time spent in a given health status;

Category 2: Lump sum in case of a health event — benefits under contracts of
insurance that provide for one or more lump sum compensation upon the
occurrence of a specified, and usually severe, health event, such as the diagnosis of
cancer or another type of dread disease, or the occurrence of an accident resulting
in a certain level of disability;

Category 3: Short-term recurring payments — benefits under contracts of insurance
that provide for recurring amounts of compensation for a period that depends on
the time spent in a temporary health status, such as inability to work, hospitalization,
or similar status; and

Category 4: Long-term recurring payments — benefits under contracts of insurance
that provide for a fixed annuity in case of a long-term or permanently deteriorated
health status.

For the purposes of subrule (1)(b)(i), in relation to the disability benefits and morbidity
benefits assigned to categories 1, 2 and 3 —

(2)

(b)

if the applicable insurer has used disability and morbidity inception rates to model

its claim costs , the insurer applies the morbidity stress factor by —

(1) applying a multiplicative permanent increase to such best estimate inception
rates for each a-homogenous risk group, with such permanent increase being
the appheable—percentage in Table 7_corresponding to the relevant benefit
category and contract term; and

(1) capping the stressed inception rates resulting from the application of the
permanent increase mentioned in subparagraph (i) at 100%;

if the insurer has not used inception rates to model its claim costs, but modelled

recovery rates, the insurer applies the morbidity stress factor by applying a

multiplicative permanent decrease to its modelled recovery rates for eacha

homogenous risk group, with such the-permanent decrease being the apphicable
percentage in Table 7 _corresponding to the relevant benefit category and contract
term; and

fe}—if the insurer has not modelled inception rates or recovery rates, the insurer applies

the morbidity stress factor by applying a multiplicative increase to the medical
claim payment amounts for each a-homogenous risk group, with such the-increase
being the applicable-percentage in Table 7_corresponding to the relevant benefit
category and contract term.
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Table 7
Morbidity sStress fFactors

Column 1 Column 2 Column 3
Coverages with Cm‘ferages with
. . original term
original term (based
(based on the
on the boundary
Benefit Category . boundary
determined under .
determined under
rule 14) shorter or
rule 14) longer than
equal to 5 years
S years
et e e
1: Medical expenses 20% 8%
2: Lump sum in case of a health event 25% 20%
3: Short-term recurring payments 20% 12%
4: Long-term recurring payments 25% 20%

(4) For the purposes of subrule (1)(c), in relation to the disability benefits and morbidity
benefits assigned to category 4, an applicable insurer applies the morbidity stress factor
by —

(a) for each homogeneous risk group —

(1) applying a multiplicative permanent increase to the best estimate disability
and morbidity inception rates for the each-homogenous risk group, with such
permanent increase being the percentage in Table 7 corresponding to the
relevant benefit category and contract term, subject to the stressed inception
rate resulting from application of the permanent increase being capped at
100%:; and

(i) determining the resulting reduction in its net asset value for theeach
homogenous risk group;

(b) determining the sum of the reductions in its net asset value for each homogenous
risk group mentioned in paragraph (a) using the formula in subrule (5);

(c) applying a multiplicative 20% permanent decrease to the best estimate recovery
rates for te-each same homogenous risk group mentioned in paragraph (a), and
determining the resulting reduction in its net asset value for each homogenous risk
group;

(d) determining the sum of the reductions in its net asset value for each homogenous
risk group mentioned in paragraph (c) using the formula in subrule (5); and

(e) taking the greater of the reductions in its the—net asset value determined in
paragraphs (b) and (d) as the reduction in its net asset value for purposes of subrule

(1)(e).

(5) The formula mentioned in subrules (1)(b)(ii);_and (4)(b) and (4)(d) is —

Risk Capital amountMorbidity,benefit category = Z Max (ANAVstressed: O)
i
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where —

i refers to each homogeneous risk group; and

ANAV tresseq Tefers to the reduction in the net asset value resulting from the application
of the morbidity stress factors determined in accordance with subrule (1)(b) or (¢), as the
case may be.

58. Risk capital amount for expense risk

(1) An applicable insurer must calculate the risk capital amount for expense risk as the
reduction in its net asset value resulting from the application of the expense stress factors
in subrule (2) to fer-all homogeneous risk groups.

(2) For the purposes of subrule (1), an applicable insurer applies the following expense
stresses factors simultaneously by —

(a) applying a multiplicative increase of x% to its best estimate expense assumptions
for all homogeneous risk groups for all years, with x% being the percentage set out
in column 2 of Table 8 for the applicable geographical region in column 1 of Table
8, based on the location of expense risk; or the location where the business is
written-; and

(b) adding y% to its best estimate expense inflation assumptions for all homogeneous
risk groups for all years, with y% being the percentage set out referred-te-in column
3 of Table 8 for the applicable geographical region in column 1 of Table 8, based
on the location of expense risk; or the location where the business is written.

Table 8
Expense sStress fFactors
Column 1 Column 2 Column 3
Geographical region x% y%
Column+ Column2 Colamn3
Canada, Japan, Switzerland, the United 6% 1%
Kingdom and the United States of America
A member state of the European Economic 6% 1%
Area
Hong Kong and other developed markets 89 Year 1-10: 2%
defined in Table 2 of Schedule 8 Year 11 onwards: 1%
Year 1-10: 3%
Markets not listed in the regions above 8% Year 11-20: 2%

Year 21 onwards: 1%

59. Risk capital amount for lapse risk

(1) An applicable insurer must determine #s-the risk capital amount for lapse risk as the
greater of the following —
(a) the level and trend lapse component determined in accordance with subrules (2)
and (3)_for the insurer as a whole; and
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(b) the mass lapse component determined in accordance with subrule (4) for the insurer
as a whole.

(2) For the purposes of subrule (1)(a), an applicable insurer must determine the level and
trend lapse component by —

(a) for each homogenous risk group —

(1) applying the upward lapse risk stresses mentioned in subrule (3)(b)(i) to the
legal or contractual options mentioned in subrule (3)(a) for the homogenous
risk group and determining the resulting reduction to its net asset value; and

(i) applying the downward lapse risk stress mentioned in subrule (3)(b)(ii) to the
legal or contract options mentioned in subrule (3)(a) for the homogenous risk
group and determining the resulting reduction to its net asset value;

(b) taking the greater of the reductions in the—its net asset value determined in
paragraphs (a)(i) and (ii), as the reduction in the—its net asset value for the
homogeneous risk group for the level and trend lapse component; and

fey—determining the sum of the reductions in itsthe- net asset value for all homogenous
risk groups determined-in-paragraph(b)-in accordance with the following formula

(to avoid doubt, with the amount in respect of any homogenous risk group being

zeros if there is no resulting reduction in the net asset value) —

Risk capital amount;eye; and trend = Z Max (ANAV | stressy, ,ANAV | stresspown, 0)

where—

i refers to each homogeneous risk group;

ANAYV | stressup refers to the reduction in the net asset value for the homogeneous
risk group resulting from the application of the upward lapse risk stress in paragraph
(a)(i); and

ANAV | stresspown refers to the reduction in the net asset value for the homogeneous
risk group resulting from the application of the downward lapse risk stress in

paragraph (a)(ii).

(3) For the purposes of subrule (2)(a) —

(a) an applicable insurer must apply the stresses to all legal or contractual options
which can significantly change the value of the future cash flows, including but not
limited to —

(i) policy lapse or surrender:;

(i1) partial withdrawal:;

(i) premium persistency, such as premium holiday;; and

(iv) optional changes to insurance cover;

(b) the stresses which the insurer must apply are, subject to paragraph (c) —

(1)  for the upward stress in subrule (2)(a)(i), a multiplicative permanent increase
of 40% to its best estimates for the exercise rates of the legal or contractual
options, subject to the stressed exercise rate resulting from application of the
permanent increase to fer-each option being capped at 100%; and
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(4)

)

(©)

(i) for the downward stress in subrule (2)(a)(ii), a multiplicative permanent
decrease of 40% to its best estimates for the exercise rates of the legal or
contractual options; and

Fthe upward stresses mentioned in paragraph (b)(i) must only be applied in a

manner that increases policy lapses or reduces insurance cover, while the

downward stresses mentioned in paragraph (b)(ii) must only be applied in a manner
that decreases policy lapses or increases insurance cover, as the case may be.

For the purposes of subrule (1)(b), an applicable insurer must determine the mass lapse
component by —

(a)

(b)

applying the following one-off instantaneous stresses to each homogeneous risk

group, and determining the resulting reduction in its net asset value from the

application of such stresses —

(1) an immediate 30% lapse or surrender of contracts of insurance which are
individual insurance policies or onshore reverse mortgage insurance policies:;
and

(i1)) animmediate 50% lapse or surrender of contracts of insurance which are non-
individual insurance policies; and

in accordance with the following formula, determining the sum of the reductions in

itsthe- net asset value for all homogenous risk groups determined in paragraph (a)

(to avoid doubt, with the amount in respect of any homogenous risk group being

zeros if there is no resulting reduction in the net asset value) —

Risk capital amounty; s = z Max (ANAV | shockpgss, 0)
i

where —

i refers to each homogeneous risk group; and

ANAV | shockmass refers to the reduction in the net asset value resulting from the
application of the stresses in paragraph (a) to the homogenous risk group.

In this rule —

individual insurance policy (1 * %' % ¥ ) means a contract of insurance which is held
by a natural person as policy holder or by a trust of which a natural person is the settlor;

non-individual insurance policy (2“1 * %' i% ¥ ) means a contract of insurance
which is not an individual insurance policy.
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Division 4 — General Insurance Risk

Subdivision 1 — Preliminary

60. Interpretation

(1)

2

In this Division —

earned premium (% ¥ %% ) means, in relation to a period of time, the portion of the

premium under a contract of insurance that relates to the insurance coverage under the
contract that elapses during that period;

net earned premium (7% ¥ /£ %% ) means earned premium that is net of reinsurance;

net-down procedures (% T A #2 5 ) means the process of estimating the net loss to an
applicable insurer under its general insurance business, by deducting from the gross loss,
the estimated insurance risk mitigation effect of any contract of reinsurance (being the

amount of the gross loss that is recoverable under that contract) that is recognized under
rule 41.

For the purpose of determining any risk capital amount under this Division which is

determined by applying prescribed catastrophe loss scenarios —

(a) ifthe prescribed loss scenario consists of more than one loss event, in applying the
net-down procedures to those loss events an applicable insurer must assume that —
(1) the loss events are independent; and
(i) the insurer does not enter into any new contract of reinsurance, as a cedant,

between the loss events;

(b) if the prescribed loss scenario does not prescribe how losses arising from the
scenario are to be attributed to specific individual risks, the applicable insurer must
not recognize the insurance risk mitigation effect of any contract of reinsurance
which is a per risk excess of loss reinsurance, even if that contract is recognized
under rule 41; and

(c) if the-apphicable-insurer—in-applying the prescribed loss scenario; would result in

premium being payable by an applicable insurer to reinstate coverage under a
contract of reinsurance under which it is a cedant;te-reinstate-the-coverageunder
that-contract (outward reinstatement premium), or premium_being receivable by
the insurer to reinstate coverage under a contract of reinsurance under which it is a
reinsurer to—reinstate—the—ecoverage—under—that—eontract—(inward reinstatement
premium), for determining its net losses arising from the scenario in accordance
with the applicable approaches prescribed in this Division, the insurer —

(1) must add any seeh-outward reinstatement premium; and

(1)) may deduct any sueh-inward reinstatement premium.
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(3) In this rule —

per risk excess of loss reinsurance (*& > AZ §f P& 35 £ " ) means a form of excess of loss
reinsurance which indemnifies a cedant against the amount of loss on an individual risk
(for example, a building) in excess of a specified retention with respect to each individual
risk.

61. Risk capital amount for general insurance risk

(1)

2)

To determine its risk capital amount for general insurance risk, an applicable insurer
|must —
(a) for its general insurance liabilities, determine the risk capital amounts for each of
the following sub-risks —
(1) general insurance risk (other than mortgage insurance risk), in accordance
with rules 62 to 70; and
(1) mortgage insurance risk, in accordance with rules 71 to 80; and
aggregate the risk capital amounts for the sub-risks mentioned in paragraphs (a)(i) and
(1) in accordance with the formula in subrule (2).

The formula mentioned in subrule (1)(b) is —

Risk Capltal amount General insurance risk

z correlation matrix,, ,,; X risk capital amount,; X risk capital amount,,

ul,vi

where —
correlation matrix refers to the correlation matrix set out in Table 5 of Schedule 7; and
ul and v represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

Subdivision 2 — General ilnsurance ¥Risk (other than mMortgage ilnsurance ¥Risk)

62. Risk capital amount for general insurance risk (other than mortgage insurance risk)

(1) To determine its risk capital amount for general insurance risk (other than mortgage

insurance risk), an applicable insurer must —
(a) determine the risk capital amounts for each of the following sub-risks —
(i) reserve and premium risk, in accordance with rules 63 to 65; and
(i) general insurance catastrophe risk, in accordance with rules 66 to 70; and
(b) aggregate the risk capital amounts for the sub-risks mentioned in paragraphs (a)(i)
and (ii) in accordance with the formula in subrule (2).
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(2) The formula mentioned in subrule (1)(b) is —

Risk Capltal amount General insurance risk (other than mortgage insurance risk)

= z correlation matrix,, ,,, X risk capital amount,, X risk capital amount,,

u2,v2

where —
correlation matrix refers to the correlation matrix set out in Table 6 of Schedule 7; and
u2 and v2 represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

63. Risk capital amount for reserve and premium risk

(1) To determine its risk capital amount for reserve and premium risk, an applicable
insurer —

(a) must determine its risk capital amounts for each of the following sub-risks —

(1) reserve risk for each general insurance line of business, in accordance with
rule 64; and

(i1)) premium risk for each general insurance line of business, in accordance with
rule 65;

(b) must determine its risk capital amounts for reserve and premium risk for each
general insurance line of business by aggregating the risk capital amounts for the
sub-risks mentioned in paragraphs (a)(i) and (ii) for the corresponding general
insurance lines of business, in accordance with the formula in subrule (2);

(c) may apply the adjustment, if any, to the risk capital amounts for reserve and
premium risk for each general insurance line of business in accordance with subrule
(3) to take account of geographical diversification; and

(d) must aggregate the risk capital amounts for reserve and premium risk for each
general insurance line of business after the adjustment mentioned in paragraph (c).
if any, in accordance with the formula in subrule (4).

(2) The formula mentioned in subrule (1)(b) is —

Risk Capltal amount peserve and premium risk_LOB

= z correlation matrix,s 3 X risk capital amount,; X risk capital amount,;

u3,v3

where —
correlation matrix refers to the correlation matrix set out in Table 7 of Schedule 7; and
u3 and v3 represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

(3) For the purposes of subrule (1)(c), an applicable insurer may adjust the risk capital
amount for reserve and premium risk for each general insurance line of business to take
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account of geographical diversification using the formula —

Risk Capltal amount reserve and premium after geographical diversification=
Risk Capltal amount reserve and premium before geographical diversification X (0-75 +

Yixi®
0.25 x _(Zixi)z)’

where x; is the sum of —

(a) the exposure base of reserve risk determined under rule 64(2) for a general
insurance line of business in a risk region as defined in Table 3 of Schedule 8; and

(b) the exposure base for premium risk determined under rule 65(2) for the same
general insurance line of business and same risk region.

(4) The formula mentioned in subrule (1)(d) is —

Risk capital amount peserve and premium risk

= \/ Z correlation matrixy, 4 X risk capital amountgeserve and premium_usa X Tisk capital amountpegerve and premium, v4
ud,v4

where —
correlation matrix refers to the correlation matrix in Table 8 of Schedule 7; and
u4 and v4 represent the corresponding general insurance lines of business.

(5) [Ifthe insurance risk mitigation effect of a contract of reinsurance that is recognized under
rule 41 is not fully suffieiently-taken into account in the risk capital amount of reserve
and_premium risk, an applicable insurer may only take into account the additional
insurance risk mitigation effect of the-such contract in determining its risk capital amount
for reserve and premium risk; if it obtains approval from the Authority to do so under
subrule (8).

(6) To obtain an approval under subrule (8), an applicable insurer must make an application
to the Authority for such approval in accordance with subrule (7) and make payment of
a prescribed fee.

(7)  An application under subrule (6) must —
(a) be made in writing;
(b) contain or be accompanied by particulars of —

(i) the contract of reinsurance;

(i1)) how the applicable insurer proposes to take account of the insurance risk
mitigation effect of the contract in determining its risk capital amount for
reserve and premium risk; and

(ii1)) any other information as may be reasonably required by the Authority to
consider the application, having regard to guidelines published issued-by the
Authority under section 133 of the Ordinance; and

(c) be served on the Authority.
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®)

On an application made under subrule (6), the Authority may, by written notice to the

applicable insurer, approve or reject the application and if it approves the application, it

may do so subject to any conditions it may impose including in relation, but not limited,

to —

(a) the period for which the approval shal-is to remain in effect; and

(b) the approach or manner in which the insurance risk mitigation effect of the contract
of reinsurance may be taken into account in the determination of the risk capital
amount for reserve and premium risk.

64. Risk capital amount for reserve risk

(1)

An applicable insurer must determine its risk capital amount for reserve risk for each
general insurance line of business in column 2 of Table 9 as the amount resulting from
multiplying its exposure base for reserve risk for that line of business by the
corresponding reserve risk factor in column 3 of Table 9.

Table 9
Reserve ¥Risk fFactors
Column 1 Column 2 Column 3
Business General insurance line of business Reserve risk factor
A e el
Accident and health 25%
Motor 30%
Aviation 40%
Ships 40%
Goods in transit 40%
Direct Property damage 35%
Employees’ compensation—construction 30%
Employees’ compensation—non-construction 25%
General liability—public liability 30%
General liability—other liability 40%
Pecuniary loss—credit and other 55%
Accident and health 25%
Motor 30%
Aviation 40%
Proportional Sh.lp > 40%
Rreinsurance Goods in transit 40%
- Property damage 35%
Employees’ compensation 30%
General liability 40%
Pecuniary loss—credit and other 55%
Non- Accident and health 50%
Pproportional Motor 50%
Rreinsurance Marine, aviation, and transport 50%
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Column 1 Column 2 Column 3
Business General insurance line of business Reserve risk factor
Property damage 50%
Employees’ compensation 50%
General liability 50%
Pecuniary loss—credit and other 50%

(2) For the purposes of subrule (1), an applicable insurer’s exposure base for reserve risk for
a general insurance line of business, subject to subrule (3), is its outstanding claims
liabilities net of reinsurance for the line of business as at the valuation date, floored at
zero.

(3) Subject to subrule (4), in determining its exposure base for reserve risk for a general
insurance line of business, an applicable insurer may exclude a loss event’s outstanding
claims liability where the insurer’s maximum liability for the loss event is already
reflected in the outstanding claims liability and cannot be exceeded due to —

(a) sueh-the amount of the-such outstanding claims liability, considered together with
any relevant settled amount, being not less than the maximum limit of liability of
the insurer under the contract of insurance; or

(b) sueh-the amount of the-such outstanding claims liability, considered together with
any relevant settled amount, being not less than the maximum amount of liability
retained by the insurer for the loss event, with any amount of liability exceeding
this being covered by contracts of reinsurance recognized under rule 41 for which
and-there is must-be-no dispute with any reinsurer on the reinsurance recoveries
assumed.

(4) An applicable insurer may only exclude outstanding claims liabilities mentioned in
subrule (3) from its exposure base for reserve risk if such liabilities —
(a) arise from an unexpected and extreme loss event; and
(b) form a significant portion of the insurer’s total outstanding claims liabilities net of
reinsurance.

65. Risk capital amount for premium risk
(1) An applicable insurer must determine its risk capital for premium risk for each general
insurance line of business in column 2 of Table 10 as the amount resulting from

multiplying its exposure base for premium risk for that line of business by the
corresponding premium risk factor in column 3 of Table 10.
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Table 10
Premium rRisk fFactors

Column 1
Business
Column1

Direct

Proportional
Rreinsurance

Non-
Pproportional
Rreinsurance

Column 2

General insurance line of business

Column2
Accident and health
Motor
Aviation
Ships
Goods in transit
Property damage

Employees’ compensation—construction

Employees’ compensation—non-
construction
General liability—public liability
General liability—other liability
Pecuniary loss—credit and other
Accident and health
Motor
Aviation
Ships
Goods in transit
Property damage
Employees’ compensation
General liability
Pecuniary loss—credit and other
Accident and health
Motor
Marine, aviation, and transport
Property damage
Employees’ compensation
General liability
Pecuniary loss—credit and other

Column 3
Premium risk factor
Column3
10%

20%

30%

30%

30%

20%

40%

30%

20%
35%
25%
10%
20%
30%
30%
30%
30%
30%
30%
25%
30%
30%
30%
30%
30%
30%
30%

For the purposes of subrule (1), an applicable insurer’s exposure base for premium risk

for a general insurance line of business in column 2 of Table 10, is the sum of —

(a) the greater of —
(i) the insurer’s net earned premium for the general insurance line of business
for the period commencing 12 months immediately preceding the valuation

date and ending on the valuation date, floored at zero; and

(i) the insurer’s estimated net earned premium for the same line of business
during the period commencing on the date immediately after the valuation

date and ending 12 months after that date, floored at zero; and

(b) in respect of a multi-year insurance contract recognized as at the valuation date,
25% of the net earned premium to be earned during the period under such contract
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commencing 12 months immediately after the valuation date up to the boundary of
the contract, floored at zero.

(3) In this rule —

multi-year insurance contract recognized as at the valuation date (>~ 5 & P © FEilen
% & ¥ %' £ X)) means a contract of insurance, the insurance liabilities under which are

recognized at the valuation date to have a boundary of longer than 12 months as determined
in accordance with rule 14d+viston2-ofPart4.

66. Risk capital amount for general insurance catastrophe risk

(1) An applicable insurer must determine its risk capital amount for general insurance
catastrophe risk by —

(a)

(b)

determining the risk capital amounts for each of the following sub-risks —

(1) natural catastrophe risk, in accordance with rule 67 or 68:;

(i) man-made non-systemic catastrophe risk, in accordance with rule 69; and
(iii) man-made systemic catastrophe risk, in accordance with rule 70; and
aggregating the risk capital amounts mentioned in paragraphs (a)(i) to (iii)
according to the formula in subrule (2).

(2) The formula mentioned in subrule (1)(b) is —

Risk Capltal amount General insurance catastrophe risk

Z correlation matrix,s 5 X risk capital amount,s X risk capital amount,s

us,v5

where —
correlation matrix refers to the correlation matrix set out in Table 9 of Schedule 7; and
u5 and v5 represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

67. Risk capital amount for natural catastrophe risk

(1) An applicable insurer —

2)

(a)

(b)

subject to obtaining approval from the Authority in accordance with subrule (4) and
no subsequent objection having been made by the Authority in accordance with
subrule (76), may use its own assessment, subject to any conditions imposed by the
Authority on its approval under subrule (4), to determine its risk capital amount for
natural catastrophe risk; or

must determine its risk capital amount for natural catastrophe risk in accordance
with rule 68.

For the purposes of subrule (1)(a), to obtain an approval under subrule (4), an applicable
insurer must make an application to the Authority in accordance with subrule (3) and
make payment of a prescribed fee.
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3)

(4)

)

(6)

(7)

An application made under subrule (2) must —
(a) be made in writing;
(b) contain —
(i)  the particulars in relation to the own assessment specified by the Authority;
and
(i) any other information as may reasonably be required by the Authority to
consider the application, having regard to guidelines published under section
133 of the Ordinance; and
(c) be served on the Authority.

On an application made under subrule (2), the Authority may, by written notice to the

applicable insurer, approve or reject the application and if it approves the application, it

may do so subject to such conditions it may impose including in relation, but not limited,

to—

(a) the period for which the approval shal-is to remain in effect; and

(b) the approach or manner in which the insurer must apply in its own assessment to
determine its risk capital amount for natural catastrophe risk.

After obtaining an approval from the Authority under subrule (4) and during the period

in which the approval remains in effect, an applicable insurer must —

(a) submit to the Authority such information in relation to the use of own assessment
as specified by the Authority in a specified form and within the period specified in
the specified form, including such information as may reasonably be required by
the Authority to monitor the continued effectiveness of the own assessment in
determining the insurer’s risk capital amount for natural catastrophe risk, having
regard to guidelines published under section 133 of the Ordinance; and

(b) pay the prescribed fee on submission of information under paragraph (a).

The Authority may, by serving a notice in writing on the applicable insurer, object to the
applicable insurer continuing to adopt the risk capital amount for natural catastrophe risk
based on the insurer’s own assessment if it appears to the Authority that the own
assessment is no longer suitable to be adopted by the insurer.

Where the Authority makes an objection pursuant to subrule (6), the applicable insurer
must determine its risk capital amount for natural catastrophe risk in accordance with
rule 68.

68. Risk capital amount for natural catastrophe risk—factor based

(1

)

This rule applies to an applicable insurer which does not have an approval from the
Authority under rule 67(4) or in respect of which the Authority has made an objection
under subrule 67(76).

To determine its risk capital amount for natural catastrophe risk, an applicable insurer
must —
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and—

)

(4)

)

(6)

(a) determine its —
(1) net loss for windstorm, in accordance with subrules (3), (4), (5), (6) and (7);
and
(i) net loss for earthquake, in accordance with subrules (3), (4), (5), (6) and (8);
(b) aggregate the net losses mentioned in paragraphs (a)(i) and (ii), by using the
following formula —

windstorm earthquake 2

Net loss = Jnet loss 2 + net loss?

(¢) add to the net loss determined in accordance with paragraph (b), the risk capital
amounts for counterparty default and other risk for the reinsurance recoverables
made through the net-down procedures under subrules (6)-and-(7)(b) and (c) and
(8)(b), in accordance with subrule (9).

To determine its net loss for windstorm and net loss for earthquake, an applicable insurer

must first determine its exposure base for natural catastrophe in accordance with subrules
(4), (5) and (6).

Subject to subrule (5), an applicable insurer’s exposure base for natural catastrophe is,

for each region and contract type as specified in Table 11 —

(a) the gross aggregated limit of coverage under each contract of insurance under
which the insurer is providing coverage for losses incurred for property related
damage in the region at any time within the 12 months immediately after the
valuation date; and

(b) in the case of a contract of insurance mentioned in paragraph (a) which is a
proportional treaty without an event limit, a gross 1-in-200 year annual aggregate
loss for the 12 months immediately after the valuation date.

If any part of an applicable insurer’s exposure base includes exposure from a region or
jurisdiction not explicitly specified in Table 11, and would thereby-thus be from “any
other region or jurisdiction” as stated in that table, an applicable insurer —

(a) may define such regions or jurisdictions based on its own risk management
framework;

(b) must group such regions or jurisdictions which are correlated and prone to be
impacted by the same earthquake or windstorm as a single region for the purpose
of determining the risk capital amount for natural catastrophe risk; and

(c) must, for each such region_or jurisdiction determined under paragraph (b),
separately determine the exposure base and, for the purposes of subrules (7) and
(8), apply the risk factors for “any other region or jurisdiction” in Table 11.

For the purposes of subrules (4) and (5), to avoid doubt, an applicable insurer must
include in the determination of its exposure base any risk types where losses could be
incurred in the event of property related damages due to the relevant natural catastrophe.
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(7) For the purposes of subrule (2)(a), to determine its net loss for windstorm, an applicable
insurer must —
(a) determine a 1-in-200 year gross annual aggregate loss for windstorm for each
region in Table 11, by —

(1) multiplying the exposure base for each region by the risk factors for
windstorm in Table 11 applicable to the types of contracts of insurance (as
stated in Table 11) in the exposure base; and
determining the sum of the amounts resulting from subparagraph (i) for each
region;

| (i)

Table 11
| Natural eCatastrophe ¥Risk fFactor

Natural catastrophe risk factor
Proportional treaty Proportional treaty

Type Direct and. facultative business with event business without event Non-propm:tlonal
business . . o . treaty business
limit limit
Rl;Zrign Windstorm = Earthquake = Windstorm < Earthquake Windstorm @ Earthquake Windstorm Earthquake
Column1 @ Column2 Column3 Column4 @ Column5 Column6 @ Column7 @ Column8 @ Column 9
Hong 0 Not 0 Not 0 Not 0 Not
Kong 0.20% applicable 35% applicable 100% applicable >0% applicable
Not Not Not Not
0 0 o 0
Macau 0.60% applicable 35% applicable 100% applicable 80% applicable
Mgilnilrf‘;ld 0.30% 0.40% 35% 65% 100% 100% 80% 80%
Taiwan 1.00% 3.50% 80% 80% 100% 100% 80% 80%
Japan 1.00% 9.00% 45% 40% 100% 100% 80% 80%
South o Not 0 Not 0 Not o Not
Korea 0.30% applicable 30% applicable 100% applicable 80% applicable
. Not o Not o Not o Not o
Indonesia applicable 2.00% applicable 80% applicable 100% applicable 80%
Any other
region or 2.00% 5.00% 80% 80% 100% 100% 80% 80%
jurisdiction

(b) determine the net loss for windstorm in Hong Kong, by —
(1) applying scenario 1 in Table 12 to its 1-in-200 year gross annual aggregate
loss for windstorm in Hong Kong determined in accordance with paragraph

| (a) for each of the twe-2 events in scenario 1;

(i) applying to both resulting amounts determined in subparagraph (i) for each of
| the twe-2 events —
(A) the net-down procedures; and
(B) any reinstatement adjustments in accordance with rule 60(2)(c); and
determining the sum of the resulting amounts derived from subparagraph (ii)
relating to each of the twe-2 events;

(iii)
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(¢) determine the net loss for windstorm in each region other than Hong Kong as the
greater of the net loss for scenario 1 defined in Table 12 and the net loss for scenario
2 defined in Table 12, where —

the net loss for scenario 1 is determined by —

(A) applying scenario 1 in Table 12 to its 1-in-200 year gross annual

(@)

(B)

(©)

aggregate losses for windstorm in a region other than Hong Kong

determined in accordance with paragraph (a) for each of the twe-2

events in scenario 1:;

applying to both resulting amounts determined in sub-subparagraph (A)

for each of the twe-2 events —

(I)  the net-down procedures; and

(I) any reinstatement adjustments in accordance with rule 60(2)(c);
and

determining the sum of the resulting amounts derived from sub-

subparagraph (B) relating to each of the twe-2 events; and

(i) the net loss for scenario 2 is determined in the same manner as stated in
subparagraph (i), as if the references to scenario 1 in that subparagraph were
a reference to scenario 2; and
Table 12
Scenarios for wWindstorm
Column 1 Column 2 Column 3
Windstorm Scenario 1 Scenario 2
Column 1 Column 2 b

Size of gross losses
from the first event
within the next 12
months

Size of gross losses

from the second

event within the next
12 months

83% of 1-in-200 year 67% of 1-in-200 year
gross annual aggregate = gross annual aggregate
losses losses

17% of 1-in-200 year 33% of 1-in-200 year
gross annual aggregate = gross annual aggregate
losses losses

(d) aggregating the net losses for windstorm by region determined in paragraphs (b)
and (c) using the following formula—

Net loss inastorm

ue6,v6

= \/ Z correlation matrix, g ,6 X net lossyingstorm_us X Net l0SSyindstorm ve

where —

correlation matrix refers to the correlation matrix set out in Table 10 of Schedule 7; and
u6 and v6 represent corresponding regions.:
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(8) For the purposes of subrule (2)(b), to determine its net loss for earthquake, an applicable
insurer must —
(a) determine a 1-in-200 year gross annual aggregate loss for earthquake by each
region in Table 11, by —

(1) multiplying the exposure base for each region by the risk factors for
earthquake in Table 11 applicable to the types of contracts of insurance (as
stated in Table 11) in the exposure base; and

(i) determining the sum of the amounts resulting from subparagraph (i) for each
region or jurisdiction;

(b) applying to each ef-the—1-in-200 year gross annual aggregate net-losses for
earthquake for each region determined from paragraph (a) —

(1) the net-down procedures; and

(i) any reinstatement adjustments in accordance with rule 60(2)(c); and

(c) aggregating the net losses for earthquake by region determined from paragraph (b)
using the following formula—

Net loss earthquake

= Z correlation matrixy; ,; X net loSSeqrthquake u7 X M€t l0SSeqrthquake v7
u7,v7
where —
correlation matrix refers to the correlation matrix set out in Table 11 of Schedule
7; and
u7 and v7 represent corresponding regions.

(9) For the purposes of subrule (2)(c), an applicable insurer —
(a) must determine the risk capital amounts for counterparty default and other risk by
(i) treating each reinsurance recoverable from each reinsurer through the net-
down procedures applied under subrules (7)(b);#A and (c) and (8)(b), as a
risk exposure for the purposes of Division 56; and
(1)) multiplying each risk exposure mentioned in subparagraph (i) by the
counterparty default risk factor applicable to the relevant reinsurer, in
accordance with Division 56; and
(b) for the purposes of paragraph (a), may adjust the value of the relevant reinsurance
recoverable if such reinsurance recoverable is covered by any eligible collateral in
accordance with rule 83.

69. Risk capital amount for man-made non-systemic catastrophe risk

(1) This rule applies to an applicable insurer which is not a professional reinsurer.
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2)

€)

4

)

To determine the risk capital amount for man-made non-systemic catastrophe risk, an
applicable insurer must —
(a) determine the risk capital amounts for each of the following sub-risks —
(1) explosion and conflagration of property and engineering, in accordance with
subrules (3) and (4);
(i) loss of marine vessel, in accordance with subrules (5) and (6);
(ii1) loss of aircraft, in accordance with subrules (7) and (8); and
(iv) default of large principal, in accordance with subrules (9) and (10); and
(b) aggregate the risk capital amounts determined in paragraph (a)(1), (i), (ii1) and (iv)
using the following formula —

Risk capltal amount yman-made non-systemic

scenario (a)(iv)

= Z risk capital amount ?
i = scenario (a)(i)

where 7 represents the corresponding scenario in each subparagraph in paragraph

(a).

For purposes of subrule (2)(a)(i), the risk capital amount for explosion and conflagration
of property and engineering must be determined by an applicable insurer as the largest
risk capital amount for a unit of exposure, being a block of buildings, for which the
insurer is providing coverage for loss arising from explosion and conflagration of
property and engineering under one or more contracts of insurance, where the risk capital
amount for each unit of exposure is determined in accordance with subrule (4).

The risk capital amount for each unit of exposure mentioned in subrule (3) is calculated
by —
(a) determining the gross loss for a unit of exposure as —

(1) the maximum foreseeable loss the applicable insurer would incur under
contracts of insurance providing coverage for a loss at the block of buildings
that whieh-is the unit of exposure at the point in time during the 12 months
immediately after the valuation date at which the insurer’s exposure to loss
for the unit of exposure would be at its highest,:-and

(i) -multiplied by a damage ratio of 100%;

(b) applying to the gross loss determined in subparagraph (a) —
(i) the net-down procedures; and
(i1) any reinstatement adjustments in accordance with rule 60(2)(c); and

(¢) adding to the net loss derived from paragraph (b), the risk capital amount for
counterparty default and other risk for the reinsurance recoverables made through

the net-down procedures under paragraph (b) in accordance with subrule (12).

For the purposes of subrule (2)(a)(ii), the risk capital amount for loss of marine vessel

must be determined by an applicable insurer as the largest risk capital amount for a unit
of exposure, being a marine vessel, for which the insurer is providing coverage for loss
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(6)

(7)

(8)

)

of marine vessel under one or more contracts of insurance, where the risk capital amount
for each such unit of exposure is determined in accordance with subrule (64).

The risk capital amount for each such unit of exposure mentioned in subrule (5) is
calculated by —
(a) determining the gross loss for a unit of exposure as —

(1) the total of the agreed values relating to the hull and machinery coverage for
the vessel that is the unit of exposure and the liability limit relating to the
protection and indemnity coverage for that vessel during the 12 months
immediately after the valuation date; and

(i) multiplied by a damage ratio of 100%;

(b) applying to the gross loss determined in paragraph (a)—
(1) the net-down procedures; and
(i) any reinstatement adjustments in accordance with rule 60(2)(c); and

(¢) adding to the net loss derived from paragraph (b), the risk capital amounts for
counterparty default and other risk for the reinsurance recoverables made through

the net-down procedures under paragraph (b) in accordance with subrule (12).

For the purposes of subrule (2)(a)(iii), the risk capital amount for loss of aircraft must be
determined by an applicable insurer as the largest risk capital amount for a unit of
exposure, being an aircraft, for which the insurer is providing coverage for loss of aircraft
under one or more contracts of insurance, where the risk capital amount for each unit of
exposure is determined in accordance with subrule (8).

The risk capital amount for each unit of exposure mentioned in subrule (7) is calculated
by —
(a) determining the gross loss for a unit of exposure as —

(1) the total sum insured for the hull and liability coverage for the aircraft that is
the unit of exposure during the 12 months immediately after the valuation
date; and

(11) multiplied by a damage ratio of 100%;

(b) applying to the gross loss determined in subparagraph (a) —
(1) the net-down procedures; and
(i) any reinstatement adjustments in accordance with rule 60(2)(c); and

(c) adding to the net loss derived from paragraph (b), the risk capital amounts for
counterparty default and other risk for the reinsurance recoverables made through

the net-down procedures under paragraph (b) in accordance with subrule (12).

For the purposes of subrule (2)(a)(iv), the risk capital amount for default of large

principal must be determined by an applicable insurer —

(a) determining, in accordance with subrule (10), its risk capitals amounts for each unit
of exposure, being a principal or group of principals within the same group of
companies, for which the insurer is providing coverage for default of the principal
or principals in the group; and

(b) determining the sum tetal-of the largest twe-2 risk capital amounts derived from
paragraph (a).
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(10)

(11)

(12)

(13)

The risk capital amount for each unit of exposure mentioned in subrule (9) is calculated
by —
(a) determining the gross loss for a unit of exposure as —

(1) subject to subrule (11), the gross of the penal sums under the contracts of
insurance for which the applicable insurer is providing coverage in respect of
each principal or group of principals within the same group of companies, as
the case may be, that is the unit of exposure, during the 12 months
immediately after the valuation date; and

(i) multiplied by a maximum probable loss factor 30%;

(b) applying to the gross loss determined in paragraph (a) —
(1)  the net-down procedures; and
(i)  any reinstatement adjustments in accordance with rule 60(2)(c); and

(¢) adding to the net loss derived from paragraph (b), the risk capital amounts for
counterparty default and other risk for the reinsurance recoverables made through

the net-down procedures under paragraph (b) in accordance with subrule (12).

An applicable insurer may adjust the gross loss derived from subrule (10)(a) to take
account of any eligible collateral which would cover such loss in accordance with rule

e e E T e e

For the purposes of subrules (4)(c), (6)(c), (8)(c) and (10)(c), an applicable insurer —
(a) must determine the risk capital amounts for counterparty default and other risk
by —
(i) treating each reinsurance recoverable from each reinsurer through the net-
down procedures applied under subrules (4)(b), (6)(b), (8)(b) and (10)(be), as
a risk exposure for the purposes of Division 56; and
(1)) multiplying each risk exposure mentioned in subparagraph (i) by the
counterparty default risk factor applicable to the relevant reinsurer, in
accordance with Division 56; and
(b) for the purposes of paragraph (a), may adjust the value of the relevant reinsurance
recoverable if such reinsurance recoverable is covered by any eligible collateral in
accordance with rules 83.

In this rule —

maximum foreseeable loss (% ~ ¥ 3¢ 2L 4f 4 ), in relation to a contract of insurance
providing coverage for loss arising from explosion and conflagration of property and
engineering, means the anticipated maximum loss that could result from an explosion or
conflagration, based on the highest value of covered the-en-site-property or equipment,
at any point in time over the next 12 months—that—ecouldresultunder—the—worst
cireumstanees.
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70. Risk capital amount for man-made systemic catastrophe risk

(1)

2

€)

To determine its risk capital amount for man-made systemic catastrophe risk, an

applicable insurer must —

(a) determine the gross loss under its contracts of insurance providing coverage for
trade credit in accordance with subrule (2);

(b) apply to the gross loss derived from paragraphs (a) —
(i)  the net-down procedure; and
(i) any reinsurance adjustments in accordance with rule 60(2)(c); and

(c) add to the net loss derived from paragraph (b), the risk capital amounts for
counterparty default and other risk for the reinsurance recoverables made through
the net-down procedures under paragraph (b) in accordance with subrule (3).

An applicable insurer must determine its gross loss under subrule (1)(a) as the sum of —

(a) 100% of the expected gross earned premium during the 12 months immediately
after the valuation date, floored at zero, for each—in—respeet— of direct and
proportional trade credit business; and

(b) 250% of the expected gross earned premium during the 12 months immediately
after the valuation date in respect of non-proportional trade credit business, floored
at zero.

For the purposes of subrule (1)(c), an applicable insurer —

(a) must determine the risk capital amounts for counterparty default and other risk |
by —

(1) treating each reinsurance recoverable from each reinsurer through applying
the net-down procedures under subrule (1)(b), as a risk exposure for the
purposes of Division 56; and

(1)) multiplying each risk exposure mentioned in subparagraph (i) by the
counterparty default risk factor applicable to the relevant reinsurer, in
accordance with Division 56; and

(b) for the purposes of paragraph (a), may adjust the value of the relevant reinsurance
recoverable if such reinsurance recoverable is covered by any eligible collateral in

accordance with rule §3.

Subdivision 3 — Mortgage ilnsurance ¥Risk

71. Interpretation

(1)

In this Subdivision —

general business with onshore risk (% g R *& c9— 4 ¥ 7+) has the meaning given
by section 25A of the Ordinance;

insurance coverage starting level (%' §= [Fl4= 4z = #c), in relation to a contract of

mortgage insurance, means the ratio, expressed as a percentage, of the amount of the
mortgage loan for which the lender is not covered by the contract of mortgage insurance,
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to the value of the property that is the subject of the mortgage loan at the inception of the
contract of mortgage insurance;

loss given default factor (:& ¥)4f % & ¥]3 ) means the factor representing the proportion
of loss in terms of risk exposure upon default of a loan covered under a contract of
mortgage insurance provided by an applicable insurer, as stipulated in Table 13,
determined by reference to the insurance coverage starting level under the contract and
the original loan-to-value ratio of the mortgage loan covered under the contract;

Table 13
Loss g¢Given dDefault fFactor
Oricinal
loan-to-value ratio Original loan-to-value ratio
Lower than Higher than
Insurance coverage 70% but . o
. or equal to Higher than 80%
starting level 70% lower than or
’ equal to 80%
Column 1 Column 2 Column 3 Column 4
40% or 50% 0.40 0.60 0.75
60% 0.55 0.75 0.85
70% Not 0.90 0.95
applicable

mortgage insurance (#% 3% %'% ) means insurance in the nature of general business
against the risk of loss to lenders arising from—

(a) the default of mortgage loans; or

(b) reverse mortgage loans;

offshore mortgage insurance (3 515 i%*& ) means mortgage insurance which is not
onshore standard mortgage insurance or onshore reverse mortgage insurance;

onshore reverse mortgage insurance (- i3 #45 %4 ) means insurance against the
risk of loss to lenders arising from reverse mortgage loans and which is general business
with onshore risk;

onshore standard mortgage insurance (% -1 % 33% (%" ) means insurance against
risk of loss to the lenders arising from the default of mortgage loans (not being reverse
mortgage loans) and which is general business with onshore risk;

original loan-to-value ratio (/i T_4%#% = #c) means the ratio, expressed as a percentage,
of the original mortgage loan amount to the lower of the value of the property at mortgage
loan origination and the property transaction price.
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72. Risk capital amount for mortgage insurance risk

(1) An applicable insurer must determine its risk capital amount for mortgage insurance risk
by —
(a) determining its risk capital amounts for each of the following sub-risks—
(i) onshore mortgage insurance, in accordance with subrule (3); and
(i) offshore mortgage insurance, in accordance with subrule (4); and
(b) aggregating the risk capital amounts for the sub-risks mentioned in paragraph (a)(i)
and (i1) in accordance with the formula in subrule (2).

(2) The formula mentioned in subrule (1)(b) is —

Risk Capital amount Mortgage insurance risk

= z correlation matrix,g,g X risk capital amount,g X risk capital amount,g

u8,v8

where —
correlation matrix refers to the correlation matrix set out in Table 12 of Schedule 7; and
u8 and v8 represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

(3) An applicable insurer must determine its risk capital amount for onshore mortgage

insurance by —

(a) determining its risk capital amounts for each of the following sub-risks —
(1) onshore standard mortgage insurance, in accordance with rule 73; and
(i) reserve risk for onshore reverse mortgage insurance, in accordance with rule

76; and

(b) determining the sum tetal-of the risk capital amounts mentioned in paragraph (a)(i)

and (i1).

(4) An applicable insurer must determine its risk capital amount for offshore mortgage
insurance by —
(a) dBetermining its risk capital amount for each of the following sub-risks —
(1) reserve and premium risk for offshore mortgage insurance, in accordance with
rule 77; and
(i1) catastrophe risk for offshore mortgage insurance, in accordance with rule 80;
and
(b) aggregating the risk capital amounts for the sub-risks mentioned in paragraph (a)(i)
and (i1) in accordance with the formula in subrule (5).

(5) The formula mentioned in subrule (4)(b) is —

Risk Capital amount Of fshore mortgage insurance

= Z correlation matrix, o410 X risk capital amount, o X risk capital amount,q
u1l0,v10
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where —
correlation matrix refers to the correlation matrix set out in Table 14 of Schedule 7; and
u10 and vI0 represent the corresponding sub-risks in each subparagraph in subrule (4)(a).

73. Risk capital amount for onshore standard mortgage insurance

(1) An applicable insurer must determine its risk capital amount for onshore standard
mortgage insurance by —
(a) determining its risk capital amounts for each of the following sub-risks —
(1) reserve risk for onshore standard mortgage insurance, in accordance with rule
74; and
(i) catastrophe and premium risk for onshore standard mortgage insurance, in
accordance with rule 75; and
(b) aggregating the risk capital amounts for the sub-risks mentioned in paragraph (a)(i)
and (i1) in accordance with the formula in subrule (2).:

(2) The formula mentioned in subrule (1)(b) is —

Risk Capltal amount Onshore standard mortgage insurance

= z correlation matrix,q 9 X risk capital amount, g X risk capital amount,g

u9,v9

where —
correlation matrix refers to the correlation matrix set out in Table 13 of Schedule 7; and
u9 and v9 represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

74. Risk capital amount for reserve risk for onshore standard mortgage insurance

(1) An applicable insurer must determine its risk capital amount for reserve risk for onshore
standard mortgage insurance as the greater of the amounts X and Y, where —
(a) X s the amount determined by —

(1) 1identifying, in relation to each of the insurer’s outstanding claims liabilities
under its contracts of onshore standard mortgage insurance, the amount of
expected recovery from property disposal which has not yet been settled,
determined on a net of reinsurance basis, and used by the insurer in
determining its net best estimate for the outstanding claims liabilities, floored
at zero;

(1)) multiplying each amount mentioned in subparagraph (i) by the applicable loss
given default factor; and

(ii1)) determining the sum tetal-of the amounts derived from subparagraph (ii); and

(b) Y is the amount determined by —

(1) identifying the outstanding claims liabilities net of reinsurance for the
insurer’s onshore standard mortgage insurance, floored at zero, for each of
direct business, proportional business and non-proportional business;
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(1)) multiplying the amounts mentioned in subparagraph (i) by the applicable
reserve risk factor prescribed in Table 14; and
(ii1)) determining the sum tetal-of the amounts derived from subparagraph (i1).

Table 14
Reserve ¥Risk fFactor for 6Onshore sStandard mMortgage ilnsurance
Column 1 Column 2
Business Reserve risk factor

Column | Column 2
Direct 55%
Proportional 55%
Non-proportional 50%

(2) Subject to subrule (3), in determining the amount of outstanding claims liabilities net of
reinsurance in subrule (1)(b)(i), an applicable insurer may exclude a loss event’s
outstanding claims liability where the insurer’s maximum liability for the loss event is
already reflected in the outstanding claims liability and cannot be exceeded due to —

(2)

(b)

the saeh-amount of the-such outstanding claims liability, considered together with
any relevant settled amount, being not less than the maximum limit of liability of
the insurer under the contract of insurance; or

the sueh-amount of such the-outstanding claims liability, considered together with
any relevant settled amount, being not less than the maximum amount of liability
retained by the insurer for the loss event, with any amount of liability exceeding
this being covered by contracts of reinsurance recognized under rule 41 for which
and-there must-beis no dispute with any reinsurer on the reinsurance recoveries
assumed.

(3) An applicable insurer may only exclude outstanding claims liabilities mentioned in
subrule (2) from its exposure base for reserve risk if such liabilities —

(2)
(b)

arise from an unexpected and extreme loss event; and
form a significant portion of the insurer’s total outstanding claims liabilities net of
reinsurance.

75. Risk capital amount for catastrophe and premium risk for onshore standard mortgage

insurance

(1) Anapplicable insurer must determine its risk capital amount for catastrophe and premium
risk for onshore standard mortgage insurance by —

(a)
(b)

determining the amount of net loss in respect of its onshore standard mortgage
insurance business, in accordance with subrule (2); and

adding to the amount of the net loss determined mentioned-in paragraph (a), the
risk capital amounts for counterparty default and other risk for the reinsurance
recoverables made through the net-down procedures under subrule (2)(e), in
accordance with subrule (4).
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(2) For the purposes of subrule (1)(a), an applicable insurer must determine the amount of
net loss in respect of its onshore standard mortgage insurance by —

(@)

(b)
(©

(d)
(e)

&)

determining the amount of its gross risk-in-force in relation to each contract of
onshore standard mortgage insurance, as the outstanding loan balance less the
amount of mortgage loan not covered by the contract, adjusted up with the
percentage of accrued interest and allowable expense in accordance with subrule
(3), floored at zero;

multiplying each amount of gross risk-in-force determined in paragraph (a) by a
base rate of 2.72%;

multiplying the LTV factor in Table 15 to each amount resulting from paragraph
(b) by reference to the original loan-to-value ratio of the mortgage loan covered
under the contract of onshore standard mortgage insurance;

multiplying each amount derived from paragraph (c) by the applicable loss given
default factor in Table 13;

applying to the amounts derived from paragraph (d) —

(i) the net--down procedures; and

(i) any reinstatement adjustments in accordance with rule 60(2)(c); and

taking the sum tetal-of the amounts derived from applying after-paragraphs (a), (b),
(c), (d) and (e) as the insurer’s net loss in respect of its onshore standard mortgage
insurance.

Table 15
LTV {Factor
Column 1 Column 2
Original loan-to-value ratio LTYV factor
bt b
Lower than or equal to 65% 0.4
Higher than 65% but lower 0.55
than or equal to 70% )
Higher than 70% but lower 07
than or equal to 75% ]
Higher than 75% but lower 1
than or equal to 80%
Higher than 80% but lower 1.55
than or equal to 85% )
Higher than 85% 2.5

(3) For the purposes of subrule (2)(a), the percentage of accrued interest and allowable

expense to be annhed as an upward ad]ustment by—wh*eh—th&et&stanémg—lean—bal—anee

4

n&eftgagﬁﬁ&fane%s—adjﬁs{ed—&pwafds—ls the percentage of allowance made to cover

legal fees and other expenses borne by lenders; in accordance with the contract.

For the purposes of subrule (1)(b), an applicable insurer —

(a)

must determine of the risk capital amounts for counterparty default and other risk
by —
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(b)

(1) treating each reinsurance recoverable from each reinsurer through applying
the net-down procedures under subrule (2)(e), as a risk exposure for the
purposes of Division 56; and

(1) multiplying each risk exposure mentioned in subparagraph (i) by the
counterparty default risk factor applicable to the relevant reinsurer, in
accordance with Division 56; and

for the purposes of paragraph (a), may adjust the value of the relevant reinsurance

recoverable if the reinsurance recoverable is covered by any eligible collateral in

accordance with rule 83.

76. Risk capital amount for reserve risk for onshore reverse mortgage insurance

An applicable insurer must determine its risk capital amount for reserve risk for onshore
reverse mortgage insurance by —

(a)

(b)
(©)

identifying, in relation to each of the insurer’s outstanding claims liabilities under
its contracts of onshore reverse mortgage insurance, the amount of expected
recovery from property disposal which has not yet been settled, determined on a
net of reinsurance basis, and used by the insurer in determining its net best estimate
for the outstanding claims liabilities, floored at zero; and

determining the sum tetal-of the amounts in paragraph (a); and

multiplying the amount derived from paragraph (b) by a reserve risk factor of 30%.

77. Risk capital amount for reserve and premium risk for offshore mortgage insurance

(1) An applicable insurer must determine its risk capital amount for reserve and premium
risk for offshore mortgage insurance by —

(2)

(b)

determining its risk capital amounts for each of the following sub-risks —

(1) reserve risk for offshore mortgage insurance, -determined-in accordance with
rule 78; and

(i) premium risk for offshore mortgage insurance, in accordance with rule 79;
and

aggregating the risk capital amounts for the sub-risks mentioned in paragraph (a)(i)

and (i1) in accordance with the formula in subrule (2).

(2) The formula mentioned in subrule (1)(b) is —

Risk Capltal amount Reserve and premium risk of of fshore mortgage insurance

ull,vil

correlation matrix,; ,11 X risk capital amount,, X risk capital amount,,

where —
correlation matrix refers to the correlation matrix set out in Table 15 of Schedule 7; and
ull and v11 represent the corresponding sub-risks in each subparagraph in subrule (1)(a).
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78. Risk capital amount for reserve risk for offshore mortgage insurance

(1)

2)

€)

An applicable insurer must determine its risk capital amount for reserve risk for offshore

mortgage insurance by —

(a) identifying its exposure base for reserve risk for offshore mortgage insurance, by
applying rule 64(2) to its offshore mortgage insurance business;

(b) multiplying its exposure base identified in by—paragraph (a); by the applicable
reserve risk factors prescribed in Table 16; and

(¢) determining the sum tetal-of the amounts derived from paragraph (b).

Table 16
Reserve ¥Risk fFactor for eOffshore mMortgage ilnsurance
Column 1 Column 2
. Reserve risk
Business
factor
et e
Direct 55%
Proportional 55%
Non-proportional 50%

Subject to subrule (3), in determining its exposure base for reserve risk in subrule (1)(a),
an applicable insurer may exclude a loss event’s outstanding claims liability where the
insurer’s maximum liability for the loss event is already reflected in the outstanding
claims liability and cannot be exceeded due to —

(a) the sueh-amount of the-such outstanding claims liability, considered together with
any relevant settled amount, being not less than the maximum limit of liability of
the insurer under the contract of insurance; or

(b) the sueh-amount of such the-outstanding claims liability, considered together with
any relevant settled amount, being not less than the maximum amount of liability
retained by the insurer for the loss event, with any amount of liability exceeding
this being covered by contracts of reinsurance recognized under rule 41 _for which ;5
and-there must-beis no dispute with any reinsurer on the reinsurance recoveries
assumed.

An applicable insurer may only exclude outstanding claims liabilities mentioned in

subrule (2) from its exposure base for reserve risk if such liabilities —

(a) arise from an unexpected and extreme loss event; and

(b) form a significant portion of the insurer’s total outstanding claims liabilities net of
reinsurance.

79. Risk capital amount for premium risk for offshore mortgage insurance

An applicable insurer must determine its risk capital amount for premium risk for offshore
mortgage insurance by —

(a) identifying its exposure base of premium risk defined—for offshore mortgage
insurance by applying rule 65(2) to its offshore mortgage insurance business;
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(b) multiplying its exposure base identified in paragraph (a) by the applicable premium
risk factors prescribed in Table 17; and

(c) determining the sum tetal-of the amounts derived from paragraph (b).
Table 17
Premium rRisk fFactor for eOffshore mMortgage ilnsurance
Column 1 Column 2
. Premium risk
Business
factor
o o
Direct 25%
Proportional 25%
Non-proportional 30%

80. Risk capital amount for catastrophe risk for offshore mortgage insurance

An applicable insurer must determine its risk capital amount for catastrophe risk for offshore
mortgage insurance by —

(a) determining its expected net earned premium during the 12 months immediately
after the valuation date, floored at zero, in respect of offshore mortgage insurance
for each of direct business, proportional business and non-proportional business;

(b) multiplying the net earned premium determined in paragraph (a) by the applicable
catastrophe risk factors prescribed in Table 18; and

(¢) determining the sum tetal-of the amounts derived from paragraph (b).

Table 18
Catastrophe rRisk fFactor for eOffshore mMortgage ilnsurance
Column 1 Column 2
. Catastrophe
Business risk factl:)r
Column 1 ek
Direct 150%
Proportional 150%
Non-proportional 250%

Division 5 — Counterparty Default and Other Risk
81. Risk capital amount of counterparty default and other risk

(1) An applicable insurer must determine its risk capital amount for counterparty default and
other risk by —
(a) determining, in accordance with subrules (3) to (5), the individual risk capital
amount for each of its risk exposures arising from the balance sheet items
mentioned in subrule (2);
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2

€)

(b)
(©)

if rule 85(2) applies, determining the individual risk capital amount in accordance
with rule 85; and

determining the sum of summing-the individual risk capital amounts derived from
mentioned-in-paragraphs (a) and (b).

The balance sheet items mentioned in subrule (1)(a) are —

(@)
(b)
(©)
(d)
(e
)
(2

deposits with a bank or deposit taking institution;

loans for non-investment purpose and receivables;

outstanding premiums;

reinsurance recoverables;

reinsurance receivables;

derivative contracts that are not traded at an exchange platform; and

assets recognized on the balance sheet other than —

(1) Dbalance sheet items mentioned in paragraphs (a), (b), (c), (d), (e); and (f);

(i) assets that have been addressed by risk modules under Divisions 2, 3 and 4-ef
this-Part;

(ii1) a deferred tax asset; and

(iv) aright-of-use asset; and

)(v) a cash item.

Subject to rule 85, an applicable insurer must determine the individual risk capital amount
for each risk exposure mentioned in subrule (1)(a) by —

(@)
(b)

determining the amount of the relevant risk exposure in accordance with subrules
(4) or ard-(5); and

subject to subrules (6). (7). (8) and (9), multiplying the amount of the relevant risk
exposure determined in accordance with paragraph (a) (taking-account-ofsubrales
63 H8)rand91-by the risk factor corresponding to the credit rating band in
Table 19 of the counterparty to the risk exposure.

Table 19
Counterparty dDefault and eOther ¥Risk fFactors
Column 1 Column 2
Credit rating band Risk factors
e e
1 0.4%
2 0.8%
3 1.6%
4 4.0%
5 8.4%
6 16.0%
7 38.8%
Unrated 6.2%
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(4)

©)

In the case of a risk exposure arising from an asset mentioned in subrule (2)(a), (b), (c),
(d), (e) or and-(g), for the purposes of subrule (3)(a), the amount of the risk exposure

s —
(a)
(b)

(©)

the value of the relevant asset determined in accordance with Part 4;

in the case of any risk exposure covered by an eligible bilateral netting agreement
or eligible collateral, subject to paragraph (c), the value of the relevant asset
determined in accordance with Part 4, after the adjustment made in accordance with
rule 82 (in the case of an eligible bilateral netting agreement), or rule 83 (in the case
of eligible collateral), as the case may be; or

zero, if the valuation of the risk exposure in accordance with paragraph (b) would
result in a negative amount.

In the case of a risk exposure arising from a derivative contract mentioned in subrule
(2)(f) that is not a credit derivative contract, for the purposes of subrule (3)(a), the amount
of the risk exposure is the sum of —

(a) the total replacement cost or market value of the contract if the contract is of
positive fair value; and
(b) the potential future credit exposure, calculated by multiplying the notional amount
of the contract by the credit exposure factor corresponding to the residual maturity
and type of contract as set out in Table 20.
Table 20
Credit eExposure fFactors for dDerivative eContract
Column 1 Column 2 Column 3 Column 4 Column 5
Residual Interest rate- Exchange Equity-related Commodity-
Maturity related rate-related contract related contract
contract contract
e el e el el o
Not more than 0.0% 1.0% 6.0% 10.0%
onet year
More than ‘one
year but not more 0.5% 5.0% 8.0% 10.0%
than 5 years
More than 5 years 1.5% 7.5% 10.0% 10.0%

(6)

(7)

In the case of a deposit with a bank or deposit taking institution as mentioned in subrule
(2)(a), if that deposit can be withdrawn unconditionally within 3 months, an applicable
insurer may use 50% of the corresponding risk factor in Table 19 to determine the
individual risk capital amount for the risk exposure in accordance with subrule (3).

Despite the credit rating band of the relevant counterparty, an applicable insurer must use
arisk factor of 100% to determine the individual risk capital amount for the risk exposure
in accordance with subrule (3) for any risk exposure arising from —

(a)

a loan for non-investment purpose and receivables as mentioned in subrule (2)(b),
that are past due for more than onet year; and
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®)

)

(10)

(11)

(b) outstanding premiums as mentioned in subrule (2)(c), that are past due for more
than onet year.

In the case of a risk exposure arising from an asset mentioned in subrule (2)(a), (b), (¢),
(d), (e) or and-(g) that is covered by an eligible guarantee or an eligible credit derivative
contract, for the purposes of subrule (3)(b), the applicable insurer may apply rule 84 in
determining the risk factors to apply to the risk exposure.

In the case of reinsurance recoverables as mentioned in subrule (2)(d), if any portion of
the reinsurance recoverables cannot be allocated by the applicable insurer between twe
2 or more counterparties, to determine the individual risk capital amount for the risk
exposure arising from that portion, the insurer must assume that portion of reinsurance
recoverables is allocated to the counterparty with the lowest credit rating band.

In the case of reinsurance recoverables and reinsurance receivables mentioned in subrule
(2)(d) and (e) from a reinsurance counterparty that is a special purpose vehicle under a
contract of reinsurance that is fully funded, the applicable insurer may take the assets
held under the terms of the contract of reinsurance for the benefit of the insured as
collateral covering the risk exposures arising from such reinsurance recoverables and
reinsurance receivables and, if such collateral is eligible collateral, may adjust the value
of such risk exposures in accordance with rule 83.

In this rule —

bank or deposit taking institution (4117 & ¥ < 13 27 #% 1) means —

(a) an authorized institution with the meanings ofgtven-in section 2(1) of the Banking
Ordinance (Cap. 155), except an authorized institution the authorization of which
is for the time being suspended under section 24 or 25 of the Banking Ordinance
(Cap. 155); or

(b) a bank licensed or authorized outside Hong Kong which is not an authorized
institution, except sueh-a bank the license or other authorization to carry on banking

business of which te-earry-on-banking business-is for the time being suspended;

cash item (3. £ 7% P ), in relation to an applicable insurer, -means legal tender notes or

other notes, and coins, representing the lawful currency of a jurisdictions:

notional amount ( - 3 #c3f ) means the reference amount used to calculate a payment

obligation between the parties to an off-balance sheet exposure, such as a derivative
contract;

reinsurance receivables (J& 1<~ %35 3% ), in relation to an applicable insurer, means the

receivables relating to any requests for payments issued to the reinsurers of the insurer
that have not yet been fulfilled, whether in terms of claims recovery, reinsurance
commissions, or other related receivables;
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right-of-use asset (¢ * {£ ¥ 2 ), in relation to an applicable insurer, means a leased asset
that the insurer as lessee has the right to use for the lease term.

82. Adjustment for eligible bilateral netting agreement

(1)

2)

In the case of risk exposures of an applicable insurer which are subject to an eligible
bilateral netting agreement, for the purposes of rule 81(4)(b), an applicable insurer may
adjust the value of such risk exposures, by —

(a) applying a haircut to the liabilities of the insurer to the counterparty to the eligible
bilateral netting agreement, using the formulae in subrule (2), if there is a mismatch
in denominated currency between the insurer’s risk exposures to the counterparty
and the insurer’s liabilities to the counterparty which are subject to the eligible
bilateral netting agreement; and

(b) reducing the value of its risk exposures to the counterparty to the eligible bilateral
netting agreement, by the amount of its liabilities to the counterparty under the
eligible bilateral netting agreement after the haircut mentioned in paragraph (a).

The haircut mentioned in subrule (1)(a) is determined using the following formula —
Adjustmentyerring = liabilities X (1 — Hgy)s

where Hgy is the haircut for currency mismatch if the risk exposures of the applicable
insurer to the counterparty forapplyingthe nettinginsubrale(H{a)-are denominated in
a currency different from that in which the liabilities of the insurer to the counterparty
are denominated, as mentioned in subrule (1)(a), with such haircut being calculated using
the following formula —

Hpy = (1 + RFpy of risk exposure) X

1+ Z(RFFX of liability; X @) | — 1
i

where for the purpose of the adjustment in subrule (1)(a) —

RFgx of risk exposurelS the risk factor for the currency of risk exposure of the insurer to
the counterparty forapplyingthe-netting-in-subrale-(1H(a)-set out in Table 6 in rule 51;

i refers to each relevant the+th-currency of liabilities of the insurer to the counterpartyfer
apphyine-thenettiretsubreHta);

RFpx of liabitity, 18 the risk factor for the-each relevant i~th-currency of liabilities of the
insurer to the counterparty fer-applyingthenetting-in-subrule-(Hfa)set out in Table 6 in
rule 51; and

w; 1s the weighting of the liabilities of the insurer to the counterparty denominated in
each relevant the--th-currency over the total liabilities of the insurer to the counterparty
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€)

(4)

If an applicable insurer makes an adjustment to its risk exposures which are subject to an

eligible bilateral netting agreement, pursuant to subrule (1) —

(a) theinsurer must perform such adjustment thenetting-in respect of the risk exposures
by each eligible bilateral netting agreement; and

(b) the total amount of the adjustment must not exceed the valuation of the liabilities
recognized in the insurer’s balance sheet in relation to the eligible bilateral netting
agreement.

In this rule —

eligible bilateral netting agreement( & ¥ 1 if /£ §f % ¥ #3&), in relation to an

applicable insurer, means an agreement which satisfies the following conditions —

(a) the agreement is in writing;

(b) the agreement creates a single legal obligation for all individual contracts or
transactions covered by the agreement, and provides, in effect, that —

(1) the insurer has a single claim or obligation to receive or pay only the net
amount owed to or by the insurer in respect of the transactions covered by the
agreement; and

(i) the insurer has the claim or obligation in the event that the counterparty to the
agreement, or a counterparty to whom the agreement has been validly
assigned, fails to comply with any obligation under the agreement due to
default, insolvency, bankruptcy, or similar circumstance;

(c) theinsurer has obtained impartial and objectivebeen-given-independent legal advice
in writing, either internally or from an external source, to the effect that in the event
of a challenge in a court of law, including a challenge resulting from default,
insolvency, bankruptcy, or similar circumstance, the relevant court or
administrative authority would find the insurer’s exposure to be the net
amount under —

(1) the law of the jurisdiction in which the counterparty is incorporated or the
equivalent location in the case of non-corporate entities, and if a branch of the
counterparty is involved, then also under the law of the jurisdiction in which
the branch is located;

(i) the law which governs the individual contracts or transactions covered by the
agreement; and

(ii1) the law which governs the agreement;

(d) the insurer establishes and maintains procedures to monitor developments in any
law relevant to the agreement and to ensure that the agreement continues to satisfy
this definition;

(e) the insurer maintains in its files documentation adequate to support the netting of
the contracts or transactions covered by the agreement; and

(f) the agreement is not subject to a provision that permits the non-defaulting
counterparty to make only limited payment, or no payment at all, to the defaulter
or the estate of the defaulter, regardless of whether or not the defaulter is a net
creditor under the agreement.
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83. Adjustment for eligible collateral

(1)

2)

)

In the case of a risk exposure which is covered by eligible collateral, for the purposes of

rule 81(4)(b), an applicable insurer may adjust the value of such risk exposure, by —

(a) applying_a haircuts to the value of the eligible collateral, using the formulae in
subrule (2), to take account of the counterparty default risk and equity risk for the
eligible collateral and any currency mismatch between the currency in which the
eligible collateral is denominated and the currency in which the risk exposure it
covers is denominated; and

(b) deducting from the value of the risk exposure, the value of the eligible collateral
after the haircut mentioned in in-aeeordanee-with-paragraph (a).

The formula mentioned in subrule (1)(a) is —

AdjuStmentcollateral
= value of eligible collateral X (1 — H¢pp) X (1 — Hg) X (1 — Hgy)

where —

Hpp is the haircut for counterparty default risk for eligible collateral which is collateral
mentioned in subrule (4)(e)(1), (ii), (ii1) and (iv) determined in accordance with the risk
factor corresponding to the credit rating band of the counterparty in Table 19 in rule 81;
Hp is the haircut for equity risk for eligible collateral which is collateral mentioned in
subrule (4)(e)(v) determined in accordance with the stress factor in Table 5 in rule 49;
and

Hpy is the haircut for currency mismatch if the eligible collateral is denominated in a
currency different from that in which the risk exposure covered by the eligible collateral

is denominated, which is with—sueh—haireut—-being—calculated using the following

formula —

HFX = \/(1 + RFFX of risk exp osure) X (1 + RFFX of eligible Collateral) -1

where —

RFgx of risk exposure 18 the risk factor for the currency of the risk exposure set out in Table
6 inrule 51; and

RFgx of eligibie cotiateratis the risk factor for the currency of the eligible collateral set out
in Table 6 in rule 51.

An applicable insurer —

(a) must not double count the risk mitigation impact of any eligible collateral in
determining the risk capital amounts mentioned in rule 37(1); and

(b) without limiting paragraph (a), must ensure that no more than the total amount of
the eligible collateral, before any haircut in accordance with subrule (1)(b), is used
as risk mitigation impact in determining all risk capital amounts under rule 37(1)(a).
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In this rule —

eligible collateral (& F 454" %), in relation to an applicable insurer, means collateral
in respect of which the following conditions are satisfied —

(2)

(b)

(©)

(d)

(e)

all documentation creating the collateral and providing for the obligations of the

parties with respect to each other in respect of the collateral is binding on all parties

and legally enforceable in all relevant jurisdictions;

the legal mechanism by which the collateral is pledged or transferred ensures that

the insurer has the right to realize, or to take legal possession of, the collateral in a

timely manner in the event of a default by, or the insolvency or bankruptcy of, or

any other event specified in the relevant legal documentation applicable to any

of —

(1) the obligor in respect of the exposure; or

(i) the custodian, if any, holding the collateral;

the insurer has taken all steps to fulfil requirements under the law applicable to the

insurer’s interest in the collateral which are necessary to obtain and maintain an

enforceable security interest, whether by registration or otherwise, or to exercise a

right to set-off in relation to title transfer collateral;

there is no material positive correlation between the credit quality of the obligor in

respect of which the insurer has an exposure and the current market value of the

collateral provided in respect of the exposure; and

the collateral is —

(1) cash or certificates of deposit;

(i) letters of credit that are irrevocable, clean and unconditional;

(ii1) debt securities with credit rating band 1, 2, 3 or 34;

(iv) debt securities issued by a sovereign; or

(v) equities which are included in any main indices of developed markets
specified in Table 1 of Schedule 8.

84. Adjustment for eligible guarantee or eligible credit derivative contract

(D

2)

In the case of a risk exposure which is covered in whole or in part by an eligible guarantee
or eligible credit derivative contract, an applicable insurer may, for the purposes of rule
81(8) —

(a)

(b)

for the portion of the risk exposure covered by the eligible guarantee or eligible
credit derivative contract, after applying a haircut in accordance with subrule (2) or
(3), as the case may be, apply the risk factor corresponding to the credit rating band
of the guarantor or protection seller; and

for the uncovered portion of the risk exposure (if any), apply the risk factor
corresponding to the credit rating band of the counterparty to the relevant exposure.

If the eligible guarantee covering the applicable insurer’s risk exposure mentioned in
subrule (1) is denominated in a different currency to the risk exposure it covers, the
portion of the risk exposure covered by the eligible guarantee, for the purposes of subrule
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3)

(1)(a), must be adjusted using the following formula —
Covered portiong,grantee = guarantee exposure X (1 — Hey)

where Hgy is the haircut for the currency mismatch if the covered portion of the risk
exposure is denominated in a currency different from that in which the eligible guarantee
is denominated, which is calculated using the following formula —

Hpy = \/(1 + RFpx of covered portion) X (1 + RFpx of eligible guarantee) -1

where —

RFgx of covered portion 18 the risk factor for the currency of the covered portion of the risk
exposure set out in Table 6 in rule 51; and

RFpx of eligible guarantee 18 the risk factor for the currency of the eligible guarantee set
out in Table 6 in rule 51.

If the eligible credit derivative contract covering the applicable insurer’s risk exposure
referred to in subrule (1) is denominated in a different currency to the risk exposure it
covers, the portion of the risk exposure covered by the eligible credit derivative contract,
for the purposes of subrule (1)(a), must be adjusted using the following formula —

Covered portioncredit derivative
= protected exposure X (1 — Hgy)
remaining term to maturity (in days)
X

365

where Hgpy is the haircut for the currency mismatch if the covered portion of the risk
exposure is denominated in a currency different from that in which the eligible credit
derivative contract is denominated, which is calculated using the following formula —

HFX = \/(1 + RFFX of covered portion) X (1 + RFFX of eligible credit derivative contract)
-1

where —
RFgx of covered portionis the risk factor for the currency of the covered portion of the risk

exposure set out in Table 6 in rule 51; and
RFgx ofeligible credit derivative contract 18 the risk factor for the currency of the eligible

credit derivative contract set out in Table 6 in rule 51.
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(4)

In this rule—

eligible credit derivative contract (& 7 ¥ & * /72 1 & £ %)), in relation to an
applicable insurer, means a credit derivative contract entered by the insurer as a credit

protection buyer and in respect of which the following conditions are satisfied for the
risk exposure covered by the credit derivative contract (referred—to—in—this—rule

as-protected exposure-{=—i-1htr-Ey) —

(2)
(b)

(©)

(d)

(e)

(H

(g

(h)

(1)

@)

(k)

the credit derivative contract is a credit default swap or total return swap (other than

a restricted return swap);

the protection seller of the credit derivative contract is —

(i) asovereign; or

(i) a regulated financial entity with a credit rating band higher than that of the
protected exposure;

the credit derivative contract gives the insurer a direct claim against the protection

seller;

the credit protection provided by the credit derivative contract relates to a specific

exposure, specific exposures, or a pool of specific exposures, of the insurer;

the undertaking of the protection seller under the credit derivative contract to make

payment in specified circumstances relating to the protected exposure is clearly

documented so that the extent of the credit protection provided by the credit

derivative contract is clearly defined;

there is no clause in the credit derivative contract, the satisfaction of which is

outside the direct control of the insurer, which would allow the protection seller to

cancel the contract unilaterally or which would increase the effective cost of the

credit protection offered by the credit derivative contract as a result of the

deteriorating credit quality of the protected exposure;

there is no clause in the credit derivative contract, the satisfaction of which is

outside the direct control of the insurer, which could operate to prevent the

protection seller from being obliged to pay out promptly in the event that the obligor

in respect of the protected exposure defaults in making any payments due to the

insurer in respect of the protected exposure;

the jurisdiction in which the protection seller is located and from which the

protection seller may be obliged to make payment has no existing exchange

controls in place or, if there are existing exchange controls in place, approval has

been obtained for the funds to be remitted freely in the event that the protection

seller is called upon under the terms of the credit derivative contract to make

payment to the insurer;

the protection seller has no recourse to the insurer for any losses suffered as a result

of the protection seller being obliged to make any payment to the insurer pursuant

to the credit derivative contract;

the credit derivative contract obliges the protection seller to make payment to the

insurer in the credit events of the obligor’s failure to pay amounts due or bankruptcy

or insolvency of the obligor; and

the credit derivative contract is binding on all parties and legally enforceable in all

relevant jurisdictions;
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eligible guarantee (£ F - #% i), in relation to an applicable insurer, means a guarantee
in respect of which the followmg conditions are satisfied for the remaining term to
maturity of the risk exposure of the insurer in respect of which the guarantee has been
given (referred-to-in-thisrule-as-guaranteed exposure-(-i—h—"m-3E)) —

(a) the guarantee is given by
(1) asovereign; or
(1)) a corporate with a credit rating band higher than that of the guaranteed

exposure;

(b) the guarantee gives the insurer a direct claim against the guarantor;

(¢) the credit protection provided by the guarantee relates to a specific exposure,
specific exposures, or specific pools of exposures, of the insurer;

(d) the undertaking of the guarantor to make payment in specified circumstances
relating to the guaranteed exposure is clearly documented so that the extent of the
credit protection provided by the guarantee is clearly defined;

(e) there is no clause in the guarantee, the satisfaction of which is outside the direct
control of the insurer, which would allow the guarantor to cancel the guarantee
unilaterally or which would increase the effective cost of the credit protection
provided by the guarantee as a result of the deteriorating credit quality of the
guaranteed exposure;

(f) there is no clause in the guarantee, the satisfaction of which is outside the direct
control of the insurer, which could operate to prevent the guarantor from being
obliged to pay out promptly in the event that the obligor in respect of the guaranteed
exposure defaults in making any payments due to the insurer in respect of the
guaranteed exposure;

(g) thejurisdiction in which the guarantor is located and from which the guarantor may
be obliged to make payment has no existing exchange controls in place or, if there
are existing exchange controls in place, approval has been obtained for the funds to
be remitted freely in the event that the guarantor is called upon under the terms of
the guarantee to make payment to the insurer;

(h) the guarantor has no recourse to the insurer for any losses suffered as a result of the
guarantor being obliged to make any payment to the insurer pursuant to the
guarantee;

(1) the insurer has the right to receive payment from the guarantor without having to
take legal action in order to pursue the obligor in respect of the guaranteed exposure
for payment; and

(j) the guarantee is binding on all parties and legally enforceable in all relevant
jurisdictions;

restricted return swap (% "3+ v 38 3 ¥ ) means a total return swap where the applicable
insurer as being-the-protection buyer records the net payments received by it under the
swap as net income, but does not record, either through deductions in fair value in the
accounts of the insurer or by an addition to its reserves or provisions, the extent to which
the value of the protected exposure has deteriorated.
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85. Credit derivative contract other than eligible credit derivative contract

(1)

2

3)

A credit derivative contract entered into by an applicable insurer as a protection buyer
other than an eligible credit derivative contract is not recognized under rule 84 and an
insurer must not use such contract to reduce any risk capital amounts mentioned in rule
37(1).

Where an applicable insurer enters a credit derivative contract as a protection seller, the
insurer must determine the risk capital amount for the credit derivative contract for the
purposes of rule 81(1)(b), in accordance with subrule (3).

The risk capital amount for a credit derivative contract mentioned in subrule (2) is
determined by multiplying the protected exposure by the risk factor corresponding to the
credit rating band of the underlying reference obligation set out in Table 19 of rule 81

B e e e

Division 6 — Operational Risk

86. Risk capital amount for operational risk

(D

2)

3)

An applicable insurer must determine the risk capital amount for operational risk as the
lower of A and B where —
(a) A isthe sum of —
(1)  the risk capital amount for operational risk in respect of Class C business and
Class H business as determined in accordance with subrule (3);
(i1) the risk capital amount for operational risk in respect of specified long term
business as determined in accordance with subrule (4); and
(i11) the risk capital amount for operational risk in respect of general business as
determined in accordance with subrule (5); and
(b) B s 30% of the insurer’s prescribed capital amount before operational risk.

For subrule (1)(b), the prescribed capital amount before operational risk refers to the
amount determined in accordance with rule 37(1)(a) and aggregated in accordance with
rule 37(1)(c) but without the inclusion of any risk capital amount for operational risk in
the aggregation.

For the purposes of subrule (1)(a)(i), the risk capital amount for operational risk for any
Class C business and any Class H business under Part 2 of Schedule 1 efto the Ordinance,
is determined as 0.4% of the simple average of the current estimates of insurance
liabilities (gross of reinsurance) for Class C and Class H business as at the three
referenced dates, floored at zero.
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(4)

)

(6)

For the purposes of subrule (1)(a)(ii), the risk capital amount for operational risk for
specified long term business is the sum of —
(a) the amount that is the higher of C and D, where —

(1) C is the amount determined as 4% of -annual gross premiums for specified
long term business of the applicable insurer_as a whole for its most recent
financial year ending on or before the valuation date, floored at zero; and

(i) D is the amount determined as 0.45% of the simple average of the current
estimates of the insurance liabilities (gross of reinsurance) for the applicable
insurer’s specified long term business_as a whole as at the three referenced
dates, floored at zero; and

(b) 4% of the portion of the premium growth for the applicable insurer’s specified long
term business as a whole that exceeds 20% of such premium growth, floored at zero.

For the purposes of subrule (1)(a)(iii), the risk capital amount for operational risk for
general business is the sum of —
(a) the amount that is the higher of E and F, where —

(1) E is the amount determined as 2.75% of annual gross premiums for general
business of the applicable insurer as a whole for its most recent financial year
ending- on or before the valuation date, floored at zero; and

(i) F is the amount determined as 2.75% of the simple average of the current
estimates of the insurance liabilities (gross of reinsurance) for the applicable
insurer’s general business_as a whole as at the three referenced dates, floored
at zero; and

(b) 2.75% of the portion of the premium growth for the applicable insurer’s general
business_as a whole that exceeds 20% of such premium growth, floored at zero.

In this rule —
annual gross premiums (# K = %% ) means gross written premiums in a financial year;

premium growth (%% 3 £ ) means the annual gross premium of the relevant business
for the applicable insurer’s most recent financial year ending on or before the valuation
date, less the annual gross premium of such business for the financial year immediately
preceding the most recent financial year;

specified long term business (ip ' % ¥ % 7%) means long term business other than Class
C business and Class H business;

three referenced dates (= T % p #§), for purposes of calculating the average of in
respeet-of-current estimates of insurance liabilities (gross of reinsurance) under this rule,
means —

+(a) the valuation date;

2-(b) the date 12 months prior to the valuation date; and

3-(c) the date 24 months prior to the valuation date,

130



subject to the following adjustments —

(i)  ifthe commencement date of these Rules or the date on which an applicable insurer
commences carrying on insurance business in or from Hong Kong is less than one
year before the valuation date, then the dates referred to in 2-paragraphs (b) and 3
(c) are both replaced by the valuation date referred to in + paragraph (a)- for
purposes of calculating the average of current estimates as at the three referenced
dates; and

(i) if the commencement date of these Rules or the date on which an applicable insurer
commences carrying on insurance business in or from Hong Kong is at least one
year but less than twe-2 consecutive years before the valuation date, then the date
referred to in paragraph (c)3 is replaced by the date referred to in paragraph (b)2
for purpose of calculating the average of current estimates as at the three referenced
dates.

Part 6—
Fund Requirements

87. Determination of fund-level-allocated minimum capital amounts

(1)

)

3)

An applicable insurer must determine the fund-level-allocated minimum capital amount
required to be held for the purposes of sections 22(3B)(b)_and ;—22(3C)(b) and
25AAB(3)(b) of the Ordinance, as applicable, in accordance with subrules (2), (3), (4),

(5), (6), (7) and (8).

For the purposes of subrule (1), an applicable insurer must, in accordance with subrules

(3) and (4), determine —

(a) anotional minimum capital amount based on its assets and liabilities attributable to
any restricted capital component in respect of each separate sub-fund of
participating business;

(b) anotional minimum capital amount based on its assets and liabilities attributable to
any long term business not included in paragraph (a);

(¢) anotional minimum capital amount based on its assets and liabilities attributable to
general business; and

(d) anotional minimum capital amount based on its assets and liabilities not included
in paragraphs (a), (b) and (c).

To determine the notional minimum capital amounts mentioned in subrule (2), an
applicable insurer must first determine a notional prescribed capital amount based on
each set of assets and liabilities mentioned in subrule (2)(a), (b), (c) and (d) in accordance
with rule 37(1), with the following variations —
(a) 1napplying rule 37(1)(a) —
(1) the insurer must determine the risk capital amounts mentioned in that rule
based on each set of assets and liabilities mentioned in subrule (2)(a), (b), (¢)
and (d), as applicable;
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4

©)

(b)

(©)

(d)

(e)

(i) to determine the risk capital amounts for market risk in respect of each set of
assets and liabilities mentioned in subrule (2)-(a), (b), (c) and (d) —

(A) the risk capital amount for interest rate risk under rule 47 must be
determined based on the same scenario in rule 47(1)(a) or (b), as the
case may be, which determines the risk capital amount for interest rate
risk for the insurer as a whole; and

(B) the risk capital amount for currency risk under rule 51 must be
determined based on the same scenario for each currency exposure,
which determines the risk capital amount for currency risk for the
insurer as a whole; and

(ii1) to determine the risk capital amount for life insurance risk in respect of each
set of assets and liabilities mentioned in subrule (2)(a), (b) and (c), the risk
capital amount for lapse risk under rule 59 must be determined based on the
same component in rule 59(1)(a) or (b), as the case may be, which determines
the risk capital amount for lapse risk for the insurer as a whole;

in applying rule 37(1)(b), the insurer must determine the risk capital amount for
operational risk in respect of each part of its business -mentioned in subrule (2)(a),
(b) and (c) in accordance with rule 86, with the use of premiums or current estimates,
as the case may be, being consistent with that determined under rule 86(4) for long
term business and rule 86(5) for general business;
in applying rule 37(1)(c), using the methodology stated in that rule the insurer must
aggregate the risk capital amounts determined in respect of each set of assets and
liabilities mentioned in subrule (2)(a), (b), (¢) and (d);
in applying rule 37(1)(d), the insurer must add the amount, if any, determined in
accordance with rule 43 for the purpose of determining the notional prescribed
capital amounts in respect of each set of assets and liabilities mentioned in subrule
(2)(a) and (b); and
in applying rule 37(1)(e), the amount of the deduction to be made, if any, in
determining the notional prescribed capital amounts in respect of each set of assets
and liabilities mentioned in subrules (2)(a), (b), (c) and (d), must be calculated in
accordance with rule 44, and use the same effective tax rate which is determined
for the insurer as a whole.

Each notional minimum capital amount mentioned in subrule (2) is the amount obtained
by multiplying each notional prescribed capital amount determined in subrule (3) by 50%.

The funddevel-allocated minimum capital amount required to be held under section
22(3B)(b) or 22(3C)(b) of the Ordinance, as the case may be, is calculated as the sum

of —
(a)

(b)

the notional minimum capital amount in respect of the set of assets and liabilities
referenced in subrule (2)(a); and

the notional minimum capital amount in respect of the set of assets and liabilities
in subrule (2)(b), less the diversification benefit determined in accordance with
subrule (6).
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(6)

(7

(8)

©)

The diversification benefit mentioned in subrule (5)(b) is determined by multiplying the

amount A€ by the percentage BB, where —

(a) AE€ is the amount obtained by subtracting the minimum capital amount of the
applicable insurer determined for the purposes of rule 5(32) from the sum of the
notional minimum capital amounts in respect of each set of assets and liabilities
mentioned in subrule (2)(a), (b), (c) and (d); and

(b) BD is the notional minimum capital amount in respect of the set of assets and
liabilities mentioned in subrule (2)(b) as a proportion of the sum of the notional
minimum capital amounts in respect of each set of assets and liabilities mentioned
in subrule (2)(b), (c) and (d), expressed as a percentage.

The fund-level-allocated minimum capital amount required to be held under section
25AAB(3)(b) of the Ordinance, is calculated as the notional minimum capital amount in
respect of the set of assets and liabilities mentioned in subrule (2)(c), less the
diversification benefit determined in accordance with subrule (8).

The diversification benefit mentioned in subrule (7) is determined by multiplying the

amount CE by the percentage DE, where —

(a) CE is the amount obtained by subtracting the minimum capital amount of the
applicable insurer determined for the purposes of rule 5(32) from the sum of the
notional minimum capital amounts in respect of each set of assets and liabilities
mentioned in subrule (2)(a), (b), (c) and (d); and

(b) DE is the notional minimum capital amount in respect of the set of assets and
liabilities mentioned in subrule (2)(c) as a proportion of the sum of the notional
minimum capital amounts in respect of each set of assets and liabilities mentioned
in subrule (2)(b), (c) and (d), expressed as a percentage.

In this rule —

fund-level-allocated minimum capital amount (F~4%%—5-J& ~ fiz & X F A~ §f) means
the amount of assets required to be held by an applicable insurer —
(a) inrelation to its long term insurance business —

(1) in accordance with section 22(3B)(b) of the Ordinance for all funds under
section 21B(2) or (8) of the Ordinance, in addition to the amount of liabilities
mentioned in section 22(3B)(a) of the Ordinance; or

(i1)) 1in accordance with section 22(3C)(b) of the Ordinance for all the funds
maintained under section 21B(5)(a), (b), (c) and (d) of the Ordinance, in
addition to the amount of liabilities mentioned in section 22(3C)(a) of the
Ordinance; or

(b) in relation to its general insurance business, in accordance with section
25AAB(3)(b) of the Ordinance for each fund under section 25A A (other than under
section 25AA(4)(a)) of the Ordinance, in addition to the amount of liabilities
mentioned in section 25AAB(3)(a) of the Ordinance.
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Part 7

—Transitional Arrangement

88. Application to use transitional arrangement

(1) An applicable insurer may make an application to the Authority for approval of a
transitional arrangement under subrule (5) to reduce its risk capital amount for market
risk during the transitional period using the approach stated in subrule (2).

2)

(3) Despite any approval granted under subrule (5), during the transitional period, an
applicable insurer must continue to use the risk capital amount for market risk determined

After obtaining an approval from the Authority under subrule (5), subject to subrule (3),
the applicable insurer may reduce its risk capital amount for market risk during the
periods stated in column 1 of Table 21 for the purpose of determining its prescribed
capital amount in accordance with rule 37, by —

multiplying the risk capital amount for market risk determined in accordance with
Division 2 of Part 5, by the applicable percentage in column 2 of Table 21; and
using the reduced risk capital amount for market risk determined in accordance with
paragraph (a), in place of the risk capital amount for market risk determined in
accordance with Division 2 of Part 5, for determining its the-prescribed capital

(@)
(b)

amount in accordance with rule 37.

Table 21
Phasing Ppercentage of ¥Risk eCapital aAmount for mMarket ¥Risk

Column 1

Period in which
percentage is applied
Columnt
Within 12 months immediately after

the €Ecommencement date of
these Rules
to31 December 2024
From 13™ month to 24™ month after
the commencement date of these

Rules +Hanuary-to-3+-December
2025

1 January to 31 December 2026From
25™ month to 36™ month after the

commencement date of these
Rules

Hanuary-2027From 37" month after

the commencement date of these
Rules and onwards

Column 2

Percentage to be
applied
ot

50%

60%

80%

100%
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(4)

©)

(6)

(7)

(8)

)

(10)

in accordance with Division 2 of Part 5 without applying the reduction under subrule (2),

to determine —

(a) its minimum capital amount under rule 5(3):;

(b) the limit of Limited Tier 1 capital under rule 7(b):

(c) the limit of Tier 2 capital under rule 7(c); and

e (d) its notional prescribed capital amount and notional minimum capital
amount under Part 6.

An application made under subrule (1) must —

(a) be made in writing;

(b) contain particulars of the information that the Authority reasonably requires to
enable it to consider the application; and

(c) be served on the Authority.

On receiving an application made under subrule (1), the Authority may by written notice
to the applicable insurer approve or reject the application, and if it approves the
application, it may do so subject to such conditions as it may impose.

If the Authority grants an approval to an applicable insurer under subrule (5), at any time
while the approval remains in effect, the Authority may, by a written notice served on
the insurer —

(a) prohibit the insurer from making any of the payments mentioned in subrule (7), or
require the insurer to obtain prior approval from the Authority before making any
of the payments mentioned in subrule (7); and

(b) impose other conditions.

The payments by an applicable insurer mentioned in subrule (6)(a) are —
(a) dividends to shareholders;

(b) purchase of the insurer’s own shares;

(c) discretionary payment on Tier 1 capital; and

(d) any payment that is in substance a distribution of Tier 1 capital.

After obtaining approval from the Authority under subrule (5), an applicable insurer may,
by notice in writing to the Authority, revoke its reliance on the approval for using a
transitional arrangement for the remaining part of the transitional period, or for a
specified part of such period. If such revocation is made, the insurer must, on the
revocation becoming effective, cease reducing its risk capital amount for market risk in
accordance with subrule (2) for the remaining part of the transitional period or specified
part of such period, as the case may be.

For the purposes of subrule (8), a notice revoking reliance on the approval for using a
transitional arrangement becomes effective on the date it is served on the Authority or, if

later, on the date stated in the notice for the revocation to come into effect.

Where, during the transitional period, an applicable insurer is approved under subrule (5)
to use a transitional arrangement, or revokes its reliance on the approval for using a
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(11)

transitional arrangement under subrule (8), the Authority shall-must publish a notice in
the Gazette stating the name of the insurer and the fact that the insurer has been so
approved or made such revocation, as the case may be.

In this rule —

transitional period (:8 /& ¥§ ) means the 36-month period beginning on the date on which

these Rules come into operation-and-ending-on3+December2026.
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Schedule 1

Unlimited Tier 1 Capital

1. Qualifying criteria for capital instrument

{4} A capital instrument qualifies as Unlimited Tier 1 capital of an applicable insurer only if
all of the following criteria are met —

(a)

(b)
(©)

(d)

(e)

(H)
(2

(h)

(1)

the instrument is issued and fully paid-up in cash, whereby only the amount of net

cash proceeds received from the issuance of instruments (that is, the paid-up

amount) shall-is to be included as Unlimited Tier 1 capital;

the instrument is in the form of issued capital such that it is the first instrument to

absorb losses as they occur;

the instrument absorbs losses on a going concern basis proportionately and pari

passu with all other Unlimited Tier 1 capital instruments of the same quality issued

by the insurer;

the instrument entitles the holder of the instrument to the most subordinated claim

in a liquidation of the insurer;

the instrument entitles the holders to a claim on the residual assets of the insurer,

that, in the event of its liquidation, and after the payment of all senior claims, is

proportional with the holder’s share of the issued share capital, and is not fixed or
subject to a cap (that is, the holder has an unlimited and variable claim);

the instrument is perpetual;

the principal amount of the instrument is not repaid outside liquidation (except

discretionary repurchase or other discretionary means of reducing capital that is

permitted under the applicable law);

the insurer has not created, and has not done anything to create, an expectation at

issuance that the instrument will be bought back, redeemed or cancelled, and there

are no statutory or contractual terms which might reasonably give rise to such an
expectation;

for distributions to holders of the instrument —

(1) distributions are paid only out of distributable items;

(i1) the level of distributions is not in any way tied or linked to the amount paid
up at issuance;

(ii1) the terms and conditions governing the instrument do not include a cap or
other restrictions on the maximum level of distributions except to the extent
that the insurer is unable to pay distributions that exceed the level of
distributable items;

(iv) there are no circumstances under which a distribution for the insurer to
holders of the instrument is obligatory;

(v) the non-payment of distributions does not constitute an event of default of the
insurer; and

(vi) there are no preferential distributions, including in respect of other Unlimited
Tier 1 capital instruments, and distributions are paid only after all outstanding
legal and contractual obligations have been met and payments on more senior
capital instruments have been made;
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G

(k)
M

(n)

the instrument is neither undermined nor rendered ineffective by encumbrances,
and in particular, the instrument is not secured or covered by a guarantee of the
insurer or any of its affiliates, and is not subject to any other arrangement that
legally or economically enhances the seniority of the claim;

the insurer has not directly or indirectly funded the purchase of the instrument;

the paid-up amount is recognized as equity capital for the purpose of determining
balance sheet insolvency;

the paid-up amount is classified as equity within the meaning of applicable
accounting standards; and

Fthe instrument is clearly and separately disclosed on the balance sheet in the
financial statements of the insurer.
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Schedule 2

Limited Tier 1 Capital

1. Qualifying criteria for capital instrument

{4} A capital instrument qualifies as Limited Tier 1 capital of an applicable insurer only if all
of the following criteria are met —

(a)

(b)

(©)
(d)
(e)

(H
(2

(h)

(1)

@)

the instrument is issued and fully paid-up in cash, whereby only the amount of net

cash proceeds received from the issuance of instruments (that is, the paid-up

amount) shall-is to be included as Limited Tier 1 capital;

the instrument is subordinated to policy holders, non-subordinated creditors and

other subordinated creditors, including the holders of capital instruments that are

Tier 2 capital of the insurer but excluding the holders of capital instruments that are

Unlimited Tier 1 capital of the insurer;

the instrument is perpetual;

the terms and conditions of the instrument contain no step-ups or other incentives

to redeem;

the instrument is only callable at the option of the insurer after at least 5 years from

the date of issue (so that the instrument is not retractable by the holder), and the

insurer must obtain prior consent from the Authority to exercise a call option;

the insurer must obtain prior consent from the Authority for any repayment of

principal (whether through repurchase, redemption or otherwise) of the instrument;

the insurer has not created, and has not done anything to create, an expectation at

issuance that the instrument will be bought back, redeemed or cancelled, or that the

insurer will exercise any right to call the instrument, or that the repurchase or

redemption will receive supervisory approval, and there are no statutory or

contractual terms which might reasonably give rise to such an expectation;

the dividend or coupon distributions in respect of the instrument are subject to

the following —

(1) the distributions are paid only out of distributable items;

(i) the insurer has full discretion at all times to cancel the distributions on the
instrument for an unlimited period and on a non-cumulative basis;

(ii1) the insurer has full access to cancelled payments to meet its obligations as
they fall due;

(iv) the cancellation of distributions on the instrument does not constitute an event
of default for the instrument; and

(v) the cancellation of distributions on the instrument imposes no restrictions on
the insurer except in relation to distributions to ordinary shareholders;

the instrument does not have distributions that are tied or linked to the credit quality

or financial condition of the insurer or its affiliates, such that those distributions

may accelerate winding-up;

the instrument is neither undermined nor rendered ineffective by encumbrances,

and in particular, the instrument is not secured or covered by a guarantee of the

insurer or by any of its affiliates, and is not subject to any other arrangement that

legally or economically enhances the seniority of the claim;
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(k)

Q)
(m)

(n)
(0)

(p)

the instrument does not contribute to liabilities exceeding assets of the insurer if a
balance sheet test forms part of national insolvency law applicable to the insolvency
of the insurer;

the paid-up amount is classified as equity within the meaning of applicable
accounting standards;

neither the insurer nor its affiliates over which the insurer exercises control or
significant influence (excluding the holding company of the insurer) has purchased
the instrument;

the insurer has not directly or indirectly funded the purchase of the instrument;

the instrument eannet-does not possess features that hinder recapitalization, such as
provisions that require the insurer to compensate investors if a new instrument is
issued at a lower price during a specified time frame; and

if the instrument is not issued out of an operating entity (being an entity established
to conduct business with clients with a view to making a profit in its own right) or
any holding company of the insurer (for example, the instrument is issued by a
special purpose vehicle), proceeds are immediately available without limitation to
an operating entity or the holding company of the insurer, as the case may be, in a
form that meets or exceeds all of the other qualifying criteria set out in
this Schedule for inclusion in Limited Tier 1 capital.
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Schedule 3

Tier 2 Capital

1. Qualifying criteria for capital instrument

{4} A capital instrument qualifies as Tier 2 capital of an applicable insurer only if all of the
following criteria are met —

(a)

(b)
(©)

(d)

(e)

(H

(g
(h)

the instrument is issued and fully paid-up in cash whereby only the amount of net

cash proceeds received from the issuance of instruments (that is, the paid-up

amount) shall-is to be included as Tier 2 capital;

the instrument is subordinated to policy holders and non-subordinated creditors;

the instrument has an original maturity of at least 5 years with its effective maturity

date defined to be the earlier of the following —

(1) the first call date, together with a step-up or other incentive to redeem the
instrument; and

(i) the contractual maturity date fixed in the instrument’s terms and conditions;

Fthe instrument’s availability to absorb losses as it nears its effective maturity is

reflected by either —

(1) decreasing the amount of the instrument qualifying as Tier 2 capital from
100% to 0% on a straight-line basis in the final 5 years prior to maturity
(where the instrument is repayable in separate tranches, each tranche shalt
must be amortized individually, as if it were a separate instrument); or

(i) the existence of a lock-in clause, which is a requirement for the insurer to
suspend repayment or redemption if it is in breach (or would be in breach in
the event of repayment or redemption) of its capital requirements;

subject to paragraph (f), the instrument is only callable at the option of the insurer

after at least 5 years from the date of issue (so that the instrument is not retractable

by the holder), and the insurer must obtain prior consent from the Authority to
exercise a call option;

the instrument may be callable within the first 5 years from the date of issue only

at the option of the insurer (so that the instrument is not retractable by the holder),

provided that —

(i) the insurer must obtain prior consent from the Authority to exercise a call
option; and

(i) the called instruments must be replaced in full before or at redemption by a
new issuance of the same or higher quality;

the insurer must obtain prior consent from the Authority for any repayment of
principal (whether through repurchase, redemption or otherwise) of the instrument;
the insurer has not created, and has not done anything to create, an expectation at
issuance that the instrument will be bought back, redeemed or cancelled, or that the
insurer will exercise any right to call the instrument, or that the repurchase or
redemption will receive supervisory approval, and there are no statutory or
contractual terms which might reasonably give rise to such an expectation;
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(1)

)

(k)

M

(m)
(n)

the instrument does not have distributions that are tied or linked to the credit quality
or financial condition of the insurer or its affiliates, such that those distributions
may accelerate winding-up;

the holders of the instrument have no rights to accelerate the payment or repayment
of future scheduled payments except in the event of a liquidation of the insurer;
the instrument is neither undermined nor rendered ineffective by encumbrances,
and in particular, the instrument is not secured or covered by a guarantee of the
insurer or by any of its affiliates, and is not subject to any other arrangement that
legally or economically enhances the seniority of the claim;

neither the insurer nor its affiliates over which the insurer exercises control or
significant influence (excluding the holding company of the insurer) has purchased
the instrument;

the insurer has not directly or indirectly funded the purchase of the instrument; and
if the instrument is not issued out of an operating entity (being an entity established
to conduct business with clients with a view to making a profit in its own right) or
any holding company of the insurer (for example, the instrument is issued by a
special purpose vehicle), proceeds are immediately available without limitation to
an operating entity or the holding company of the insurer, as the case may be, in a
form that meets or exceeds all of the other qualifying criteria set out in
this Schedule for inclusion in Tier 2 capital.
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1. Application

Schedule 4

Determination of Risk- fFree Yield Curves

{4} Where these Rules require an applicable insurer to use a risk-free yield curve, the insurer
must determine the risk-free yield curve using the methodology stated in section 2 of this

Schedule.

(1)

2

Three-segment approach for determining risk-free yield curve

An applicable insurer must use the Smith-Wilson extrapolation method and the three-
segment approach mentioned in subsection (2) to determine the risk-free yield curve.

For the purposes of subsection (1), the insurer must determine the risk-free yield curve
as three segments with —
segment 1 of the yield curve —

(2)

(b)

(c)

(@)
(i)

commencing at the current point in time and ending at the last liquid point;

and

being determined by —

(A) interpolating between observable market rates of government bonds or
swaps, as specified in column 2 of Table 1, of various tenors; and

(B) if a swap rate is used for the determination in sub-subparagraph (A),
applying a parallel downward shift to the observable market rates for
the swap using the credit risk adjustment in column 4 of Table 1
applicable for the relevant currency specified, up to the last liquid point
specified in column 5 of Table 1;

segment 2 of the yield curve —

(@)

(i)

commencing immediately after the last liquid point specified in column 5 of
Table 1 and ending at the convergence point specified in column 6 of Table
1; and

beings determined using the Smith-Wilson extrapolation method, to converge
the curve towards the applicable ultimate forward rate specified by the
Authority in a notice published in the Gazettein-ecolumnFofTable1; and

segment 3 of the yield curve —

(@)
(i)

commencing immediately after the convergence point specified in column 6
of Table 1 and continuing after the convergence pointthereafter; and

being determined by continuing to converge the curve towards the applicable
ultimate forward rate specified by the Authority in a notice published in the
GazettenreolomnFof Fablet.

143



€)

In this section, Table 1 refers to the following table —

Table 1
Parameters for g¢Generating the bBase ¥Risk-free yYield eCurve
Column 1 Column 2 Column 3 Column 4 Column 5 Column 6
. Coupon Cr.edlt risk Last liquid Convergenc Ultimate
Specified Rate adjustment e e .
frequency . . point (in e point Forward
currency type per year (in basis years) (years) Rate
points)
et L el s e st el
HKD Swap 4 10 15 60 38%
Zero coupon
USD government N/A 0 30 60 38%
bonds
Zero coupon
RMB government N/A 0 10 60 4:6%
bonds
Zero coupon
THB government N/A 0 10 60 3%
bonds
GBP Swap 2 10 50 80 3.8%
Zero coupon
JPY government N/A 0 30 60 3-8%
bonds
Zero coupon
TWD government N/A 0 10 60 4:4%
bonds
Zero coupon
SGD government N/A 0 20 60 38%
bonds
EUR Swap 1 10 20 60 3-8%
(4) For the purpose of this section, the Authority must publish a notice in the Gazette of the

reference tickers for the observable market rates of government bonds or swaps as

specified in column 2 of Table 1.
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Schedule 5

Determination of Matching Adjustment

1. Application

(D

2

This Schedule applies to an applicable insurer that applies a matching adjustment to
adjust the specified risk-free yield curve used to derive the discount rate for its future
cash flows in valuing the current estimates of its long term insurance liabilities in an MA
portfolio.

An applicable insurer to which this Schedule applies must calculate a matching
adjustment in accordance with the following formula with the methodologies set out in
sections 3 to 10 of this Schedule —

Matching adjustment,qcn ma portrotio

= adjuSted spread each MA portfolio X application ratio each MA portfolio
+ weighted constant prescribed spread
X predictability Factor

X Max [Min (20%, eligible asset percentage

asset dollar duration ) ]

B liability dollar duration
+ qualified LTAeach MA portfolio

where —

adjusted spread ¢qch ma portfotio 18 determined in accordance with section 5 of this
Schedule;

application ratio eqcn ma portfolio 18 determined in accordance with section 6 of this
Schedule;

weighted constant prescribed spread X predictability Factor

X Max [Min (20%, eligible asset percentage

asset dollar duration ) ]

liability dollar duration
collectively refers to the constant prescribed spread component which is determined in
accordance with section 9 of this Schedule; and
qualified LT Aeqch maportrolio 18 determined in accordance with section 10 of this
Schedule.

145



2. Interpretation

{8 In this Schedule —

asset group (% A %) means a group of eligible assets, organized according to their
maturity bucket and credit rating band, and split further by sovereign bonds from other
types of eligible assets;

asset spread (7= A 4|4 ) is the constant spread that makes the price of an eligible asset

equal to the present value of its cash flows when added to the specified risk-free yield
curve at each point on the spot rate;

duration (73 3 ¥F), in relation to an eligible asset or insurance liability, is a measure of

sensitivity of the value of asset or liability with respect to a change in interest rate-t and
refers to the percentage change in price of the asset or value of the liability for a 100 basis
point change in yield;

effective duration (3 »< 73 5 ¥ ), in relation to an insurance liability, means the

sensitivity of the liability to a change in discount rates, taking into account expected
change in cash flows due to management actions;

invested assets (4 F 7 A ) refers to the assets defined under Table 1 of this Schedule,

which are held within long term business funds, excluding the assets held for the account
balance of Class C, Class G and Class H defined under Part 2 of Schedule 1 to the
Ordinance.

3. Classification of assets within an MA portfolio

(1

For the purpose of calculating the matching adjustment for valuing the long term
insurance liabilities in a MA portfolio, an applicable insurer must classify the assets in
the MA portfolio into eligible assets, non-eligible assets and non-invested assets in
accordance with Table 1.
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Table 1
Classification of ¢Eligible aAssets, sNon-eligible aAssets and aNon-invested aAssets for
MA pPortfolio

Total assets used to support the liabilities that are subject to matching adjustment
Invested assets Non-invested assets
Eligible assets Non-eligible assets
Column 1 Column 2 Column 3
Sovereign bonds Equities Cash and cash equivalents
Convert1b}e bonds c'onvertlble Assets held for Llinked
Corporate bonds at the option of the issuer or a .
. Elong Fterm business
third party
Asset backed securities Derivatives Investments in affiliates
.. : Other balance with
Other debt securities Propertyies affiliates
Loans and advances to Portfolio investment (Gother
financial institutions or than fixed income Policy loans
corporates component)
I - ablos &
. beat
Other loans and advances assetsInvestment income Other non-invested assets
receivable from financial
assets
Assets held for retirement Assets held for retirement
schemes account balances schemes account balances
(Efixed income component (Bother than fixed income
only) component)
P(.)rthhO investment (Ffixed Other non-eligible assets
income component only)

(2) For purpose of classifying assets in accordance with subsection (1), in relation to any
convertible bond it holds, an applicable insurer may classify the bond as a corporate bond
(and as an eligible asset in Table 1 of subsection (1)), if, under the terms and conditions
of the bond, the bond is convertible at the discretion of the insurer. To avoid doubt, if
under its terms and conditions, the bond is convertible at the discretion of the issuer or a
third party or is automatically triggered (for example, in the case of contingent
convertible bonds), the insurer must treat the convertible bond as equities (and classify it
as a non-eligible asset in Table 1 of subsection (1)).

(3) In calculating the matching adjustment for valuing long term insurance liabilities in an
MA portfolio, the applicable insurer must exclude assets held by the insurer to cover or
support liabilities that are not subject to matching adjustment for purposes of sections 5
to 10 of this Schedule.
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4. Treatment of assets in MA portfolio with call options

(1)

2)

)

If the eligible assets within an MA portfolio include any eligible assets with embedded
call options, for the purpose of determining the matching adjustment to be applied when
valuing the insurance liabilities in the MA portfolio, the insurer must treat such assets in
accordance with subsections (2) and (3).

If the call option embedded in the eligible asset is not a make-whole call option, the
insurer must project the cash flows for the asset on the assumption that the asset will be
redeemed at the first callable date of the option.

If the call option embedded in the eligible asset is a make-whole call option, subject to
subsection (4), the insurer must determine the make-whole call spread of the asset and —
if the make-whole call spread is less than or equal to the applicable maximal make-
whole call spread stated in column 2 of Table 2 corresponding to the credit rating
band in column 1 of Table 2 for the asset, the insurer must recognize the value of
such asset and cash flows from such asset in full in determining the matching
adjustment; or

if the make-whole call spread exceeds the applicable maximal make-whole call
spread stated in column 2 of Table 2 corresponding to the credit rating band in
column 1 of Table 2 for the assets, the insurer must either:

(a)

(b)

(@)
(i)

project the cash flows for the asset on the assumption that the asset will be

redeemed at the first callable date; or

only partially recognize the market value of the asset in determining the

matching adjustment by multiplying the market value with the ratio of X to

Y, where —

(A) X is the amount of valuation date call price determined according to
make-whole call spread of individual asset; and

(B) Y is the amount of valuation date call price determined according to
maximal make-whole call spread.:and

and adjust the projected cash flows for the asset based on partial recognition

of the market value of the asset (without any adjustment to asset spread and

asset duration).

Table 2
Maximal makeMake-whole eall-Call spread-Spread by eredit-Credit rating-Rating bBand
Column 1 Column 2
Credit rating Maximal make-whole call
band spread (in basis points)

Column | Column 2

1 30

2 40

3 60
4 or below 80

(4)

If the call option embedded in the eligible asset is a make-whole call option and the
insurer cannot identify the make-whole call spread of the asset, the insurer must calculate
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the matching adjustment based on the projection of cash flows up to the first callable date
of the option.

5. Determination of adjusted spread

(D
2

This section applies to the determination by an applicable insurer of the adjusted spread
in the matching adjustment formula in section 1(2) of this Schedule.

For the purpose of determining the adjusted spread mentioned in subsection (1), an
applicable insurer must derive the adjusted spread for the eligible assets in the MA
portfolio, based on the weighted average of the asset spread (denoted as spread: below)
minus a risk correction (denoted as RCi below) for the eligible assets, using the following
formula —

Adjusted spread = Z w; X (spread; — RC;)
Eligible assets i

where —

w; denotes the weight assigned to the eligible assets, based on the credit rating band and

the maturity bucket of the eligible assets, where —

(a) the weight is determined by the proportion of the asset group’s market value
multiplied by the asset duration of the asset group to total eligible assets’ market
value multiplied by the asset duration of total eligible assets; and

(b) maturity bucket of eligible assets is determined according to the remaining term to
maturity of the eligible assets in years, stated in Table 3.

Table 3
Maturity bBucket e¢Grouping
Less than or equal to 5 years
Larger than 5 years less than or equal to 10 years
Larger than 10 years less than or equal to 15 years
Larger than 15 years less than or equal to 20 years
Larger than 20 years less than or equal to 25 years
Larger than 25 years less than or equal to 30 years
Larger than 30 years

Spread; denotes the asset spread for the eligible assets held by applicable insurer with
corresponding credit rating band and the maturity bucket—F, and to avoid doubt, negative
spreads should be included in the calculation and should not be floored at zero; and

RC; denotes the risk correction to be applied to the asset spread of the eligible assets based
on the corresponding credit rating band of the eligible assets—F, and the risk correction
refers to a percentage of the asset spread that represents the average probability of default
and cost of downgrade of the eligible assets for which the adjusted spread is being
calculated and is determined in accordance with subsections (3) and (4).

149



(3) Subject to subsection (4), the risk correction in the formula in subsection (2), is —

(a) zero basis points for eligible assets which are government bonds issued by
jurisdictions whose government bonds are used to derive specified risk-free yield
curves set out in Table 1 of Schedule 4 and are denominated in that corresponding
specified currency; or

(b) in the case of eligible assets other thant those mentioned in paragraph (a),
determined by applying the relevant percentage to the asset spread for the eligible
assets (denoted as Spread; in the formula in subsection (2)), where the relevant
percentage is the percentage in column 2 of Table 4 corresponding to the credit
rating band in column 1 of Table 4 for the eligible assets.

Table 4
Risk eCorrection in tTerms of a pPercentage of aAsset sSpread by eCredit ¥Rating bBand
Column 1 Column 2
Credit rating Risk Correction
band (percentage of asset spread)

Column | Cohnnp2

1 11%

2 14%

3 20%
4 or below 22%

(4) For eligible assets in the MA portfolio with a credit rating band of 5 or below, or which
are unrated, the weighted average spread for such assets which can be included in the
formula in subsection (2) to determine adjusted spread is subject to the following —

(a) the weighted average spread for such assets is capped by the weighted average
spread of bonds in the MA portfolio with a credit rating band of 4; or
(b) where there are no such bonds with a credit rating band of 4 in the MA portfolio or
the asset spread of such bonds is not available, the weighted average spread for the
relevant assets is capped by the weighted average spread of bonds in the MA
portfolio with the credit rating band next higher than credit rating band 4 for which
an asset spread is available; or

the weighted average spread for such assets is set at zero if there are no bonds in

the MA portfolio with a credit rating band of 4 or above.

(©)

6. Determination of the application ratio

(1) This section applies to the determination by an applicable insurer of the application ratio
in the matching adjustment formula in section 1(2) of this Schedule.

(2) For the purpose of determining the application ratio mentioned in subsection (1), an

applicable insurer must multiply a predictability factor (as determined under section 7 of

this Schedule) and a duration factor (as determined under section 8 of this Schedule),

using the following formula —

Application ratio = predictability factor X duration factor.
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7. Determination of predictability factor

(1

)

3)

4

The predictability factor is determined as 1 minus the largest accumulated cash flow
shortfall percentage, floored at zero, using the following formula —

Predictability factor
= Max (0,1
— largest accumulated cash flow shortfall percentage)

where —
largest accumulated cash flow shortfall percentage is calculated in accordance with
subsection (2).

For the purposes of the formula in subsection (1), the largest accumulated cash flow
shortfall percentage is the maximum of the largest accumulated cash flow shortfall
percentage determined in accordance with subsections (3), (4) and (5) under the
following scenarios —

(a) Dbase scenario;

(b) lapse up scenario as described under rule 59; and

(c) mass lapse scenario as described under rule 59.

For the purposes of subsection (2), and subject to subsection (5), to calculate the largest

accumulated cash flow shortfall percentage, an applicable insurer must —

(a) project its excess cash balance at the end of each year during the period up to the
last liquid point for each scenario in subsection (2), using the following formula for
each year of projection —

Excess cash balance at year-end = excess cash balance at beginning of year +
asset cash in flow for the year — liability cash out flow for the year:;

(b) if the excess cash balance for any given year calculated under paragraph (a) is
negative, regard the absolute value of that negative excess cash balance as an
accumulated cash flow shortfall;

(c) calculate the present value of each accumulated cash flow shortfall from paragraph
(b) using the relevant specified risk-free yield curve, based on the major currency
in which the largest portion of eligible assets is denominated;

(d) take the largest present value of accumulated cash flow shortfall calculated in
paragraph (c) as its largest accumulated cash flow shortfall; and

(e) calculate the amount from paragraph (d) as a percentage of the total market value
of eligible assets in the MA portfolio.

For the purposes of subsection (3)(a), the last liquid point is determined as the longest
last liquid point, based on the currencies in which the applicable insurer’s long term
insurance liabilities in the MA portfolio subject to matching adjustment are denominated,
excluding long term insurance liabilities denominated in any currency which makes up
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less than 1% of the long term insurance liabilities in the MA portfolio subject to matching
adjustment.

(5) The requirements relating to the cash flows in determining accumulated cash flow
shortfall for subsection (3) are that —

(a) annual asset cash flows only include cash flows from the eligible assets, premium
received in respect of contracts of insurance, the insurance liabilities of which are
subject to matching adjustment, and investment return on excess cash balance,
without reflecting any cash flows arising from asset sales and purchases;

(b) cash flows of callable bonds exclude bonds with only make-whole call options, and
must be projected assuming the bonds will be redeemed at the first callable date;

(¢) cash flows arising from assets used to support liabilities that are not subject to
matching adjustment are excluded;

(d) premium cash flows may include contractually fixed premiums, premiums subject
to premium holiday feature (with the consideration of premium holiday
assumptions), and premiums from adjustable premium products that are highly
predictable;

(e) any flexible top-up premiums which are at the discretion of the policy holders are
excluded from premium cash flows;

(f) prepaid premiums already included as part of the applicable insurer’s assets are
excluded from premium cash flows;

(g) asset cash flows include investment returns on the excess cash balance at the risk-
free forward rate of the major currency of the eligible assets; and

(h) liability cash flows only include guaranteed liability cash outflow.

(6) In this section —

last liquid point (5. % ;i $ BL), for the purpose of determining predictability factor,
means the last liquid point as specified under column 5 of Table 1 of Schedule 4 if the
currency is a currency specified under column 1 of Table 1 of Schedule 4, or 30 years if
otherwise;

premium holiday feature (%% 54 # k) means a feature of a contract of insurance that
allows the policy holder to stop paying premiums for a specific period of time.

8. Determination of duration factor

(1) For the purpose of determining the application ratio using the formula in section 6(2) of
this Schedule, the duration factor takes into account the ratio of asset dollar duration of
eligible assets in the MA portfolio to liability dollar duration of long term insurance
liabilities that are subject to matching adjustment, is capped at the eligible asset
percentage and is floored at zero—F, and the duration factor is calculated by the following
formula —

Duration factor =

Asset dollar duration )]
Liability dollar duration

Max [O ,Min (Eligible asset percentage,
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)

where —

asset dollar duration (5° A 1 & 5 '# ¥} ) means the weighted average duration for the
eligible assets, multiplied by the market value of eligible assets;

eligible asset percentage (£ 7 - % A F %~ '“) means the portion of eligible assets to
the total invested assets used to support the long term insurance liabilities that are subject
to matching adjustment in a MA portfolio, expressed as a percentage and capped at 100%;
liability dollar duration (| 77 1% 1= 13 5 ¥ ) means the effective duration of the insurance
liabilities, multiplied by the current estimate for such liabilities discounted by the
specified risk-free yield curves, adjusted by an estimated matching adjustment
determined in accordance with subsection (2).

For the purpose of determining the estimated matching adjustment in the definition of

liability dollar duration in subsection (1), an applicable insurer —

(a) may make such determination using any appropriate method, provided that the
difference between the estimated matching adjustment and the final matching
adjustment is no more than 10 basis points; and

(b) must not directly adopt a current estimate of long term insurance liabilities from
reporting periods before the valuation date and must determine its current estimate
of long term insurance liabilities in accordance with rule 15 to calculate the final
matching adjustment mentioned in paragraph (a).

9. Constant prescribed spread component

(1

)

This section applies to the determination by an applicable insurer of the constant
prescribed spread component in the matching adjustment formula in section 1(2) of this
Schedule, in accordance with the following formula —

constant prescribed spread component
= weighted constant prescribed spread X predictability factor

X Max [Min (20%, eligible asset percentage

asset dollar duration ) ]
liability dollar duration/’

where —

weighted constant prescribed spread is determined in accordance with subsection (2);
predictability factor is determined in accordance with section 7 of this Schedule; and
eligible asset percentage, asset dollar duration and liability dollar duration are
determined in accordance with section 8(1) of this Schedule.

For the purposes of the formula in subsection (1), subject to subsections (3) and (4), the

weighted constant prescribed spread is derived by —

(a) identifying the constant prescribed spreads in Table 5 for the eligible assets
corresponding to the maturity bucket and the credit rating band of the eligible assets;
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Table 5
Constant pPrescribed sSpreads in bBasis pPoints by eCredit ¥Rating bBand and

mMaturity bBucket
Crodi :
o Credit rating band
Maturity bucket 1 2 3 4 or below
Column 1 Column 2 | Column 3 | Column 4 Column 5
0-5 Years 20 30 45 60
5-10 Years 35 45 60 70
10-15 Years 40 50 65 80
15-20 Years 50 60 75 90
20-25 Years 50 60 75 90
25-30 Years 50 60 75 90
30+ Years 50 60 75 90

(b) subtracting from the constant prescribed spreads identified in paragraph (a), the risk
correction as prescribed under section 5(3) of this Schedule in respect of the eligible
assets based on the corresponding credit rating band of the eligible assets; and

(c) calculating the weighted average of the constant prescribed spreads minus the risk
correction, based on the weight of the eligible assets represented in each credit
rating band and maturity bucket, where the weight is the proportion of the market
value of the asset group multiplied by the asset duration of the asset group to the
market value of total eligible assets multiplied by the asset duration of total eligible
assets.

(3) DespiteNetwithstanding the constant prescribed spreads set out in Table 5 of subsection
(2), the constant prescribed spread for government bonds issued by jurisdictions whose
government bonds are used to derive specified risk-free yield curves set out in Table 1 of
Schedule 4 is zero.;

(4) If the asset spread calculated in accordance with section 5 of this Schedule is below the
weighted constant prescribed spread calculated in accordance with subsection (2), the
asset spread calculated in accordance with section 5 of this Schedule will be taken as the
weighted constant prescribed spread for the purposes of the formula under subsection (1).

10. Qualified LTA

(1) This section applies to the determination by an applicable insurer of the qualified LTA
in the matching adjustment formula in section 1(2) of this Schedule which is the spread
above risk-free yield curve recognized for holding equity and property assets equities-and
properties-in an MA portfolio for MA portfolios that meet the criteria in rule 24(3).
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(2) The qualified LTA is determined by the following formula —

qualified LT Aeach maportrolio = long term adjustment X
equity and property proportion .qch ma portfolio

where —

long term adjustment is prescribed to be 100 basis points; and

equity and property proportion is the proportion of equity and property assetseguities

and-properties in the matching adjustment portfolio that is the lower of —

(a) theratio of market value of equity and property assetsequities-andproperties to total
market value of invested assets in the MA portfolio; and

(b) cap on equity and property proportion using the formula below —

—
Cap on equity and property proportion
Sum of discounted liability cash outflows over 30 years

~ Sum of total discounted liability cash outflows for all years

where an applicable insurer must discount its liability cash outflows by using
relevant specified risk-free yield curve, based on the specified currency in which
the largest portion of the insurer’s insurance liabilities subject to matching
adjustment is denominated.
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Schedule 6
Credit Rating Band
Interpretation

For this Schedule —

data history (#¥5 it € ) means the number of years for which a credit rating agency has

published cumulative default rates data;

specified rating agency (4p P’ 7% #) means a rating agency specified in Table 1 of section

3(1) of this Schedule.

Determination of credit rating band required by these Rules

Where an applicable insurer is required by these Rules to determine the credit rating band of
an instrument or a party, the insurer must determine the credit rating band for the instrument

or party as the case may be, in accordance with this Schedule.

Use of credit rating of a specified rating agency

(1) Subject to subsection (2), if a credit rating has been assigned to an instrument or a party,
as the case may be, by a specified rating agency, an applicable insurer must determine
the credit rating band for the instrument or party by mapping the credit rating to the credit

rating band in accordance with Table 1.

Table 1
Credit rating-Rating band-Band mappingMapping

Specified rating agency

Credit rating band S&P Moody’s Fitch A-M. Best
Global Investors Ratines Company,
Ratings Service g Inc.
Column 1 Column 2 Column 3 Column 4 Column5 = Column 6
1 AAA Aaa AAA aaa
AA+to
Long-term 2 AA- Aa AA aa
rating 3 A+to A- A A a
BBB+ to
4 BBB- Baa BBB bbb
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Rating
Agency,
Ltd.

Column 7

AAA
AA
A
BBB

Morningsta
r DBRS

Meorningsta

¥

Column 8

AAA
AA
A
BBB




Specified rating agency

Japan Morningsta
Credit rating band S&P Moody’s Fitch A.M. Best Cre.d it r DBRS
Global Investors Ratinos Company, Rating Morni
Ratings Service g Inc. Agency,
¥
Ltd.
Column 1 Column 2 Column 3 Column 4 Column 5 Column 6 Column 7 Column 8
BB+ to
5 BB. Ba BB bb BB BB
6 B+ to B- B B b B B
7 CCC and Caa and CCC and ccc and CCC and CCC and
lower lower lower lower lower lower
1 N/A N/A N/A N/A N/A N/A
2 A-1 P-1 F1 AMB-1+ J-1 R-1
3 A-2 P-2 F2 AMB-1- J-2 R-2
AMB-2 to
Sh;)artti—;erm 4 A-3 P-3 F3 AMB.3 J-3 R-3
8 5 N/A N/A N/A AMB-4 N/A N/A
6 B NP B N/A NJ R-4
7 C and N/A C and N/A N/A R-5 and
lower lower lower
1 AAA Aaa AAA N/A N/A N/A
2 A/’:Z_to Aa AA AtttoAr  NA N/A
3 A+ to A- A A A to A- N/A N/A
Financial BBB+ to N/A N/A
strength 4 BBB- Baa BBB B++to B+
rating 5 Bhto Ba BB B to B- NiA NA
6 B+ to B- B B CH++to C+ N/A N/A
7 CCC and Caa and CCC and Cand N/A N/A
lower lower lower lower
(2) If more than one credit rating has been assigned to an instrument or a party by more than

3)

one specified rating agency, an applicable insurer must determine the credit rating band
for the instrument or party by mapping the credit ratings assigned to the instrument or
party to the credit rating band in accordance with Table 1 of subsection (1) and using the
second highest credit rating band.

Subject to subsection (4), if an instrument or a party does not have a credit rating assigned
to it by a specified rating agency, but has a credit rating assigned to it by another rating
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agency which has a data history covering at least the last 7 years, an applicable insurer

must determine the credit rating band for the instrument or party by —

(a) determining the most recent average 3-year cumulative default rate based on data
published by the rating agency for the instruments or parties with the same credit
rating assigned; and

b)—mapping the most recent average 3-year cumulative default rate determined in
paragraph (a) to the credit rating band in accordance with Table 2 based on the data

history of the rating agency:

Table 2
Mapping of aAverage 3-year eCumulative dDefault ¥Rate for eCredit ¥rRating
bBand
Column 1 Column 2 Column 3
Credit  Average 3-year cumulative default  Average 3-year cumulative default
rating rate for rating agency with over rate for rating agency with 7 to 20
band 20 years of data history years of data history
el el e
1 N/A N/A
2 0<CDR<0.15% N/A
3 0.15% < CDR <£0.35% 0<CDR<0.15%
4 0.35% < CDR < 1.20% 0.15% < CDR £0.35%
5 1.20% < CDR < 10.00% 0.35% < CDR < 1.20%
6 10.00% < CDR <25.00% 1.20% < CDR < 10.00%
7 CDR > 25% CDR > 10%

where CDR means average 3-year cumulative default rate.

(4) Ifaninstrument or a party does not have a credit rating assigned to it by a specified rating
agency, but has more than one credit rating assigned to it by more than one other rating
agency, an applicable insurer must determine the credit rating band for the instrument or
party by mapping the credit rating band for each such rating using the approach in
subsection (3) and using the second highest credit rating band identified under Table 2
of subsection (3).

(5) Where these Rules require a credit rating band to be determined for an instrument and
subsections (1) to (4) apply for that purpose, an applicable insurer must determine the
credit rating band for the instrument; by reference to the most relevant credit rating, based
on the following order of priority —

(a) the issue credit rating of the instrument; or
(b) if there is no issue credit rating of the instrument, the long-term issuer credit rating
of the party that issued the instrument.

(6) Where these Rules require a credit rating band to be determined for a party and
subsections (1) to (4) apply for that purpose, an applicable insurer must determine the
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credit rating band for the party by reference to the most relevant credit rating, based on

the following order of priority —

(a) if the party is an insurer, the financial strength rating of the party; or

(b) if the party is not an insurer or does not have a financial strength rating, the long-
term issuer credit rating of the party.

4. Internal assessment of credit rating band

(1)

)

3)

4

©)

If an instrument or a party does not have a credit rating assigned to it by a specified rating
agency or by any other rating agency, the insurer, subject to obtaining approval from the
Authority in accordance with subsection (4) and no subsequent objection having been
made by the Authority in accordance with subsection (76), may use an internal
assessment process to map an exposure to an instrument or a party, as the case may be,
to the appropriate credit rating band for the purposes of these Rules.

For the purposes of subsection (1), to obtain an approval under subsection (4), an
applicable insurer must make an application to the Authority in accordance with
subsection (3) and make payment of a prescribed fee.

An application made under subsection (2) must —
(a) be made in writing;
(b) contain —
(1) the particulars of the internal assessment process specified by the Authority;
and
(1)) any other information as may reasonably be required by the Authority to
consider the application, having regard to guidelines published under section
133 of the Ordinance; and
(c) Dbe served on the Authority.

On an application made under subsection (2), the Authority may by written notice to the

applicable insurer, approve or reject the application and if it approves the application, it

may do so subject to such conditions it may impose including in relation, but not limited,

to —

(a) the period for which the approval shatt-is to remain in effect; and

(b) the approach or manner in which the insurer must apply its internal assessment
process to map an exposure to an instrument or a party, as the case may be, to the
appropriate credit rating band for the purposes of these Rules.

After obtaining an approval from the Authority under subsection (4) and during the

period in which the approval remains in effect, an applicable insurer must —

(a) submit to the Authority such information in relation to its the-use of the an-internal
assessment process to-map—ereditrating-band-as specified by the Authority in a
specified form and within the period specified in the specified form, including such
information as may reasonably be required by the Authority to monitor the
continued effectiveness of the internal assessment process in mapping exposures to
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(6)

the appropriate determining-internal-assessment-proeess-to-map-credit rating band,

having regard to guidelines published under section 133 of the Ordinance; and
(b) pay the prescribed fee on submission of information under paragraph (a).

The Authority may, by serving a notice in writing on the applicable insurer, object to the
applicable insurer continuing to use an internal assessment process to map its exposure
to an instrument or a party, as the case may be, to the appropriate credit rating band for
the purposes of these Rules, if it appears to the Authority that the internal assessment
process is no longer suitable to be adopted by the insurer.
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Schedule 7

Correlation mMatrix

1. Correlation matrix for margin over current estimate for long term insurance liabilities

Table 1
Correlation mMatrix for mMortality, }Longevity, mMorbidity, eExpense and
IHLapse ¥Risks
Sub-risk i i Mortality = Longevity = Morbidity Expense Lapse
Column 1 Column 2 Column 3 Column 4 Column 5 Column 6
Mortality 100% -25% 25% 25% 0%
Longevity -25% 100% 0% 25% 25%
Morbidity 25% 0% 100% 50% 0%
Expense 25% 25% 50% 100% 50%
Lapse 0% 25% 0% 50% 100%

2. Correlation matrix for prescribed capital amount and risk capital amounts

Table 2

Correlation mMatrix for pPrescribed eCapital aAmount

Risk ¥

Risk x

Column 1
Market
Life linsurance
General
linsurance
Counterparty
Pdefault and
Oother

Market

Column 2
100%
25%

25%

25%

Risk y
Life linsurance
Column 3

25%
100%

0%

25%

General
tinsurance

Column 4
25%
0%

100%

25%

Counterparty
Ddefault and
Oother
Column 5
25%
25%

25%

100%
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Table 3A
Correlation mMatrix for mMarket ¥Risk—ilnterest ¥fRate «Upward

sub-risk t
. Interest Credit Equit Propert Currenc
sSub-risk s Rrate Sspread quty perty y
Column 1 Column 2 Column 3 Column 4 Column 5 Column 6
Interest Rrate 100% 0% 0% 0% 25%
Credit Sspread 0% 100% 75% 50% 25%
Equity 0% 75% 100% 50% 25%
Property 0% 50% 50% 100% 25%
Currency 25% 25% 25% 25% 100%
Table 3B
Correlation mMatrix for mMarket ¥Risk—iInterest ¥Rate dDownward
sub-riskt sub-risk ¢
sSub-risk s II}I:;::: t Sggig;t(l Equity Property Currency
Column 1 Column 2 Column 3 Column4 | Column5 = Column 6
Interest Rrate 100% 50% 50% 25% 25%
Credit Sspread 50% 100% 75% 50% 25%
Equity 50% 75% 100% 50% 25%
Property 25% 50% 50% 100% 25%
Currency 25% 25% 25% 25% 100%
Table 4
Correlation mMatrix for 1Life ilnsurance ¥Risk
Sub-riskn Sub-risk n
Sub-risk m Mortality Longevity Life CAT Morbidity Expense Lapse
Column 1 Column?2 | Column3 | Column4 Column5 @ Column 6 Column 7
Mortality 100% -25% 25% 25% 25% 0%
Longevity -25% 100% 0% 0% 25% 25%
Life CAT 25% 0% 100% 25% 25% 25%
Morbidity 25% 0% 25% 100% 50% 0%
Expense 25% 25% 25% 50% 100% 50%
Lapse 0% 25% 25% 0% 50% 100%
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Table 5

Correlation mMatrix for gGeneral ilnsurance rRisk

Sub-risk+1 Sub-risk v1
General insurance
Sub-risk ul (other than mortgage = Mortgage insurance
insurance)
Column 1 Column 2 Column 3
General insurance
(other than mortgage insurance) 100% 25%
Mortgage insurance 25% 100%
Table 6
Correlation mMatrix for gGeneral ilnsurance (other than mMortgage ilnsurance) ¥Risk
Sub-risk~+2 Sub-risk v2
Sub-risk u2 ReserV? and Catastrophe
premium
Column 1 Column 2 Column 3
Reserve and premium 100% 25%
Catastrophe 25% 100%
Table 7
Correlation mMatrix for ¥Reserve and pPremium ¥Risk
Sub-risk-u3 Sub-risk v3
Sub-risk u3 Reserve Premium
Column 1 Column 2 Column 3
Reserve 100% 50%
Premium 50% 100%
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Table 8
Correlation mMatrix for ¥Reserve and pPremium rRisk—gGeneral ilnsurance 1Lines of

bBusiness
;f rﬁe General insurance line of business v4
line of oA
business
ud 12 3 4 | 5 6 7 8 9 10 11 12 13 14 15 16 17 | 18 19 20 21 22
1 100% | 0% | 0% @ 0% 0% 0% | 0% | 25% | 25%  25% 0% 0% 0% | 0% 0%  50% 0% 0% | 0% | 25% 0% 0%
2 0% |100%  25% | 25% | 25% | 25% | 25%  25% | 25% | 25% | 25% | 25%  25% | 25% | 25% | 0% | 50%  25%  25%  25% | 25% | 25%
3 0% | 25% 100%  25% | 25% | 25%  25% @ 0% | 0% | 0% | 25%  25%  25%  25%  25% | 0% | 25%  S50%  25% @ 0% | 25% | 25%
4 0% | 25%  25% 100%  50% | 25%  25% @ 0% | 0% | 0% | 25%  25%  25%  25%  25% | 0% | 25%  50%  25% 0% | 25% | 25%
5 0% | 25%  25%  50% 100%  25%  25% 0% | 0% | 0% | 25%  25%  25%  25%  25% | 0% | 25%  50%  25% @ 0% | 25% | 25%
6 0% | 25%  25% | 25% | 25% 100% 100% 0% | 0% | 0% | 25%  25%  25%  25%  25% | 0% | 25%  25%  50% 0% | 25% | 25%
7 0% | 25%  25%  25%  25% 100% 100% 0% | 0% | 0% | 25%  25%  25%  25%  25% | 0% | 25%  25%  50% 0% | 25% | 25%
8 25% | 25% | 0% 0% | 0% | 0% | 0% 100% 50% 75%  50%  50% | 50%  25% 25%  25%  25% | 0% | 0% @ 50%  50%  25%
9 25% | 25% | 0% 0% | 0% | 0% | 0% | 50% 100% 75%  50%  50%  50%  25% 25%  25%  25% | 0% | 0% | 50%  50%  25%
10 25% 25% 0% | 0% @ 0% 0% | 0% | 75% | 75% 100% 50%  50% @ 50% | 25% | 25%  25% 25% @ 0% | 0% | 50% | 50%  25%
1 0% | 25% 25%  25%  25%  25%  25%  S50% | 50% | 50% |100% 50%  75%  50%  50% | 0% | 25%  25%  25%  50% | 50% | 50%
12 0% | 25% 25%  25%  25%  25%  25%  S50% | 50% | 50% | 50% 100% 75%  50%  50% | 0% | 25%  25%  25%  50% | 50% | 50%
13 0% | 25% 25%  25%  25%  25%  25%  50% | 50% | 50% | 75%  75% 100% 50%  50% | 0% | 25%  25%  25%  50% | 50% | 50%
14 0% | 25% 25%  25%  25%  25%  25%  25% | 25% | 25% | 50%  50%  50% 100% 75% | 0% | 25%  25%  25%  25% | 50% | 50%
15 0% | 25%  25%  25% | 25%  25%  25%  25% | 25% | 25% | 50% | 50%  50% | 75% 100% | 0% | 25%  25%  25%  25% | 50% | 50%
16 | 50% | 0% | 0% 0% 0% 0% | 0% | 25% 25% 25% 0% @ 0% 0% | 0% 0% 100% 0% | 0% 0%  25% 0% | 0%
17 0% | 50%  25% | 25% | 25% | 25% | 25%  25% | 25% | 25% | 25% | 25%  25%  25%  25% | 0% | 100% 25%  25%  25% | 25% | 25%
18 0% | 25%  50% | 50% | 50% | 25% | 25% 0% | 0% | 0% | 25%  25%  25%  25%  25% | 0% | 25% 100% 25% 0% | 25% | 25%
19 0% | 25%  25% | 25% | 25% | 50% | 50% | 0% | 0% | 0% | 25%  25%  25%  25%  25% | 0% | 25%  25% 100% 0% | 25% | 25%
20 25%  25% 0% | 0% | 0% | 0% 0%  50%  50%  50%  50% | 50%  50%  25%  25%  25%  25% 0% | 0% 100%  50% | 25%
21 0% | 25% 25%  25%  25%  25%  25%  S50% | 50% | 50% | 50% | 50%  50%  50%  50% | 0% | 25%  25%  25%  50% |100%  50%
2 0% | 25%  25% | 25%  25%  25% | 25%  25% | 25% | 25% | 50%  50%  50% | 50%  50% | 0% | 25%  25% | 25%  25% | 50%  100%
where the general insurance lines of business represent as:
Column 1 Column 2 Column 3
General C L
Item Business insurance line of Business Y £ busi
business
1 Direct and reinsurance Accident and +2 Direet Geﬂe%&l—h-abﬁkty—
health other liability
) Direct apd proportional Motor 13 Prepe%ﬂeﬂal 5 L Liabil
reinsurance reisuranee
3 Direct apd proportional Aviation u Di oo e
reinsurance and others
4 Direct apd proportional Ships 15 Prepemeﬂal Pecuniary loss credit
reinsurance reinsurance and others
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Column 1 Column 2 Column 3
General General-insurance
Item Business insurance line of Y £ busi
business
5 Direct apd proportional Goods in Transit . ”  healdl
reinsurance prof
reipsuranee
6 Direct Property damage proportional Motor
.
7 Proportional reinsurance =~ Property damage proportional ’ ’
reinsyrance f
Employees’
8 Direct compensation— B B
construction reinsuranece
Employees’ ,
9 Direct compensation— proportional Emf,}eyees—
. . compensatton
non-construction reipsuranee
. . Employees’ . -
10 Proportional reinsurance . proportional General lability
compensation X
reipsuranee
. General liability— . Pecuniary loss—credit
11 Direct TR proportional
public liability . androthers
reinsuranece
. General liability—
12 Direct other liability
13 Proportional reinsurance General liability
. Pecuniary loss—
14 Direct credit and others
) . Pecuniary loss—
15 Proportional reinsurance credit and others
Non-proportional Accident and
16 ; I
reinsurance health
17 Non-proportlonal Motor
reinsurance -
13 Non-proportional Marine, aviation,
— reinsurance and transport
19 Non-proportlonal Property Damage
reinsurance
20 Non-proportional Employees’
= reinsurance compensation
21 Non-proportional General liability
reinsurance




Column 1 Column 2 Column 3
General .
General-insurance
Item Business insurance line of Business . .
a— . line-of business
business
Non-proportional Pecuniary loss—
22 : ;
reinsurance credit and others
Table 9

Correlation mMatrix for eCatastrophe ¥Risk

Sub-risk vS
Sub-riskvS Natural Man—made. Man—mafie
Sub-risk u5 Ccatastrophe Nnon-systemic Ssystemic
= Ccatastrophe Ccatastrophe
Column 1 Column 2 Column 3 Column 4
Natural c€atastrophe 100% 0% 0%
Man-made Nnon-systemic 0% 100% 0%
Ccatastrophe
Man-made Ssystemic 0% 0% 100%
Ccatastrophe
Table 10
Correlation mMatrix for #Net 1Loss for wWindstorm for sNatural eCatastrophe ¥Risk
Region-v6 Region v6
. Hong Kong Macau Mainland Taiwan Others
Region u6 .
China
Column 1 Column 2 Column 3 Column 4 Column 5 Column 6
Hong Kong 100% 50% 25% 25% 0%
Macau 50% 100% 25% 25% 0%
Mainland China 25% 25% 100% 25% 0%
Taiwan 25% 25% 25% 100% 0%
Others 0% 0% 0% 0% 100%
Table 11
Correlation mMatrix for sNet 1Loss for eEarthquake for aNatural eCatastrophe ¥Risk
Regionv7 Region v7
Region u7 Hong Kong Others
Column 1 Column 2 Column 3
Hong Kong 100% 0%
Others 0% 100%
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Table 12
Correlation mMatrix for mMortgage ilnsurance ¥Risk

Sub-risk v8
Sub-risk-+v8 Onshore Mmortgage  Offshore Mmortgage
Sub-risk u8 tinsurance tinsurance
Column 1 Column 2 Column 3
Onshore Mmortgage 100% 75%
linsurance
Offshore Mmortgage 75% 100%
linsurance
Table 13
Correlation mMatrix for eOnshore sStandard mMortgage ilnsurance
Sub-risk v9
Sub—r.isk—VLQ Reserve Rrisk Catastl.'ophe.and
Sub-risk u9 premium risk
Column 1 Column 2 Column 3
Reserve Rrisk 100% 50%
Catastrophe and premium risk 50% 100%
Table 14
Correlation mMatrix for 6eOffshore mMortgage ilnsurance
Sub-risk v10
Sub-risk v10 Reserve and Catastrophe Rrisk
Sub-risk ul0 Ppremium Rrisk
Column 1 Column 2 Column 3
Reserve and Ppremium Rrisk 100% 50%
Catastrophe Rrisk 50% 100%
Table 15
Correlation mMatrix for ¥Reserve and pPremium rRisk for eOffshore mMortgage ilnsurance
Sub-risk v11
Sub-risk ull Reserve Risk Premium Risk
Column 1 Column 2 Column 3
Reserve Rrisk 100% 50%
Premium Rrisk 50% 100%
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Schedule 8
Geographical ¥Region dDefinitions

Table 1
Developed mMarket dDefinitions for eEquity ¥Risk
Australia
Austria
Belgium
Canada
Denmark
Finland
France
Germany
Hong Kong
Ireland
Israel
Italy
Japan
Netherlands
New Zealand
Norway
Portugal
Singapore
Spain
Sweden
Switzerland
United Kingdom
United States of America

Table 2

Other dDeveloped mMarket dDefinitions for eExpense ¥Risk
Australia

Israel
Korea
New Zealand
San Marino
Singapore
Taiwan
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Table 3
Risk ¥Region dDefinitions for ¥Reserve and pPremium ¥Risk
Mainland China and Mongolia
Hong Kong, Macau and Taiwan
Japan and Korea
South and South-Eastern Asia
Central and Western Asia
Oceania
Northern Europe
Western Europe
Eastern Europe
Southern Europe
Northern America excluding the United States of America
Caribbean and Central America
Eastern South America
Northern, southern and western South America
North-east United States of America
South-east United States of America
Mid-west United States of America
Western United States of America
Northern Africa
Southern Africa
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Schedule 9

Definitions of General Insurance Lines of Business

Fablet

Befiniti for-G 4 Li £ Busi

Column 1 | Column 2 Column 3 Column 4 Column 5
General = Class under
. insurance = Schedule 1 . . . Definition of sub-line of
Business line of of to the Sub-line of business (if any) business (if any)
business Ordinance
Colmnt Column2 Cohmn3 Cohrmn Colnmn>
Accident Classes 1
and health and 2 N/A N/A
Motor Classes 3 N/A N/A
and 10
. Classes 5 N/A N/A
Aviation
and 11
Classes 6 N/A N/A
Ships and 12
2 Goods' n Class 7 N/A N/A
g transit
'z Including risks of property
o damage under contractor’s all
S risks insurance, erection all risks
g insurance, contractors’ plant and
é Engineering equipment insurance, machinery
e breakdown insurance, boiler and
= Property = Classes 4, 8 | explosi
s d 49 pressure vessel explosion
g amage an . . i
g insurance, electronic equipment
g insurance, and other contracts of
o insurance with similar coverage-
S, SR
. Including risks of property
= Property damage (all others) damage under sub-lines of
3 business other than engineering-
'E Including liabilities in relation to
Construction §mployees compensat%on
Employees insurance for construction
P , business (whether on an annual
. Class 13 wage or contract value basis)-
compensati . TS .
on Including liabilities in relation to
Non-construction . employees corppensa‘uon
insurance for businesses other
than construction-
General Class 13 Public liability Including legal liability to third
liability parties for bodily injury, death or
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Column 1 | Column 2 Column 3 Column 4 Column 5
General | Class under
Business mlsil:l?:fce Sggg‘::lil Sub-line of business (if any) Deﬁﬁlll::i(:;sosf(silflg;;)le of
business Ordinance
el Cebee e oo e
property damage arising from the
insured’s negligence-
Covering Class 13 business
under Schedule 1 efto the
Ordinance other than employees’
compensation and public liability
N insurance, including but not
Other liability limited to directors and officers
liability insurance, professional
indemnity insurance, product
liability insurance and any general
liability insurance-
Standard mortgage Covering the risk qf .losses on
mortgage loans arising from
default by borrowers-
Reverse mortgage Covering the risk of losses on
Pecuniary Classes 14, reverse mortgage loans-
loss 15,16 and Credit Covering Class 14 business under
17 Schedule 1 efto the Ordinance
Covering the risk of other
Pecuniary loss (all others) pecuniary losses not covered by
standard mortgage, reverse
mortgage and credit businesses-
Accident Classes 1 N/A N/A
2 and health and 2
2 Classes 3 N/A N/A
Rz Motor
E and 10
g Marine, N/A N/A
= aviation Classes 5, 6,
é and 7,11 and 12
= transport
L; Property Classes 8 N/A N/A
g damage and 9
'g Employees N/A N/A
;8: . Class 13
o compensati
g on
“ C'}en'e.ral Class 13 N/A N/A
liability
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Column 1 | Column 2 Column 3
General Class under

Business insurance @ Schedule 1

line of of-to the

business Ordinance

Columnt Column2 Column-3
Pecuniary Classes 14,

15, 16 and

loss 17

Column 4

Sub-line of business (if any)

Column4

Standard mortgage

Reverse mortgage

Credit

Pecuniary loss (all others)

Column 5

Definition of sub-line of
business (if any)

Column 5
Covering the risk of losses on
mortgage loans arising from
default by borrowers-
Covering the risk of losses on
reverse mortgage loans
Covering Class 14 business under
Schedule 1 efto the Ordinance
Covering the risk of other
pecuniary losses not covered by
standard mortgage, reverse
mortgage and credit businesses-
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Schedule 10

Sl
Recognized Multilateral Development Banks or Supranational Organizations
United Nations
International Monetary Fund
International Bank for Reconstruction and Development
International Finance Corporation
Asian Development Bank
African Development Bank
European Bank for Reconstruction and Development
Inter-American Development Bank
European Investment Bank
European Investment Fund
Nordic Investment Bank
Caribbean Development Bank
Islamic Development Bank
Council of Europe Development Bank
International Finance Facility for Immunization
Multilateral Investment Guarantee Agency
International Development Association
Asian Infrastructure Investment Bank
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Annex D2

Insurance (Valuation and Capital) Rules
(Made by the Insurance Authority under section 129(1) of the Insurance Ordinance (Cap. 41))

Part 1
Preliminary

1. Commencement

These Rules come into operation on the day on which section 11 of the Insurance (Amendment)
Ordinance 2023 (20 of 2023) comes into operation.

2. Interpretation
(1) Inthese Rules —

account balance (™ = % 4%), in relation to funds on deposit and prepaid premiums,

means the accumulation of deposits or premiums, as the case may be, including interest
credited, if any;

affiliate (*it 5 = R ), in relation to an applicable insurer, means —
(a) an entity that —
(1) has a beneficial interest in, or controls, 20% or more of the total number of
ordinary shares in the insurer; or
(i) is entitled to exercise, or control the exercise of, 20% or more of the voting
power at a general meeting of the insurer; or
(b) an entity of which —
(1) the insurer or an entity mentioned in paragraph (a) has a beneficial interest in,
or controls, 20% or more of the total number of ordinary shares; or
(i) the insurer or an entity mentioned in paragraph (a) is entitled to exercise, or
control the exercise of, 20% or more of the voting power at a general meeting;

applicable accounting standards (:§ * € 3% ) means, as the context requires —

(a) the Hong Kong Financial Reporting Standards issued by the Hong Kong Institute
of Certified Public Accountants, as in force from time to time; or

(b) the International Financial Reporting Standards issued by the International
Accounting Standards Board, as in force from time to time;

applicable insurer (if * %' * ) means an authorized insurer or a company to which
these Rules apply as provided in rule 3;

as a whole (% %%), in relation to an applicable insurer which is —

(a) an HK insurer or a designated insurer, means the business carried on by the insurer,
including its assets and liabilities and capital resources and those parts required to
be consolidated for these Rules, treated as a single unit; and
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(b) anon-HK insurer but not a designated insurer, means only the business carried on
in or from Hong Kong of the insurer and its assets, liabilities and capital resources
related to that business, treated as a single unit;

base scenario (# * %), in relation to Part 5, means a scenario before any stress is
applied;

bond (i %) means an interest-bearing or zero-coupon debt security —

(a) which is an acknowledgment of a debt promising payment of a specified sum to the
holder of the debt security; and
(b) which describes a time to maturity which is, or will become, definite;

.

consolidated subsidiary (i7 & %t/ 2 @), in relation to an applicable insurer, means a
subsidiary of the insurer which is required to be consolidated under rule 4;

contracts of insurance (%'& & ¥)) include contracts of reinsurance unless otherwise
specified;

contractual option (& )P % # ) means a right to change the benefits or other terms

and conditions under a contract of insurance, that can be exercised at the choice of a party
to the contract (generally the policy holder), on terms that are established in advance and
options may be on an opt-in or opt-out basis, where an explicit action may not be required
to exercise an option;

credit rating band (5 * 3% % %) refers to the credit rating band based on the credit
rating of an instrument or a party as mapped in accordance with Schedule 6;

PEN

current estimate (3F.P% i 3+ {£), in relation to insurance liabilities, means the current
estimate of a long term insurance liability as determined in accordance with rule 16 for
long term insurance liabilities, or the current estimate of a general insurance liability as
determined in accordance with rule 28 for general insurance liabilities;

deterministic current estimate (F& T_;% 3. PF iz 3+ /&), in relation to a contract of
insurance with options and guarantees, means the current estimate before consideration
of the time value of options and guarantees;

dynamic policy holder behaviour (% 3t % ¥ ¥ 3 * {7 3 ) means policy holder
behaviour that is assumed to react and vary in response to one or more factors (such as

changes in market environment);

eligible bilateral netting agreement (£ ¥ +- 18 % §f % & % 3%) has the meaning given
in rule 82(4);

eligible collateral (& 7 +:4%3v 5-) has the meaning given in rule 83(4);
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eligible credit derivative contract (£ 7 # 7 * #72 1 £ & X)) has the meaning given
in rule 84(4);

eligible guarantee (£ F 1% 4% i) has the meaning given in rule 84(4);
expense risk (¥ £ b '&), in relation to life insurance risk, means the risk of loss due to

a reduction in the net asset value of an applicable insurer resulting from an increase in
expenses incurred in servicing contracts of insurance;

financial guarantee (P4 7% %% ) means the possibility for a party to a contract to pass
losses to the other party or to receive additional benefits from the other party as a result
of a change in a financial variable (either alone or in conjunction with other variables);

funds on deposit (3 3% 3 £ ) means a feature of a contract of insurance which provides
the policy holder an option to deposit a portion of the benefits received under the contract
into an account to earn interest, and to withdraw such deposit without any surrender
penalty, but does not include prepaid premiums;

general insurance liability (- #% %' § 7 ) means a liability of an applicable insurer

arising from —

(a) general business of the nature specified in Part 3 of Schedule 1 to the Ordinance;
and

(b) in relation to a contract of insurance mentioned in paragraph 3 of Schedule 1 to the
Ordinance, additional business of the nature of Class 1 or 2 specified in Part 3 of
Schedule 1 to the Ordinance which does not have a long boundary as determined
under rule 14;

general insurance lines of business (— %% %% ¥ 7% 4%) means lines of general insurance
business as defined in Schedule 9;

gross of reinsurance (A 7 ",f £ #*% 7 ) means before taking into account the effect of
any contracts of reinsurance to which an applicable insurer is a cedant;

homogenous risk group (IF % b ' % %) means a collection of insurance liabilities
grouped in accordance with rule 53;

insurance liabilities (%'& } % ) refers to the long term insurance liabilities and general
insurance liabilities of an applicable insurer;

lapse risk (i3 %k %), in relation to life insurance risk, means the risk of loss due to a
reduction in the net asset value of an applicable insurer resulting from a change in the
expected exercise rates of policy holder options which can change the value of future
cash flows;
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life catastrophe risk (* 3 E % b *&), in relation to life insurance risk, means the risk of

loss due to a reduction in the net asset value of an applicable insurer resulting from a
sudden significant increase in mortality rates stemming from extreme or irregular events;

Limited Tier 1 capital instrument (3 '3#]- % F & 1 &) means a capital instrument
that meets the qualifying criteria set out in Schedule 2;

long term business fund (% ¥§ ¥ 7% 7k £) means a separate fund maintained by an
applicable insurer carrying on long term business under Part IV of the Ordinance;

long term insurance liability (+ ¥F %'& § ) means a liability of an applicable insurer

arising from —

(a) long term business of the nature specified in Part 2 of Schedule 1 to the Ordinance;
or

(b) in relation to a contract of insurance mentioned in paragraph 3 of Schedule 1 to the
Ordinance, additional business of the nature of Class 1 or 2 specified in Part 3 of
Schedule 1 to the Ordinance with a long boundary as determined in accordance
with rule 14; and

(¢) includes any funds on deposit and prepaid premiums;

longevity risk (£ & R &), in relation to life insurance risk, means the risk of loss due to

a reduction in the net asset value of an applicable insurer resulting from a decrease in
mortality rates;

MA portfolio (%3 % % &) means a matching adjustment portfolio which is a
portfolio of long term insurance liabilities and supporting assets identified by an
applicable insurer’s asset and liability management practice;

marine insurer (7% & %% * ) has the meaning given by rule 2 of the Insurance (Marine
Insurers and Captive Insurers) Rules;

matching adjustment (4} iz 4 %), in relation to an MA portfolio, means the adjustment

added to a risk-free yield curve used by an applicable insurer to derive the discount rate
for determining its long term insurance liabilities in the portfolio;

morbidity risk (% J F kb *&), in relation to life insurance risk, means the risk of loss due
to a reduction in the net asset value of an applicable insurer resulting from an increase in

morbidity rates;

mortality risk (>* = } "), in relation to life insurance risk, means the risk of loss due to

a reduction in the net asset value of an applicable insurer resulting from an increase in
mortality rates;

net asset value (- A /% &) means the value of assets less liabilities;
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net of reinsurance (* F'4 £ %' ) means after taking into account the effect of any
contracts of reinsurance to which an applicable insurer is a cedant;

non-consolidated subsidiary (-4 & %t/ 2 ), in relation to an applicable insurer,
means a subsidiary of the insurer which is not a consolidated subsidiary;

onshore reverse mortgage insurance ( - - 4% 3% i%*4 ) has the meaning given by rule
71;

portfolio investment (£ & 3 F ) means an investment in a scheme, fund or similar

arrangement which invests in and holds assets or liabilities that are not directly held by
its investors, but the profits, income or other returns of the investment in the scheme,
fund or similar arrangement, are dependent on the underlying assets or liabilities;

prepaid premiums (3§ i % ) means premiums paid by policy holders to an applicable
insurer in relation to contracts of insurance, prior to the dates on which such premiums
are required to be paid under the terms and conditions of such contracts and where such
premiums have not yet been earned by the insurer, including any interest credited;

professional reinsurer (% ¥ £ %' %) means an authorized insurer carrying on only
reinsurance business in or from Hong Kong;

property (> #), unless otherwise specified, means land and buildings;

qualified LTA (£ 7 1 & ¥ 34 ) means qualified long term adjustment which is the
spread above risk-free yield curve recognized for holding equity and property assets in
an MA portfolio as determined in accordance with section 10 of Schedule 5;

reciprocal cross holding (7 #p < * ¥ 3 ) means an arrangement —

(a) under which —
(1) an applicable insurer holds capital instruments issued by a financial entity;
(i) the entity also holds capital instruments issued by the insurer; and

(b) which results in an artificial inflation of the capital position of the insurer;

recognized multilateral development bank or supranational organization (337 0 % %
BaAFaRR wﬁﬁ) refers to a bank or an organization in Schedule 10;

regulated financial entity (% *f.¢ P47%§ %) means a financial institution that is subject
to regulatory requirements on solvency under the laws of a jurisdiction which require the
entity to maintain adequate regulatory capital to support the provision of financial
services or the conduct of financial activities, comparable to those prescribed for
authorized insurers under the Ordinance and these Rules, including without limitation —
(a) an authorized insurer;

(b) alicensed insurance broker company;
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(c) an authorized institution within the meaning of the Banking Ordinance (Cap. 155);
and

(d) alicensed corporation within the meaning of the Securities and Futures Ordinance
(Cap. 571);

reinsurance recoverables (£ %#rv & J<) means the portion of insurance liabilities that
is expected to be recovered from reinsurers under contracts of reinsurance;

restricted capital component (< *14| 3 * % = $% 4 ) means, in relation to an applicable
insurer carrying on long term business, the capital resources comprising a separate sub-
fund of participating business maintained by the insurer pursuant to section 21B(3), (6)
or (9) of the Ordinance, for which the allocation to policy holders or shareholders has not
yet been determined and which are restricted from being used to meet liabilities or losses
arising outside the sub-fund on a going concern basis, but does not include the present
value of expected future distributions to shareholders (whether declared or not);

retained earnings (%% ¥ 1) means the retained earnings based on the valuation in
accordance with Part 4, unless otherwise specified;

sovereign (E = 7 %%) means —

(a) the Government;

(b) the central government of a jurisdiction;

(c) the central bank of a jurisdiction; or

(d) arecognized multilateral development bank or supranational organization;

specified risk-free yield curve (3p ' & b *& < £ & & ) means a risk-free yield curve
constructed in accordance with Schedule 4 for a specified currency set out in column 1
of Table 1 of Schedule 4;

Tier 1 capital (- % F #) means the total of Unlimited Tier 1 capital under rule 8 and
Limited Tier 1 capital under rule 9;

Tier 2 capital instrument (—.%-% * 1 £ ) means a capital instrument that meets the
qualifying criteria set out in Schedule 3;

universal life business (8 * % '& ¥ 7*) means long term business which is not

participating business, and which features a savings component designed to accumulate
an account value over time, and that the account value is credited with periodic interest
credits (at a declared crediting interest rate) which may vary from time to time (and may
be subject to a minimum if a guaranteed rate is offered), and is reduced by, where
applicable, cost of insurance charges and other policy charges and fees;

Unlimited Tier 1 capital instrument (£ *34]- % F ~ 1 &) means a capital instrument
that meets the qualifying criteria set out in Schedule 1;
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4.

)

3)

4

©)

unrated (£ %%, in relation to an instrument or a party, means no credit rating has been
assigned to the instrument or party by a rating agency.

A reference in these Rules to a table or formula followed by a number is a reference to
the table or formula, as the case may be, bearing that number in these Rules.

Where, under a provision of these Rules, the prior consent of the Authority is required
by an applicable insurer in respect of any matter, the insurer must seek such prior consent
by making an application to the Authority, and in the form and manner described in these
Rules (where applicable).

If any matter referred to in a provision of these Rules includes qualifying terms such as
“adequate”, “key”, “practical”, “realistic”, “reasonably”, “relevant”, “significant”,
“substantive” or “sufficient”, the interpretation of that qualification must take into
account any relevant guidelines or codes of practice published under the Ordinance which
are applicable to that provision

Individual provisions, Parts, Divisions, Subdivisions and Schedules of these Rules may
contain interpretation provisions which have application in accordance with their terms.

Application

(1

2)

Subject to subrule (2), these Rules apply to —

(a) authorized insurers; and

(b) any company that makes an application under section 7 of the Ordinance for
authorization.

These Rules do not apply to —

(a) marine insurers, except to the extent provided in the Insurance (Marine Insurers and
Captive Insurers) Rules;

(b) captive insurers, except to the extent provided in the Insurance (Marine Insurers
and Captive Insurers) Rules;

(¢) Lloyd’s, except to the extent provided in the Insurance (Lloyd’s) Rules; or

(d) special purpose insurers.

Basis for application

(1)

For the purpose of valuing its assets and liabilities, determining the capital resources that
make up its capital base and calculating its capital requirements in accordance with these
Rules, an applicable insurer which is an HK insurer or a designated insurer must
consolidate its assets, liabilities and capital resources together with those of its
subsidiaries, except for subsidiaries which are regulated financial entities.
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2)

)

(4)

To avoid doubt, in applying these Rules, an applicable insurer referred in subrule (1) is

required to include —

(a) its assets, liabilities and capital resources related to any business it carries on from
its places of business outside of Hong Kong; and

(b) the assets, liabilities and capital resources of any consolidated subsidiaries.

An applicable insurer which is a non-HK insurer but not a designated insurer is required
to apply these Rules only in relation to the assets, liabilities and capital resources related
to its business carried on in or from Hong Kong.

All amounts and calculations in these Rules are based on Hong Kong dollars, unless

otherwise specified.

Part 2
Capital Adequacy

Capital requirements

(1

2)

€)

For the purposes of section 10 of the Ordinance, subject to subrule (2), an applicable

insurer must ensure at all times that its capital base as determined pursuant to Part 3 is

not less than each of —

(a) the prescribed capital amount of the insurer as determined in accordance with Part
55

(b) the minimum capital amount of the insurer as determined in accordance with
subrule (3); and

(c) $20,000,000.

If the Authority varies or relaxes any of the requirements in subrule (1) pursuant to
section 10(3) or 130(1) of the Ordinance, an applicable insurer must determine the
requirement in accordance with subrule (1), but as so varied or relaxed.

For the purposes of subrule (1)(b), the minimum capital amount is determined as 50% of
the prescribed capital amount, or such other amount determined by the Authority by way
of variation or relaxation under subrule (2).

. Applicable insurer must notify the Authority in respect of any contravention of rule 5

An applicable insurer must immediately notify the Authority in writing on its directors, its
controllers or any key person in control functions —

(a)
(b)

reaching a view that the insurer is at risk of contravening rule 5; or
knowing or having reason to believe that a contravention by the insurer of rule 5 has
occurred,

and provide the Authority with particulars of the notified case as required by the Authority.
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Part 3
Determination of Capital Base

7. Determination of capital base

For the purposes of rule 5 —

(a)

(b)
(©)

the capital base of an applicable insurer is the sum of the insurer’s —

(1)  Unlimited Tier 1 capital;

(i) Limited Tier 1 capital; and

(iii) Tier 2 capital;

the Limited Tier 1 capital of an applicable insurer must not exceed 10% of the prescribed
capital amount; and

the Tier 2 capital of an applicable insurer must not exceed 50% of the prescribed capital
amount.

8. Unlimited Tier 1 capital

(1

2)

3)

Subject to subrule (3), the Unlimited Tier 1 capital of an applicable insurer that is an HK
insurer or a designated insurer, is the sum of the following capital resources of such
insurer —

(a) the ordinary shares and other Unlimited Tier 1 capital instruments issued by the
insurer that satisfy the criteria in Schedule 1;

(b) share premium, if any, resulting from the Unlimited Tier 1 capital instruments
issued by the insurer;

(c) theinsurer’s retained earnings net of any dividends that are proposed to be declared
or declared by the insurer;

(d) the accumulated other comprehensive income of the insurer;

(e) the fair market value of the insurer’s equity-settled employee stock options
provided that a corresponding expense is recorded in the profit and loss account or
retained earnings of the insurer in accordance with applicable accounting standards;

(f) the unrestricted and restricted reserves of the insurer; and

(g) the minority or non-controlling interests arising from the Unlimited Tier 1 capital
instruments issued by the consolidated subsidiaries of the insurer and held by third
parties and any interests generated by share issuance and subsequent changes in
reserves of the issuing entities, if applicable.

The Unlimited Tier 1 capital of an applicable insurer that is a non-HK insurer but not a
designated insurer, is the sum of the surpluses of assets over liabilities of all funds
maintained by the insurer pursuant to sections 21B and 25AA of the Ordinance and after
the deduction of items specified in subrule (3).

An applicable insurer must deduct the following amounts from its Unlimited Tier 1

capital, to the extent that such amounts have not already been excluded through valuation

under Part 4 —

(a) the amount of any goodwill that is recognized by the insurer as an intangible asset
of the insurer, net of any associated deferred tax liabilities;
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4

(b)
(©)

(d)

(e)

(H

(2

(h)

(1)

@)

(k)

(D

(m)
(n)
(0)
(p)

the amount of other intangible assets of the insurer, net of any associated deferred
tax liabilities;

the amount of any assets of any defined benefit pension fund or plan, net of the
amount of obligations under the fund or plan and any associated deferred tax
liabilities;

subject to subrule (4), the amount of deferred tax assets of the insurer net of deferred
tax liabilities (excluding any deferred tax liabilities already taken into account
under paragraph (a), (b) or (¢));

the amount of any cumulative fair value gains or losses on liabilities of the insurer
that are valued at fair value and that result from changes in the insurer’s own credit
risk;

the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer as defined in subrule (5), which is taken into account in the insurer’s
Unlimited Tier 1 capital and is related to a non-consolidated subsidiary of the
insurer;

subject to subrule (7), the amount of any relevant capital shortfall of the insurer in
respect of its non-consolidated subsidiary as described in subrule (6);

the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer as defined in subrule (5), which is taken into account in the insurer’s
Unlimited Tier 1 capital and is related to an affiliate (being a regulated financial
entity) of the insurer;

the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer of Unlimited Tier 1 capital instruments issued by it, unless already
derecognized;

the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer of Unlimited Tier 1 capital instruments issued by any regulated financial
entity where that entity has a reciprocal cross holding with the insurer;

the amount of any encumbered assets of the insurer in excess of the sum of its
relevant on-balance sheet liabilities secured by those assets and any incremental
capital requirement relating to those encumbered assets and liabilities;

the amount of the insurer’s negative reserves at the total level of long term business
or at the total level of general business, in excess of the corresponding prescribed
capital amount in respect of that business;

the amount of insurer’s restricted capital component in excess of the corresponding
prescribed capital amount;

the amount of insurer’s reinsurance assets arising from arrangements deemed to
constitute non-qualifying reinsurance;

the amount of insurer’s crypto assets and off-balance sheet commitments to
purchase crypto assets; and

any amount that would otherwise be deducted from the insurer’s Limited Tier 1
capital pursuant to rule 9 but cannot be so deducted because the insurer does not
have sufficient Limited Tier 1 capital to make such deduction.

For the purpose of determining the amount of the deduction in subrule (3)(d), the deferred
tax assets of the applicable insurer may only be netted with deferred tax liabilities of the
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)

(6)

(7)

(8)

insurer if the deferred tax assets and deferred tax liabilities relate to taxes levied by the
same taxation authority and offsetting is permitted by the relevant taxation authority.

For the purpose of determining the amount of deduction of holdings in relation to a non-
consolidated subsidiary of the applicable insurer in subrule (3)(f), or the amount of
deduction of holdings in relation to an affiliate (being a regulated financial entity) of the
insurer in subrule (3)(h), the amount —

(a) must be valued in accordance with rule 34;

(b) includes capital instruments issued by the entity that are eligible to be counted
towards satisfying regulatory capital requirements under the laws relating to
regulatory capital to which the entity is subject;

(¢) includes loans and credit facilities provided by the insurer to the entity and other
credit exposures of the insurer to the entity;

(d) includes potential future holdings that the insurer will be obliged to purchase
pursuant to an existing contractual commitment, irrespective of whether the
obligation to purchase is contingent on certain conditions having to be satisfied;
and

(e) excludes capital instruments issued by the entity that are not eligible to be counted
towards satisfying regulatory capital requirements under the laws relating to
regulatory capital to which the entity is subject.

Subject to subrule (7), the relevant capital shortfall in respect of a non-consolidated
subsidiary of an applicable insurer referred to in subrule (3)(g) is the amount by which
the non-consolidated subsidiary fails to meet the regulatory capital requirements
applying to it under the laws relating to regulatory capital to which the subsidiary is
subject, multiplied by the insurer’s proportional interest in the subsidiary based on
ordinary shares held directly or indirectly by the insurer.

To enable the Authority to monitor the potential impact of a deduction of a relevant
capital shortfall from the Unlimited Tier 1 capital pursuant to subrule (3)(g), an
applicable insurer must notify the Authority in writing as soon as practicable —

(a) upon it becoming aware of any breach by a non-consolidated subsidiary of its
capital requirements which may result in a relevant capital shortfall having to be
deducted from its Unlimited Tier 1 capital; and

(b) of any period for remedying the shortfall prescribed by the regulator to whose
jurisdiction the subsidiary is subject, in relation to the regulatory capital
requirement that applies to the subsidiary.

In this rule —

crypto assets (*r % ¥ A ) means digital assets that —

(a) depend primarily on cryptography and distributed ledger technology or similar
technology;

(b) are not digital currency issued by a central bank or by an entity that performs the
functions of a central bank or by an entity authorized by a central bank on its behalf;
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(c) are not digital currency issued by the government of a jurisdiction, or by an entity
authorized by the government of a jurisdiction and acting pursuant to an authority
to issue currency in that jurisdiction;

(d) have no intrinsic value and are not explicitly and directly linked to, or backed by,
assets with intrinsic values; and

(e) the holdings of which do not give rise to a contract between the holder and another
identified issuer;

encumbered asset (£ 3 A £ § 7% &) means an asset that an applicable insurer
pledges or transfers as collateral to a counterparty either to meet regulatory requirements
or in order to participate in certain activities, including derivatives trading, borrowing,
entering repurchase agreements, obtaining reinsurance, securing guarantees, obtaining
letters of credit and holding assets in trust;

negative reserves (f %% % %) means where the amount of insurance liabilities (net of
reinsurance) at the total level of long term business or at the total level of general business
is negative, the absolute value of such negative amount;

non-qualifying reinsurance (#- £ ¥ %' ) means a reinsurance arrangement that —

(a) does not provide sufficient transfer of risk;

(b) is provided by an entity that is not regulated; or

(c) belongs to a reinsurance arrangement specified by the Authority in a notice
published in the Gazette, or in a notice to an applicable insurer.

9. Limited Tier 1 capital

(1

)

Subject to subrule (2), the Limited Tier 1 capital of an applicable insurer is the sum of

the following capital resources of such insurer —

(a) the Limited Tier 1 capital instruments issued by the insurer that satisfy the criteria
in Schedule 2; and

(b) share premium, if any, resulting from such Limited Tier 1 capital instruments issued
by the insurer.

An applicable insurer must deduct the following amounts from its Limited Tier 1 capital,

to the extent that such amounts have not already been excluded through valuation under

Part 4 —

(a) the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer as defined in subrule (3), which is taken into account in the insurer’s Limited
Tier 1 capital and is related to a non-consolidated subsidiary of the insurer;

(b) the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer as defined in subrule (3), which is taken into account in the insurer’s Limited
Tier 1 capital and is related to an affiliate (being a regulated financial entity) of the
insurer;

(c) the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer of Limited Tier 1 capital instruments issued by it, unless already
derecognized;
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(d)

(e)

the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer of Limited Tier 1 capital instruments issued by any regulated financial entity
where that entity has a reciprocal cross holding with the insurer; and

any amount that would otherwise be deducted from the insurer’s Tier 2 capital
pursuant to rule 10 but cannot be so deducted because the insurer does not have
sufficient Tier 2 capital to make such deduction.

(3) For the purpose of determining the amount of deduction of holdings in relation to a non-
consolidated subsidiary of the applicable insurer in subrule (2)(a), or the amount of
deduction of holdings in relation to an affiliate (being a regulated financial entity) of the
insurer in subrule (2)(b), the amount —

(2)
(b)

(©)
(d)

(e)

must be valued in accordance with rule 34;

includes capital instruments issued by the entity that are eligible to be counted
towards satisfying regulatory capital requirements under the laws relating to
regulatory capital to which the entity is subject;

includes loans and credit facilities provided by the insurer to the entity and other
credit exposures of the insurer to the entity;

includes potential future holdings that the insurer will be obliged to purchase
pursuant to an existing contractual commitment, irrespective of whether the
obligation to purchase is contingent on certain conditions having to be satisfied;
and

excludes capital instruments issued by the entity that are not eligible to be counted
towards satisfying regulatory capital requirements under the laws relating to
regulatory capital to which the entity is subject.

10. Tier 2 capital

(1) Subject to subrule (2), the Tier 2 capital of an applicable insurer is the sum of the
following eligible capital resources of such insurer —

(a)
(b)
(c)
(d)

(e)

&

the Tier 2 capital instruments issued by the insurer that satisfy the criteria in
Schedule 3;

share premium, if any, resulting from such Tier 2 capital instruments issued by the
nsurer;

the amount of deferred tax assets of the insurer net of deferred tax liabilities as
deducted from the Unlimited Tier 1 capital of the insurer pursuant to rule 8(3)(d);
the amount of any encumbered assets of the insurer in excess of the sum of its
relevant on-balance sheet liabilities secured by those assets and any incremental
capital requirement relating to those encumbered assets and liabilities, as deducted
from the Unlimited Tier 1 capital of the insurer pursuant to rule 8(3)(k);

the amount of the insurer’s negative reserves at the total level of long term business
or at the total level of general business in excess of the corresponding prescribed
capital amount in respect of that business, as deducted from the Unlimited Tier 1
capital of the insurer pursuant to rule 8(3)(1);

the amount of insurer’s restricted capital component in excess of the corresponding
prescribed capital amount, as deducted from the Unlimited Tier 1 capital of the
insurer pursuant to rule 8(3)(m); and
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(g) the amount of Limited Tier 1 capital of the insurer that is in excess of 10% of the
prescribed capital amount.

(2) An applicable insurer must deduct the following amounts from its Tier 2 capital, to the
extent that such amounts have not already been excluded through valuation under
Part 4 —

(a) the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer as defined in subrule (3), which is taken into account in the insurer’s Tier 2
capital and is related to a non-consolidated subsidiary of the insurer;

(b) the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer as defined in subrule (3), which is taken into account in the insurer’s Tier 2
capital and is related to an affiliate (being a regulated financial entity) of the insurer;

(¢) the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer of Tier 2 capital instruments issued by it, unless already derecognized; and

(d) the amount of any direct holdings, indirect holdings and synthetic holdings by the
insurer of Tier 2 capital instruments issued by any regulated financial entity where
that entity has a reciprocal cross holding with the insurer.

(3) For the purpose of determining the amount of deduction of holdings in relation to a non-
consolidated subsidiary of the applicable insurer in subrule (2)(a), or the amount of
deduction of holdings in relation to an affiliate (being a regulated financial entity) of the
insurer in subrule (2)(b), the amount —

(a) must be valued in accordance with rule 34;

(b) includes capital instruments issued by the entity that are eligible to be counted
towards satisfying regulatory capital requirements under the laws relating to
regulatory capital to which the entity is subject;

(¢) includes loans and credit facilities provided by the insurer to the entity and other
credit exposures of the insurer to the entity;

(d) includes potential future holdings that the insurer will be obliged to purchase
pursuant to an existing contractual commitment, irrespective of whether the
obligation to purchase is contingent on certain conditions having to be satisfied;
and

(e) excludes capital instruments issued by the entity that are not eligible to be counted
towards satisfying regulatory capital requirements under the laws relating to
regulatory capital to which the entity is subject.

Part 4
Valuation of Assets and Liabilities
Division 1 — General
11. Recognition and derecognition of assets and liabilities

Unless specified in these Rules, an applicable insurer must recognize and derecognize assets
and liabilities in accordance with the applicable accounting standards.
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Division 2 — Valuation of Insurance Liabilities

Subdivision 1 — General

12. Recognition and derecognition of insurance liabilities

(D

)

)

An applicable insurer, for the purpose of valuing insurance liabilities under the contracts

of insurance it enters into, must recognize such liabilities at the earliest of —

(a) the date when the first premium under the contract becomes due;

(b) the date the insurance cover under the contract begins; or

(c) the date the insurer becomes a party to the contract that gives rise to the insurance
liabilities.

Subject to subrule (1), an applicable insurer must recognize all insurance liabilities within
the boundary of each contract of insurance as determined in accordance with rule 14.

An applicable insurer must derecognize an insurance liability only when that liability is
extinguished, discharged, cancelled, or has expired, and all future cash flows in respect
of the liability are nil. To avoid doubt, purchase of reinsurance does not result in the
derecognition of any part of the insurance liabilities covered by such reinsurance.

13. Insurance contracts covering different types of risk

(1

2)

)

(4)

)

Where an applicable insurer effects and carries out a contract of insurance which
combines distinguishable sets of insurance obligations and a portion of the premium
under the contract is allocated to each set of obligations, for the purpose of valuing the
insurance liabilities arising under the contract, the insurer must unbundle the obligations
under the contract into each distinguishable set of obligations and separately value the
insurance liabilities for each such distinguishable set.

Subject to subrule (6), if an applicable insurer authorized to carry on long term business
effects and carries out a contract of insurance which combines long term business and
additional business of the nature of class 1 or 2 specified in Part 3 of Schedule 1 to the
Ordinance, the insurer must unbundle such additional business from the long term
business for the purpose of valuing the insurance liabilities under the contract.

Where a contract of insurance includes the feature of funds on deposit, an applicable
insurer is required to unbundle and separately value such funds on deposit from the other
insurance liabilities under the contract.

Where a contract of insurance includes the feature of prepaid premiums, an applicable
insurer is required to unbundle and separately value such prepaid premiums from the

other insurance liabilities under the contract.

Subject to subrule (6), where an applicable insurer effects and carries out a contract of
insurance which covers different general insurance lines of business specified in
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(6)

(7

®)

)

Schedule 9, the insurer must unbundle and separately value the insurance liabilities in
respect of each different line of general business.

Where —

(a) it is not practicable for an applicable insurer to unbundle insurance obligations
under a contract of insurance in accordance with subrule (2) or (5), as the case may
be; and

(b) it would not result in any material misstatement in the valuation of the insurer’s
insurance liabilities or prescribed capital amount if such insurance obligations are
not unbundled,

the insurer may leave such insurance liabilities not unbundled and value such liabilities

in accordance with subrule (7).

In the case of insurance liabilities under a contract of insurance or part of such contract
which are not unbundled in accordance with subrule (6), an applicable insurer must value
such liabilities and determine its prescribed capital amount under Part 5 based on the
nature of the key risk driver for the liabilities under that contract or part of the contract,
as the case may be.

Where in relation to a contract of insurance mentioned under subrule (2), an applicable

insurer has —

(a) unbundled the insurance liabilities for additional business in accordance with
subrule (2); or

(b) not unbundled the insurance liabilities for additional business in accordance with
subrule (6), and the key risk driver for the liabilities which are not unbundled is of
the nature of class 1 or 2 specified in Part 3 of Schedule 1 to the Ordinance,

the insurer must determine how to value such liabilities in accordance with subrule (9).

For purposes of valuing the insurance liabilities mentioned in subrule (8) —

(a) if a long boundary is determined to apply to such liabilities based on rule 14, an
applicable insurer must value the liabilities in accordance with Subdivision 2 and,
for purposes of determining its prescribed capital amount, include such liabilities
in the determination of its risk capital amount for life insurance risk in accordance
with Division 3 of Part 5; or

(b) otherwise, an applicable insurer must value the liabilities in accordance with
Subdivision 3 and, for the purpose of determining its prescribed capital amount,
include such liabilities in the determination of its risk capital amount for general
insurance risk in accordance with Division 4 of Part 5.

14. Boundary of insurance liabilities

(1

2)

To value its insurance liabilities under a contract of insurance, an applicable insurer must
determine the boundary for such liabilities in accordance with subrule (2).

For the purposes of subrule (1), except funds on deposit and prepaid premiums, an
applicable insurer must determine the boundary for the insurance liabilities by applying
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3)

the principles in relation to contract boundary in Hong Kong Financial Reporting
Standard 17 or International Financial Reporting Standard 17.

Where insurance liabilities under a contract of insurance are unbundled in accordance

with rule 13, for the purposes of subrule (2), an applicable insurer must treat each
unbundled part of the contract as if it were a separate contract of insurance.

Subdivision 2 — Valuation of Long Term Insurance Liabilities

15. Determination of long term insurance liabilities

(1)

2

)

4

)
(6)

Rules 16 to 26 apply to an applicable insurer for the purpose of valuing the amount of its
long term insurance liabilities.

Subject to subrules (4) to (6), an applicable insurer must value the amount of its long
term insurance liabilities as the sum of the current estimates for such liabilities calculated
under rule 16 and the margins over current estimate for such liabilities calculated under
rule 25.

To avoid doubt, long term insurance liabilities include amounts set aside by the
applicable insurer for outstanding claims in respect of such liabilities (including claims
that have been reported but not yet settled and claims that have been incurred but not yet
reported).

For long term business of the nature specified as Class C under Part 2 of Schedule 1 to
the Ordinance, the current estimates for liabilities arising from such business must be
determined as comprising unit reserves and non-unit reserves, with the unit reserves
being valued as the value of the assets backing the units relating to the contract of
insurance.

Liabilities for funds on deposit must be valued in accordance with rule 22.

Liabilities for prepaid premiums must be valued in accordance with rule 26.

16. Calculation of current estimate for long term insurance liabilities

(1

2)

Subject to subrule (3), the current estimate of a long term insurance liability must be
calculated as the probability-weighted average of the present values of the future cash
flows required to settle the obligations giving rise to the liability within the relevant
boundary for the liability as determined under rule 14.

To calculate the present values as mentioned in subrule (1), an applicable insurer must
use the discount rates determined in accordance with rule 23.
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(3) The current estimate for a long term insurance liability must be calculated gross of
reinsurance. The recoverables from contracts of reinsurance to which the insurer is a
cedant must be calculated separately in accordance with Subdivision 4.

17. Cash flows projection

(1) The projection of future cash flows used to calculate the current estimate of a long term
insurance liability under rule 16 must —

2

3)

(4)

(a)
(b)
(©)
(d)
(e)

take into account the probability of occurrence, timing, frequency and severity of
the insured events and their corresponding cash flows;

be based on best estimate assumptions which reflect expected realistic future
demographic, legal, medical, technological, social or economic developments;
include cash flows arising from future discretionary benefits which are expected to
be paid;

take into account the obligations under related contractual options and financial
guarantees; and

allow for expected policy holder behaviour, which may include dynamic policy
holder behaviour.

Subject to subrule (3), the projection of future cash flows referenced in subrule (1) is
performed separately for long term insurance liabilities under each contract of insurance
or the unbundled part of such contract, as the case may be.

Despite subrule (2), an applicable insurer may project the future cash flows referenced in
subrule (1) based on grouped model points if —

(a)

(b)
(©)

the grouping does not misrepresent the underlying risk and the key risk drivers, and
does not result in a material misstatement of the current estimate of the long term
insurance liabilities under the contracts of insurance in the grouping;

the grouping has not resulted in the loss of any significant attributes of the long
term insurance liabilities under the relevant contracts of insurance in the group; and
the contracts grouped share similar characteristics and product features.

Where relevant, all future cash inflows and outflows associated with, and within the
boundary of a long term insurance liability as determined in accordance with rule 14
should be included in the projection of future cash flows referenced in subrule (1),
including but not limited to the following —

(2)

(b)
(c)

(d)

(e)

cash inflows from premiums and any other amounts to be received from the policy
holders;

cash inflows from non-reinsurance recoveries related to claims;

cash outflows for all types of benefits and payments payable to policy holders and
beneficiaries;

cash outflows for expenses that will be incurred in servicing the contract of
insurance or relevant part of the contract, including allocated overhead expenses,
investment expenses, claims handling expenses and acquisition expenses; and
cash outflows for taxation payments which are, or are expected to be, charged based
on policy holder premiums or are required to settle the insurance liability.
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)

In this rule —

-

model point (#-7] & 2b) means a set of records used in a model to represent a contract

of insurance or a cohort of contracts of insurance with similar characteristics and product
features.

18. Allowance for future discretionary benefits

(1

2)

3)

In determining future cash outflows for the purposes of rule 17(4)(c), an applicable
insurer must make an objective and realistic allowance for future discretionary benefits.

For the purpose of making the allowance referred to in subrule (1), the amount of any

future discretionary benefits recognized by the insurer as expected future cash outflows

must —

(a) Dbe consistent with expected future experience, the underlying economic scenarios
on which the liability valuation is based and policy holders’ reasonable expectations;

(b) be consistent with the discount rate used for valuing the relevant insurance
liabilities; and

(c) take into account the level of accumulated policy holder surplus or deficit as at the
valuation date, subject to the requirement on future management actions as set out
in rule 21.

Where the future discretionary benefit depends on assets held by the insurer, the amount
of future discretionary benefits recognized by the insurer as expected future cash
outflows must be based on the value of such assets held as of the valuation date, with any
subsequent changes to the asset allocation subject to the requirement on future
management actions as set out in rule 21.

19. Valuation of contractual options and financial guarantees

(D

2)

)

Where contractual options and financial guarantees are offered under a contract of
insurance, the applicable insurer must calculate and reflect the time value of such options
and guarantees in the current estimate of the long term insurance liabilities under the
contract.

Subject to subrule (4), an applicable insurer must use a stochastic simulation approach in
calculating the time value of options and guarantees under groups of contracts of
insurance which include contractual options or financial guarantees.

For the purpose of calculating the time value of options and guarantees under the

stochastic simulation approach referred to in subrule (2), the insurer must —

(a) base the calculation on assets and liabilities valued on a market-consistent basis
with risk neutral scenarios;

(b) ensure that liability cash flows reflect the expected policy holder behaviour and
foreseeable management actions under different scenarios;
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4

)
(6)

(c) ifayield curve is needed as an input to assume future financial market parameters
and the future returns on the assets, determine the discount rates to be used in
accordance with rule 23; and

(d) ensure that the model used is verifiable and reasonably consistent results are
capable to be reproduced.

Where a stochastic simulation approach has never before been applied by an applicable
insurer for a group of contracts of insurance, the insurer may adopt 20% of the
deterministic current estimate as the time value of options and guarantees for that group
of contracts.

Time value of options and guarantees must not be negative for the insurer as a whole.
In this rule —

market consistent basis (% ¥— Ik #£ #) means a basis that will reproduce prices at
which assets and liabilities are exchanged in the market;

risk neutral scenarios (b * 7 [+ % ) means a set of stochastic simulation scenarios
generated based on risk neutral probability measures such that the average of the values
calculated under all scenarios is arbitrage-free;

stochastic simulation (%1% 1%-#%) means a simulation of a system that has variables that
can change stochastically (randomly) with individual probabilities;

time value (F* ¥ 1§ {e) means, in the case of contractual options and financial guarantees,

the value of liabilities over the intrinsic value of such liabilities, taking into account the
possibility of future fluctuations in such values.

20. Allowance for policy holder behaviour

21.

An applicable insurer must allow for expected policy holder behaviour in valuing its long term
insurance liabilities. If contractual options and financial guarantees under contracts of
insurance that are long term business allow policy holders to take actions to change the amount,
timing or nature of the benefits they will receive under the contracts, where appropriate, the
insurer may also allow for dynamic policy holder behaviour in projecting future cash flows
used to derive the current estimate of its long term insurance liabilities arising under such
contracts.

Management actions

For the purpose of valuing its long term insurance liabilities, an applicable insurer may allow
for future management actions in projecting future cash flows, provided the following
conditions are satisfied —

(a)

the management actions considered are objective, realistic and verifiable;
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(b)
(c)
(d)
(e)
(H
(2

(h)
(@)

the management actions are not contrary to the applicable insurer’s obligations to policy
holders or to legal requirements applicable to the insurer;

the management actions are consistent with the insurer’s current business practices and
business strategy unless there is sufficient evidence that the insurer will change its
practices or strategy;

the management actions are reasonably expected to be carried out under the specific
circumstances to which they apply, and not contrary to any public indication by the
insurer as to the actions that it would expect to take, or not take in such circumstances;
the management actions are consistent with each other;

assumptions about the future management actions take into account the time needed to
implement such actions and any resulting incremental expense;

the insurer is able to justify that assumptions about future management actions are
realistic based on a comparison with management actions actually taken by the insurer
in the past;

the insurer takes into account expected policy holder reactions to the management actions;
and

the management actions considered are regularly reviewed and are subject to adequate
internal governance controls and procedures before they are taken.

22. Funds on deposit

(1

)

Subject to subrule (2), an applicable insurer must unbundle any funds on deposit and
value them separately from other liabilities under the contract at their account balance.

As an alternative to subrule (1), future cash flow projection method may be adopted to

value funds on deposit, provided that —

(a) the cash flows are within the boundary of the contract of insurance to which the
funds on deposit relate;

(b) the applicable insurer assumes in its projections that no future deposits will be made
into the funds on deposit account; and

(c) the applicable insurer considers expected policy holder behaviour relating to the
withdrawal of deposits.

23. Discount rate for long term insurance liabilities

(1

)

3)

Subject to subrules (2), (3) and (4), to obtain the current estimate of its long term
insurance liabilities, an applicable insurer must discount future cash flows using the
discount rate derived from the applicable specified risk-free yield curve.

For the purposes of subrule (1) and subject to subrule (3), an applicable insurer must
ensure that the currency for the applicable specified risk-free yield curve it uses to derive
the discount rate is the same as the currency for the underlying insurance obligations.

If the currency for the underlying insurance obligations is not a currency specified in

Schedule 4, an applicable insurer may use a specified risk-free yield curve that it
considers appropriate for discounting cash flows.
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(4) Where an applicable insurer constructs one or more than one MA portfolios to match its
long term insurance liabilities, or a part of those liabilities, with corresponding backing
assets, the insurer may apply the matching adjustment for each MA portfolio determined
based on rule 24 to adjust the risk-free yield curve used to derive the discount rate for the
valuation of long term insurance liabilities.

(5) For the purposes of subrule (4), an applicable insurer must construct its MA portfolio
based on its asset and liability management practice.

24. Matching adjustment

(1) For the purposes of rule 23(4), an applicable insurer must apply the matching adjustment
to each MA portfolio as a parallel adjustment to the entire specified risk-free yield curve
in accordance with the following formula —

Discount rate t,currency,each MA portfolio
= risk free rate cyrrency + matching adjustment,qch ma portfotio

where —

risk free rate; cy,rency means the rate in the specified risk-free yield curve for a point
of time and specific currency; and

matching adjustment,,cn ma portfotio Me€ans the amount of matching adjustment of a
particular MA portfolio, as determined in accordance with subrule (2).

(2) For each of its MA portfolios, the applicable insurer must calculate the matching
adjustment as the sum of the applicable portion of the adjusted spread, the constant
prescribed spread component and (subject to subrule (3)) the qualified LTA, in
accordance with the following formula —

Matching adjustment,qch ma portrotio
= ad]uSted spread each MA portfolio X appllcatlon Tatio ¢qch Ma portfolio

+ weighted constant prescribed spread
X predictability Factor

X Max [Min <20%, eligible asset percentage

asset dollar duration ) ]
liability dollar duration/’
+ qualified LTAeach MA portfolio

where each component is determined in accordance with Schedule 5.
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3)

(4)

)

(6)

(7

An applicable insurer may include a qualified LTA in calculating the matching
adjustment for a MA portfolio, only if the portfolio satisfies all of the following
criteria —

(a) the MA portfolio is a subset of a physically segregated participating business fund
or universal life business fund, or the physically segregated fund itself of
participating business or universal life business, and to avoid doubt, the following
portfolios are not eligible for inclusion of qualified LTA —

(1) portfolios that are not physically segregated,

(i1) physically segregated portfolios containing both participating and universal
life businesses; or

(ii1)) physically segregated portfolios containing long term business other than
participating and universal life businesses;

(b) the underlying participating and universal life policies provide discretionary
benefits to policy holders, and the determination of such discretionary benefits is
governed by dividend or crediting rate policies pursuant to guidelines published by
the Authority; and

(c) the assets covering the insurance liabilities in the MA portfolio are identified by the
applicable insurer and, together with the corresponding liabilities, are managed
separately by the insurer and are not to be used to cover losses from other business.

For each MA portfolio constructed by an applicable insurer, the insurer must ensure that
the amount of assets is no less than the amount of liabilities.

An applicable insurer must consider the cost of hedging in calculating the matching
adjustment for a MA portfolio.

An applicable insurer which has practical difficulty in performing the full matching
adjustment calculation may opt to adopt simplified alternatives specified by the Authority.

In calculating the matching adjustment for a MA portfolio, the input parameters related
to liability used by an applicable insurer must be net of reinsurance, unless otherwise
specified.

25. Margin over current estimate for long term insurance liabilities

(1

The margin over current estimate to be used by an applicable insurer in valuing its long
term insurance liabilities is an amount, calculated net of reinsurance, added to the current
estimates for such liabilities which reflects the uncertainty of liability cash flows related
to the following life insurance sub-risk modules —

(a) mortality risk;

(b) longevity risk;

(¢) morbidity risk;

(d) expense risk; and

(e) the level and trend lapse component of lapse risk.
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(2) The margin over current estimate for each sub-risk mentioned in subrule (1) must be
calculated by the applicable insurer as the 75" percentile of the normal distribution
characterized by —

(a) amean equal to the current estimate of long term insurance liabilities as determined
in accordance with rule 16; and

(b) a 99.5" percentile equal to the capital requirement for the corresponding sub-risk
as determined in accordance with Division 3 of Part 5.

(3) For the purposes of subrule (1), the margin over current estimate for each sub-risk
calculated in accordance with subrule (2) is to be aggregated pursuant to the following
formula —

Margin over current estimate

= Z correlation matrix; ; X margin over current estimate; X margin over current estimate;
ij

where —
correlation matrix refers to the correlation matrix set out in Table 1 of Schedule 7; and
i and j represent the sub-risks in each paragraph in subrule (1).

(4) An applicable insurer must calculate and include an allocated margin over current
estimate as part of the long term insurance liabilities attributable to each of its long term
business funds. The margin over current estimate for each long term business fund is first
calculated on a standalone basis using the formula in subrule (3) and reflects the
diversification between risks within that fund. Further diversification benefits between
the insurer’s different long term business funds are allocated back to the funds
proportionately to determine the allocated margin over current estimate at fund level.

26. Prepaid premiums
An applicable insurer must value the prepaid premiums at the account balance. In addition, the

insurer must make provision for any shortfall arising from future guaranteed interest associated
with the prepaid premiums.

Subdivision 3 — Valuation of General Insurance Liabilities
27. Determination of general insurance liabilities

(1) Rules 27 to 32 apply to an applicable insurer for the purpose of valuing the amount of its
general insurance liabilities.

(2) Anapplicable insurer must value its general insurance liabilities as the sum of the current

estimates for such liabilities calculated under rules 28 to 31 and the margins over current
estimates for such liabilities calculated under rule 32.
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3)

To avoid doubt, general insurance liabilities include amounts set aside by the applicable
insurer for outstanding claims in respect of such liabilities (including claims that have
been reported but not yet settled and claims that have been incurred but not yet reported).

28. Calculation of current estimate for general insurance liabilities

(D

2

€)

Subject to subrule (3), the current estimate of a general insurance liability must be
calculated as the probability-weighted averages of the present values of the future cash
flows required to settle the obligations giving rise to the liability within the relevant
boundary as determined under rule 14.

To calculate the present values as mentioned in subrule (1), an applicable insurer must
use the discount rates determined in accordance with rule 31.

The current estimate for a general insurance liability must be calculated gross of
reinsurance. The recoverables from contracts of reinsurance to which the insurer is a
cedant must be calculated separately in accordance with Subdivision 4.

29. Cash flows projection

(1)

2)

©)

The projection of future cash flows used to calculate the current estimate of a general

insurance liability under rule 28 must —

(a) take into account the probability of occurrence, timing, frequency and severity of
the insured events and their corresponding cash flows;

(b) be based on best estimate assumptions which reflect expected realistic future
demographic, legal, medical, technological, social or economic developments; and

(c) avoid double counting by excluding cash flows related to a liability where such
cash flows have already been accounted for and recognized as assets in the insurer’s
economic balance sheet.

Subject to subrule (3), the projection of future cash flows referenced in subrule (1) is
performed separately for the general insurance liabilities under each contract of insurance
or unbundled part of a contract of insurance, as the case may be.

Despite subrule (2), an applicable insurer may project the future cash flows referenced in

subrule (1) based on grouped contracts of insurance or grouped claims if —

(a) the grouping does not misrepresent the underlying risk, key risk drivers and claims
patterns, and does not result in a material misstatement of the current estimate of
the general insurance liabilities under the contracts of insurance in the grouping;
and

(b) the grouping has not resulted in the loss of any significant attributes of the general
insurance liabilities under the relevant contracts of insurance in the grouping.
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(4) Where relevant, all future cash inflows and outflows associated with, and within the
boundary of a general insurance liability as determined in accordance with rule 14 should
be included in the projection of future cash flows referenced in subrule (1), including but
not limited to the following —

(a)

(b)
(©)

(d)

(e)

cash inflows from premiums and any other amounts to be received from the policy
holder;

cash inflows from non-reinsurance recoveries related to the claims;

cash outflows for all types of benefits and payments payable to policy holder and
beneficiaries;

cash outflows for expenses that will be incurred in servicing the contract of
insurance or relevant part of the contract, including allocated overhead expenses,
investment expenses, claims handling expenses and acquisition expenses; and
cash outflows for taxation payments which are, or are expected to be, charged based
on policy holder premiums or are required to settle the insurance liability.

30. Outstanding claims liabilities and premium liabilities

(1) An applicable insurer must calculate the current estimates for its general insurance
liabilities separately for outstanding claims liabilities and premium liabilities.

(2) For the purposes of subrule (1) —

(2)

(b)

outstanding claims liabilities relate to claim events that have already occurred,
regardless of whether the claims arising from those events have been reported or
not; and

premium liabilities relate to future claim events that are expected to be incurred
after the valuation date, attributable to the unexpired coverage of the insurer’s
contracts of insurance or relevant part of the contracts as at the valuation date,
within the boundary referred to in rule 14.

31. Discount rate for general insurance liabilities

(1

2)

3)

Subject to subrules (2) and (3), an applicable insurer may discount expected future cash
flows to obtain the current estimate of its general insurance liabilities.

For the purposes of subrule (1) and subject to subrule (3), an applicable insurer must use
the discount rate derived from the applicable specified risk-free yield curve and ensure
that the currency for the applicable specified risk-free yield curve it uses to derive the
discount rate is the same as the currency for the underlying insurance obligations.

If the currency for the underlying insurance obligations is not a currency specified in
Schedule 4, an applicable insurer may use a specified risk-free yield curve that it
considers appropriate for discounting cash flows.

199



32. Margin over current estimate for general insurance liabilities

(D

)

The margin over current estimate to be used by an applicable insurer in valuing its general
insurance liabilities is an amount, calculated net of reinsurance, added to the current
estimates for such liabilities, such that the sum of current estimates and margin over
current estimate provides for a 75% probability of adequacy for its general insurance
liabilities.

In calculating the margin over current estimate for the purpose of valuing its general
insurance liabilities, an applicable insurer may take into account the diversification of
such liabilities to the extent such liabilities arise from obligations in different general
insurance lines of business.

Subdivision 4 — Recoverables from Reinsurance Contracts

33. Valuation of reinsurance recoverables

(1)

)

3)

4

An applicable insurer must value its reinsurance recoverables —

(a) 1in a way that is consistent with the current estimates of the underlying insurance
liabilities, including the assumptions and the boundary of the underlying insurance
liabilities ceded as determined in accordance with rule 14; and

(b) including cash flows associated with all contracts of reinsurance to which the
insurer is a cedant.

For the purposes of subrule (1), an applicable insurer must —

(a) only recognize those reinsurance recoverables arising from the contracts of
reinsurance that meet the criteria under rule 41(2);

(b) discount a reinsurance recoverable with the same discount rate used for valuing the
underlying insurance liabilities ceded; and

(c) classify its reinsurance recoverables as assets or liabilities on a contract-by-contract
basis, with no offsetting between reinsurance contracts.

An applicable insurer, for the purpose of valuing its reinsurance recoverables, must adjust
the value of the reinsurance recoverables for the expected losses due to potential default
of the counterparty of the reinsurance contracts to which the insurer is a cedant.

In valuing its reinsurance recoverables, to avoid any double counting of assets and

liabilities, an applicable insurer must adjust the amount of the recoverable to take account
of any deposit made to cover cash flows under the reinsurance contract.
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Division 3 — Valuation of Assets and Other Items

34. Valuation of assets

(D

2

3)

4
)

Unless otherwise specified in these Rules, an applicable insurer must value its assets at
market value.

An applicable insurer must value the following assets in accordance with the applicable

accounting standards —

(a) investment holdings in any subsidiary or affiliate, except investment holdings in
and amounts due from a non-consolidated subsidiary; and

(b) leases.

Where impairment exists for an asset and the asset’s market value does not fully reflect
the impairment, an applicable insurer must ensure the value of the asset is decreased to
reflect the full effect of the impairment.

An applicable insurer must measure goodwill and intangible assets at zero.

An applicable insurer must value the investment holdings in and amount due from non-
consolidated subsidiary at cost.

35. Deferred tax assets and liabilities

(1)

)

Subject to subrule (2), an applicable insurer must recognize deferred tax assets and
liabilities (other than those arising from the carryforward of unused tax credits and the
carryforward of unused tax losses), in accordance with the principles in Hong Kong
Accounting Standard 12 or International Accounting Standard 12.

For the purposes of subrule (1), recognition of deferred tax assets and liabilities is based

on the temporary difference between —

(a) the values of the assets and liabilities of the applicable insurer as determined in
accordance with these Rules; and

(b) the values of such assets and liabilities for tax purposes.

36. Contingent liabilities

(1

)

Subject to subrule (2), an applicable insurer must recognize and value its contingent
liabilities based on the probability and amount of future cash outflows required to settle
a contingent liability over the lifetime of that liability, discounted using the discount rate
derived from the applicable specified risk-free yield curve for the currency in which the
liability is denominated.

If the currency in which the underlying contingent liability is denominated is not a

currency specified in Schedule 4, an applicable insurer may use a specified risk-free yield
curve that it considers appropriate for discounting cash flows.
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Part 5
Determination of Prescribed Capital Amount

Division 1 — General Requirements for Determination of Prescribed Capital Amount

37. Determination of the prescribed capital amount

(1) Subject to subrules (2), (3) and (4), an applicable insurer must determine its prescribed
capital amount by —

(2)

(b)
(©)

determining risk capital amounts for its risk exposures to —

(1) market risk, in accordance with rules 45 to 51;

(i) life insurance risk, in accordance with rules 52 to 59;

(ii1) general insurance risk, in accordance with rules 60 to 80; and

(iv) counterparty default and other risk, in accordance with rules 81 to 85;
determining a risk capital amount for operational risk, in accordance with rule 86;
aggregating the risk capital amounts determined for paragraph (a) and adding the
risk capital amount determined for paragraph (b), using the following formula —

Prescribed capital amount

X,y

\/Z correlation matrix, , X risk capital amount, X risk capital amount,

+ risk capital amountopyerational risk

2)

3)

(d)

(e)

where —

correlation matrix refers to the correlation matrix set out in Table 2 of Schedule 7;
and

x and y represent the risk in each subparagraph in paragraph (a);

adding the amount, if any, as calculated in accordance with rule 43, by which the
insurer’s adjustment for the loss absorbing capacity of future discretionary benefits
exceeds the cap on such adjustment; and

deducting the amount, if any, calculated in accordance with rule 44 to reflect the
loss absorbing capacity of any change in the deferred tax impact after applying the
steps in paragraphs (a), (b), (¢) and (d).

In the case of the risk capital amounts mentioned in subrule (1) which, in accordance
with these Rules, are required to be determined by the application of scenarios as
prescribed by these Rules, in applying those prescribed scenarios to determine the
relevant risk capital amounts, an applicable insurer must not change any —

(a)
(b)

margin over current estimates; or
deferred tax assets and liabilities.

An applicable insurer, for the purposes of subrule (1), should exclude from the
calculation of its relevant risk capital amounts, the risk exposures in respect of the amount
of any direct holdings, indirect holdings and synthetic holdings by the insurer in relation
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4

)

to a non-consolidated subsidiary of the insurer or an affiliate of the insurer which is a
regulated financial entity under rules 8(3)(f) and (h), 9(2)(a) and (b) and 10(2)(a) and (b).

An applicable insurer, for the purposes of subrule (1), may exclude from the calculation

of its prescribed capital amount, its risk exposures in respect of assets and liabilities

attributable to any separate fund it maintains —

(a) for the part of its long term business that is long term reinsurance business with
offshore risk, in accordance with section 21B(5)(e) of the Ordinance; and

(b) for the part of its general business that is general reinsurance business with offshore
risk, in accordance with section 25AA(4)(a) of the Ordinance.

Where a restricted capital component exists in respect of any separate sub-fund of
participating business maintained by an applicable insurer, for the purpose of determining
its prescribed capital amount, the insurer must —

(a) determine a separate prescribed capital amount based on the assets and liabilities in
respect of the restricted capital component of each sub-fund of participating
business, using the approach in subrule (1);

(b) determine a separate prescribed capital amount based on all its assets and liabilities,
other than those in respect of the restricted capital component, using the approach
in subrule (1); and

(c) determine its prescribed capital amount as the sum of the separate prescribed capital
amounts in paragraphs (a) and (b).

38. Look-through approach in general

Subject to rule 39, if an applicable insurer holds an asset or liability whose profit, income or
other return is dependent on an underlying risk exposure, it must identify the underlying risk
exposure in determining the relevant risk capital amounts under rule 37(1).

39. Look-through approach for portfolio investments

(1

)

If an applicable insurer holds a portfolio investment, in determining each relevant risk

capital amount in rule 37(1) an applicable insurer must —

(a) identify the underlying assets or liabilities of the portfolio investment, using the
approaches mentioned in subrules (2), (3), (4) and (5); and

(b) in determining each relevant risk capital amount, use the underlying assets or
liabilities identified in accordance with paragraph (a) in proportion to the insurer’s
holding in the portfolio investment.

For the purposes of subrule (1)(a) —

(a) subject to paragraph (b), an applicable insurer must identify all the underlying
assets or liabilities of the portfolio investment, to the extent of the granularity
required to determine each relevant risk capital amount in accordance with these
Rules (full look-through approach);

(b) subject to paragraph (c), if the insurer cannot identify some or all of the underlying
assets or liabilities of the portfolio investment after applying the full look-through
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€)

4

)

(©)

(d)

approach, the insurer must use the approach in subrule (3) (actual allocation-based
look-through approach);

subject to paragraph (d), if the insurer cannot identify some or all of the underlying
assets or liabilities of the portfolio investment after applying the full look-through
approach and actual allocation-based look-through approach (if applicable), the
insurer must use the approach referred to in subrule (4) to determine the
unidentified underlying assets or liabilities (mandate-based look-through
approach); and

if, after applying the full look-through approach, actual allocation-based look-
through approach (if applicable) and mandate-based look-through approach, there
remains an amount of underlying assets or liabilities of the portfolio investment
which the insurer cannot identify, the insurer must classify such amount as a
portfolio investment of no look-through.

In the actual allocation-based look-through approach, an applicable insurer must treat all
underlying debt securities of the same currency as a single debt security with a duration,
maturity and credit rating band that is the weighted average duration, maturity and credit
rating band of such debt securities.

For the purposes of the mandate-based look-through approach in subrule (2)(c) —

(2)

(b)

(©)

If -
(a)

(b)

subject to paragraph (b), in relation to the amount of underlying assets and liabilities
of the portfolio investment which cannot be identified, an applicable insurer must
assume that these are assets and liabilities that result from the amount being
invested, to the maximum extent allowed, in the class of assets under the investment
mandate or governing instrument of the portfolio investment that would result in
the highest prescribed capital amount for the insurer;

subject to paragraph (c), if there is any amount of unidentified underlying assets or
liabilities of the portfolio investment remaining after the application of the approach
in paragraph (a), the insurer must assume that this remaining amount is invested, to
the maximum extent allowed, in the class of assets under the investment mandate
or governing instrument, other than the class mentioned in paragraph (a), that would
result in the next highest prescribed capital amount for the insurer; and

if there continues to be any amount of unidentified assets or liabilities of the
portfolio investment remaining after the application of the approaches in
paragraphs (a) and (b), the insurer must continue to use the approach in paragraph
(b) until either the entire amount of underlying assets or liabilities of the portfolio
investment has been identified by reference to the classes of assets under the
investment mandate or governance instrument of the investment, or it is impractical
for the insurer to continue to use the approach in paragraph (b) to identify the
remaining underlying assets or liabilities.

any underlying asset of a portfolio investment held by an applicable insurer is in
turn a portfolio investment (underlying portfolio investment); or

any underlying asset held by an underlying portfolio investment mentioned in
paragraph (a) in turn is a portfolio investment, such that there are 3 or more layers
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of underlying portfolio investments between the portfolio investment held by the
insurer and the ultimate underlying assets and liabilities from which the profit,
income and other returns of the portfolio investment held by the insurer derive, the
insurer, for the purposes of subrule (1), must apply the approaches in subrule (2) in
accordance with subrule (6).

(6) For the purposes of subrule (5) —

(7)

(2)

(b)

(©)

(d)

subject to paragraph (b), an applicable insurer must apply the full look-through
approach in subrule (2)(a), to identify the underlying assets or liabilities ultimately
held through all the layers of the portfolio investments;

subject to paragraph (c), if the insurer cannot identify some or all of the ultimate
underlying assets or liabilities after applying the approach in paragraph (a), the
insurer must apply the actual allocation-based look-through approach in subrule
2)(b);

subject to paragraph (d), if the insurer cannot identify some or all of the ultimate
underlying assets or liabilities after applying the approaches in paragraphs (a) and
(b) (if applicable), the insurer must, for the purpose of identifying such unidentified
underlying assets and liabilities, apply the mandate-based look-through approach
in subrule (2)(c) by reference to the investment mandate or governing instrument
of the portfolio investment in the layer at which the insurer ceased being able to
identify the underlying assets or liabilities held by such portfolio investment in
applying the full look-through approach or actual allocation-based look-through
approach (if applicable); or

if, after applying the approaches in paragraphs (a), (b) and (c), there remains an
amount of such ultimate underlying assets or liabilities which the insurer has not
identified, the insurer must classify such amount as a portfolio investment of no
look-through.

In this rule —

portfolio investment of no look-through (& % % n% & $ ) means some or all of

the underlying assets or liabilities of the portfolio investment classified using the
approach in subrule (2)(d) or (6)(d).

40. Valuation of contractual options and financial guarantees in determining risk capital

amounts

(1) This rule applies to an applicable insurer which adopts 20% of the deterministic current
estimate as the time value of options and guarantees pursuant to rule 19(4).

)

For the risk capital amounts mentioned in rule 37(1) which are determined by the
application of scenarios as prescribed by these Rules, an applicable insurer, when
determining the relevant risk capital amounts, must ensure it maintains 20% of the
deterministic current estimate (after applying those scenarios), as adopted pursuant to
rule 19(4), as the time value of options and guarantees.
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41. Recognition of insurance risk mitigating effect

(D

2

)

In determining the relevant risk capital amounts mentioned in rule 37(1), an applicable
insurer may utilize a contract of reinsurance as an insurance risk mitigation arrangement
to reduce its potential losses under adverse events, if the contract is recognized in
accordance with subrule (2).

A contract of reinsurance is recognized for the purposes of subrule (1) if —

(a)

(b)

(©)

(d)

(e)

(H

(2

(h)

@)

the applicable insurer, as the ceding insurer under the contract of reinsurance,
transfers insurance risk to a reinsurer;

the transfer of risk to the reinsurer under the contract of reinsurance is effective and
is clearly defined in the contract;

the contract of reinsurance is binding on the parties, legally effective and
enforceable in all relevant jurisdictions;

the insurer has taken all appropriate steps to ensure the effectiveness of the
arrangement and operation of the contract of reinsurance and to address the risks
related to the contract, including any risk that may result in a discontinuation of the
transfer of risk under the contract;

in the event of a default, insolvency or bankruptcy of the reinsurer, or other credit
event adversely impacting the reinsurer set out in the contract of reinsurance, the
insurer has a direct legally enforceable claim on the reinsurer under the contract of
reinsurance;

there is no double counting by the insurer of the insurance risk mitigating effect of
the contract of reinsurance in valuing its assets or liabilities for the purposes of
these Rules and in determining the relevant risk capital amounts mentioned in rule
37(1);

if the contract of reinsurance results in the insurer being materially exposed to basis
risk resulting from a potential mismatch between the coverage under the contract
of reinsurance and the insurance risk to which the insurer is exposed, the insurer
allows for such basis risk in deriving the insurance risk mitigation effect of the
contract of reinsurance;

the derivation of the insurance risk mitigation effect of the contract of reinsurance
by the insurer does not result in creating other risks or adding material basis risk to
the insurer, unless such risk is well addressed;

the insurer is able to demonstrate that the contract of reinsurance adequately
mitigates its insurance risk under a range of gross loss scenarios; and

the reinsurer which is a party to the contract of reinsurance has adequate credit
quality to guarantee, with appropriate certainty, that the insurer will receive the
protection in the cases specified by the contracting parties in the contract.

For the purposes of subrule (1) and subject to subrule (4), if the term of the contract of
reinsurance is due to expire within 365 days from the valuation date, an applicable insurer
must adjust the risk mitigating effect of the contract to reflect only the outstanding term
of the contract as of the valuation date, using the following multiplicative adjustment —

Min [1

Number of days to expiry of contract of reinsurance as at valuation date

" Min(365,Number of days of outstanding term of underlying risk exposure)l’
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If the term of the contract of reinsurance is due to expire within 365 days from the
valuation date, instead of applying the adjustment in subrule (3), the applicable insurer
may make an assumption that the contract will be renewed on expiry, provided that in
making that assumption the insurer satisfies following conditions —

(a)
(b)

the insurer takes into account the costs of renewing the contract in its assumptions

and reflects such costs in the valuation of assets and liabilities; and

the insurer —

(1) can justify as realistic its assumption that the contract will renew on expiry
and that the risk mitigating effect will thus continue after expiry;

(i) has credible evidence to support its assumption in subparagraph (i); and

(ii1)) provides the Authority, upon request, with the justification and evidence of
its assumption in subparagraph (i).

42. Recognition of financial risk mitigation effect

(1

)

In determining the relevant risk capital amounts mentioned in rule 37(1), an applicable
insurer may utilize a financial risk mitigation arrangement to reduce its potential financial
losses under adverse events in accordance with subrule (2).

For the purposes of subrule (1), an applicable insurer may recognize the financial risk
mitigation effect of contractual arrangements only if the following criteria are met —

(a)
(b)
(c)
(d)

(e)

)

(2
(h)
(i)

the contractual arrangement has a risk mitigating effect on a specific exposure,
specific exposures or a pool of specific exposures of the insurer;

the transfer of risk to the counterparty under the contractual arrangement is
effective and is clearly defined in the contract;

the contractual arrangement is binding on the parties, legally effective and
enforceable in all relevant jurisdictions;

the insurer has taken all appropriate steps to ensure the effectiveness of the
arrangement (such as clear documentation on the undertaking of the counterparty
to pay the protection in specified circumstances), and to address the risks related to
that arrangement, including any risk that may result in a discontinuation of the
transfer of risk under the arrangement;

in the event of a default, insolvency or bankruptcy of a counterparty, or other credit
event adversely impacting the counterparty set out in the relevant contractual
arrangement, the insurer has a direct legally enforceable claim on the counterparty
under the contractual arrangement;

there is no double counting by the insurer of the market risk mitigation effect of the
arrangement in valuing its assets or liabilities for the purposes of these Rules and
in determining the relevant risk capital amounts mentioned in rule 37(1);

the derivation of the financial risk mitigation effect does not result in material basis
risk or in the creation of other risks, unless such risk is well addressed;

the insurer is able to demonstrate that the arrangement adequately mitigates its
financial risk under a range of loss scenarios; and

the counterparty of the contractual arrangement has adequate credit quality to
guarantee, with appropriate certainty, that the insurer will receive the protection in
the cases specified by the contracting parties in the contract.
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3)

(4)

)

Min (1,

For the purposes of subrule (1) and subject to subrule (4), if the term of the contractual
arrangement is due to expire within 365 days from the valuation date, an applicable
insurer must adjust the risk mitigating effect to reflect only the outstanding term of the
arrangement as of the valuation date, using the following multiplicative adjustment —

number of days to expiry of contract as at valuation date)
365 )

If the contract term of a financial risk mitigation arrangement is due to expire within 365
days from the valuation date, instead of applying the adjustment in subrule (3), the
applicable insurer may make an assumption that the risk mitigation arrangement will roll
over on expiry and recognize the mitigating effect of the arrangement in accordance with
subrule (5), provided that in making that assumption the insurer satisfies the following
conditions —
(a) the insurer takes into account the costs of the roll over in its assumptions and reflect
such costs in the valuation of assets and liabilities; and
(b) the insurer —
(1) can justify as realistic its assumption that the arrangement will renew on
expiry and that the risk mitigating effect will thus continue after expiry;
(i) has credible evidence to support its assumption in subparagraph (i); and
(ii1)) provides the Authority, upon request, with the justification and evidence of
its assumption in subparagraph (i).

If, in relation to a financial risk mitigating arrangement with a contract term that is due
to expire within 365 days of the valuation date, an applicable insurer satisfies the
conditions in subrule (4), the insurer may maintain the same risk mitigating effect of the
arrangement up to the end of the assumed period for which the arrangement is rolled over.

43. Adjustment to prescribed capital amount to reflect the loss absorbing capacity of future
discretionary benefits

(1

2

3)

In determining the relevant risk capital amounts mentioned in rule 37(1), an applicable
insurer may only take into account the effect of additional management actions that
comply with rule 21 and impact on future discretionary benefits in relation to its long
term business.

Subject to subrule (1), the effect of additional management actions on future
discretionary benefits taken into account in the calculation of the risk capital amounts
mentioned in rule 37(1) is subject to a cap determined in accordance with subrule (5).

The applicable insurer must, using the formula in subrule (4), determine the amount of

usage of the loss absorbing capacity of future discretionary benefits under each sub-risk

module by —

(a) calculating the difference in the present value of future discretionary benefits before
and after additional management actions based on the same stressed assumptions;
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(b) multiplying the difference calculated in paragraph (a) by —

(1) in the case of the interest rate risk, credit spread risk and equity risk, the ratio
of the present value of future discretionary benefits based on the base
assumptions before additional management actions to the present value of
future discretionary benefits based on the stressed assumptions before
additional management actions; and

(i) in the case of other sub-risks, 100%.

(4) The formula mentioned in subrule (3) is —

LAC usage = (PV FDByithout add mgmt action@Stressed assumptions
— PV EDBy,ith add mgmt action@Stressed assumptions)
X adjustment ratio
where —
LAC usage means the amount of usage of the loss absorbing capacity of future
discretionary benefits;

adjustment ratio =
PV FDByithout add mgmt action@base assumptions

or interest rate , credit spread and equity risks
PV FDBywithout add mgmt action@stressed assumptions ’ f ! p quity

100% , for other risks

where —

PV FDByithout add mgmt action@Stressed assumptions means the present value of
future discretionary benefits before additional management actions based on stressed
assumptions;

PV FDB yith ada mgmt action@Stressed assumptions means the present value of
future discretionary benefits after additional management actions based on stressed
assumptions; and

PV FDB yithout add mgmt action@base assumptions means the present value of future
discretionary benefits before additional management actions based on the base
assumptions.

(5) An applicable insurer must determine a cap on the total amount of adjustment for the loss
absorbing capacity of future discretionary benefits it may make in calculating its
prescribed capital amount, by using the following formula —

LAC cap = Max(PV FDB, 45 — PV FDB,in, 0)
where —
LAC cap means the cap on the total amount of adjustment for the loss absorbing capacity

of future discretionary benefits the insurer may make in calculating its prescribed capital
amount;
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(6)

(7

(8)

PV FDB,,s. means the present value of future discretionary benefits under the base
scenario, net of reinsurance, based on the base assumptions; and

PV FDB ,,;, means the present value of the lowest allowed future discretionary benefits
in accordance with the insurer’s board-approved policy, net of reinsurance, based on the
base assumptions.

If the total amount of adjustment for the loss absorbing capacity of future discretionary
benefits applied by an applicable insurer in determining its prescribed capital amount
exceeds the cap calculated in accordance with subrule (5), the insurer, in accordance with
rule 37(1)(d), must add the amount of the excess, as calculated using the following
formula, for the purpose of determining its prescribed capital amount —

Max(o' PCAWithout add mgmt action — PCAWith add mgmt action ~— LAC Cap)

where —

PCA yithout add mgmt action Means the prescribed capital amount as aggregated using the
formula in rule 37(1)(c) with each risk capital amount before applying the additional
management actions on future discretionary benefits; and

PCA \ith add mgmt action Mmeans the prescribed capital amount as aggregated using the
formula in rule 37(1)(c) with each risk capital amount after applying the additional
management actions on future discretionary benefits.

For the purposes of subrule (6), the applicable insurer must determine the risk capital
amounts before the additional management actions on future discretionary benefits by
adding the amount of usage of the loss absorbing capacity as determined in accordance
with subrule (3) to the risk capital amounts after the additional management actions on
future discretionary benefits.

Risk Capital amount,yithout add mgmt action
= Risk capital amount,itn qada mgmt action + LAC usage

In this rule —

additional management actions (3f *t ¢ L {7 > ) means the management actions
assumed in the valuation of insurance liabilities after stress is applied in determining the
relevant risk capital amount, beyond those assumed in the valuation of insurance

liabilities before any stress is applied,

base assumptions (£ # 3% ) means the assumptions as used for the valuation of
insurance liabilities before any stress is applied;

stressed assumptions (% & 3% ) means the assumptions as used for the valuation of
insurance liabilities after stress is applied in determining the relevant risk capital amount.
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44. Adjustment to prescribed capital amount to reflect loss absorbing capacity of deferred
tax

(1) Subject to subrule (4), an applicable insurer may make a deduction in accordance with
rule 37(1)(e) to reflect the loss absorbing capacity of the deferred tax impact resulting
from the steps in rule 37(1)(a) to (d) for the purposes deriving its prescribed capital
amount.

(2) The applicable insurer must calculate the amount of the deduction referred to in subrule
(1) by applying the effective tax rate to the pre-tax prescribed capital amount, where —
(a) the pre-tax prescribed capital amount of the insurer is the amount calculated in
accordance with rule 37(1)(a) to (d); and
(b) the effective tax rate is the amount calculated as follows and capped at 16.5% —

(1) if the total current tax amount excluding premium-based tax recognized is
negative, while the change in retained earnings (after adjustment for any
dividends of the insurer), during the period to which the current tax amount
relates is positive, the insurer must calculate the effective tax rate using the
following formula —

ef fective tax rate

Total current tax amount excluding premium-based tax recognized
ARetained earnings
+total current tax amount excluding premium-based tax recognized

= Min| 16.5%, Absolute

where —

current tax amount refers to the insurer’s current tax amount excluding any tax

amount associated with the adjustment to assessable profits due to change in

insurance capital requirements in section 23AAAD, 23AAAE or 23AD of the

Inland Revenue Ordinance (Cap.112); and

Aretained earnings means the insurer’s retained earnings at the end of the period

to which the current tax amount relates minus the insurer’s retained earnings at the

beginning of such period, after adjustment for any dividends of the insurer during

such period;

(i1) otherwise, the insurer must calculate the effective tax rate using the following
formula —

ef fective tax rate

Total current tax amount excluding premium-based tax recognized
ARetained earnings
+total current tax amount excluding premium-based tax recognized

= Max| 0,Min| 16.5%,
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4

)

(6)

(7

where —

current tax amount refers to the insurer’s current tax amount excluding any tax amount
associated with the adjustment to assessable profits due to change in insurance capital
requirements in section 23AAAD, 23AAAE or 23AD of the Inland Revenue Ordinance
(Cap.112); and

Aretained earnings means the insurer’s retained earnings at the end of the period to
which the current tax amount relates minus the insurer’s retained earnings at the
beginning of such period, after adjustment for any dividends of the insurer during such
period.

For the purposes of subrule (2)(b), subject to subrules (4) and (5), an applicable insurer
must base its determination of the effective tax rate on the latest available tax assessment
for the specified period as of the valuation date.

For the purposes of subrule (3), the specified period is —

(a) if the latest financial year end of the applicable insurer is earlier than the
commencement date — the period between the commencement date and the
valuation date;

(b) if the period between the commencement date and the latest financial year end of
the applicable insurer covers less than 3 consecutive financial years before the
valuation date — the period between the commencement date and the latest financial
year end date; or

(c) if the period between the commencement date and the latest financial year end of
the applicable insurer covers at least 3 consecutive financial years before the
valuation date — the period of 3 consecutive financial years ending on the latest
financial year end date.

If the specified period determined in subrule (4) is more than one year, the effective tax
rate for the purposes of subrule (2)(b) is the average of the effective tax rates of each of
the financial reporting periods, as the case may be, as determined in accordance with
subrule (2)(b) for each year.

If the amount for the loss absorbing capacity of the deferred tax impact determined under
subrule (1) would result in an increase in the deferred tax assets of the applicable insurer,
the insurer may make the deduction in rule 37(1)(e) in determining its prescribed capital
amount, provided that the insurer considers, and is able to justify, that it is probable that
future taxable profit will be available against which the deferred tax asset can be utilized.

In this rule —
commencement date (* »< P ¥ ) means the commencement of these Rules or the date
on which an applicable insurer commences carrying on insurance business in or from

Hong Kong, whichever is the later;

current tax amount (% ¥ 34f%f) means the amount of taxes payable or recoverable
based on the taxable profit or tax loss for a period.
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Division 2 — Market Risk

45. Risk capital amount of market risk

(D

2

€)

4

To determine its risk capital amount for market risk, an applicable insurer must —
(a) inrespect of its assets and liabilities that are sensitive to market risk, determine the
risk capital amount for each of the following sub-risks —
(1) interest rate risk, in accordance with rule 47;
(i) credit spread risk, in accordance with rule 48;
(ii1) equity risk, in accordance with rule 49;
(iv) property risk, in accordance with rule 50; and
(v) currency risk, in accordance with rule 51; and
(b) aggregate the risk capital amounts for the sub-risks mentioned in paragraph (a)(i),
(i1), (iii), (iv) and (v) according to the formula mentioned in subrule (2).

The formula mentioned in subrule (1)(b) is —

Risk capital amount y g ket risk

= \/Z correlation matrixg, X risk capital amountg X risk capital amount,
st

where —

correlation matrix refers to the correlation matrix set out in —

(a) Table 3A of Schedule 7, if interest rate upward stress is applied in determining the
risk capital amount of interest rate risk under rule 47(1); and

(b) Table 3B of Schedule 7, if interest rate downward stress is applied in determining
the risk capital amount of interest rate risk under rule 47(1); and

s and ¢ represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

For the purposes of subrule (1)(a), any reduction in the change in net asset value resulting
from the revaluation of derivatives for which the contractual arrangements do not meet
the criteria in rule 42 must be excluded when determining the risk capital amount for any
sub-risk referred in subrule (1)(a)(i), (ii), (iii), (iv) or (v).

If any risk capital amount for a sub-risk referred in subrule (1)(a)(i), (i), (iii), (iv) or (V)
is negative, the risk capital amount for that sub-risk must be set to zero before being
aggregated under subrule (2).

46. Recalculation of matching adjustment under interest rate, credit spread and equity risks

(1

Subject to subrule (5), for the purpose of calculating the risk capital amounts for interest
rate risk (under both interest rate upward and interest rate downward stress scenarios),
credit spread risk and equity risk, an applicable insurer to which Schedule 5 applies must
re-value the long term insurance liabilities in its MA portfolios by recalculating the
matching adjustment in accordance with the formula set out in subrule (2). To avoid
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doubt, no recalculation of the matching adjustment under Schedule 5 must be made for
the other sub-risks of market risk, or for risks other than market risk.

(2) The formula mentioned in subrule (1) is —

Matching adjustmentesseq = adjusted spreadgiressea X application ratiogtressed
+ weighted constant prescribed spread, ;. X predictability factory,g,

X Max [Min <20%, eligible asset percentagey e

asset dollar durationg esseq

B ,0 lified LTA
liability dollar durationstresse) ] + qualifie base

where —

(a) each component is determined in accordance with Schedule 5; but

(b) application ratiostressed, asset dollar durationstressed, liability dollar durationstressed are
recalculated under interest rate risk stress, credit spread risk stress and equity risk
stress, and adjusted spreadstressed 1s recalculated under credit spread risk stress.

(3) For purpose of recalculating the matching adjustment under subrules (1) and (2), in the
case of interest rate risk stress, credit spread risk stress and equity risk stress, an
applicable insurer must —

(a) recalculate the application ratio in section 6 of Schedule 5 using a duration factor
which is recalculated in accordance with section 8 of Schedule 5 under stress, but
with the predictability factor unchanged; and

(b) recalculate the constant prescribed spread component in section 9(1) of Schedule 5
by recalculating and applying the asset dollar duration and liability dollar duration
under stress, but with no change to the constant prescribed spread, predictability
factor and eligible asset percentage.

(4) For purpose of recalculating the matching adjustment under subrules (1) and (2), in the
case of credit spread risk stress, for eligible assets that are subject to credit spread risk
(other than sovereign bonds as described in rule 48(3)(a)), an applicable insurer may
recalculate the adjusted spread in accordance with section 5 of Schedule 5 by adding the
corresponding credit spread stress factor under rule 48 as reduced by the relevant
reduction factor in accordance with the following formula —

Adjusted spreadtress
= Adjusted spreads.

+ w; X Credit spread stress factor;

Eligible Assets subject to credit spread risk i
X (1 —reduction factor;)

where —

w; means weight assigned to the eligible assets calculated in accordance with section 5
of Schedule 5;

credit spread stress factor means the credit spread stress factor under rule 48; and
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reduction factormeans the factor set out in Table 1 (according to the whether the
eligible asset is rated, and if so, credit rating band of eligible assets).

Table 1
Prescribed Reduction Factor (%)
Column 1 Column 2
Credit rating band Reduction factor (%)
1 40
2 40
3 45
4 55
5 or below 100
Unrated 77.5

(5) An applicable insurer which has practical difficulty in performing full calculation of the
matching adjustment of a MA portfolio under credit spread risk, interest rate risk and
equity risk scenarios may opt to adopt simplified alternatives specified by the Authority.

47. Risk capital amount for interest rate risk

(1) Subject to rule 46, an applicable insurer must determine the risk capital amount for
interest rate risk as the reduction in its net asset value based on the scenario as specified
in paragraph (a) or (b) that results in the lowest net asset value for the insurer as a
whole —

2

(a)

(b)

applying the upward stressed risk-free yield curve and upward stressed prime rate
(if applicable) under subrules (2) and (5) to all assets and liabilities sensitive to
interest rate risk; or

applying the downward stressed risk-free yield curve and downward stressed prime
rate (if applicable) under subrules (2) and (5) to all assets and liabilities sensitive to
interest rate risk.

Subject to subrules (3) and (4), the interest rate upward and downward stressed risk-free
yield curves for each specified currency are generated in accordance with Schedule 4,
but with the following adjustments —

(a)

multiplying each observable market rate of the respective risk-free yield curve by

X, where X is calculated as 1 plus —

(1) the corresponding upward stress factor in column 2 of Table 2, in the case of
the upward stressed risk-free yield curve; and

(i) the corresponding downward stress factor in column 3 of Table 2, in the case
of the downward stressed risk-free yield curve,

for each relevant term in column 1 of Table 2 until the last liquid point (as

prescribed in Schedule 4) for the specified currency; and
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3)

(4)

)

(b)

Table 2

Upward and Downward Stress Factors — Risk-free Yield Curve
Column 1 Column 2 Column 3
Term (in year) Upward Downward
1 307% -75%
2 194% -66%
3 181% -64%
4 173% -63%
5 160% -61%
6 144% -59%
7 134% -57%
8 125% -55%
9 119% -54%
10 114% -53%
15 99% -49%
20 76% -43%
30 73% -42%
50 73% -42%

multiplying the ultimate forward rate of the respective risk-free yield curve (as
prescribed in Schedule 4) by —

(1) 1.1, in the case of the upward stressed risk-free yield curve; and

(i) 0.9, in the case of the downward stressed risk-free yield curve.

If any observable market rate is negative, in generating the stressed risk-free yield curves,
the applicable insurer may not apply the adjustments in subrule (2)(a) to the negative rate.

Each point on the interest rate upward and downward stressed risk-free yield curves
generated pursuant to subrule (2) is capped at the corresponding point on the risk-free
yield curve plus 200 basis points, and floored at corresponding point on the risk-free yield
curve minus 200 basis points.

In the case of an applicable insurer with onshore reverse mortgage insurance —

(2)

(b)

the additive upward stress to the prime rate associated with the contract of insurance
that the insurer must also apply to its onshore reverse mortgage insurance for the
purposes of subrule (1)(a) is the stress factor determined in accordance with column
2 of Table 3; and

the additive downward stress to the prime rate associated with the contract of
insurance that the insurer must also apply to its onshore reverse mortgage insurance
for the purposes of subrule (1)(b) is the stress factor determined in accordance with
column 3 of Table 3.
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Table 3
Upward and Downward Stress Factors — Prime Rate

Column 1 Column 2 Column 3
Prime rate Upward Downward

Lower than or equal to 5% 2.50% -1.00%
Higher than 5% but lower than or equal to 6% 3.25% -1.75%
Higher than 6% but lower than or equal to 7% 3.75% -2.25%
Higher than 7% but lower than or equal to 8% 4.25% -3.00%
Higher than 8% but lower than or equal to 9% 4.75% -3.75%
Higher than 9% but lower than or equal to 10% 5.25% -4.50%
Higher than 10% but lower than or equal to 11% 6.00% -5.25%
Higher than 11% but lower than or equal to 12% 6.50% -6.00%
Higher than 12% but lower than or equal to 13% 7.00% -6.75%
Higher than 13% but lower than or equal to 14% 7.50% -7.50%
Higher than 14% but lower than or equal to 15% 7.50% -8.25%
Higher than 15% but lower than or equal to 16% 6.50% -9.00%
Higher than 16% but lower than or equal to 17% 5.50% -9.75%
Higher than 17% but lower than or equal to 18% 4.50% -10.50%
Higher than 18% but lower than or equal to 19% 3.50% -11.25%
Higher than 19% 2.50% -11.75%

(6) For an asset with a callable option, an applicable insurer must determine whether such
option is exercisable and reflect the effect in deriving the risk capital amount under
subrule (1)(a) or (b).

48. Risk capital amount for credit spread risk

(1) Subject to rule 46, an applicable insurer must determine the risk capital amount for credit
spread risk as the reduction in its net asset value resulting from applying the credit spread
stress factor to its assets and liabilities which are sensitive to changes in the level and
volatility of credit spreads.

(2) Subject to subrule (3), the credit spread stress factors set out in Table 4 are applied

additive to the credit spread at base scenario, corresponding to the credit rating band and
remaining term to maturity of the relevant asset or liability.
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Table 4
Credit Spread Stress Factors in Basis Points

Credit
rating
band

Column 1

AN DN B W=

7

Unrated

Remaining term to maturity

More More More More More
than 5 than 10 than 15 than 20 than 25
Not more More
than 5 years but  years but years but years but years but than 30
years not more not more notmore notmore not more years
than 10 than 15 than 20 than 25 than 30
years years years years years
Column2 Column3 Column4 Column5 Column6 Column?7 @ Column 8
95 85 75 70 65 60 55
110 100 90 85 75 70 60
175 145 130 120 110 100 90
275 220 200 180 165 150 135
425 390 355 325 295 265 245
640 585 530 485 440 400 365
640 585 530 485 440 400 365
350 305 277.5 252.5 230 207.5 190

(3) For the purpose of determining the credit spread stress factor under subrule (2) —

4

(a)

(b)

(©)
(d)

(e)

despite the stress factors in Table 4, a sovereign bond may be assigned a credit

spread stress factor of 0 basis point only if —

(1) its credit rating is in credit rating band 1 or 2; or

(i) it is a government bond issued in a jurisdiction whose specified currency is
set out in Table 1 of Schedule 4 and it is denominated in that specified
currency;

to avoid doubt, an asset which is issued by a recognized multilateral development

bank or supranational organization is treated as a sovereign bond and paragraph

(a)(i) applies to it;

in the case of a recognized green bond, a factor of 0.9 is multiplied to the stress

factor in Table 4;

in the case of an asset, under which a portion of the obligations of the issuer is

guaranteed by an eligible guarantee, the portion of the asset which is guaranteed

maybe assigned with a credit spread stress factor based on the credit rating band of

the guarantee provider rather than the issuer; and

to avoid doubt, an asset which is issued by a public sector entity without an eligible

guarantee from a sovereign, must be assigned with a credit rating stress factor based

on the credit rating band of the entity as a corporate.

In this rule —

recognized green bond (37 ' ¢ i %) refers to a bond for which pre-issuance
external verification has been obtained from an independent and qualified international
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third party that the bond meets the green criteria or principles issued by the Authority in
a notice published in the Gazette.

49. Risk capital amount for equity risk

(1) Subject to rule 46, an applicable insurer must determine the risk capital amount for equity
risk as the reduction in its net asset value resulting from applying the adjusted equity
downward stress factor determined pursuant to subrule (2) to its assets and liabilities
which are sensitive to changes in market prices or volatility of equity.

(2) Subject to subrules (3), (4) and (5), the adjusted equity downward stress factor is applied
multiplicatively and —

(a) the adjusted equity downward stress factor for developed market listed equities,
emerging market listed equities, portfolio investments of no look-through and other
equities is determined pursuant to Table 5 as the sum of —

(i) the equity downward stress factor in column 2 of Table 5 corresponding to
the type of equities in column 1 of Table 5; and

(i) the most recent countercyclical adjustment specified by the Authority from
time to time for developed market listed equities, emerging market listed
equities, portfolio investments of no look-through and other equities, as the
case may be; and

(b) the adjusted equity downward stress factor for non-regulated investments in
affiliates (if not consolidated) and strategic investments, is the equity downward
stress factor in column 2 of Table 5 corresponding to the type of equities in column

1 of Table 5.
Table 5
Equity Downward Stress Factors
Column 1 Column 2
Type of equities Stress factor
Developed market listed equities 40%
Emerging market listed equities 50%
Non-regulated investment in affiliates 20%
(if not consolidated)

Strategic investments 20%
Portfolio investments of no look-through 50%
Other equities 50%

(equities other than the above categories)

(3) For purposes of subrule (2)(a)(i1), the countercyclical adjustment is capped at 10% and
floored at -10%.

(4) Where an equity is secondary listed, the equity downward stress factor set out in Table 5
must be applied based on the exchange on which the equity has its primary listing.
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)

(6)

(7

®)

)

(10)

Where an equity is listed on more than one securities exchange, there is no offset for net
long and short positions in that equity exposure from its listing on different exchanges.

An applicable insurer may only classify an equity as a strategic investment for the
purpose of applying the corresponding stress factor set out in Table 5, if it obtains
approval from the Authority to do so under subrule (9).

To obtain an approval under subrule (9), an applicable insurer must make an application
to the Authority for such approval in accordance with subrule (8) and make payment of
a prescribed fee.

An application under subrule (7) must —
(a) be made in writing;
(b) contain or be accompanied by particulars of —
(1) the details of the investment; and
(i) any other information as may be reasonably required by the Authority to
consider the application, having regard to guidelines published by the
Authority under section 133 of the Ordinance; and
(c) be served on the Authority.

On an application made under subrule (7), the Authority may, by written notice to the
applicable insurer, approve or reject the application and if it approves the application it
may do so subject to any conditions it may impose including in relation, but not limited
to —

(a) the period for which the approval is to remain in effect; and

(b) alimit on the amount or value of the investment classified as a strategic investment.

In this rule —

countercyclical adjustment (i3 % ¥ 4 &) means the adjustment reflecting risk arising
from changes in the level of equity prices, which is based on a function of the current
level of an appropriate equity index and a weighted average level of that index;

developed market listed equities (¢ % & 7 ¥+ 3 354&) means equities listed on the
securities exchanges of the jurisdictions set out in Table 1 of Schedule §;

emerging market listed equities (378 7 3~ % % 4#) means listed equities which are
not developed market listed equities;

e s

portfolio investment of no look-through (&£ ;% 7 % ¢ £ 3 37) has the meaning given

by rule 39.

50. Risk capital amount of property risk

(D

An applicable insurer must determine the risk capital amount for property risk as the
reduction in its net asset value resulting from applying a property downward stress factor
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2

of 25% to its assets and liabilities that are sensitive to changes in the market prices or
volatility of property.

In the case of an applicable insurer with onshore reverse mortgage insurance, the insurer
must apply the property stress in subrule (1) in respect of its onshore reverse mortgage
insurance.

51. Risk capital amount for currency risk

(1

2

An applicable insurer must determine the risk capital amount for currency risk as the sum
of the risk capital amounts for currency risk for each currency in which the insurer’s
assets and liabilities are denominated, as determined pursuant to subrule (2).

An applicable insurer must determine the risk capital amount for currency risk for each

currency against Hong Kong dollars, by multiplying —

(a) the relevant currency risk factor in column 2 of Table 6 corresponding to the
relevant currency in column 1 of Table 6; and

(b) the value of the net long or net short position in the relevant currency exposure
determined for the insurer’s assets and liabilities as a whole, after adjusting the
impact of any financial risk mitigation arrangement pursuant to rule 42.

Table 6
Currency Risk Factors for Currencies against Hong Kong Dollars
Column 1 Column 2
Currency Risk factor

AUD 25%
BRL 55%
CAD 25%
CHF 35%
CLP 30%
COP 35%
CZK 35%
DKK 30%
EUR 25%
GBP 25%
HKD 0%
HUF 45%
IDR 35%
ILS 25%
INR 15%
JPY 30%
KRW 25%
MOP 1%
MXN 30%
MYR 15%
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NOK 35%
NZD 40%
PEN 15%
PHP 15%
PLN 40%
RMB 10%
RON 30%
RUB 35%
SAR 5%
SEK 35%
SGD 15%
THB 20%
TRY 60%
TWD 10%
USD 1%
ZAR 55%
Others 60%

(3) In determining its net long or net short position in a relevant currency exposure against
Hong Kong dollars under subrule (2)(b), the insurer must exclude the margin over current
estimate.

Division 3 — Life Insurance Risk
52. Risk capital amount for life insurance risk

(1) To determine its risk capital amount for life insurance risk, an applicable insurer must —
(a) in respect of its assets and liabilities that are sensitive to life insurance risk,
determine the risk capital amount for each of the following sub-risks —
(1) mortality risk, in accordance with rule 54;
(i1) longevity risk, in accordance with rule 55;
(ii1) life catastrophe risk, in accordance with rule 56;
(iv) morbidity risk, in accordance with rule 57,
(v) expense risk, in accordance with rule 58; and
(vi) lapse risk, in accordance with rule 59; and
(b) aggregate the risk capital amounts for the sub-risks mentioned in paragraphs (a)(i)
to (vi) in accordance with the formula in subrule (2).

(2) The formula mentioned in subrule (1)(b) is —

Risk Capital amount Life insurance risk

= \/Z correlation matrix,, , X risk capital amount,, X risk capital amount,

mn
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3)

4

where —
correlation matrix refers to the correlation matrix set out in Table 4 of Schedule 7; and
m and n represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

For the purposes of subrule (1), where onshore reverse mortgage insurance is sensitive
to life insurance risk, an applicable insurer must include such business in the calculation

of the risk capital amounts for mortality risk, longevity risk and lapse risk in rules 54, 55
and 59.

If any risk capital amount for a sub-risk referred in subrule (1)(a)(i), (ii), (iii), (iv), (v) or
(vi) is negative, the risk capital amount for that sub-risk must be set to zero before being
aggregated in accordance with subrule (1)(b).

53. Homogenous risk group

(1

)

To determine its risk capital amount for each sub-risk mentioned in rule 52(1), an
applicable insurer must group its insurance liabilities with exposure to life insurance risk
into homogenous risk groups.

For the purposes of subrule (1), a homogeneous risk group is a collection of insurance
liabilities with similar risk characteristics, such that there is no significant offset between
the risks associated with the insurance liabilities in the group when calculating the risk
capital amount for each sub-risk mentioned in rule 52(1).

54. Risk capital amount for mortality risk

(1)

)

)

An applicable insurer must calculate the risk capital amount for mortality risk by —

(a) applying the mortality stress factor in subrule (2) to the best estimate mortality rates
for each homogenous risk group and determining the resulting reduction to its net
asset value; and

(b) determining the total sum of the reductions to its net asset value for each
homogenous risk group determined in paragraph (a) in accordance with the formula
in subrule (3).

For the purposes of subrules (1)(a) and (3), an applicable insurer applies the mortality

stress factor by —

(a) applying a multiplicative permanent increase of 12.5% to the best estimate
mortality rates for a homogenous risk group; and

(b) capping the stressed mortality rates resulting from the application of the permanent
increase mentioned in paragraph (a) at 100%.

The formula mentioned in subrule (1)(b) is —

Risk capital amountyriqiity = Z Max (ANAVgtressedr 0)
i
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where —

i refers to each homogeneous risk group; and

ANAV tresseq Tefers to the reduction in the net asset value resulting from the application
of the mortality stress factor in subrule (2) to the homogenous risk group.

55. Risk capital amount for longevity risk

(1

2

3)

An applicable insurer must calculate the risk capital amount for longevity risk by —

(a) applying the longevity stress factor in subrule (2) to the best estimate mortality rates
for each homogenous risk group and determining the resulting reduction to its net
asset value; and

(b) determining the total sum of the reductions to its net asset value for each
homogenous risk group determined in paragraph (a) in accordance with the formula
in subrule (3).

For the purposes of subrules (1)(a) and (3), an applicable insurer applies the longevity
stress factor by applying a multiplicative permanent decrease of 17.5% to the best
estimate mortality rates for a homogenous risk group.

The formula mentioned in subrule (1)(b) is —

Risk capital amountongevity = Z Max (ANAVtressedr 0)
i

where —

i refers to each homogeneous risk group; and

ANAV gressea refers to the reduction in net asset value resulting from the application of
the longevity stress factor in subrule (2) to the homogenous risk group.

56. Risk capital amount for life catastrophe risk

(D

)

An applicable insurer must determine the risk capital amount for life catastrophe risk as
the reduction in its net asset value resulting from applying the life catastrophe stress
factor mentioned in subrule (2) for the insurer as a whole.

For the purposes of subrule (1), an applicable insurer applies the life catastrophe stress

factor by —

(a) adding an absolute increase of 1.5 per mille to its best estimate mortality rates for
all its contracts of insurance with exposure to life insurance risk in the first 12
months from the valuation date; and

(b) capping the stressed mortality rates resulting from the application of the additive
amount mentioned in paragraph (a) at 100%.
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57. Risk capital amount for morbidity risk

(1) An applicable insurer must determine the risk capital amount for morbidity risk by —

2)

3)

(2)

(b)

(©)

(d)

assigning each disability benefit and morbidity benefit under its contracts of

insurance with exposure to life insurance risk to categories 1, 2, 3, or 4 as mentioned

in subrule (2), based on the category which most appropriately describes the benefit;
in the case of each homogenous risk group with disability benefits and morbidity
benefits assigned to categories 1, 2 and 3 mentioned in subrule (2) —

(1) applying the morbidity stress factors mentioned in subrule (3) to each such
homogenous risk group and determining the resulting reduction in its net asset
value for each homogenous risk group; and

(i) determining the total sum of the reductions to its net asset value mentioned in
subparagraph (i) for each category using the formula in subrule (5);

in the case of each homogenous risk group with disability benefits and morbidity

benefits assigned to category 4 mentioned in subrule (2) —

(i) applying the morbidity stress factors mentioned in subrule (4) to each such
homogenous risk group; and

(i) determining the resulting reduction in its net asset value in accordance with
subrule (4)(e); and

determining the total sum of the reductions in its net asset value for disability or

morbidity benefits from paragraphs (b) and (c).

The categories of disability or morbidity benefits mentioned in subrule (1)(a) are —

(2)

(b)

(c)

(d)

Category 1: Medical expenses — benefits under contracts of insurance that provide
compensation for medical expenses, based on the treatment or expenses incurred
by the policy holders, and not on the time spent in a given health status;

Category 2: Lump sum in case of a health event — benefits under contracts of
insurance that provide for one or more lump sum compensation upon the
occurrence of a specified, and usually severe, health event, such as the diagnosis of
cancer or another type of dread disease, or the occurrence of an accident resulting
in a certain level of disability;

Category 3: Short-term recurring payments — benefits under contracts of insurance
that provide for recurring amounts of compensation for a period that depends on
the time spent in a temporary health status, such as inability to work, hospitalization,
or similar status; and

Category 4: Long-term recurring payments — benefits under contracts of insurance
that provide for a fixed annuity in case of a long-term or permanently deteriorated
health status.

For the purposes of subrule (1)(b)(i), in relation to the disability benefits and morbidity
benefits assigned to categories 1, 2 and 3 —

(a)

if the applicable insurer has used disability and morbidity inception rates to model

its claim costs , the insurer applies the morbidity stress factor by —

(1) applying a multiplicative permanent increase to such best estimate inception
rates for each homogenous risk group, with such permanent increase being
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(b)

(©)

the percentage in Table 7 corresponding to the relevant benefit category and
contract term; and
(i) capping the stressed inception rates resulting from the application of the
permanent increase mentioned in subparagraph (i) at 100%;
if the insurer has not used inception rates to model its claim costs, but modelled
recovery rates, the insurer applies the morbidity stress factor by applying a
multiplicative permanent decrease to its modelled recovery rates for each
homogenous risk group, with such permanent decrease being the percentage in
Table 7 corresponding to the relevant benefit category and contract term; and
if the insurer has not modelled inception rates or recovery rates, the insurer applies
the morbidity stress factor by applying a multiplicative increase to the medical
claim payment amounts for each homogenous risk group, with such increase being
the percentage in Table 7 corresponding to the relevant benefit category and
contract term.

Table 7
Morbidity Stress Factors
Column 1 Column 2 Column 3
. Coverages with
Coverages with origingl term
original term (based (based on the
on the boundary
Benefit Category . boundary
determined under .
determined under
rule 14) shorter or
rule 14) longer than
equal to 5 years 5 years
1: Medical expenses 20% 8%
2: Lump sum in case of a health event 25% 20%
3: Short-term recurring payments 20% 12%
4: Long-term recurring payments 25% 20%

(4) For the purposes of subrule (1)(c), in relation to the disability benefits and morbidity
benefits assigned to category 4, an applicable insurer applies the morbidity stress factor

by —
(a)

(b)
(©)

for each homogeneous risk group —

(1) applying a multiplicative permanent increase to the best estimate disability
and morbidity inception rates for the homogenous risk group, with such
permanent increase being the percentage in Table 7 corresponding to the
relevant benefit category and contract term, subject to the stressed inception
rate resulting from application of the permanent increase being capped at
100%; and

(i1) determining the resulting reduction in its net asset value for the homogenous
risk group;

determining the sum of the reductions in its net asset value for each homogenous

risk group mentioned in paragraph (a) using the formula in subrule (5);

applying a multiplicative 20% permanent decrease to the best estimate recovery

rates for each same homogenous risk group mentioned in paragraph (a), and
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determining the resulting reduction in its net asset value for each homogenous risk
group;

(d) determining the sum of the reductions in its net asset value for each homogenous
risk group mentioned in paragraph (c) using the formula in subrule (5); and

(e) taking the greater of the reductions in its net asset value determined in paragraphs
(b) and (d) as the reduction in its net asset value for purposes of subrule (1)(c).

(5) The formula mentioned in subrules (1)(b)(ii) and (4)(b) and (d) is —

Risk Capital amountMorbidity,benefit category = Z Max (ANAVstressedr O)
i

where —

i refers to each homogeneous risk group; and

ANAV stresseq refers to the reduction in the net asset value resulting from the application
of the morbidity stress factors determined in accordance with subrule (1)(b) or (c), as the
case may be.

58. Risk capital amount for expense risk

(1) An applicable insurer must calculate the risk capital amount for expense risk as the
reduction in its net asset value resulting from the application of the expense stress factors
in subrule (2) to all homogeneous risk groups.

(2) For the purposes of subrule (1), an applicable insurer applies the following expense
stresses factors simultaneously by —

(a) applying a multiplicative increase of x% to its best estimate expense assumptions
for all homogeneous risk groups for all years, with x% being the percentage set out
in column 2 of Table 8 for the applicable geographical region in column 1 of Table
8, based on the location of expense risk or the location where the business is written;
and

(b) adding y% to its best estimate expense inflation assumptions for all homogeneous
risk groups for all years, with y% being the percentage set out in column 3 of Table
8 for the applicable geographical region in column 1 of Table 8, based on the
location of expense risk or the location where the business is written.
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Table 8
Expense Stress Factors

Column 1 Column 2 Column 3
Geographical region x% y%
Canada, Japan, Switzerland, the United 6% 1%
Kingdom and the United States of America
A member state of the European Economic 6% 1%
Area
Hong Kong and other developed markets 89, Year 1-10: 2%
defined in Table 2 of Schedule 8 Year 11 onwards: 1%
Year 1-10: 3%
Markets not listed in the regions above 8% Year 11-20: 2%
Year 21 onwards: 1%

59. Risk capital amount for lapse risk

(1) An applicable insurer must determine the risk capital amount for lapse risk as the greater
of the following —
(a) the level and trend lapse component determined in accordance with subrules (2)
and (3) for the insurer as a whole; and
(b) the mass lapse component determined in accordance with subrule (4) for the insurer
as a whole.

(2) For the purposes of subrule (1)(a), an applicable insurer must determine the level and
trend lapse component by —

(a) for each homogenous risk group —

(1) applying the upward lapse risk stress mentioned in subrule (3)(b)(i) to the
legal or contractual options mentioned in subrule (3)(a) for the homogenous
risk group and determining the resulting reduction to its net asset value; and

(i) applying the downward lapse risk stress mentioned in subrule (3)(b)(ii) to the
legal or contract options mentioned in subrule (3)(a) for the homogenous risk
group and determining the resulting reduction to its net asset value;

(b) taking the greater of the reductions in its net asset value determined in paragraph
(a)(i) and (ii), as the reduction in its net asset value for the homogeneous risk group
for the level and trend lapse component and determining the sum of the reductions
in its net asset value for all homogenous risk groups in accordance with the
following formula (to avoid doubt, with the amount in respect of any homogenous
risk group being zero if there is no resulting reduction in the net asset value) —

Risk capital amount;ye; and trend = z Max (ANAV | stressy, , ANAV | stresspown, 0)

l
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where—

i refers to each homogeneous risk group;

ANAV | stressup refers to the reduction in the net asset value for the homogeneous
risk group resulting from the application of the upward lapse risk stress in paragraph
(a)(i); and

ANAV | stresspown refers to the reduction in the net asset value for the homogeneous
risk group resulting from the application of the downward lapse risk stress in

paragraph (a)(ii).

(3) For the purposes of subrule (2)(a) —

(4)

(a)

(b)

(c)

an applicable insurer must apply the stresses to all legal or contractual options

which can significantly change the value of the future cash flows, including but not

limited to —

(1) policy lapse or surrender;

(i) partial withdrawal;

(iii) premium persistency, such as premium holiday; and

(iv) optional changes to insurance cover;

the stresses which the insurer must apply are, subject to paragraph (c) —

(1) for the upward stress in subrule (2)(a)(i), a multiplicative permanent increase
of 40% to its best estimates for the exercise rates of the legal or contractual
options, subject to the stressed exercise rate resulting from application of the
permanent increase to each option being capped at 100%; and

(i) for the downward stress in subrule (2)(a)(ii), a multiplicative permanent
decrease of 40% to its best estimates for the exercise rates of the legal or
contractual options; and

the upward stress mentioned in paragraph (b)(i) must only be applied in a manner

that increases policy lapses or reduces insurance cover, while the downward stress

mentioned in paragraph (b)(ii) must only be applied in a manner that decreases
policy lapses or increases insurance cover, as the case may be.

For the purposes of subrule (1)(b), an applicable insurer must determine the mass lapse
component by —

(2)

applying the following one-off instantaneous stresses to each homogeneous risk

group, and determining the resulting reduction in its net asset value from the

application of such stresses —

(1) an immediate 30% lapse or surrender of contracts of insurance which are
individual insurance policies or onshore reverse mortgage insurance policies;
and

(i1)) an immediate 50% lapse or surrender of contracts of insurance which are non-
individual insurance policies; and
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(b) inaccordance with the following formula, determining the sum of the reductions in
its net asset value for all homogenous risk groups determined in paragraph (a) (to
avoid doubt, with the amount in respect of any homogenous risk group being zero
if there is no resulting reduction in the net asset value) —

Risk capital amounty s = z Max (ANAV | shockgss, 0)
i
where —
i refers to each homogeneous risk group; and
ANAV | shockmass refers to the reduction in the net asset value resulting from the
application of the stresses in paragraph (a) to the homogenous risk group.

In this rule —

individual insurance policy (1 * %' % ¥ ) means a contract of insurance which is held
by a natural person as policy holder or by a trust of which a natural person is the settlor;

non-individual insurance policy (2“1 * %' i% ¥ ) means a contract of insurance
which is not an individual insurance policy.
Division 4 — General Insurance Risk

Subdivision 1 — Preliminary

60. Interpretation

(1)

In this Division —

earned premium (% ¥ %% ) means, in relation to a period of time, the portion of the

premium under a contract of insurance that relates to the insurance coverage under the
contract that elapses during that period;

net earned premium (7% ¥ /£ % % ) means earned premium that is net of reinsurance;

net-down procedures (% T A #2 5 ) means the process of estimating the net loss to an
applicable insurer under its general insurance business, by deducting from the gross loss,
the estimated insurance risk mitigation effect of any contract of reinsurance (being the
amount of the gross loss that is recoverable under that contract) that is recognized under
rule 41.
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(2) For the purpose of determining any risk capital amount under this Division which is
determined by applying prescribed catastrophe loss scenarios —

(a) if'the prescribed loss scenario consists of more than one loss event, in applying the
net-down procedures to those loss events an applicable insurer must assume that —
(1) the loss events are independent; and
(i) the insurer does not enter into any new contract of reinsurance, as a cedant,

between the loss events;

(b) if the prescribed loss scenario does not prescribe how losses arising from the
scenario are to be attributed to specific individual risks, the applicable insurer must
not recognize the insurance risk mitigation effect of any contract of reinsurance
which is a per risk excess of loss reinsurance, even if that contract is recognized
under rule 41; and

(c) if applying the prescribed loss scenario would result in premium being payable by
an applicable insurer to reinstate coverage under a contract of reinsurance under
which it is a cedant (outward reinstatement premium), or premium being
receivable by the insurer to reinstate coverage under a contract of reinsurance under
which it is a reinsurer (inward reinstatement premium), for determining its net
losses arising from the scenario in accordance with the applicable approaches
prescribed in this Division, the insurer —

(1) must add any outward reinstatement premium; and
(1)) may deduct any inward reinstatement premium.

(3) In this rule —

per risk excess of loss reinsurance (*& = AZ §f P& 35 £ " ) means a form of excess of loss
reinsurance which indemnifies a cedant against the amount of loss on an individual risk
(for example, a building) in excess of a specified retention with respect to each individual
risk.

61. Risk capital amount for general insurance risk

(1) To determine its risk capital amount for general insurance risk, an applicable insurer
|must —
(a) for its general insurance liabilities, determine the risk capital amount for each of
the following sub-risks —
(1) general insurance risk (other than mortgage insurance risk), in accordance
with rules 62 to 70; and
(1) mortgage insurance risk, in accordance with rules 71 to 80; and
aggregate the risk capital amounts for the sub-risks mentioned in paragraph (a)(i) and (ii)
in accordance with the formula in subrule (2).
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(2) The formula mentioned in subrule (1)(b) is —

Risk Capltal amount General insurance risk

= z correlation matrix,, ,,; X risk capital amount,; X risk capital amount,,

ul,vi

where —
correlation matrix refers to the correlation matrix set out in Table 5 of Schedule 7; and
ul and v represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

Subdivision 2 — General Insurance Risk (other than Mortgage Insurance Risk)
62. Risk capital amount for general insurance risk (other than mortgage insurance risk)

(1) To determine its risk capital amount for general insurance risk (other than mortgage
insurance risk), an applicable insurer must —
(a) determine the risk capital amount for each of the following sub-risks —
(i) reserve and premium risk, in accordance with rules 63 to 65; and
(i) general insurance catastrophe risk, in accordance with rules 66 to 70; and
(b) aggregate the risk capital amounts for the sub-risks mentioned in paragraph (a)(i)
and (ii) in accordance with the formula in subrule (2).

(2) The formula mentioned in subrule (1)(b) is —

Risk Capltal amount general insurance risk (other than mortgage insurance risk)

= Z correlation matrix,; ,,, X risk capital amount,, X risk capital amount,,

u2,v2

where —
correlation matrix refers to the correlation matrix set out in Table 6 of Schedule 7; and
u2 and v2 represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

63. Risk capital amount for reserve and premium risk

(1) To determine its risk capital amount for reserve and premium risk, an applicable
insurer —
(a) must determine its risk capital amount for each of the following sub-risks —
(1) reserve risk for each general insurance line of business, in accordance with
rule 64; and
(i) premium risk for each general insurance line of business, in accordance with
rule 65;
(b) must determine its risk capital amounts for reserve and premium risk for each
general insurance line of business by aggregating the risk capital amounts for the
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sub-risks mentioned in paragraph (a)(i) and (ii) for the corresponding general
insurance lines of business, in accordance with the formula in subrule (2);

(c) may apply the adjustment, if any, to the risk capital amounts for reserve and
premium risk for each general insurance line of business in accordance with subrule
(3) to take account of geographical diversification; and

(d) must aggregate the risk capital amounts for reserve and premium risk for each
general insurance line of business after the adjustment mentioned in paragraph (c),
if any, in accordance with the formula in subrule (4).

(2) The formula mentioned in subrule (1)(b) is —

Risk Capltal amount peserve and premium risk_LOB

= z correlation matrix,s ,3 X risk capital amount,; X risk capital amount,;

u3,v3

where —
correlation matrix refers to the correlation matrix set out in Table 7 of Schedule 7; and
u3 and v3 represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

(3) For the purposes of subrule (1)(c), an applicable insurer may adjust the risk capital
amount for reserve and premium risk for each general insurance line of business to take
account of geographical diversification using the formula —

Risk Capltal amount reserve and premium after geographical diversification=
Risk Capltal amount reserve and premium before geographical diversification X (0-75 +

¥ixi?
0.25 % (Zixi)z)’

where x; 1s the sum of —

(a) the exposure base of reserve risk determined under rule 64(2) for a general
insurance line of business in a risk region as defined in Table 3 of Schedule 8; and

(b) the exposure base for premium risk determined under rule 65(2) for the same
general insurance line of business and same risk region.

(4) The formula mentioned in subrule (1)(d) is —

Risk capital amount geserve and premium risk

= \/ Z correlation matrixy, 4 X risk capital amountgeserve and premium_usa X Tisk capital amountpegerve and premium, v4
ud,v4

where —
correlation matrix refers to the correlation matrix in Table 8 of Schedule 7; and
u4 and v4 represent the corresponding general insurance lines of business.
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(6)

(7

(8)

If the insurance risk mitigation effect of a contract of reinsurance that is recognized under
rule 41 is not fully taken into account in the risk capital amount of reserve and premium
risk, an applicable insurer may only take into account the additional insurance risk
mitigation effect of such contract in determining its risk capital amount for reserve and
premium risk if it obtains approval from the Authority to do so under subrule (8).

To obtain an approval under subrule (8), an applicable insurer must make an application
to the Authority for such approval in accordance with subrule (7) and make payment of
a prescribed fee.

An application under subrule (6) must —
(a) be made in writing;
(b) contain or be accompanied by particulars of —

(i) the contract of reinsurance;

(i1)) how the applicable insurer proposes to take account of the insurance risk
mitigation effect of the contract in determining its risk capital amount for
reserve and premium risk; and

(ii1)) any other information as may be reasonably required by the Authority to
consider the application, having regard to guidelines published by the
Authority under section 133 of the Ordinance; and

(c) be served on the Authority.

On an application made under subrule (6), the Authority may, by written notice to the

applicable insurer, approve or reject the application and if it approves the application, it

may do so subject to any conditions it may impose including in relation, but not limited,

to —

(a) the period for which the approval is to remain in effect; and

(b) the approach or manner in which the insurance risk mitigation effect of the contract
of reinsurance may be taken into account in the determination of the risk capital
amount for reserve and premium risk.

64. Risk capital amount for reserve risk

(1

An applicable insurer must determine its risk capital amount for reserve risk for each
general insurance line of business in column 2 of Table 9 as the amount resulting from
multiplying its exposure base for reserve risk for that line of business by the
corresponding reserve risk factor in column 3 of Table 9.
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Table 9
Reserve Risk Factors

Column 1 Column 2 Column 3

Business General insurance line of business Reserve risk factor

Accident and health 25%

Motor 30%

Aviation 40%

Ships 40%

Goods in transit 40%

Direct Property damage 35%

Employees’ compensation—construction 30%

Employees’ compensation—non-construction 25%

General liability—public liability 30%

General liability—other liability 40%

Pecuniary loss—credit and other 55%

Accident and health 25%

Motor 30%

Aviation 40%

Proportional Sh.ips . 40%

reinsurance Goods in transit 40%

Property damage 35%

Employees’ compensation 30%

General liability 40%

Pecuniary loss—credit and other 55%

Accident and health 50%

Motor 50%

Non- Marine, aviation, and transport 50%

proportional Property damage 50%

reinsurance Employees’ compensation 50%

General liability 50%

Pecuniary loss—credit and other 50%

2)

3)

For the purposes of subrule (1), an applicable insurer’s exposure base for reserve risk for
a general insurance line of business, subject to subrule (3), is its outstanding claims
liabilities net of reinsurance for the line of business as at the valuation date, floored at
Zero.

Subject to subrule (4), in determining its exposure base for reserve risk for a general

insurance line of business, an applicable insurer may exclude a loss event’s outstanding

claims liability where the insurer’s maximum liability for the loss event is already

reflected in the outstanding claims liability and cannot be exceeded due to —

(a) the amount of such outstanding claims liability, considered together with any
relevant settled amount, being not less than the maximum limit of liability of the
insurer under the contract of insurance; or
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(4)

(b) the amount of such outstanding claims liability, considered together with any
relevant settled amount, being not less than the maximum amount of liability
retained by the insurer for the loss event, with any amount of liability exceeding
this being covered by contracts of reinsurance recognized under rule 41 for which
there is no dispute with any reinsurer on the reinsurance recoveries assumed.

An applicable insurer may only exclude outstanding claims liabilities mentioned in

subrule (3) from its exposure base for reserve risk if such liabilities —

(a) arise from an unexpected and extreme loss event; and

(b) form a significant portion of the insurer’s total outstanding claims liabilities net of
reinsurance.

65. Risk capital amount for premium risk

(1)

An applicable insurer must determine its risk capital for premium risk for each general
insurance line of business in column 2 of Table 10 as the amount resulting from
multiplying its exposure base for premium risk for that line of business by the
corresponding premium risk factor in column 3 of Table 10.

Table 10
Premium Risk Factors
Column 1 Column 2 Column 3
Business General insurance line of business Premium risk factor
Accident and health 10%
Motor 20%
Aviation 30%
Ships 30%
Goods in transit 30%
. Property damage 20%
Direct . .

Employees’ compensation—construction 40%

Employees’ compensation—non- o
construction 30%
General liability—public liability 20%
General liability—other liability 35%
Pecuniary loss—credit and other 25%
Accident and health 10%
Motor 20%
Aviation 30%
Proportional Ship S 30%
CeinSurance Goods in transit 30%
Property damage 30%
Employees’ compensation 30%
General liability 30%
Pecuniary loss—credit and other 25%
Accident and health 30%
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Column 1 Column 2 Column 3
Business General insurance line of business Premium risk factor
Motor 30%
Marine, aviation, and transport 30%
Non-

. Property damage 30%
proportional , : o
reinsurance Employees’ compensation 30%

General liability 30%
Pecuniary loss—credit and other 30%

(2) For the purposes of subrule (1), an applicable insurer’s exposure base for premium risk
for a general insurance line of business in column 2 of Table 10, is the sum of —
(a) the greater of —

(i) the insurer’s net earned premium for the general insurance line of business
for the period commencing 12 months immediately preceding the valuation
date and ending on the valuation date, floored at zero; and

(i1) the insurer’s estimated net earned premium for the same line of business
during the period commencing on the date immediately after the valuation
date and ending 12 months after that date, floored at zero; and

(b) in respect of a multi-year insurance contract recognized as at the valuation date,

25% of the net earned premium to be earned during the period under such contract

commencing 12 months immediately after the valuation date up to the boundary of

the contract, floored at zero.

(3) In this rule —

multi-year insurance contract recognized as at the valuation date (>~ iz & P © Failen
% & #p i%*%& & X)) means a contract of insurance, the insurance liabilities under which are

recognized at the valuation date to have a boundary of longer than 12 months as determined
in accordance with rule 14.

66. Risk capital amount for general insurance catastrophe risk

(1) An applicable insurer must determine its risk capital amount for general insurance

catastrophe risk by —

(a) determining the risk capital amount for each of the following sub-risks —
(1) natural catastrophe risk, in accordance with rule 67 or 68;
(i) man-made non-systemic catastrophe risk, in accordance with rule 69; and
(i11) man-made systemic catastrophe risk, in accordance with rule 70; and

(b) aggregating the risk capital amounts mentioned in paragraph (a)(i) to (iii) according
to the formula in subrule (2).
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(2) The formula mentioned in subrule (1)(b) is —

Risk Capltal amount general insurance catastrophe risk

J

z correlation matrix,s 5 X risk capital amount,s X risk capital amount,s

us5,v5

where —
correlation matrix refers to the correlation matrix set out in Table 9 of Schedule 7; and
u5 and v represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

67. Risk capital amount for natural catastrophe risk

(1) An applicable insurer —

)

3)

4

(a) subject to obtaining approval from the Authority in accordance with subrule (4) and
no subsequent objection having been made by the Authority in accordance with
subrule (6), may use its own assessment, subject to any conditions imposed by the
Authority on its approval under subrule (4), to determine its risk capital amount for
natural catastrophe risk; or

(b) must determine its risk capital amount for natural catastrophe risk in accordance
with rule 68.

For the purposes of subrule (1)(a), to obtain an approval under subrule (4), an applicable
insurer must make an application to the Authority in accordance with subrule (3) and
make payment of a prescribed fee.

An application made under subrule (2) must —
(a) be made in writing;
(b) contain —
(1) the particulars in relation to the own assessment specified by the Authority;
and
(1)) any other information as may reasonably be required by the Authority to
consider the application, having regard to guidelines published under section
133 of the Ordinance; and
(¢) Dbe served on the Authority.

On an application made under subrule (2), the Authority may, by written notice to the

applicable insurer, approve or reject the application and if it approves the application, it

may do so subject to such conditions it may impose including in relation, but not limited,

to —

(a) the period for which the approval is to remain in effect; and

(b) the approach or manner in which the insurer must apply in its own assessment to
determine its risk capital amount for natural catastrophe risk.
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)

(6)

(7

After obtaining an approval from the Authority under subrule (4) and during the period

in which the approval remains in effect, an applicable insurer must —

(a) submit to the Authority such information in relation to the use of own assessment
as specified by the Authority in a specified form and within the period specified in
the specified form, including such information as may reasonably be required by
the Authority to monitor the continued effectiveness of the own assessment in
determining the insurer’s risk capital amount for natural catastrophe risk, having
regard to guidelines published under section 133 of the Ordinance; and

(b) pay the prescribed fee on submission of information under paragraph (a).

The Authority may, by serving a notice in writing on the applicable insurer, object to the
applicable insurer continuing to adopt the risk capital amount for natural catastrophe risk
based on the insurer’s own assessment if it appears to the Authority that the own
assessment is no longer suitable to be adopted by the insurer.

Where the Authority makes an objection pursuant to subrule (6), the applicable insurer
must determine its risk capital amount for natural catastrophe risk in accordance with
rule 68.

68. Risk capital amount for natural catastrophe risk—factor based

(1)

2)

3)

This rule applies to an applicable insurer which does not have an approval from the
Authority under rule 67(4) or in respect of which the Authority has made an objection
under rule 67(6).

To determine its risk capital amount for natural catastrophe risk, an applicable insurer
must —
(a) determine its —
(1) net loss for windstorm, in accordance with subrules (3), (4), (5), (6) and (7);
and
(i) net loss for earthquake, in accordance with subrules (3), (4), (5), (6) and (8);
(b) aggregate the net losses mentioned in paragraph (a)(i) and (ii), by using the
following formula —

windstorm earthquake ; and

Net loss = \/net loss 2 + net loss?

(c) add to the net loss determined in accordance with paragraph (b), the risk capital
amounts for counterparty default and other risk for the reinsurance recoverables
made through the net-down procedures under subrules (7)(b) and (c¢) and (8)(b), in
accordance with subrule (9).

To determine its net loss for windstorm and net loss for earthquake, an applicable insurer

must first determine its exposure base for natural catastrophe in accordance with subrules
(4), (5) and (6).
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(4) Subject to subrule (5), an applicable insurer’s exposure base for natural catastrophe is,
for each region and contract type as specified in Table 11 —

©)

(6)

(7)

(a)

(b)

the gross aggregated limit of coverage under each contract of insurance under
which the insurer is providing coverage for losses incurred for property related
damage in the region at any time within the 12 months immediately after the
valuation date; and

in the case of a contract of insurance mentioned in paragraph (a) which is a
proportional treaty without an event limit, a gross 1-in-200 year annual aggregate
loss for the 12 months immediately after the valuation date.

If any part of an applicable insurer’s exposure base includes exposure from a region or
jurisdiction not explicitly specified in Table 11, and would thus be from “any other region
or jurisdiction” as stated in that table, an applicable insurer —

(2)
(b)

(©)

may define such regions or jurisdictions based on its own risk management
framework;

must group such regions or jurisdictions which are correlated and prone to be
impacted by the same earthquake or windstorm as a single region for the purpose
of determining the risk capital amount for natural catastrophe risk; and

must, for each such region or jurisdiction determined under paragraph (b),
separately determine the exposure base and, for the purposes of subrules (7) and
(8), apply the risk factors for “any other region or jurisdiction” in Table 11.

For the purposes of subrules (4) and (5), to avoid doubt, an applicable insurer must
include in the determination of its exposure base any risk types where losses could be
incurred in the event of property related damages due to the relevant natural catastrophe.

For the purposes of subrule (2)(a), to determine its net loss for windstorm, an applicable
insurer must —

(2)

determine a 1-in-200 year gross annual aggregate loss for windstorm for each

region in Table 11, by —

(1) multiplying the exposure base for each region by the risk factors for
windstorm in Table 11 applicable to the types of contracts of insurance (as
stated in Table 11) in the exposure base; and

(i) determining the sum of the amounts resulting from subparagraph (i) for each
region;
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Table 11
Natural Catastrophe Risk Factor

Type Direct gztsiili;z;z:ltatlve business with event business without event Ngl;};rol?lfsl;tl:z;lsal
limit limit ¥
Perﬂ Windstorm = Earthquake = Windstorm < Earthquake Windstorm @ Earthquake Windstorm @ Earthquake
Region
Column1 @ Column2 Column3 Column4 @ Column5 Column6 @ Column7 @ Column8 @ Column 9
Hong 0 Not 0 Not 0 Not 0 Not
Kong 0.20% applicable 35% applicable 100% applicable >0% applicable
Not Not Not Not
0 0 V) 0
M'acau 0.60% applicable 35% applicable 100% applicable 80% applicable
Mgilnilrf‘;ld 0.30% 0.40% 35% 65% 100% 100% 80% 80%
Taiwan 1.00% 3.50% 80% 80% 100% 100% 80% 80%
Japan 1.00% 9.00% 45% 40% 100% 100% 80% 80%
South o Not 0 Not 0 Not o Not
Korea 0.30% applicable 30% applicable 100% applicable 80% applicable
. Not o Not o Not o Not o
Indonesia applicable 2.00% applicable 80% applicable 100% applicable 80%
Any other
region or 2.00% 5.00% 80% 80% 100% 100% 80% 80%
jurisdiction

Natural catastrophe risk factor
Proportional treaty

Proportional treaty

(b) determine the net loss for windstorm in Hong Kong, by —
(1) applying scenario 1 in Table 12 to its 1-in-200 year gross annual aggregate
loss for windstorm in Hong Kong determined in accordance with paragraph
(a) for each of the 2 events in scenario 1;
(i) applying to both resulting amounts determined in subparagraph (i) for each of
the 2 events —

(c)

(A)

(iii)

the net-down procedures; and
(B) any reinstatement adjustments in accordance with rule 60(2)(c); and
determining the sum of the resulting amounts derived from subparagraph (ii)

relating to each of the 2 events;
determine the net loss for windstorm in each region other than Hong Kong as the
greater of the net loss for scenario 1 defined in Table 12 and the net loss for scenario
2 defined in Table 12, where —
(1)  the net loss for scenario 1 is determined by —
(A) applying scenario 1 in Table 12 to its 1-in-200 year gross annual
aggregate losses for windstorm in a region other than Hong Kong
determined in accordance with paragraph (a) for each of the 2 events in

scenario 1;

(B)

for each of the 2 events —
the net-down procedures; and

@
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(8)

(I) any reinstatement adjustments in accordance with rule 60(2)(c);
and
(C) determining the sum of the resulting amounts derived from sub-
subparagraph (B) relating to each of the 2 events; and
(i1) the net loss for scenario 2 is determined in the same manner as stated in
subparagraph (i), as if the references to scenario 1 in that subparagraph were
a reference to scenario 2; and

Table 12
Scenarios for Windstorm
Column 1 Column 2 Column 3
Windstorm Scenario 1 Scenario 2

Size of gross losses
from the first event
within the next 12
months
Size of gross losses
from the second
event within the next
12 months

83% of 1-in-200 year 67% of 1-in-200 year
gross annual aggregate = gross annual aggregate
losses losses

17% of 1-in-200 year 33% of 1-in-200 year
gross annual aggregate = gross annual aggregate
losses losses

(d) aggregating the net losses for windstorm by region determined in paragraphs (b)
and (c) using the following formula—

Net oSS inastorm

= \/ Z correlation matrix,g ,6 X net loss,yinastorm us X Net l0SSyinastorm ve
ue6,v6

where —
correlation matrix refers to the correlation matrix set out in Table 10 of Schedule 7; and
u6 and v6 represent corresponding regions.

For the purposes of subrule (2)(b), to determine its net loss for earthquake, an applicable

insurer must —

(a) determine a 1-in-200 year gross annual aggregate loss for earthquake by each
region in Table 11, by —

(1) multiplying the exposure base for each region by the risk factors for
earthquake in Table 11 applicable to the types of contracts of insurance (as
stated in Table 11) in the exposure base; and

(i) determining the sum of the amounts resulting from subparagraph (i) for each
region or jurisdiction;

(b) applying to each 1-in-200 year gross annual aggregate loss for earthquake for each
region determined from paragraph (a) —

(1) the net-down procedures; and

(i) any reinstatement adjustments in accordance with rule 60(2)(c); and
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(c) aggregating the net losses for earthquake by region determined from paragraph (b)
using the following formula—

Net loSS earthquake

= Z correlation matrix,; 7 X net losSeqrthquake u7 X M€t l0SSeqrthquake v7
u7,v7
where —
correlation matrix refers to the correlation matrix set out in Table 11 of Schedule
7; and
u7 and v7 represent corresponding regions.

(9) For the purposes of subrule (2)(c), an applicable insurer —
(a) must determine the risk capital amounts for counterparty default and other risk by
(1) treating each reinsurance recoverable from each reinsurer through the net-
down procedures applied under subrules (7)(b) and (c) and (8)(b), as a risk
exposure for the purposes of Division 5; and
(1)) multiplying each risk exposure mentioned in subparagraph (i) by the
counterparty default risk factor applicable to the relevant reinsurer, in
accordance with Division 5; and
(b) for the purposes of paragraph (a), may adjust the value of the relevant reinsurance
recoverable if such reinsurance recoverable is covered by any eligible collateral in
accordance with rule 83.

69. Risk capital amount for man-made non-systemic catastrophe risk
(1) This rule applies to an applicable insurer which is not a professional reinsurer.

(2) To determine the risk capital amount for man-made non-systemic catastrophe risk, an
applicable insurer must —
(a) determine the risk capital amount for each of the following sub-risks —
(i) explosion and conflagration of property and engineering, in accordance with
subrules (3) and (4);
(i1) loss of marine vessel, in accordance with subrules (5) and (6);
(i11) loss of aircraft, in accordance with subrules (7) and (8); and
(iv) default of large principal, in accordance with subrules (9) and (10); and
(b) aggregate the risk capital amounts determined in paragraph (a)(i), (ii), (iii) and (iv)
using the following formula —

Risk capltal amount man—made non-systemic

scenario (a)(iv)

= risk capital amount ?

i = scenario (a)(i)
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3)

(4)

©)

(6)

where i represents the corresponding scenario in each subparagraph in paragraph

(a).

For purposes of subrule (2)(a)(i), the risk capital amount for explosion and conflagration
of property and engineering must be determined by an applicable insurer as the largest
risk capital amount for a unit of exposure, being a block of buildings, for which the
insurer is providing coverage for loss arising from explosion and conflagration of
property and engineering under one or more contracts of insurance, where the risk capital
amount for each unit of exposure is determined in accordance with subrule (4).

The risk capital amount for each unit of exposure mentioned in subrule (3) is calculated
by —
(a) determining the gross loss for a unit of exposure as —

(1) the maximum foreseeable loss the applicable insurer would incur under
contracts of insurance providing coverage for a loss at the block of buildings
that is the unit of exposure at the point in time during the 12 months
immediately after the valuation date at which the insurer’s exposure to loss
for the unit of exposure would be at its highest,

(i) multiplied by a damage ratio of 100%;

(b) applying to the gross loss determined in paragraph (a) —
(1) the net-down procedures; and
(i) any reinstatement adjustments in accordance with rule 60(2)(c); and

(¢) adding to the net loss derived from paragraph (b), the risk capital amount for
counterparty default and other risk for the reinsurance recoverables made through

the net-down procedures under paragraph (b) in accordance with subrule (12).

For the purposes of subrule (2)(a)(i1), the risk capital amount for loss of marine vessel
must be determined by an applicable insurer as the largest risk capital amount for a unit
of exposure, being a marine vessel, for which the insurer is providing coverage for loss
of marine vessel under one or more contracts of insurance, where the risk capital amount
for each such unit of exposure is determined in accordance with subrule (6).

The risk capital amount for each such unit of exposure mentioned in subrule (5) is
calculated by —
(a) determining the gross loss for a unit of exposure as —

(1) the total of the agreed values relating to the hull and machinery coverage for
the vessel that is the unit of exposure and the liability limit relating to the
protection and indemnity coverage for that vessel during the 12 months
immediately after the valuation date; and

(i) multiplied by a damage ratio of 100%;

(b) applying to the gross loss determined in paragraph (a)—
(i) the net-down procedures; and
(i1) any reinstatement adjustments in accordance with rule 60(2)(c); and

(¢) adding to the net loss derived from paragraph (b), the risk capital amounts for
counterparty default and other risk for the reinsurance recoverables made through

the net-down procedures under paragraph (b) in accordance with subrule (12).
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(7

(8)

)

(10)

For the purposes of subrule (2)(a)(iii), the risk capital amount for loss of aircraft must be
determined by an applicable insurer as the largest risk capital amount for a unit of
exposure, being an aircraft, for which the insurer is providing coverage for loss of aircraft
under one or more contracts of insurance, where the risk capital amount for each unit of
exposure is determined in accordance with subrule (8).

The risk capital amount for each unit of exposure mentioned in subrule (7) is calculated
by —
(a) determining the gross loss for a unit of exposure as —

(1) the total sum insured for the hull and liability coverage for the aircraft that is
the unit of exposure during the 12 months immediately after the valuation
date; and

(i) multiplied by a damage ratio of 100%;

(b) applying to the gross loss determined in paragraph (a) —
(1) the net-down procedures; and
(i) any reinstatement adjustments in accordance with rule 60(2)(c); and

(¢) adding to the net loss derived from paragraph (b), the risk capital amounts for
counterparty default and other risk for the reinsurance recoverables made through

the net-down procedures under paragraph (b) in accordance with subrule (12).

For the purposes of subrule (2)(a)(iv), the risk capital amount for default of large

principal must be determined by an applicable insurer —

(a) determining, in accordance with subrule (10), its risk capital amounts for each unit
of exposure, being a principal or group of principals within the same group of
companies, for which the insurer is providing coverage for default of the principal
or principals in the group; and

(b) determining the sum of the largest 2 risk capital amounts derived from paragraph

(a).

The risk capital amount for each unit of exposure mentioned in subrule (9) is calculated
by —
(a) determining the gross loss for a unit of exposure as —

(1) subject to subrule (11), the gross of the penal sums under the contracts of
insurance for which the applicable insurer is providing coverage in respect of
each principal or group of principals within the same group of companies, as
the case may be, that is the unit of exposure, during the 12 months
immediately after the valuation date; and

(i) multiplied by a maximum probable loss factor 30%;

(b) applying to the gross loss determined in paragraph (a) —
(i)  the net-down procedures; and
(1)  any reinstatement adjustments in accordance with rule 60(2)(c); and

(¢) adding to the net loss derived from paragraph (b), the risk capital amounts for
counterparty default and other risk for the reinsurance recoverables made through

the net-down procedures under paragraph (b) in accordance with subrule (12).
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(11)

(12)

(13)

An applicable insurer may adjust the gross loss derived from subrule (10)(a) to take
account of any eligible collateral which would cover such loss in accordance with rule
83.

For the purposes of subrules (4)(c), (6)(c), (8)(c) and (10)(c), an applicable insurer —
(a) must determine the risk capital amounts for counterparty default and other risk
by —
(i) treating each reinsurance recoverable from each reinsurer through the net-
down procedures applied under subrules (4)(b), (6)(b), (8)(b) and (10)(b), as
a risk exposure for the purposes of Division 5; and
(1)) multiplying each risk exposure mentioned in subparagraph (i) by the
counterparty default risk factor applicable to the relevant reinsurer, in
accordance with Division 5; and
(b) for the purposes of paragraph (a), may adjust the value of the relevant reinsurance
recoverable if such reinsurance recoverable is covered by any eligible collateral in
accordance with rule 83.

In this rule —

maximum foreseeable loss (& ~ ¥ 3f L4 £ ), in relation to a contract of insurance
providing coverage for loss arising from explosion and conflagration of property and
engineering, means the anticipated maximum loss that could result from an explosion or
conflagration, based on the highest value of covered property or equipment, at any point
in time over the next 12 months.

70. Risk capital amount for man-made systemic catastrophe risk

(1)

)

To determine its risk capital amount for man-made systemic catastrophe risk, an

applicable insurer must —

(a) determine the gross loss under its contracts of insurance providing coverage for
trade credit in accordance with subrule (2);

(b) apply to the gross loss derived from paragraph (a) —
(i)  the net-down procedure; and
(i) any reinsurance adjustments in accordance with rule 60(2)(c); and

(¢) add to the net loss derived from paragraph (b), the risk capital amounts for
counterparty default and other risk for the reinsurance recoverables made through
the net-down procedures under paragraph (b) in accordance with subrule (3).

An applicable insurer must determine its gross loss under subrule (1)(a) as the sum of —

(a) 100% of the expected gross earned premium during the 12 months immediately
after the valuation date, floored at zero, for each of direct and proportional trade
credit business; and

(b) 250% of the expected gross earned premium during the 12 months immediately
after the valuation date in respect of non-proportional trade credit business, floored
at zero.
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(3) For the purposes of subrule (1)(c), an applicable insurer —

(a) must determine the risk capital amounts for counterparty default and other risk |
by —

(1) treating each reinsurance recoverable from each reinsurer through applying
the net-down procedures under subrule (1)(b), as a risk exposure for the
purposes of Division 5; and

(1)) multiplying each risk exposure mentioned in subparagraph (i) by the
counterparty default risk factor applicable to the relevant reinsurer, in
accordance with Division 5; and

(b) for the purposes of paragraph (a), may adjust the value of the relevant reinsurance
recoverable if such reinsurance recoverable is covered by any eligible collateral in

accordance with rule §3.

Subdivision 3 — Mortgage Insurance Risk

71. Interpretation

(1)

In this Subdivision —

general business with onshore risk (£ - b " c7— 4% ¥ 7%) has the meaning given
by section 25A of the Ordinance;

insurance coverage starting level (1'% §= [F14= 4> = #c), in relation to a contract of
mortgage insurance, means the ratio, expressed as a percentage, of the amount of the
mortgage loan for which the lender is not covered by the contract of mortgage insurance,
to the value of the property that is the subject of the mortgage loan at the inception of the
contract of mortgage insurance;

loss given default factor (:& ¥)4f % & ¥]3 ) means the factor representing the proportion
of loss in terms of risk exposure upon default of a loan covered under a contract of
mortgage insurance provided by an applicable insurer, as stipulated in Table 13,
determined by reference to the insurance coverage starting level under the contract and
the original loan-to-value ratio of the mortgage loan covered under the contract;
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Table 13
Loss Given Default Factor

Original loan-to-value ratio
Lower than Higher than
Insurance coverage 70% but . °
. or equal to Higher than 80%
starting level 70% lower than or
’ equal to 80%
Column 1 Column 2 Column 3 Column 4

40% or 50% 0.40 0.60 0.75

60% 0.55 0.75 0.85

70% Mot 0.90 0.95

applicable

mortgage insurance (F% 4% %'% ) means insurance in the nature of general business
against the risk of loss to lenders arising from—

(a) the default of mortgage loans; or

(b) reverse mortgage loans;

offshore mortgage insurance (3 5-4%3% %'% ) means mortgage insurance which is not
onshore standard mortgage insurance or onshore reverse mortgage insurance;

onshore reverse mortgage insurance (¥ j-if 4% (%% ) means insurance against the

risk of loss to lenders arising from reverse mortgage loans and which is general business
with onshore risk;

onshore standard mortgage insurance (7 p-1% % ¥ 4% %*4 ) means insurance against
risk of loss to the lenders arising from the default of mortgage loans (not being reverse
mortgage loans) and which is general business with onshore risk;

original loan-to-value ratio (i % 345 = #c) means the ratio, expressed as a percentage,
of the original mortgage loan amount to the lower of the value of the property at mortgage
loan origination and the property transaction price.

72. Risk capital amount for mortgage insurance risk

(1) An applicable insurer must determine its risk capital amount for mortgage insurance risk

by —

(a) determining its risk capital amount for each of the following sub-risks—
(i) onshore mortgage insurance, in accordance with subrule (3); and
(i) offshore mortgage insurance, in accordance with subrule (4); and

(b) aggregating the risk capital amounts for the sub-risks mentioned in paragraph (a)(i)
and (i1) in accordance with the formula in subrule (2).
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(2) The formula mentioned in subrule (1)(b) is —

Risk Capltal amount Mortgage insurance risk

= z correlation matrix,g,g X risk capital amount,g X risk capital amount,g

u8,v8

where —
correlation matrix refers to the correlation matrix set out in Table 12 of Schedule 7; and
u8 and v8 represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

(3) An applicable insurer must determine its risk capital amount for onshore mortgage
insurance by —
(a) determining its risk capital amount for each of the following sub-risks —
(1) onshore standard mortgage insurance, in accordance with rule 73; and
(i) reserve risk for onshore reverse mortgage insurance, in accordance with rule
76; and
(b) determining the sum of the risk capital amounts mentioned in paragraph (a)(i) and

(ii).

(4) An applicable insurer must determine its risk capital amount for offshore mortgage
insurance by —
(a) determining its risk capital amount for each of the following sub-risks —
(1) reserve and premium risk for offshore mortgage insurance, in accordance with
rule 77; and
(i1) catastrophe risk for offshore mortgage insurance, in accordance with rule 80;
and
(b) aggregating the risk capital amounts for the sub-risks mentioned in paragraph (a)(i)
and (i1) in accordance with the formula in subrule (5).

(5) The formula mentioned in subrule (4)(b) is —

Risk Capital amount Of fshore mortgage insurance

= Z correlation matrix, o410 X risk capital amount, o X risk capital amount,,
u1l0,v10

where —
correlation matrix refers to the correlation matrix set out in Table 14 of Schedule 7; and
ul10 and v10 represent the corresponding sub-risks in each subparagraph in subrule (4)(a).
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73. Risk capital amount for onshore standard mortgage insurance

(1) An applicable insurer must determine its risk capital amount for onshore standard
mortgage insurance by —

(a)

(b)

determining its risk capital amount for each of the following sub-risks —

(1) reserve risk for onshore standard mortgage insurance, in accordance with rule
74; and

(i) catastrophe and premium risk for onshore standard mortgage insurance, in
accordance with rule 75; and

aggregating the risk capital amounts for the sub-risks mentioned in paragraph (a)(i)

and (i1) in accordance with the formula in subrule (2).

(2) The formula mentioned in subrule (1)(b) is —

Risk Capltal amount Onshore standard mortgage insurance

= z correlation matrix,q 9 X risk capital amount,g X risk capital amount,,g

u9,v9

where —
correlation matrix refers to the correlation matrix set out in Table 13 of Schedule 7; and
u9 and v9 represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

74. Risk capital amount for reserve risk for onshore standard mortgage insurance

(1) An applicable insurer must determine its risk capital amount for reserve risk for onshore
standard mortgage insurance as the greater of the amounts X and Y, where —
(a) X s the amount determined by —

(b)

(1) 1identifying, in relation to each of the insurer’s outstanding claims liabilities
under its contracts of onshore standard mortgage insurance, the amount of
expected recovery from property disposal which has not yet been settled,
determined on a net of reinsurance basis, and used by the insurer in
determining its net best estimate for the outstanding claims liabilities, floored
at zero;

(1) multiplying each amount mentioned in subparagraph (i) by the applicable loss
given default factor; and

(i1i1)) determining the sum of the amounts derived from subparagraph (ii); and

Y is the amount determined by —

(1) identifying the outstanding claims liabilities net of reinsurance for the
insurer’s onshore standard mortgage insurance, floored at zero, for each of
direct business, proportional business and non-proportional business;

(i) multiplying the amounts mentioned in subparagraph (i) by the applicable
reserve risk factor prescribed in Table 14; and

(ii1)) determining the sum of the amounts derived from subparagraph (ii).

250



2)

3)

Table 14
Reserve Risk Factor for Onshore Standard Mortgage Insurance

Column 1 Column 2
Business Reserve risk factor
Direct 55%
Proportional 55%
Non-proportional 50%

Subject to subrule (3), in determining the amount of outstanding claims liabilities net of
reinsurance in subrule (1)(b)(i), an applicable insurer may exclude a loss event’s
outstanding claims liability where the insurer’s maximum liability for the loss event is
already reflected in the outstanding claims liability and cannot be exceeded due to —

(a) the amount of such outstanding claims liability, considered together with any
relevant settled amount, being not less than the maximum limit of liability of the
insurer under the contract of insurance; or

(b) the amount of such outstanding claims liability, considered together with any
relevant settled amount, being not less than the maximum amount of liability
retained by the insurer for the loss event, with any amount of liability exceeding
this being covered by contracts of reinsurance recognized under rule 41 for which
there is no dispute with any reinsurer on the reinsurance recoveries assumed.

An applicable insurer may only exclude outstanding claims liabilities mentioned in

subrule (2) from its exposure base for reserve risk if such liabilities —

(a) arise from an unexpected and extreme loss event; and

(b) form a significant portion of the insurer’s total outstanding claims liabilities net of
reinsurance.

75. Risk capital amount for catastrophe and premium risk for onshore standard mortgage
insurance

(1)

)

An applicable insurer must determine its risk capital amount for catastrophe and premium

risk for onshore standard mortgage insurance by —

(a) determining the amount of net loss in respect of its onshore standard mortgage
insurance business, in accordance with subrule (2); and

(b) adding to the amount of the net loss determined in paragraph (a), the risk capital
amounts for counterparty default and other risk for the reinsurance recoverables
made through the net-down procedures under subrule (2)(e), in accordance with
subrule (4).

For the purposes of subrule (1)(a), an applicable insurer must determine the amount of

net loss in respect of its onshore standard mortgage insurance by —

(a) determining the amount of its gross risk-in-force in relation to each contract of
onshore standard mortgage insurance, as the outstanding loan balance less the
amount of mortgage loan not covered by the contract, adjusted up with the
percentage of accrued interest and allowable expense in accordance with subrule
(3), floored at zero;
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3)

4

(b)
(©)

(d)
(e)

()

multiplying each amount of gross risk-in-force determined in paragraph (a) by a
base rate of 2.72%;

multiplying the LTV factor in Table 15 to each amount resulting from paragraph
(b) by reference to the original loan-to-value ratio of the mortgage loan covered
under the contract of onshore standard mortgage insurance;

multiplying each amount derived from paragraph (c) by the applicable loss given
default factor in Table 13;

applying to the amounts derived from paragraph (d) —

(1) the net-down procedures; and

(i) any reinstatement adjustments in accordance with rule 60(2)(c); and

taking the sum of the amounts derived from applying paragraphs (a), (b), (c), (d)
and (e) as the insurer’s net loss in respect of its onshore standard mortgage
insurance.

Table 15
LTV Factor
Column 1 Column 2
Original loan-to-value ratio LTYV factor
Lower than or equal to 65% 0.4
Higher than 65% but lower 0.55
than or equal to 70% ]
Higher than 70% but lower 07
than or equal to 75% )
Higher than 75% but lower 1
than or equal to 80%
Higher than 80% but lower 155
than or equal to 85% ]
Higher than 85% 2.5

For the purposes of subrule (2)(a), the percentage of accrued interest and allowable
expense to be applied as an upward adjustment is the percentage of allowance made to
cover legal fees and other expenses borne by lenders in accordance with the contract.

For the purposes of subrule (1)(b), an applicable insurer —

(a)

(b)

must determine of the risk capital amounts for counterparty default and other risk

by —

(1) treating each reinsurance recoverable from each reinsurer through applying
the net-down procedures under subrule (2)(e), as a risk exposure for the
purposes of Division 5; and

(1) multiplying each risk exposure mentioned in subparagraph (i) by the
counterparty default risk factor applicable to the relevant reinsurer, in
accordance with Division 5; and

for the purposes of paragraph (a), may adjust the value of the relevant reinsurance

recoverable if the reinsurance recoverable is covered by any eligible collateral in

accordance with rule 83.
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76. Risk capital amount for reserve risk for onshore reverse mortgage insurance

An applicable insurer must determine its risk capital amount for reserve risk for onshore
reverse mortgage insurance by —

(a)

(b)
(©)

identifying, in relation to each of the insurer’s outstanding claims liabilities under
its contracts of onshore reverse mortgage insurance, the amount of expected
recovery from property disposal which has not yet been settled, determined on a
net of reinsurance basis, and used by the insurer in determining its net best estimate
for the outstanding claims liabilities, floored at zero; and

determining the sum of the amounts in paragraph (a); and

multiplying the amount derived from paragraph (b) by a reserve risk factor of 30%.

77. Risk capital amount for reserve and premium risk for offshore mortgage insurance

(1) An applicable insurer must determine its risk capital amount for reserve and premium
risk for offshore mortgage insurance by —

(a)

(b)

determining its risk capital amount for each of the following sub-risks —

(1) reserve risk for offshore mortgage insurance, in accordance with rule 78; and

(i1)) premium risk for offshore mortgage insurance, in accordance with rule 79;
and

aggregating the risk capital amounts for the sub-risks mentioned in paragraph (a)(i)

and (ii) in accordance with the formula in subrule (2).

(2) The formula mentioned in subrule (1)(b) is —

Risk Capltal amount peserve and premiumrisk of of fshore mortgage insurance

ullvll

correlation matrix, 1,11 X risk capital amount, ; X risk capital amount,,

where —
correlation matrix refers to the correlation matrix set out in Table 15 of Schedule 7; and
ull and v11 represent the corresponding sub-risks in each subparagraph in subrule (1)(a).

78. Risk capital amount for reserve risk for offshore mortgage insurance

(1) An applicable insurer must determine its risk capital amount for reserve risk for offshore
mortgage insurance by —

(2)
(b)
(©)

identifying its exposure base for reserve risk for offshore mortgage insurance, by
applying rule 64(2) to its offshore mortgage insurance business;

multiplying its exposure base identified in paragraph (a) by the applicable reserve
risk factors prescribed in Table 16; and

determining the sum of the amounts derived from paragraph (b).
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Table 16
Reserve Risk Factor for Offshore Mortgage Insurance

Column 1 Column 2
. Reserve risk
Business
factor
Direct 55%
Proportional 55%
Non-proportional 50%

(2) Subject to subrule (3), in determining its exposure base for reserve risk in subrule (1)(a),
an applicable insurer may exclude a loss event’s outstanding claims liability where the
insurer’s maximum liability for the loss event is already reflected in the outstanding
claims liability and cannot be exceeded due to —

(a)

(b)

the amount of such outstanding claims liability, considered together with any
relevant settled amount, being not less than the maximum limit of liability of the
insurer under the contract of insurance; or

the amount of such outstanding claims liability, considered together with any
relevant settled amount, being not less than the maximum amount of liability
retained by the insurer for the loss event, with any amount of liability exceeding
this being covered by contracts of reinsurance recognized under rule 41 for which
there is no dispute with any reinsurer on the reinsurance recoveries assumed.

(3) An applicable insurer may only exclude outstanding claims liabilities mentioned in
subrule (2) from its exposure base for reserve risk if such liabilities —

(a)
(b)

arise from an unexpected and extreme loss event; and
form a significant portion of the insurer’s total outstanding claims liabilities net of
reinsurance.

79. Risk capital amount for premium risk for offshore mortgage insurance

An applicable insurer must determine its risk capital amount for premium risk for offshore
mortgage insurance by —

(2)
(b)
(©)

identifying its exposure base of premium risk for offshore mortgage insurance by
applying rule 65(2) to its offshore mortgage insurance business;

multiplying its exposure base identified in paragraph (a) by the applicable premium
risk factors prescribed in Table 17; and

determining the sum of the amounts derived from paragraph (b).

Table 17
Premium Risk Factor for Offshore Mortgage Insurance
Column 1 Column 2
. Premium risk
Business
factor

Direct 25%
Proportional 25%
Non-proportional 30%
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80. Risk capital amount for catastrophe risk for offshore mortgage insurance

An applicable insurer must determine its risk capital amount for catastrophe risk for offshore
mortgage insurance by —

(a)

(b)
(©)

determining its expected net earned premium during the 12 months immediately
after the valuation date, floored at zero, in respect of offshore mortgage insurance
for each of direct business, proportional business and non-proportional business;
multiplying the net earned premium determined in paragraph (a) by the applicable
catastrophe risk factors prescribed in Table 18; and

determining the sum of the amounts derived from paragraph (b).

Table 18
Catastrophe Risk Factor for Offshore Mortgage Insurance
Column 1 Column 2
. Catastrophe

Business risk factor
Direct 150%
Proportional 150%
Non-proportional 250%

Division 5 — Counterparty Default and Other Risk

81. Risk capital amount of counterparty default and other risk

(1) Anapplicable insurer must determine its risk capital amount for counterparty default and

other risk by —

(a) determining, in accordance with subrules (3) to (5), the individual risk capital
amount for each of its risk exposures arising from the balance sheet items
mentioned in subrule (2);

(b) ifrule 85(2) applies, determining the individual risk capital amount in accordance
with rule 85; and

(¢) determining the sum of the individual risk capital amounts derived from paragraphs

(a) and (b).

(2) The balance sheet items mentioned in subrule (1)(a) are —

(a)
(b)
(c)
(d)
(e)
(H
(2

deposits with a bank or deposit taking institution;

loans for non-investment purpose and receivables;

outstanding premiums;

reinsurance recoverables;

reinsurance receivables;

derivative contracts that are not traded at an exchange platform; and

assets recognized on the balance sheet other than —

(1) balance sheet items mentioned in paragraphs (a), (b), (c), (d), (e) and (f);
(i) assets that have been addressed by risk modules under Divisions 2, 3 and 4;
(ii1) a deferred tax asset;
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(iv) aright-of-use asset; and
(v) acashitem.

(3) Subject to rule 85, an applicable insurer must determine the individual risk capital amount
for each risk exposure mentioned in subrule (1)(a) by —

(4)

)

(2)
(b)

determining the amount of the relevant risk exposure in accordance with subrule (4)
or (5); and

subject to subrules (6), (7), (8) and (9), multiplying the amount of the relevant risk
exposure determined in accordance with paragraph (a) by the risk factor
corresponding to the credit rating band in Table 19 of the counterparty to the risk
exposure.

Table 19
Counterparty Default and Other Risk Factors
Column 1 Column 2
Credit rating band Risk factors
1 0.4%
2 0.8%
3 1.6%
4 4.0%
5 8.4%
6 16.0%
7 38.8%
Unrated 6.2%

In the case of a risk exposure arising from an asset mentioned in subrule (2)(a), (b), (c),
(d), (e) or (g), for the purposes of subrule (3)(a), the amount of the risk exposure

s —
(a)
(b)

(©)

the value of the relevant asset determined in accordance with Part 4;

in the case of any risk exposure covered by an eligible bilateral netting agreement
or eligible collateral, subject to paragraph (c), the value of the relevant asset
determined in accordance with Part 4, after the adjustment made in accordance with
rule 82 (in the case of an eligible bilateral netting agreement), or rule 83 (in the case
of eligible collateral), as the case may be; or

zero, if the valuation of the risk exposure in accordance with paragraph (b) would
result in a negative amount.

In the case of a risk exposure arising from a derivative contract mentioned in subrule
(2)(f) that is not a credit derivative contract, for the purposes of subrule (3)(a), the amount
of the risk exposure is the sum of —

(a)
(b)

the total replacement cost or market value of the contract if the contract is of
positive fair value; and

the potential future credit exposure, calculated by multiplying the notional amount
of the contract by the credit exposure factor corresponding to the residual maturity
and type of contract as set out in Table 20.
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Table 20
Credit Exposure Factors for Derivative Contract

Column 1 Column 2 Column 3 Column 4 Column 5
Residual Interest rate- Exchange Equity-related Commodity-
. related rate-related
Maturity contract related contract
contract contract
Not more than 0.0% 1.0% 6.0% 10.0%
one year
More than one
year but not more 0.5% 5.0% 8.0% 10.0%
than 5 years
More than 5 years 1.5% 7.5% 10.0% 10.0%

(6) In the case of a deposit with a bank or deposit taking institution as mentioned in subrule
(2)(a), if that deposit can be withdrawn unconditionally within 3 months, an applicable
insurer may use 50% of the corresponding risk factor in Table 19 to determine the
individual risk capital amount for the risk exposure in accordance with subrule (3).

(7) Despite the credit rating band of the relevant counterparty, an applicable insurer must use
arisk factor of 100% to determine the individual risk capital amount for the risk exposure
in accordance with subrule (3) for any risk exposure arising from —

(a) aloan for non-investment purpose and receivables as mentioned in subrule (2)(b),
that are past due for more than one year; and

(b) outstanding premiums as mentioned in subrule (2)(c), that are past due for more
than one year.

(8) In the case of a risk exposure arising from an asset mentioned in subrule (2)(a), (b), (c),
(d), (e) or (g) that is covered by an eligible guarantee or an eligible credit derivative
contract, for the purposes of subrule (3)(b), the applicable insurer may apply rule 84 in
determining the risk factor to apply to the risk exposure.

(9) In the case of reinsurance recoverables as mentioned in subrule (2)(d), if any portion of
the reinsurance recoverables cannot be allocated by the applicable insurer between 2 or
more counterparties, to determine the individual risk capital amount for the risk exposure
arising from that portion, the insurer must assume that portion of reinsurance
recoverables is allocated to the counterparty with the lowest credit rating band.

(10) In the case of reinsurance recoverables and reinsurance receivables mentioned in subrule
(2)(d) and (e) from a reinsurance counterparty that is a special purpose vehicle under a
contract of reinsurance that is fully funded, the applicable insurer may take the assets
held under the terms of the contract of reinsurance for the benefit of the insured as
collateral covering the risk exposures arising from such reinsurance recoverables and
reinsurance receivables and, if such collateral is eligible collateral, may adjust the value
of such risk exposures in accordance with rule 83.
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(11) In this rule —

bank or deposit taking institution (417 & # % 73 27 ## 1) means —

(a) an authorized institution with the meaning of section 2(1) of the Banking Ordinance
(Cap. 155), except an authorized institution the authorization of which is for the
time being suspended under section 24 or 25 of the Banking Ordinance (Cap. 155);
or

(b) a bank licensed or authorized outside Hong Kong which is not an authorized
institution, except a bank the license or other authorization to carry on banking
business of which is for the time being suspended;

cash item (3. £ 38 P ), in relation to an applicable insurer, means legal tender notes or
other notes, and coins, representing the lawful currency of a jurisdiction;

notional amount ( - % #c3f ) means the reference amount used to calculate a payment

obligation between the parties to an off-balance sheet exposure, such as a derivative
contract;

reinsurance receivables (J& 1<~ %35 3% ), in relation to an applicable insurer, means the

receivables relating to any requests for payments issued to the reinsurers of the insurer
that have not yet been fulfilled, whether in terms of claims recovery, reinsurance
commissions, or other related receivables;

right-of-use asset (i¢ * £ F° 4 ), inrelation to an applicable insurer, means a leased asset
that the insurer as lessee has the right to use for the lease term.

82. Adjustment for eligible bilateral netting agreement

(1

2

In the case of risk exposures of an applicable insurer which are subject to an eligible
bilateral netting agreement, for the purposes of rule 81(4)(b), an applicable insurer may
adjust the value of such risk exposures, by —

(a) applying a haircut to the liabilities of the insurer to the counterparty to the eligible
bilateral netting agreement, using the formulae in subrule (2), if there is a mismatch
in denominated currency between the insurer’s risk exposures to the counterparty
and the insurer’s liabilities to the counterparty which are subject to the eligible
bilateral netting agreement; and

(b) reducing the value of its risk exposures to the counterparty to the eligible bilateral
netting agreement, by the amount of its liabilities to the counterparty under the
eligible bilateral netting agreement after the haircut mentioned in paragraph (a).

The haircut mentioned in subrule (1)(a) is determined using the following formula —
Adjustmentyerring = liabilities X (1 — Hgy)

where Hry is the haircut for currency mismatch if the risk exposures of the applicable
insurer to the counterparty are denominated in a currency different from that in which the
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3)

4

liabilities of the insurer to the counterparty are denominated, as mentioned in subrule
(1)(a), with such haircut being calculated using the following formula —

Hpy = (1 + RFpyx of risk exposure) X

1+ Z(RFFX of liability; X W) | — 1
i

where for the purpose of the adjustment in subrule (1)(a) —

RFpx of risk exposurelS the risk factor for the currency of risk exposure of the insurer to
the counterparty set out in Table 6 in rule 51;

i refers to each relevant currency of liabilities of the insurer to the counterparty;

RFpx of tiabitity, 18 the risk factor for each relevant currency of liabilities of the insurer to

the counterparty set out in Table 6 in rule 51; and
w; is the weighting of the liabilities of the insurer to the counterparty denominated in
each relevant currency over the total liabilities of the insurer to the counterparty.

If an applicable insurer makes an adjustment to its risk exposures which are subject to an

eligible bilateral netting agreement, pursuant to subrule (1) —

(a) the insurer must perform such adjustment in respect of the risk exposures by each
eligible bilateral netting agreement; and

(b) the total amount of the adjustment must not exceed the valuation of the liabilities
recognized in the insurer’s balance sheet in relation to the eligible bilateral netting
agreement.

In this rule —

eligible bilateral netting agreement( & 7 +- 18 /% 37 % & % 3R), in relation to an

applicable insurer, means an agreement which satisfies the following conditions —

(a) the agreement is in writing;

(b) the agreement creates a single legal obligation for all individual contracts or
transactions covered by the agreement, and provides, in effect, that —

(1) the insurer has a single claim or obligation to receive or pay only the net
amount owed to or by the insurer in respect of the transactions covered by the
agreement; and

(i1) the insurer has the claim or obligation in the event that the counterparty to the
agreement, or a counterparty to whom the agreement has been validly
assigned, fails to comply with any obligation under the agreement due to
default, insolvency, bankruptcy, or similar circumstance;

(c) the insurer has obtained impartial and objective legal advice in writing, either
internally or from an external source, to the effect that in the event of a challenge
in a court of law, including a challenge resulting from default, insolvency,
bankruptcy, or similar circumstance, the relevant court or administrative authority
would find the insurer’s exposure to be the net amount under —

(1) the law of the jurisdiction in which the counterparty is incorporated or the
equivalent location in the case of non-corporate entities, and if a branch of the
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counterparty is involved, then also under the law of the jurisdiction in which
the branch is located;

(i) the law which governs the individual contracts or transactions covered by the
agreement; and

(ii1) the law which governs the agreement;

(d) the insurer establishes and maintains procedures to monitor developments in any
law relevant to the agreement and to ensure that the agreement continues to satisfy
this definition;

(e) the insurer maintains in its files documentation adequate to support the netting of
the contracts or transactions covered by the agreement; and

(f) the agreement is not subject to a provision that permits the non-defaulting
counterparty to make only limited payment, or no payment at all, to the defaulter
or the estate of the defaulter, regardless of whether or not the defaulter is a net
creditor under the agreement.

83. Adjustment for eligible collateral

(1) Inthe case of a risk exposure which is covered by eligible collateral, for the purposes of
rule 81(4)(b), an applicable insurer may adjust the value of such risk exposure, by —

(a) applying a haircut to the value of the eligible collateral, using the formulae in
subrule (2), to take account of the counterparty default risk and equity risk for the
eligible collateral and any currency mismatch between the currency in which the
eligible collateral is denominated and the currency in which the risk exposure it
covers is denominated; and

(b) deducting from the value of the risk exposure, the value of the eligible collateral
after the haircut mentioned in paragraph (a).

(2) The formula mentioned in subrule (1)(a) is —

AdjuStmentcollateral
= value of eligible collateral X (1 — Hepp) X (1 — Hg) X (1 — Hgy)

where —

Hcpp is the haircut for counterparty default risk for eligible collateral which is collateral
mentioned in subrule (4)(e)(i), (ii), (iii) and (iv) determined in accordance with the risk
factor corresponding to the credit rating band of the counterparty in Table 19 in rule 81;
Hp is the haircut for equity risk for eligible collateral which is collateral mentioned in
subrule (4)(e)(v) determined in accordance with the stress factor in Table 5 in rule 49;
and

Hpy is the haircut for currency mismatch if the eligible collateral is denominated in a
currency different from that in which the risk exposure covered by the eligible collateral
is denominated, which is calculated using the following
formula —

HFX = \/(1 + RFFX of risk exp osure) X (1 + RFFX of eligible Collateral) -1
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3)

(4)

where —

RFgx of risk exposure 18 the risk factor for the currency of the risk exposure set out in Table
6 inrule 51; and

RFgx of eligibie coliateralis the risk factor for the currency of the eligible collateral set out
in Table 6 in rule 51.

An applicable insurer —

(a) must not double count the risk mitigation impact of any eligible collateral in
determining the risk capital amounts mentioned in rule 37(1); and

(b) without limiting paragraph (a), must ensure that no more than the total amount of
the eligible collateral, before any haircut in accordance with subrule (1)(b), is used
as risk mitigation impact in determining all risk capital amounts under rule 37(1)(a).

In this rule —

eligible collateral (£ F 1454 %), in relation to an applicable insurer, means collateral
in respect of which the following conditions are satisfied —

(a)

(b)

(c)

(d)

(e)

all documentation creating the collateral and providing for the obligations of the

parties with respect to each other in respect of the collateral is binding on all parties

and legally enforceable in all relevant jurisdictions;

the legal mechanism by which the collateral is pledged or transferred ensures that

the insurer has the right to realize, or to take legal possession of, the collateral in a

timely manner in the event of a default by, or the insolvency or bankruptcy of, or

any other event specified in the relevant legal documentation applicable to any

of —

(1) the obligor in respect of the exposure; or

(i1) the custodian, if any, holding the collateral;

the insurer has taken all steps to fulfil requirements under the law applicable to the

insurer’s interest in the collateral which are necessary to obtain and maintain an

enforceable security interest, whether by registration or otherwise, or to exercise a

right to set-off in relation to title transfer collateral;

there is no material positive correlation between the credit quality of the obligor in

respect of which the insurer has an exposure and the current market value of the

collateral provided in respect of the exposure; and

the collateral is —

(1) cash or certificates of deposit;

(i1) letters of credit that are irrevocable, clean and unconditional;

(ii1) debt securities with credit rating band 1, 2, 3 or 4;

(iv) debt securities issued by a sovereign; or

(v) equities which are included in any main indices of developed markets
specified in Table 1 of Schedule 8.
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84. Adjustment for eligible guarantee or eligible credit derivative contract

(D

2)

3)

In the case of a risk exposure which is covered in whole or in part by an eligible guarantee

or eligible credit derivative contract, an applicable insurer may, for the purposes of rule

81(8) —

(a) for the portion of the risk exposure covered by the eligible guarantee or eligible
credit derivative contract, after applying a haircut in accordance with subrule (2) or
(3), as the case may be, apply the risk factor corresponding to the credit rating band
of the guarantor or protection seller; and

(b) for the uncovered portion of the risk exposure (if any), apply the risk factor
corresponding to the credit rating band of the counterparty to the relevant exposure.

If the eligible guarantee covering the applicable insurer’s risk exposure mentioned in
subrule (1) is denominated in a different currency to the risk exposure it covers, the
portion of the risk exposure covered by the eligible guarantee, for the purposes of subrule
(1)(a), must be adjusted using the following formula —

Covered portiong,grantee = guarantee exposure X (1 — Hey)

where Hry is the haircut for the currency mismatch if the covered portion of the risk
exposure is denominated in a currency different from that in which the eligible guarantee
is denominated, which is calculated using the following formula —

Hpy = \/(1 + RFpx of covered portion) X (1 + RFpx of eligible guarantee) -1

where —

RFgx of covered portion 18 the isk factor for the currency of the covered portion of the risk
exposure set out in Table 6 in rule 51; and

RFpx of eligible guarantee 18 the risk factor for the currency of the eligible guarantee set
out in Table 6 in rule 51.

If the eligible credit derivative contract covering the applicable insurer’s risk exposure
referred to in subrule (1) is denominated in a different currency to the risk exposure it
covers, the portion of the risk exposure covered by the eligible credit derivative contract,
for the purposes of subrule (1)(a), must be adjusted using the following formula —

Covered portioncredit derivative
= protected exposure X (1 — Hpy)
remaining term to maturity (in days)
X

365
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where Hgpy is the haircut for the currency mismatch if the covered portion of the risk
exposure is denominated in a currency different from that in which the eligible credit
derivative contract is denominated, which is calculated using the following formula —

HFX = \/(1 + RFFX of covered portion) X (1 + RFFX of eligible credit derivative contract)
-1

where —

RFgx of covered portionis the risk factor for the currency of the covered portion of the risk
exposure set out in Table 6 in rule 51; and

RFpx ofeligible credit derivative contract 1 the risk factor for the currency of the eligible
credit derivative contract set out in Table 6 in rule 51.

In this rule—

eligible credit derivative contract (& F # % * 724 1 & £ %), in relation to an

applicable insurer, means a credit derivative contract entered by the insurer as a credit

protection buyer and in respect of which the following conditions are satisfied for the
risk exposure covered by the credit derivative contract (protected exposure) —

(a) the credit derivative contract is a credit default swap or total return swap (other than
a restricted return swap);

(b) the protection seller of the credit derivative contract is —

(1) asovereign; or
(i) a regulated financial entity with a credit rating band higher than that of the
protected exposure;

(c) the credit derivative contract gives the insurer a direct claim against the protection
seller;

(d) the credit protection provided by the credit derivative contract relates to a specific
exposure, specific exposures, or a pool of specific exposures, of the insurer;

(e) the undertaking of the protection seller under the credit derivative contract to make
payment in specified circumstances relating to the protected exposure is clearly
documented so that the extent of the credit protection provided by the credit
derivative contract is clearly defined;

(f) there is no clause in the credit derivative contract, the satisfaction of which is
outside the direct control of the insurer, which would allow the protection seller to
cancel the contract unilaterally or which would increase the effective cost of the
credit protection offered by the credit derivative contract as a result of the
deteriorating credit quality of the protected exposure;

(g) there is no clause in the credit derivative contract, the satisfaction of which is
outside the direct control of the insurer, which could operate to prevent the
protection seller from being obliged to pay out promptly in the event that the obligor
in respect of the protected exposure defaults in making any payments due to the
insurer in respect of the protected exposure;

(h) the jurisdiction in which the protection seller is located and from which the
protection seller may be obliged to make payment has no existing exchange
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(1)

()

(k)

controls in place or, if there are existing exchange controls in place, approval has
been obtained for the funds to be remitted freely in the event that the protection
seller is called upon under the terms of the credit derivative contract to make
payment to the insurer;

the protection seller has no recourse to the insurer for any losses suffered as a result
of the protection seller being obliged to make any payment to the insurer pursuant
to the credit derivative contract;

the credit derivative contract obliges the protection seller to make payment to the
insurer in the credit events of the obligor’s failure to pay amounts due or bankruptcy
or insolvency of the obligor; and

the credit derivative contract is binding on all parties and legally enforceable in all
relevant jurisdictions;

eligible guarantee (& 3 1% ¥ %), in relation to an applicable insurer, means a guarantee
in respect of which the following conditions are satisfied for the remaining term to
maturity of the risk exposure of the insurer in respect of which the guarantee has been
given (guaranteed exposure) —

(a)

(b)
(©)

(d)

(e)

(H

(2

(h)

the guarantee is given by

(1) asovereign; or

(1)) a corporate with a credit rating band higher than that of the guaranteed
exposure;

the guarantee gives the insurer a direct claim against the guarantor;

the credit protection provided by the guarantee relates to a specific exposure,

specific exposures, or specific pools of exposures, of the insurer;

the undertaking of the guarantor to make payment in specified circumstances

relating to the guaranteed exposure is clearly documented so that the extent of the

credit protection provided by the guarantee is clearly defined;

there is no clause in the guarantee, the satisfaction of which is outside the direct

control of the insurer, which would allow the guarantor to cancel the guarantee

unilaterally or which would increase the effective cost of the credit protection

provided by the guarantee as a result of the deteriorating credit quality of the

guaranteed exposure;

there is no clause in the guarantee, the satisfaction of which is outside the direct

control of the insurer, which could operate to prevent the guarantor from being

obliged to pay out promptly in the event that the obligor in respect of the guaranteed

exposure defaults in making any payments due to the insurer in respect of the

guaranteed exposure;

the jurisdiction in which the guarantor is located and from which the guarantor may

be obliged to make payment has no existing exchange controls in place or, if there

are existing exchange controls in place, approval has been obtained for the funds to

be remitted freely in the event that the guarantor is called upon under the terms of

the guarantee to make payment to the insurer;

the guarantor has no recourse to the insurer for any losses suffered as a result of the

guarantor being obliged to make any payment to the insurer pursuant to the

guarantee;
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(1) the insurer has the right to receive payment from the guarantor without having to
take legal action in order to pursue the obligor in respect of the guaranteed exposure
for payment; and

(j) the guarantee is binding on all parties and legally enforceable in all relevant
jurisdictions;

restricted return swap (% "3+ v 3f 3 ¥ ) means a total return swap where the applicable
insurer as protection buyer records the net payments received by it under the swap as net
income, but does not record, either through deductions in fair value in the accounts of the
insurer or by an addition to its reserves or provisions, the extent to which the value of the
protected exposure has deteriorated.

85. Credit derivative contract other than eligible credit derivative contract

(1

2)

)

A credit derivative contract entered into by an applicable insurer as a protection buyer
other than an eligible credit derivative contract is not recognized under rule 84 and an

insurer must not use such contract to reduce any risk capital amounts mentioned in rule
37(1).

Where an applicable insurer enters a credit derivative contract as a protection seller, the
insurer must determine the risk capital amount for the credit derivative contract for the
purposes of rule 81(1)(b), in accordance with subrule (3).

The risk capital amount for a credit derivative contract mentioned in subrule (2) is

determined by multiplying the protected exposure by the risk factor corresponding to the
credit rating band of the underlying reference obligation set out in Table 19 of rule 81.

Division 6 — Operational Risk

86. Risk capital amount for operational risk

(D

2)

An applicable insurer must determine the risk capital amount for operational risk as the
lower of A and B where —
(a) A isthe sum of —
(1) the risk capital amount for operational risk in respect of Class C business and
Class H business as determined in accordance with subrule (3);
(i1) the risk capital amount for operational risk in respect of specified long term
business as determined in accordance with subrule (4); and
(i11) the risk capital amount for operational risk in respect of general business as
determined in accordance with subrule (5); and
(b) B s 30% of the insurer’s prescribed capital amount before operational risk.

For subrule (1)(b), the prescribed capital amount before operational risk refers to the
amount determined in accordance with rule 37(1)(a) and aggregated in accordance with
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3)

4

©)

(6)

rule 37(1)(c) but without the inclusion of any risk capital amount for operational risk in
the aggregation.

For the purposes of subrule (1)(a)(i), the risk capital amount for operational risk for any
Class C business and any Class H business under Part 2 of Schedule 1 to the Ordinance,
is determined as 0.4% of the simple average of the current estimates of insurance
liabilities (gross of reinsurance) for Class C and Class H business as at the three
referenced dates, floored at zero.

For the purposes of subrule (1)(a)(ii), the risk capital amount for operational risk for
specified long term business is the sum of —
(a) the amount that is the higher of C and D, where —

(1) C is the amount determined as 4% of annual gross premiums for specified
long term business of the applicable insurer as a whole for its most recent
financial year ending on or before the valuation date, floored at zero; and

(i1)) D is the amount determined as 0.45% of the simple average of the current
estimates of the insurance liabilities (gross of reinsurance) for the applicable
insurer’s specified long term business as a whole as at the three referenced
dates, floored at zero; and

(b) 4% of the portion of the premium growth for the applicable insurer’s specified long
term business as a whole that exceeds 20% of such premium growth, floored at zero.

For the purposes of subrule (1)(a)(iii), the risk capital amount for operational risk for
general business is the sum of —
(a) the amount that is the higher of E and F, where —

(1) E is the amount determined as 2.75% of annual gross premiums for general
business of the applicable insurer as a whole for its most recent financial year
ending on or before the valuation date, floored at zero; and

(i1) F 1s the amount determined as 2.75% of the simple average of the current
estimates of the insurance liabilities (gross of reinsurance) for the applicable
insurer’s general business as a whole as at the three referenced dates, floored
at zero; and

(b) 2.75% of the portion of the premium growth for the applicable insurer’s general
business as a whole that exceeds 20% of such premium growth, floored at zero.

In this rule —

annual gross premiums (¥ K * % % ) means gross written premiums in a financial year;

premium growth (%% 3 £ ) means the annual gross premium of the relevant business
for the applicable insurer’s most recent financial year ending on or before the valuation
date, less the annual gross premium of such business for the financial year immediately
preceding the most recent financial year;

specified long term business (ip ' % ¥ ¥ j%) means long term business other than Class
C business and Class H business;
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three referenced dates (= B %% p #), for purposes of calculating the average of

current estimates of insurance liabilities (gross of reinsurance) under this rule, means —
(a) the valuation date;

(b) the date 12 months prior to the valuation date; and

(c) the date 24 months prior to the valuation date,

subject to the following adjustments —

(1) ifthe commencement date of these Rules or the date on which an applicable insurer
commences carrying on insurance business in or from Hong Kong is less than one
year before the valuation date, then the dates referred to in paragraphs (b) and (c)
are both replaced by the valuation date referred to in paragraph (a) for purposes of
calculating the average of current estimates as at the three referenced dates; and

(i) if the commencement date of these Rules or the date on which an applicable insurer
commences carrying on insurance business in or from Hong Kong is at least one
year but less than 2 consecutive years before the valuation date, then the date
referred to in paragraph (c) is replaced by the date referred to in paragraph (b) for
purpose of calculating the average of current estimates as at the three referenced
dates.

Part 6
Fund Requirements

87. Determination of allocated minimum capital amounts

(D

2

An applicable insurer must determine the allocated minimum capital amount required to
be held for the purposes of sections 22(3B)(b) and (3C)(b) and 25AAB(3)(b) of the
Ordinance, as applicable, in accordance with subrules (2), (3), (4), (5), (6), (7) and (8).

For the purposes of subrule (1), an applicable insurer must, in accordance with subrules

(3) and (4), determine —

(a) anotional minimum capital amount based on its assets and liabilities attributable to
any restricted capital component in respect of each separate sub-fund of
participating business;

(b) anotional minimum capital amount based on its assets and liabilities attributable to
any long term business not included in paragraph (a);

(¢) anotional minimum capital amount based on its assets and liabilities attributable to
general business; and

(d) anotional minimum capital amount based on its assets and liabilities not included
in paragraphs (a), (b) and (c).
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(3) To determine the notional minimum capital amounts mentioned in subrule (2), an
applicable insurer must first determine a notional prescribed capital amount based on
each set of assets and liabilities mentioned in subrule (2)(a), (b), (¢) and (d) in accordance
with rule 37(1), with the following variations —

4

(a)

(b)

(©)

(d)

(e)

in applying rule 37(1)(a) —

(1) the insurer must determine the risk capital amounts mentioned in that rule
based on each set of assets and liabilities mentioned in subrule (2)(a), (b), (¢)
and (d), as applicable;

(i) to determine the risk capital amounts for market risk in respect of each set of
assets and liabilities mentioned in subrule (2)(a), (b), (¢) and (d) —

(A) the risk capital amount for interest rate risk under rule 47 must be
determined based on the same scenario in rule 47(1)(a) or (b), as the
case may be, which determines the risk capital amount for interest rate
risk for the insurer as a whole; and

(B) the risk capital amount for currency risk under rule 51 must be
determined based on the same scenario for each currency exposure,
which determines the risk capital amount for currency risk for the
insurer as a whole; and

(ii1) to determine the risk capital amount for life insurance risk in respect of each
set of assets and liabilities mentioned in subrule (2)(a), (b) and (c), the risk
capital amount for lapse risk under rule 59 must be determined based on the
same component in rule 59(1)(a) or (b), as the case may be, which determines
the risk capital amount for lapse risk for the insurer as a whole;

in applying rule 37(1)(b), the insurer must determine the risk capital amount for

operational risk in respect of each part of its business mentioned in subrule (2)(a),

(b) and (c) in accordance with rule 86, with the use of premiums or current estimates,

as the case may be, being consistent with that determined under rule 86(4) for long

term business and rule 86(5) for general business;

in applying rule 37(1)(c), using the methodology stated in that rule the insurer must

aggregate the risk capital amounts determined in respect of each set of assets and

liabilities mentioned in subrule (2)(a), (b), (¢) and (d);

in applying rule 37(1)(d), the insurer must add the amount, if any, determined in

accordance with rule 43 for the purpose of determining the notional prescribed

capital amounts in respect of each set of assets and liabilities mentioned in subrule

(2)(a) and (b); and

in applying rule 37(1)(e), the amount of the deduction to be made, if any, in

determining the notional prescribed capital amounts in respect of each set of assets

and liabilities mentioned in subrule (2)(a), (b), (c) and (d), must be calculated in
accordance with rule 44, and use the same effective tax rate which is determined
for the insurer as a whole.

Each notional minimum capital amount mentioned in subrule (2) is the amount obtained
by multiplying each notional prescribed capital amount determined in subrule (3) by 50%.
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)

(6)

(7)

®)

)

The allocated minimum capital amount required to be held under section 22(3B)(b) or

(3C)(b) of the Ordinance, as the case may be, is calculated as the sum

of —

(a) the notional minimum capital amount in respect of the set of assets and liabilities
referenced in subrule (2)(a); and

(b) the notional minimum capital amount in respect of the set of assets and liabilities
in subrule (2)(b), less the diversification benefit determined in accordance with
subrule (6).

The diversification benefit mentioned in subrule (5)(b) is determined by multiplying the

amount A by the percentage B, where —

(a) A is the amount obtained by subtracting the minimum capital amount of the
applicable insurer determined for the purposes of rule 5(3) from the sum of the
notional minimum capital amounts in respect of each set of assets and liabilities
mentioned in subrule (2)(a), (b), (c) and (d); and

(b) B is the notional minimum capital amount in respect of the set of assets and
liabilities mentioned in subrule (2)(b) as a proportion of the sum of the notional
minimum capital amounts in respect of each set of assets and liabilities mentioned
in subrule (2)(b), (c) and (d), expressed as a percentage.

The allocated minimum capital amount required to be held under section 25AAB(3)(b)
of the Ordinance, is calculated as the notional minimum capital amount in respect of the
set of assets and liabilities mentioned in subrule (2)(c), less the diversification benefit
determined in accordance with subrule (8).

The diversification benefit mentioned in subrule (7) is determined by multiplying the

amount C by the percentage D, where —

(a) C is the amount obtained by subtracting the minimum capital amount of the
applicable insurer determined for the purposes of rule 5(3) from the sum of the
notional minimum capital amounts in respect of each set of assets and liabilities
mentioned in subrule (2)(a), (b), (c) and (d); and

(b) D is the notional minimum capital amount in respect of the set of assets and
liabilities mentioned in subrule (2)(c) as a proportion of the sum of the notional
minimum capital amounts in respect of each set of assets and liabilities mentioned
in subrule (2)(b), (c) and (d), expressed as a percentage.

In this rule —

allocated minimum capital amount (&~ fiz & " F # %f) means the amount of assets
required to be held by an applicable insurer —
(a) inrelation to its long term insurance business —

(1) in accordance with section 22(3B)(b) of the Ordinance for all funds under
section 21B(2) or (8) of the Ordinance, in addition to the amount of liabilities
mentioned in section 22(3B)(a) of the Ordinance; or

(i) in accordance with section 22(3C)(b) of the Ordinance for all the funds
maintained under section 21B(5)(a), (b), (c) and (d) of the Ordinance, in
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addition to the amount of liabilities mentioned in section 22(3C)(a) of the
Ordinance; or
(b) in relation to its general insurance business, in accordance with section
25AAB(3)(b) of the Ordinance for each fund under section 25AA (other than under
section 25AA(4)(a)) of the Ordinance, in addition to the amount of liabilities
mentioned in section 25AAB(3)(a) of the Ordinance.

Part 7
Transitional Arrangement

88. Application to use transitional arrangement

(1

)

An applicable insurer may make an application to the Authority for approval of a
transitional arrangement under subrule (5) to reduce its risk capital amount for market
risk during the transitional period using the approach stated in subrule (2).

After obtaining an approval from the Authority under subrule (5), subject to subrule (3),

the applicable insurer may reduce its risk capital amount for market risk during the

periods stated in column 1 of Table 21 for the purpose of determining its prescribed

capital amount in accordance with rule 37, by —

(a) multiplying the risk capital amount for market risk determined in accordance with
Division 2 of Part 5, by the applicable percentage in column 2 of Table 21; and

(b) using the reduced risk capital amount for market risk determined in accordance with
paragraph (a), in place of the risk capital amount for market risk determined in
accordance with Division 2 of Part 5, for determining its prescribed capital amount
in accordance with rule 37.

Table 21
Phasing Percentage of Risk Capital Amount for Market Risk
Column 1 Column 2
Period in which Percentage to be
percentage is applied applied
Within 12 months immediately after
the commencement date of these 50%
Rules
From 13" month to 24" month after
the commencement date of these 60%
Rules
From 25" month to 36" month after
the commencement date of these 80%
Rules
From 37" month after the
commencement date of these 100%
Rules and onwards
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€)

(4)

©)

(6)

(7)

(8)

)

Despite any approval granted under subrule (5), during the transitional period, an

applicable insurer must continue to use the risk capital amount for market risk determined

in accordance with Division 2 of Part 5 without applying the reduction under subrule (2),

to determine —

(a) its minimum capital amount under rule 5(3);

(b) the limit of Limited Tier 1 capital under rule 7(b);

(c) the limit of Tier 2 capital under rule 7(c); and

(d) its notional prescribed capital amount and notional minimum capital amount under
Part 6.

An application made under subrule (1) must —

(a) be made in writing;

(b) contain particulars of the information that the Authority reasonably requires to
enable it to consider the application; and

(c) be served on the Authority.

On receiving an application made under subrule (1), the Authority may by written notice
to the applicable insurer approve or reject the application, and if it approves the
application, it may do so subject to such conditions as it may impose.

If the Authority grants an approval to an applicable insurer under subrule (5), at any time
while the approval remains in effect, the Authority may, by a written notice served on
the insurer —

(a) prohibit the insurer from making any of the payments mentioned in subrule (7), or
require the insurer to obtain prior approval from the Authority before making any
of the payments mentioned in subrule (7); and

(b) impose other conditions.

The payments by an applicable insurer mentioned in subrule (6)(a) are —
(a) dividends to shareholders;

(b) purchase of the insurer’s own shares;

(c) discretionary payment on Tier 1 capital; and

(d) any payment that is in substance a distribution of Tier 1 capital.

After obtaining approval from the Authority under subrule (5), an applicable insurer may,
by notice in writing to the Authority, revoke its reliance on the approval for using a
transitional arrangement for the remaining part of the transitional period, or for a
specified part of such period. If such revocation is made, the insurer must, on the
revocation becoming effective, cease reducing its risk capital amount for market risk in
accordance with subrule (2) for the remaining part of the transitional period or specified
part of such period, as the case may be.

For the purposes of subrule (8), a notice revoking reliance on the approval for using a

transitional arrangement becomes effective on the date it is served on the Authority or, if
later, on the date stated in the notice for the revocation to come into effect.
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(10) Where, during the transitional period, an applicable insurer is approved under subrule (5)

(11)

to use a transitional arrangement, or revokes its reliance on the approval for using a
transitional arrangement under subrule (8), the Authority must publish a notice in the
Gazette stating the name of the insurer and the fact that the insurer has been so approved
or made such revocation, as the case may be.

In this rule —

transitional period (:& /& ¥F ) means the 36-month period beginning on the date on which
these Rules come into operation.
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Schedule 1

Unlimited Tier 1 Capital

1. Qualifying criteria for capital instrument

A capital instrument qualifies as Unlimited Tier 1 capital of an applicable insurer only if all of
the following criteria are met —

(a)

(b)
(©)

(d)

(e)

(H)
(2

(h)

(1)

the instrument is issued and fully paid-up in cash, where only the amount of net

cash proceeds received from the issuance of instruments (that is, the paid-up

amount) is to be included as Unlimited Tier 1 capital;

the instrument is in the form of issued capital such that it is the first instrument to

absorb losses as they occur;

the instrument absorbs losses on a going concern basis proportionately and pari

passu with all other Unlimited Tier 1 capital instruments of the same quality issued

by the insurer;

the instrument entitles the holder of the instrument to the most subordinated claim

in a liquidation of the insurer;

the instrument entitles the holders to a claim on the residual assets of the insurer,

that, in the event of its liquidation, and after the payment of all senior claims, is

proportional with the holder’s share of the issued share capital, and is not fixed or
subject to a cap (that is, the holder has an unlimited and variable claim);

the instrument is perpetual;

the principal amount of the instrument is not repaid outside liquidation (except

discretionary repurchase or other discretionary means of reducing capital that is

permitted under the applicable law);

the insurer has not created, and has not done anything to create, an expectation at

issuance that the instrument will be bought back, redeemed or cancelled, and there

are no statutory or contractual terms which might reasonably give rise to such an
expectation;

for distributions to holders of the instrument —

(1)  distributions are paid only out of distributable items;

(i1) the level of distributions is not in any way tied or linked to the amount paid
up at issuance;

(ii1) the terms and conditions governing the instrument do not include a cap or
other restrictions on the maximum level of distributions except to the extent
that the insurer is unable to pay distributions that exceed the level of
distributable items;

(iv) there are no circumstances under which a distribution for the insurer to
holders of the instrument is obligatory;

(v) the non-payment of distributions does not constitute an event of default of the
insurer; and

(vi) there are no preferential distributions, including in respect of other Unlimited
Tier 1 capital instruments, and distributions are paid only after all outstanding
legal and contractual obligations have been met and payments on more senior
capital instruments have been made;
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G

(k)
M

(n)

the instrument is neither undermined nor rendered ineffective by encumbrances,
and in particular, the instrument is not secured or covered by a guarantee of the
insurer or any of its affiliates, and is not subject to any other arrangement that
legally or economically enhances the seniority of the claim;

the insurer has not directly or indirectly funded the purchase of the instrument;

the paid-up amount is recognized as equity capital for the purpose of determining
balance sheet insolvency;

the paid-up amount is classified as equity within the meaning of applicable
accounting standards; and

the instrument is clearly and separately disclosed on the balance sheet in the
financial statements of the insurer.
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Schedule 2

Limited Tier 1 Capital

1. Qualifying criteria for capital instrument

A capital instrument qualifies as Limited Tier 1 capital of an applicable insurer only if all of
the following criteria are met —

(a)

(b)

(©)
(d)
(e)

(H
(2

(h)

(1)

@)

the instrument is issued and fully paid-up in cash, where only the amount of net

cash proceeds received from the issuance of instruments (that is, the paid-up

amount) is to be included as Limited Tier 1 capital;

the instrument is subordinated to policy holders, non-subordinated creditors and

other subordinated creditors, including the holders of capital instruments that are

Tier 2 capital of the insurer but excluding the holders of capital instruments that are

Unlimited Tier 1 capital of the insurer;

the instrument is perpetual;

the terms and conditions of the instrument contain no step-ups or other incentives

to redeem;

the instrument is only callable at the option of the insurer after at least 5 years from

the date of issue (so that the instrument is not retractable by the holder), and the

insurer must obtain prior consent from the Authority to exercise a call option;

the insurer must obtain prior consent from the Authority for any repayment of

principal (whether through repurchase, redemption or otherwise) of the instrument;

the insurer has not created, and has not done anything to create, an expectation at

issuance that the instrument will be bought back, redeemed or cancelled, or that the

insurer will exercise any right to call the instrument, or that the repurchase or

redemption will receive supervisory approval, and there are no statutory or

contractual terms which might reasonably give rise to such an expectation;

the dividend or coupon distributions in respect of the instrument are subject to

the following —

(1) the distributions are paid only out of distributable items;

(i) the insurer has full discretion at all times to cancel the distributions on the
instrument for an unlimited period and on a non-cumulative basis;

(ii1) the insurer has full access to cancelled payments to meet its obligations as
they fall due;

(iv) the cancellation of distributions on the instrument does not constitute an event
of default for the instrument; and

(v) the cancellation of distributions on the instrument imposes no restrictions on
the insurer except in relation to distributions to ordinary shareholders;

the instrument does not have distributions that are tied or linked to the credit quality

or financial condition of the insurer or its affiliates, such that those distributions

may accelerate winding-up;

the instrument is neither undermined nor rendered ineffective by encumbrances,

and in particular, the instrument is not secured or covered by a guarantee of the

insurer or by any of its affiliates, and is not subject to any other arrangement that

legally or economically enhances the seniority of the claim;
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(k)

Q)
(m)

(n)
(0)

(p)

the instrument does not contribute to liabilities exceeding assets of the insurer if a
balance sheet test forms part of national insolvency law applicable to the insolvency
of the insurer;

the paid-up amount is classified as equity within the meaning of applicable
accounting standards;

neither the insurer nor its affiliates over which the insurer exercises control or
significant influence (excluding the holding company of the insurer) has purchased
the instrument;

the insurer has not directly or indirectly funded the purchase of the instrument;

the instrument does not possess features that hinder recapitalization, such as
provisions that require the insurer to compensate investors if a new instrument is
issued at a lower price during a specified time frame; and

if the instrument is not issued out of an operating entity (being an entity established
to conduct business with clients with a view to making a profit in its own right) or
any holding company of the insurer (for example, the instrument is issued by a
special purpose vehicle), proceeds are immediately available without limitation to
an operating entity or the holding company of the insurer, as the case may be, in a
form that meets or exceeds all of the other qualifying criteria set out in
this Schedule for inclusion in Limited Tier 1 capital.
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Schedule 3

Tier 2 Capital

1. Qualifying criteria for capital instrument

A capital instrument qualifies as Tier 2 capital of an applicable insurer only if all of the
following criteria are met —

(a)

(b)
(©)

(d)

(e)

)

(2
(h)

the instrument is issued and fully paid-up in cash where only the amount of net cash

proceeds received from the issuance of instruments (that is, the paid-up amount) is

to be included as Tier 2 capital;

the instrument is subordinated to policy holders and non-subordinated creditors;

the instrument has an original maturity of at least 5 years with its effective maturity

date defined to be the earlier of the following —

(1) the first call date, together with a step-up or other incentive to redeem the
instrument; and

(i) the contractual maturity date fixed in the instrument’s terms and conditions;

the instrument’s availability to absorb losses as it nears its effective maturity is

reflected by either —

(1) decreasing the amount of the instrument qualifying as Tier 2 capital from
100% to 0% on a straight-line basis in the final 5 years prior to maturity
(where the instrument is repayable in separate tranches, each tranche must be
amortized individually, as if it were a separate instrument); or

(i) the existence of a lock-in clause, which is a requirement for the insurer to
suspend repayment or redemption if it is in breach (or would be in breach in
the event of repayment or redemption) of its capital requirements;

subject to paragraph (f), the instrument is only callable at the option of the insurer

after at least 5 years from the date of issue (so that the instrument is not retractable

by the holder), and the insurer must obtain prior consent from the Authority to
exercise a call option;

the instrument may be callable within the first 5 years from the date of issue only

at the option of the insurer (so that the instrument is not retractable by the holder),

provided that —

(1) the insurer must obtain prior consent from the Authority to exercise a call
option; and

(i) the called instruments must be replaced in full before or at redemption by a
new issuance of the same or higher quality;

the insurer must obtain prior consent from the Authority for any repayment of
principal (whether through repurchase, redemption or otherwise) of the instrument;
the insurer has not created, and has not done anything to create, an expectation at
issuance that the instrument will be bought back, redeemed or cancelled, or that the
insurer will exercise any right to call the instrument, or that the repurchase or
redemption will receive supervisory approval, and there are no statutory or
contractual terms which might reasonably give rise to such an expectation;
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(1)

)

(k)

M

(m)
(n)

the instrument does not have distributions that are tied or linked to the credit quality
or financial condition of the insurer or its affiliates, such that those distributions
may accelerate winding-up;

the holders of the instrument have no rights to accelerate the payment or repayment
of future scheduled payments except in the event of a liquidation of the insurer;
the instrument is neither undermined nor rendered ineffective by encumbrances,
and in particular, the instrument is not secured or covered by a guarantee of the
insurer or by any of its affiliates, and is not subject to any other arrangement that
legally or economically enhances the seniority of the claim;

neither the insurer nor its affiliates over which the insurer exercises control or
significant influence (excluding the holding company of the insurer) has purchased
the instrument;

the insurer has not directly or indirectly funded the purchase of the instrument; and
if the instrument is not issued out of an operating entity (being an entity established
to conduct business with clients with a view to making a profit in its own right) or
any holding company of the insurer (for example, the instrument is issued by a
special purpose vehicle), proceeds are immediately available without limitation to
an operating entity or the holding company of the insurer, as the case may be, in a
form that meets or exceeds all of the other qualifying criteria set out in
this Schedule for inclusion in Tier 2 capital.
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1. Application

Schedule 4

Determination of Risk Free Yield Curves

Where these Rules require an applicable insurer to use a risk-free yield curve, the insurer must
determine the risk-free yield curve using the methodology stated in section 2 of this Schedule.

(1

2)

Three-segment approach for determining risk-free yield curve

An applicable insurer must use the Smith-Wilson extrapolation method and the three-
segment approach mentioned in subsection (2) to determine the risk-free yield curve.

For the purposes of subsection (1), the insurer must determine the risk-free yield curve
as three segments with —
segment 1 of the yield curve —

(a)

(b)

(©)

(@)
(i)

commencing at the current point in time and ending at the last liquid point;

and

being determined by —

(A) interpolating between observable market rates of government bonds or
swaps, as specified in column 2 of Table 1, of various tenors; and

(B) if a swap rate is used for the determination in sub-subparagraph (A),
applying a parallel downward shift to the observable market rates for
the swap using the credit risk adjustment in column 4 of Table 1
applicable for the relevant currency specified, up to the last liquid point
specified in column 5 of Table 1;

segment 2 of the yield curve —

(@)

(ii)

commencing immediately after the last liquid point specified in column 5 of
Table 1 and ending at the convergence point specified in column 6 of Table
1; and

being determined using the Smith-Wilson extrapolation method, to converge
the curve towards the applicable ultimate forward rate specified by the
Authority in a notice published in the Gazette; and

segment 3 of the yield curve —

(@)
(ii)

commencing immediately after the convergence point specified in column 6
of Table 1 and continuing after the convergence point; and

being determined by continuing to converge the curve towards the applicable
ultimate forward rate specified by the Authority in a notice published in the
Gazette.
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(3) In this section, Table 1 refers to the following table —

Table 1
Parameters for Generating the Base Risk-free Yield Curve
Column 1 Column 2 Column 3 Column 4 Column 5 Column 6
Specified Rate Coupon acdlﬁlcllttnlllsnkt Lasf liql.lid Conveljgenc
frequency . . point (in e point
currency type per year (in basis years) (years)
points)
HKD Swap 4 10 15 60
Zero coupon
USD government N/A 0 30 60
bonds
Zero coupon
RMB government N/A 0 10 60
bonds
Zero coupon
THB government N/A 0 10 60
bonds
GBP Swap 2 10 50 80
Zero coupon
JPY government N/A 0 30 60
bonds
Zero coupon
TWD government N/A 0 10 60
bonds
Zero coupon
SGD government N/A 0 20 60
bonds
EUR Swap 1 10 20 60

(4) For the purpose of this section, the Authority must publish a notice in the Gazette of the
reference tickers for the observable market rates of government bonds or swaps as
specified in column 2 of Table 1.
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Schedule 5

Determination of Matching Adjustment

1. Application

(D

2

This Schedule applies to an applicable insurer that applies a matching adjustment to
adjust the specified risk-free yield curve used to derive the discount rate for its future
cash flows in valuing the current estimates of its long term insurance liabilities in an MA
portfolio.

An applicable insurer to which this Schedule applies must calculate a matching
adjustment in accordance with the following formula with the methodologies set out in
sections 3 to 10 of this Schedule —

Matching adjustment,qcn ma portrotio

= adjuSted spread each MA portfolio X application ratio each MA portfolio
+ weighted constant prescribed spread
X predictability Factor

X Max [Min (20%, eligible asset percentage

asset dollar duration ) ]

B liability dollar duration
+ qualified LTAeach MA portfolio

where —

adjusted spread ¢qch ma portfotio 18 determined in accordance with section 5 of this
Schedule;

application ratio eqcn ma portfolio 18 determined in accordance with section 6 of this
Schedule;

weighted constant prescribed spread X predictability Factor

X Max [Min (20%, eligible asset percentage

asset dollar duration ) ]

liability dollar duration
collectively refers to the constant prescribed spread component which is determined in
accordance with section 9 of this Schedule; and
qualified LT Aeqch maportrolio 18 determined in accordance with section 10 of this
Schedule.
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2. Interpretation

In this Schedule —

asset group (% A %) means a group of eligible assets, organized according to their
maturity bucket and credit rating band, and split further by sovereign bonds from other
types of eligible assets;

asset spread (7= A 4| 4) is the constant spread that makes the price of an eligible asset

equal to the present value of its cash flows when added to the specified risk-free yield
curve at each point on the spot rate;

duration (73 3 #F), in relation to an eligible asset or insurance liability, is a measure of

sensitivity of the value of asset or liability with respect to a change in interest rate and
refers to the percentage change in price of the asset or value of the liability for a 100 basis
point change in yield;

effective duration (3 »< 73 5 ¥ ), in relation to an insurance liability, means the

sensitivity of the liability to a change in discount rates, taking into account expected
change in cash flows due to management actions;

invested assets (4 F 7 A ) refers to the assets defined under Table 1 of this Schedule,

which are held within long term business funds, excluding the assets held for the account
balance of Class C, Class G and Class H defined under Part 2 of Schedule 1 to the
Ordinance.

3. Classification of assets within an MA portfolio

(1

For the purpose of calculating the matching adjustment for valuing the long term
insurance liabilities in a MA portfolio, an applicable insurer must classify the assets in
the MA portfolio into eligible assets, non-eligible assets and non-invested assets in
accordance with Table 1.
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Table 1
Classification of Eligible Assets, Non-eligible Assets and Non-invested Assets for MA Portfolio

Total assets used to support the liabilities that are subject to matching adjustment
Invested assets Non-invested assets
Eligible assets Non-eligible assets
Column 1 Column 2 Column 3
Sovereign bonds Equities Cash and cash equivalents
Convertlble bonds c'onvertlble Assets held for linked long
Corporate bonds at the option of the issuer or a .
. term business
third party
Asset backed securities Derivatives Investments in affiliates
.. Other balance with
Other debt securities Property affiliates
Loans and advances to Portfolio investment (other
financial institutions or than fixed income Policy loans
corporates component)
Other loans and advances Investment incorhe receivable Other non-invested assets
from financial assets
Assets held for retirement Assets held for retirement
schemes account balances schemes account balances
(fixed income component (other than fixed income
only) component)
P.ortfoho investment (fixed Other non-eligible assets
income component only)

(2) For purpose of classifying assets in accordance with subsection (1), in relation to any
convertible bond it holds, an applicable insurer may classify the bond as a corporate bond
(and as an eligible asset in Table 1 of subsection (1)), if, under the terms and conditions
of the bond, the bond is convertible at the discretion of the insurer. To avoid doubt, if
under its terms and conditions, the bond is convertible at the discretion of the issuer or a
third party or is automatically triggered (for example, in the case of contingent
convertible bonds), the insurer must treat the convertible bond as equities (and classify it
as a non-eligible asset in Table 1 of subsection (1)).

(3) In calculating the matching adjustment for valuing long term insurance liabilities in an
MA portfolio, the applicable insurer must exclude assets held by the insurer to cover or
support liabilities that are not subject to matching adjustment for purposes of sections 5
to 10 of this Schedule.

4. Treatment of assets in MA portfolio with call options
(1) If the eligible assets within an MA portfolio include any eligible assets with embedded
call options, for the purpose of determining the matching adjustment to be applied when

valuing the insurance liabilities in the MA portfolio, the insurer must treat such assets in
accordance with subsections (2) and (3).
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(2) If the call option embedded in the eligible asset is not a make-whole call option, the
insurer must project the cash flows for the asset on the assumption that the asset will be
redeemed at the first callable date of the option.

(3) If the call option embedded in the eligible asset is a make-whole call option, subject to
subsection (4), the insurer must determine the make-whole call spread of the asset and —

(a) ifthe make-whole call spread is less than or equal to the applicable maximal make-
whole call spread stated in column 2 of Table 2 corresponding to the credit rating

band in column 1 of Table 2 for the asset, the insurer must recognize the value of

such asset and cash flows from such asset in full in determining the matching

adjustment; or

(b) if the make-whole call spread exceeds the applicable maximal make-whole call
spread stated in column 2 of Table 2 corresponding to the credit rating band in
column 1 of Table 2 for the assets, the insurer must either:

(1) project the cash flows for the asset on the assumption that the asset will be
redeemed at the first callable date; or

(i1) only partially recognize the market value of the asset in determining the
matching adjustment by multiplying the market value with the ratio of X to

Y, where —

(A) X is the amount of valuation date call price determined according to
make-whole call spread of individual asset; and

(B) Y is the amount of valuation date call price determined according to
maximal make-whole call spread,

and adjust the projected cash flows for the asset based on partial recognition

of the market value of the asset (without any adjustment to asset spread and

asset duration).

Table 2

Maximal Make-whole Call Spread by Credit Rating Band

Column 1
Credit rating
band
1
2

3
4 or below

Column 2
Maximal make-whole call
spread (in basis points)
30
40
60
80

(4) If the call option embedded in the eligible asset is a make-whole call option and the
insurer cannot identify the make-whole call spread of the asset, the insurer must calculate
the matching adjustment based on the projection of cash flows up to the first callable date

of the option.

5. Determination of adjusted spread

(1) This section applies to the determination by an applicable insurer of the adjusted spread
in the matching adjustment formula in section 1(2) of this Schedule.
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(2) For the purpose of determining the adjusted spread mentioned in subsection (1), an

3)

applicable insurer must derive the adjusted spread for the eligible assets in the MA
portfolio, based on the weighted average of the asset spread (denoted as spread: below)
minus a risk correction (denoted as RC; below) for the eligible assets, using the following
formula —

Adjusted spread = z w; X (spread; — RC;)
Eligible assets i

where —

w; denotes the weight assigned to the eligible assets, based on the credit rating band and

the maturity bucket of the eligible assets, where —

(a) the weight is determined by the proportion of the asset group’s market value
multiplied by the asset duration of the asset group to total eligible assets’ market
value multiplied by the asset duration of total eligible assets; and

(b) maturity bucket of eligible assets is determined according to the remaining term to
maturity of the eligible assets in years, stated in Table 3.

Table 3

Maturity Bucket Grouping

Less than or equal to 5 years
Larger than 5 years less than or equal to 10 years
Larger than 10 years less than or equal to 15 years
Larger than 15 years less than or equal to 20 years
Larger than 20 years less than or equal to 25 years
Larger than 25 years less than or equal to 30 years

Larger than 30 years

Spread; denotes the asset spread for the eligible assets held by applicable insurer with
corresponding credit rating band and the maturity bucket, and to avoid doubt, negative
spreads should be included in the calculation and should not be floored at zero; and

RC; denotes the risk correction to be applied to the asset spread of the eligible assets based
on the corresponding credit rating band of the eligible assets, and the risk correction
refers to a percentage of the asset spread that represents the average probability of default
and cost of downgrade of the eligible assets for which the adjusted spread is being
calculated and is determined in accordance with subsections (3) and (4).

Subject to subsection (4), the risk correction in the formula in subsection (2), is —

(a) zero basis points for eligible assets which are government bonds issued by
jurisdictions whose government bonds are used to derive specified risk-free yield
curves set out in Table 1 of Schedule 4 and are denominated in that corresponding
specified currency; or

(b) in the case of eligible assets other than those mentioned in paragraph (a),
determined by applying the relevant percentage to the asset spread for the eligible
assets (denoted as Spread; in the formula in subsection (2)), where the relevant
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percentage is the percentage in column 2 of Table 4 corresponding to the credit
rating band in column 1 of Table 4 for the eligible assets.

Table 4
Risk Correction in Terms of a Percentage of Asset Spread by Credit Rating Band
Column 1 Column 2
Credit rating Risk Correction
band (percentage of asset spread)
1 11%
2 14%
3 20%
4 or below 22%

(4) For eligible assets in the MA portfolio with a credit rating band of 5 or below, or which
are unrated, the weighted average spread for such assets which can be included in the
formula in subsection (2) to determine adjusted spread is subject to the following —

(a) the weighted average spread for such assets is capped by the weighted average
spread of bonds in the MA portfolio with a credit rating band of 4; or

(b) where there are no such bonds with a credit rating band of 4 in the MA portfolio or
the asset spread of such bonds is not available, the weighted average spread for the
relevant assets is capped by the weighted average spread of bonds in the MA
portfolio with the credit rating band next higher than credit rating band 4 for which
an asset spread is available; or

(c) the weighted average spread for such assets is set at zero if there are no bonds in
the MA portfolio with a credit rating band of 4 or above.

6. Determination of the application ratio

(1) This section applies to the determination by an applicable insurer of the application ratio
in the matching adjustment formula in section 1(2) of this Schedule.

(2) For the purpose of determining the application ratio mentioned in subsection (1), an
applicable insurer must multiply a predictability factor (as determined under section 7 of
this Schedule) and a duration factor (as determined under section 8 of this Schedule),
using the following formula —

Application ratio = predictability factor X duration factor.

7. Determination of predictability factor

(1) The predictability factor is determined as 1 minus the largest accumulated cash flow
shortfall percentage, floored at zero, using the following formula —

Predictability factor

= Max (0,1
— largest accumulated cash flow shortfall percentage)
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)

)

4

)

where —
largest accumulated cash flow shortfall percentage is calculated in accordance with
subsection (2).

For the purposes of the formula in subsection (1), the largest accumulated cash flow
shortfall percentage is the maximum of the largest accumulated cash flow shortfall
percentage determined in accordance with subsections (3), (4) and (5) under the
following scenarios —

(a) base scenario;

(b) lapse up scenario as described under rule 59; and

(c) mass lapse scenario as described under rule 59.

For the purposes of subsection (2), and subject to subsection (5), to calculate the largest

accumulated cash flow shortfall percentage, an applicable insurer must —

(a) project its excess cash balance at the end of each year during the period up to the
last liquid point for each scenario in subsection (2), using the following formula for
each year of projection —

Excess cash balance at year-end = excess cash balance at beginning of year +
asset cash in flow for the year — liability cash out flow for the year;

(b) if the excess cash balance for any given year calculated under paragraph (a) is
negative, regard the absolute value of that negative excess cash balance as an
accumulated cash flow shortfall;

(c) calculate the present value of each accumulated cash flow shortfall from paragraph
(b) using the relevant specified risk-free yield curve, based on the major currency
in which the largest portion of eligible assets is denominated;

(d) take the largest present value of accumulated cash flow shortfall calculated in
paragraph (c) as its largest accumulated cash flow shortfall; and

(e) calculate the amount from paragraph (d) as a percentage of the total market value
of eligible assets in the MA portfolio.

For the purposes of subsection (3)(a), the last liquid point is determined as the longest
last liquid point, based on the currencies in which the applicable insurer’s long term
insurance liabilities in the MA portfolio subject to matching adjustment are denominated,
excluding long term insurance liabilities denominated in any currency which makes up
less than 1% of the long term insurance liabilities in the MA portfolio subject to matching
adjustment.

The requirements relating to the cash flows in determining accumulated cash flow

shortfall for subsection (3) are that —

(a) annual asset cash flows only include cash flows from the eligible assets, premium
received in respect of contracts of insurance, the insurance liabilities of which are
subject to matching adjustment, and investment return on excess cash balance,
without reflecting any cash flows arising from asset sales and purchases;
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(6)

(b) cash flows of callable bonds exclude bonds with only make-whole call options, and
must be projected assuming the bonds will be redeemed at the first callable date;

(c) cash flows arising from assets used to support liabilities that are not subject to
matching adjustment are excluded;

(d) premium cash flows may include contractually fixed premiums, premiums subject
to premium holiday feature (with the consideration of premium holiday
assumptions), and premiums from adjustable premium products that are highly
predictable;

(e) any flexible top-up premiums which are at the discretion of the policy holders are
excluded from premium cash flows;

(f) prepaid premiums already included as part of the applicable insurer’s assets are
excluded from premium cash flows;

(g) asset cash flows include investment returns on the excess cash balance at the risk-
free forward rate of the major currency of the eligible assets; and

(h) liability cash flows only include guaranteed liability cash outflow.

In this section —

last liquid point (. % ;i #> 8L), for the purpose of determining predictability factor,
means the last liquid point as specified under column 5 of Table 1 of Schedule 4 if the
currency is a currency specified under column 1 of Table 1 of Schedule 4, or 30 years if
otherwise;

premium holiday feature (%% B3P £ B) means a feature of a contract of insurance that
allows the policy holder to stop paying premiums for a specific period of time.

8. Determination of duration factor

(1)

For the purpose of determining the application ratio using the formula in section 6(2) of
this Schedule, the duration factor takes into account the ratio of asset dollar duration of
eligible assets in the MA portfolio to liability dollar duration of long term insurance
liabilities that are subject to matching adjustment, is capped at the eligible asset
percentage and is floored at zero, and the duration factor is calculated by the following
formula —

Duration factor =

Asset dollar duration )]
Liability dollar duration

Max [O ,Min (Eligible asset percentage,

where —

asset dollar duration (7 A W 73 ¥ ¥/ ) means the weighted average duration for the
eligible assets, multiplied by the market value of eligible assets;

eligible asset percentage (& ¥ 1% F A F 4~ *“) means the portion of eligible assets to

the total invested assets used to support the long term insurance liabilities that are subject
to matching adjustment in a MA portfolio, expressed as a percentage and capped at 100%;
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)

liability dollar duration ( { § % & 73 % ¥ ) means the effective duration of the insurance
liabilities, multiplied by the current estimate for such liabilities discounted by the
specified risk-free yield curves, adjusted by an estimated matching adjustment
determined in accordance with subsection (2).

For the purpose of determining the estimated matching adjustment in the definition of

liability dollar duration in subsection (1), an applicable insurer —

(a) may make such determination using any appropriate method, provided that the
difference between the estimated matching adjustment and the final matching
adjustment is no more than 10 basis points; and

(b) must not directly adopt a current estimate of long term insurance liabilities from
reporting periods before the valuation date and must determine its current estimate
of long term insurance liabilities in accordance with rule 15 to calculate the final
matching adjustment mentioned in paragraph (a).

9. Constant prescribed spread component

(1)

2

This section applies to the determination by an applicable insurer of the constant
prescribed spread component in the matching adjustment formula in section 1(2) of this
Schedule, in accordance with the following formula —

constant prescribed spread component
= weighted constant prescribed spread X predictability factor

X Max [Min (20%, eligible asset percentage

asset dollar duration ) ]
liability dollar duration)’

where —

weighted constant prescribed spread is determined in accordance with subsection (2);
predictability factor is determined in accordance with section 7 of this Schedule; and
eligible asset percentage, asset dollar duration and liability dollar duration are
determined in accordance with section 8(1) of this Schedule.

For the purposes of the formula in subsection (1), subject to subsections (3) and (4), the

weighted constant prescribed spread is derived by —

(a) identifying the constant prescribed spreads in Table 5 for the eligible assets
corresponding to the maturity bucket and the credit rating band of the eligible assets;
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Table 5
Constant Prescribed Spreads in Basis Points by Credit Rating Band and Maturity Bucket

Credit rating band

Maturity bucket 1 2 3 4 or below

Column 1 Column 2 | Column 3 | Column 4 Column 5
0-5 Years 20 30 45 60
5-10 Years 35 45 60 70
10-15 Years 40 50 65 80
15-20 Years 50 60 75 90
20-25 Years 50 60 75 90
25-30 Years 50 60 75 90
30+ Years 50 60 75 90

(b) subtracting from the constant prescribed spreads identified in paragraph (a), the risk
correction as prescribed under section 5(3) of this Schedule in respect of the eligible
assets based on the corresponding credit rating band of the eligible assets; and

(c) calculating the weighted average of the constant prescribed spreads minus the risk
correction, based on the weight of the eligible assets represented in each credit
rating band and maturity bucket, where the weight is the proportion of the market
value of the asset group multiplied by the asset duration of the asset group to the
market value of total eligible assets multiplied by the asset duration of total eligible
assets.

(3) Despite the constant prescribed spreads set out in Table 5 of subsection (2), the constant
prescribed spread for government bonds issued by jurisdictions whose government bonds
are used to derive specified risk-free yield curves set out in Table 1 of Schedule 4 is zero.

(4) If the asset spread calculated in accordance with section 5 of this Schedule is below the
weighted constant prescribed spread calculated in accordance with subsection (2), the
asset spread calculated in accordance with section 5 of this Schedule will be taken as the
weighted constant prescribed spread for the purposes of the formula under subsection (1).

10. Qualified LTA
(1) This section applies to the determination by an applicable insurer of the qualified LTA
in the matching adjustment formula in section 1(2) of this Schedule which is the spread
above risk-free yield curve recognized for holding equity and property assets in an MA
portfolio for MA portfolios that meet the criteria in rule 24(3).
(2) The qualified LTA is determined by the following formula —

qualified LT Agqch ma portrolio = long term adjustment X
equity and property proportion .qch ma portfolio
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where —

long term adjustment is prescribed to be 100 basis points; and

equity and property proportion is the proportion of equity and property assets in the

matching adjustment portfolio that is the lower of —

(a) the ratio of market value of equity and property assets to total market value of
invested assets in the MA portfolio; and

(b) cap on equity and property proportion using the formula below —

Cap on equity and property proportion
Sum of discounted liability cash outflows over 30 years

~ Sum of total discounted liability cash outflows for all years

where an applicable insurer must discount its liability cash outflows by using
relevant specified risk-free yield curve, based on the specified currency in which
the largest portion of the insurer’s insurance liabilities subject to matching
adjustment is denominated.
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1.

Schedule 6
Credit Rating Band
Interpretation

For this Schedule —

data history (#¥5 it € ) means the number of years for which a credit rating agency has

published cumulative default rates data;

specified rating agency (4p P’ 7% #) means a rating agency specified in Table 1 of section

3(1) of this Schedule.

Determination of credit rating band required by these Rules

Where an applicable insurer is required by these Rules to determine the credit rating band of
an instrument or a party, the insurer must determine the credit rating band for the instrument

or party as the case may be, in accordance with this Schedule.

Use of credit rating of a specified rating agency

(1) Subject to subsection (2), if a credit rating has been assigned to an instrument or a party,
as the case may be, by a specified rating agency, an applicable insurer must determine
the credit rating band for the instrument or party by mapping the credit rating to the credit

rating band in accordance with Table 1.

Table 1
Credit Rating Band Mapping

Specified rating agency

Credit rating band S&P Moody’s Fitch A-M. Best
Global Investors Ratines Company,
Ratings Service g Inc.
Column 1 Column 2 Column 3 Column 4 Column5 = Column 6
1 AAA Aaa AAA aaa
AA+to
Long-term 2 AA- Aa AA aa
rating 3 A+to A- A A a
BBB+ to
4 BBB- Baa BBB bbb
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Japan
Credit
Rating
Agency,
Ltd.

Column 7

AAA
AA
A
BBB

Morningsta
r DBRS

Column 8

AAA
AA
A
BBB




Specified rating agency

Japan
Credit rating band S&P Moody’s Fitch A.M. Best Cre.d it Morningsta
Global Investors . Company, Rating
. . Ratings r DBRS
Ratings Service Inc. Agency,
Ltd.
Column 1 Column 2 Column 3 Column 4 Column 5 Column 6 Column 7 Column 8
BB+ to
5 BB. Ba BB bb BB BB
6 B+ to B- B B b B B
7 CCC and Caa and CCC and ccc and CCC and CCC and
lower lower lower lower lower lower
1 N/A N/A N/A N/A N/A N/A
2 A-1 P-1 F1 AMB-1+ J-1 R-1
3 A-2 P-2 F2 AMB-1- J-2 R-2
AMB-2 to
Sh;)artti—r‘ierm 4 A-3 P-3 F3 AMB.3 J-3 R-3
& 5 N/A N/A N/A AMB-4 N/A N/A
6 B NP B N/A NJ R-4
7 C and N/A C and N/A N/A R-5 and
lower lower lower
1 AAA Aaa AAA N/A N/A N/A
2 A/’:Z_to Aa AA AtttoAr VA N/A
3 A+ to A- A A A to A- N/A N/A
Financial BBB+ to N/A N/A
strength 4 BBB- Baa BBB B++to B+
rating 5 Bg;;_to Ba BB B to B- N/A N/A
6 B+ to B- B B CH++to C+ N/A N/A
7 CCC and Caa and CCC and C and N/A N/A
lower lower lower lower
(2) If more than one credit rating has been assigned to an instrument or a party by more than

3)

one specified rating agency, an applicable insurer must determine the credit rating band
for the instrument or party by mapping the credit ratings assigned to the instrument or
party to the credit rating band in accordance with Table 1 of subsection (1) and using the
second highest credit rating band.

Subject to subsection (4), if an instrument or a party does not have a credit rating assigned
to it by a specified rating agency, but has a credit rating assigned to it by another rating
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agency which has a data history covering at least the last 7 years, an applicable insurer

must determine the credit rating band for the instrument or party by —

(a) determining the most recent average 3-year cumulative default rate based on data
published by the rating agency for the instruments or parties with the same credit
rating assigned; and

(b) mapping the most recent average 3-year cumulative default rate determined in
paragraph (a) to the credit rating band in accordance with Table 2 based on the data
history of the rating agency.

Table 2
Mapping of Average 3-year Cumulative Default Rate for Credit Rating Band
Column 1 Column 2 Column 3

Credit  Average 3-year cumulative default  Average 3-year cumulative default
rating rate for rating agency with over rate for rating agency with 7 to 20
band 20 years of data history years of data history

1 N/A N/A

2 0<CDR <0.15% N/A

3 0.15% < CDR < 0.35% 0<CDR<0.15%

4 0.35% < CDR < 1.20% 0.15% < CDR £0.35%

5 1.20% < CDR < 10.00% 0.35% < CDR < 1.20%

6 10.00% < CDR < 25.00% 1.20% < CDR < 10.00%

7 CDR > 25% CDR > 10%

(4)

)

(6)

where CDR means average 3-year cumulative default rate.

If an instrument or a party does not have a credit rating assigned to it by a specified rating
agency, but has more than one credit rating assigned to it by more than one other rating
agency, an applicable insurer must determine the credit rating band for the instrument or
party by mapping the credit rating band for each such rating using the approach in
subsection (3) and using the second highest credit rating band identified under Table 2
of subsection (3).

Where these Rules require a credit rating band to be determined for an instrument and

subsections (1) to (4) apply for that purpose, an applicable insurer must determine the

credit rating band for the instrument by reference to the most relevant credit rating, based

on the following order of priority —

(a) the issue credit rating of the instrument; or

(b) if'there is no issue credit rating of the instrument, the long-term issuer credit rating
of the party that issued the instrument.

Where these Rules require a credit rating band to be determined for a party and

subsections (1) to (4) apply for that purpose, an applicable insurer must determine the

credit rating band for the party by reference to the most relevant credit rating, based on

the following order of priority —

(a) ifthe party is an insurer, the financial strength rating of the party; or

(b) if the party is not an insurer or does not have a financial strength rating, the long-
term issuer credit rating of the party.
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4. Internal assessment of credit rating band

(D

2

3)

4

©)

(6)

If an instrument or a party does not have a credit rating assigned to it by a specified rating
agency or by any other rating agency, the insurer, subject to obtaining approval from the
Authority in accordance with subsection (4) and no subsequent objection having been
made by the Authority in accordance with subsection (6), may use an internal assessment
process to map an exposure to an instrument or a party, as the case may be, to the
appropriate credit rating band for the purposes of these Rules.

For the purposes of subsection (1), to obtain an approval under subsection (4), an
applicable insurer must make an application to the Authority in accordance with
subsection (3) and make payment of a prescribed fee.

An application made under subsection (2) must —
(a) be made in writing;
(b) contain —
(1) the particulars of the internal assessment process specified by the Authority;
and
(1)) any other information as may reasonably be required by the Authority to
consider the application, having regard to guidelines published under section
133 of the Ordinance; and
(¢) Dbe served on the Authority.

On an application made under subsection (2), the Authority may by written notice to the

applicable insurer, approve or reject the application and if it approves the application, it

may do so subject to such conditions it may impose including in relation, but not limited,

to —

(a) the period for which the approval is to remain in effect; and

(b) the approach or manner in which the insurer must apply its internal assessment
process to map an exposure to an instrument or a party, as the case may be, to the
appropriate credit rating band for the purposes of these Rules.

After obtaining an approval from the Authority under subsection (4) and during the

period in which the approval remains in effect, an applicable insurer must —

(a) submit to the Authority such information in relation to its use of the internal
assessment process as specified by the Authority in a specified form and within the
period specified in the specified form, including such information as may
reasonably be required by the Authority to monitor the continued effectiveness of
the internal assessment process in mapping exposures to the appropriate credit
rating band, having regard to guidelines published under section 133 of the
Ordinance; and

(b) pay the prescribed fee on submission of information under paragraph (a).

The Authority may, by serving a notice in writing on the applicable insurer, object to the

applicable insurer continuing to use an internal assessment process to map its exposure
to an instrument or a party, as the case may be, to the appropriate credit rating band for
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the purposes of these Rules, if it appears to the Authority that the internal assessment
process is no longer suitable to be adopted by the insurer.
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Schedule 7
Correlation Matrix

1. Correlation matrix for margin over current estimate for long term insurance liabilities

Table 1
Correlation Matrix for Mortality, Longevity, Morbidity, Expense and Lapse Risks
Sub-risk j
Sub-risk i Mortality = Longevity @ Morbidity Expense Lapse
Column 1 Column 2 Column 3 Column 4 Column 5 Column 6
Mortality 100% -25% 25% 25% 0%
Longevity -25% 100% 0% 25% 25%
Morbidity 25% 0% 100% 50% 0%
Expense 25% 25% 50% 100% 50%
Lapse 0% 25% 0% 50% 100%

2. Correlation matrix for prescribed capital amount and risk capital amounts

Table 2
Correlation Matrix for Prescribed Capital Amount
Risk y
Counterparty
Risk x Market Life insurance 'General default and
insurance
other
Column 1 Column 2 Column 3 Column 4 Column 5

Market 100% 25% 25% 25%
Life insurance 25% 100% 0% 25%
General insurance 25% 0% 100% 25%

Counterparty 0 0 o 0
default and other 25% 25% 25% 100%
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Table 3A

Correlation Matrix for Market Risk—Interest Rate Upward

sub-risk t
Sub-risk s In:;:;:st s(;:;ee(;l; Equity Property Currency
Column 1 Column 2 Column 3 Column 4 Column 5 Column 6
Interest rate 100% 0% 0% 0% 25%
Credit spread 0% 100% 75% 50% 25%
Equity 0% 75% 100% 50% 25%
Property 0% 50% 50% 100% 25%
Currency 25% 25% 25% 25% 100%
Table 3B
Correlation Matrix for Market Risk—Interest Rate Downward
sub-risk t
Sub-risk s In:;::st scpl;i(;l; Equity Property = Currency
Column 1 Column 2 Column 3 Column4 = Column5 | Column 6
Interest rate 100% 50% 50% 25% 25%
Credit spread 50% 100% 75% 50% 25%
Equity 50% 75% 100% 50% 25%
Property 25% 50% 50% 100% 25%
Currency 25% 25% 25% 25% 100%
Table 4
Correlation Matrix for Life Insurance Risk
Sub-risk n
Sub-risk m Mortality Longevity Life CAT Morbidity Expense Lapse
Column 1 Column?2 | Column3 | Column4 Column5 @ Column 6 Column 7
Mortality 100% -25% 25% 25% 25% 0%
Longevity -25% 100% 0% 0% 25% 25%
Life CAT 25% 0% 100% 25% 25% 25%
Morbidity 25% 0% 25% 100% 50% 0%
Expense 25% 25% 25% 50% 100% 50%
Lapse 0% 25% 25% 0% 50% 100%
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Table 5
Correlation Matrix for General Insurance Risk

Sub-risk vl
General insurance

Sub-risk ul (other than mortgage = Mortgage insurance
insurance)
Column 1 Column 2 Column 3
General insurance o 0
(other than mortgage insurance) 100% 25%
Mortgage insurance 25% 100%
Table 6
Correlation Matrix for General Insurance (other than Mortgage Insurance) Risk
Sub-risk v2
Sub-risk u2 ReserV? and Catastrophe
premium
Column 1 Column 2 Column 3
Reserve and premium 100% 25%
Catastrophe 25% 100%
Table 7
Correlation Matrix for Reserve and Premium Risk
Sub-risk v3
Sub-risk u3 Reserve Premium
Column 1 Column 2 Column 3
Reserve 100% 50%
Premium 50% 100%

299



Table 8

Correlation Matrix for Reserve and Premium Risk—General Insurance Lines of Business

General
insurance
line of
business
u4

—_

O 00 | Q|| |k~ W N

1 2
100 0O
0 | 100
0 | 25
0 | 25
0 | 25
0 | 25
0 | 25
25 | 25
25 | 25
25 | 25
0 | 25
0 | 25
0 | 25
0 | 25
0 | 25
50 0
0 | 50
0 | 25
0 | 25
25 | 25
0 | 25
0 | 25

25
100
25
25
25
25

25
25
25
25
25
0
25
50
25
0
25
25

25
25
100
50
25
25

25
25
25
25
25
0
25
50
25
0
25
25

25
25
50
100
25
25
0
0
0
25
25
25
25
25
0
25
50
25
0
25
25

25
25
25
25
100
100

25
25
25
25
25
0
25
25
50
0
25
25

25
25
25
25
100
100
0
0
0
25
25
25
25
25
0
25
25
50
0
25
25

General insurance line of business v4

(%)
8 9 |10 11 | 12|13

25 25 25 0 0 0
25 25 25 25 25 25

0 0 0 25 25 25
0 0 0 25 25 25
0 0 0 25 25 25
0 0 0 25 25 25
0 0 0 25 25 25

100 | 50 75 50 50 50
50 | 100 | 75 50 50 50
75 75 | 100 | 50 50 50
50 50 50 | 100 | 50 75
50 50 50 50 | 100 | 75
50 50 50 75 75 | 100
25 25 25 50 50 50
25 25 25 50 50 50
25 25 25 0 0 0

25 25 25 25 25 25
0 0 0 25 25 25
0 0 0 25 25 25
50 50 50 50 50 50
50 50 50 50 50 50
25 25 25 50 50 50

25 25 0 50 25
25 25 0 25 50
25 25 0 25 50
25 25 0 25 50
25 25 0 25 25
25 25 0 25 25

25 25 25 25 0
25 25 25 25
25 25 25 25

50 50 0 25 25
50 50 0 25 25
50 50 0 25 25
100 | 75 0 25 25
75 | 100 0 25 25

25 25 0 100 | 25

25 25 0 25 | 100

25 25 0 25 25
25 25 25 25 0
50 50 0 25 25
50 50 0 25 25

19

25
25
25
25
50
50

25
25
25
25
25

25
25
100

25
25

100
50
25

21

25
25
25
25
25
25
50
50
50
50
50
50
50
50

25

25
50
100
50

22

25
25
25
25
25
25
25
25
25
50
50
50
50
50

25
25
25
25
50
100

where the general insurance lines of business represent as:

Column 1 Column 2 Column 3
General
Item Business insurance line of
business
) ) Accident and
Direct and reinsurance
health
) Direct apd proportional Motor
reinsurance
Direct apd proportional Aviation
reinsurance
4 Direct apd proportional Ships
reinsurance
Direct and proportional . .
nd prop Goods in Transit
reinsurance
6 Direct Property damage
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Column 1 Column 2 Column 3
General
Item Business insurance line of
business
7 Proportional reinsurance ~ Property damage
Employees’
8 Direct compensation—
construction
Employees’
9 Direct compensation—
non-construction
10 Proportional reinsurance Emp loyeqs
compensation
1 Direct General liability-
public liability
. General liability—
12 Direct other liability
13 Proportional reinsurance General liability
. Pecuniary loss—
14 Direct credit and others
. . Pecuniary loss—
15 Proportional reinsurance credit and others
Non-proportional Accident and
16 .
reinsurance health
17 Non—proportlonal Motor
reinsurance
18 Non-proportional Marine, aviation,
reinsurance and transport
19 Non-proportional Property Damage
reinsurance
20 Non-proportional Employees’
reinsurance compensation
21 Non-proportional General liability
reinsurance
Non-proportional Pecuniary loss—
22 . .
reinsurance credit and others
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Table 9
Correlation Matrix for Catastrophe Risk

Sub-risk v5
Man-made non- Man-made
. Natural systemic systemic
Sub-risk u3 catastrophe catastrophe catastrophe
Column 1 Column 2 Column 3 Column 4
Natural catastrophe 100% 0% 0%
Man-made non-systemic 0% 100% 0%
catastrophe
Man-made systemic 0% 0% 100%
catastrophe
Table 10
Correlation Matrix for Net Loss for Windstorm for Natural Catastrophe Risk
Region v6
. Hong Kong Macau Mainland Taiwan Others
Region u6 .
China
Column 1 Column 2 Column 3 Column 4 Column 5 Column 6
Hong Kong 100% 50% 25% 25% 0%
Macau 50% 100% 25% 25% 0%
Mainland China 25% 25% 100% 25% 0%
Taiwan 25% 25% 25% 100% 0%
Others 0% 0% 0% 0% 100%
Table 11
Correlation Matrix for Net Loss for Earthquake for Natural Catastrophe Risk
Region v7
Region u7 Hong Kong Others
Column 1 Column 2 Column 3
Hong Kong 100% 0%
Others 0% 100%
Table 12
Correlation Matrix for Mortgage Insurance Risk
Sub-risk v8
Sub-risk u8 Onshore mortgage Offshore mortgage
insurance insurance
Column 1 Column 2 Column 3
Onshore mortgage insurance 100% 75%
Offshore mortgage insurance 75% 100%
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Table 13
Correlation Matrix for Onshore Standard Mortgage Insurance

Sub-risk v9
Sub-risk u9 Reserve risk Catastl:op he.and
premium risk
Column 1 Column 2 Column 3
Reserve risk 100% 50%
Catastrophe and premium risk 50% 100%
Table 14

Correlation Matrix for Offshore Mortgage Insurance

Sub-risk v10
Sub-risk ul0 Reserve and premium Catastrophe risk
risk
Column 1 Column 2 Column 3
Reserve and premium risk 100% 50%
Catastrophe risk 50% 100%
Table 15

Correlation Matrix for Reserve and Premium Risk for Offshore Mortgage Insurance

Sub-risk v11
Sub-risk ull Reserve Risk Premium Risk
Column 1 Column 2 Column 3
Reserve risk 100% 50%
Premium risk 50% 100%
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Schedule 8
Geographical Region Definitions

Table 1
Developed Market Definitions for Equity Risk
Australia
Austria
Belgium
Canada
Denmark
Finland
France
Germany
Hong Kong
Ireland
Israel
Italy
Japan
Netherlands
New Zealand
Norway
Portugal
Singapore
Spain
Sweden
Switzerland
United Kingdom
United States of America

Table 2

Other Developed Market Definitions for Expense Risk
Australia

Israel
Korea
New Zealand
San Marino
Singapore
Taiwan
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Table 3
Risk Region Definitions for Reserve and Premium Risk

Mainland China and Mongolia
Hong Kong, Macau and Taiwan
Japan and Korea
South and South-Eastern Asia
Central and Western Asia
Oceania
Northern Europe
Western Europe
Eastern Europe
Southern Europe
Northern America excluding the United States of America
Caribbean and Central America
Eastern South America
Northern, southern and western South America
North-east United States of America
South-east United States of America
Mid-west United States of America
Western United States of America
Northern Africa
Southern Africa
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Schedule 9

Definitions of General Insurance Lines of Business

Column1  Column 2 Column 3 Column 4
General Class under
Business insurance | Schedule 1 Sub-line of business (if any)
line of to the y
business Ordinance
Accident Classes 1
and health and 2 N/A
Classes 3
Motor and 10 N/A
Aviation Classes 5 N/A
and 11
Classes 6 N/A
Ships and 12
Goods. in Class 7 N/A
" transit
b
g
3
O
3
= ) )
§ Engineering
E Property = Classes 4, 8
= damage and 9
=
.2
g
1S
a
o
g Property damage (all others)
<
3}
=
A Construction
Employees
. Class 13
compensati
on
Non-construction
General TR
liability  Class 13 Public liability

Column 5

Definition of sub-line of
business (if any)

N/A

N/A
N/A

N/A

N/A

Including risks of property
damage under contractor’s all
risks insurance, erection all risks
insurance, contractors’ plant and
equipment insurance, machinery
breakdown insurance, boiler and
pressure vessel explosion
insurance, electronic equipment
insurance, and other contracts of
insurance with similar coverage
Including risks of property
damage under sub-lines of
business other than engineering
Including liabilities in relation to
employees’ compensation
insurance for construction
business (whether on an annual
wage or contract value basis)
Including liabilities in relation to
employees’ compensation
insurance for businesses other
than construction
Including legal liability to third
parties for bodily injury, death or
property damage arising from the
insured’s negligence
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Column 1

Business

Non-proportional reinsurance business

Column 2
General
insurance
line of
business

Pecuniary
loss

Accident
and health

Motor

Marine,
aviation
and
transport
Property
damage
Employees

compensati
on
General
liability
Pecuniary
loss

Column 3 Column 4
Class under
Schedule 1 . . .
to the Sub-line of business (if any)
Ordinance
Other liability
Standard mortgage
Reverse mortgage
Classes 14,
15, 16 and Credit
17
Pecuniary loss (all others)
Classes 1 N/A
and 2
Classes 3 N/A
and 10
N/A
Classes 5, 6,
7,11 and 12
Classes 8 N/A
and 9
N/A
Class 13
Class 13 N/A
Classes 14,
15, 16 and Standard mortgage
17

Column 5

Definition of sub-line of
business (if any)

Covering Class 13 business
under Schedule 1 to the
Ordinance other than employees’
compensation and public liability
insurance, including but not
limited to directors and officers
liability insurance, professional
indemnity insurance, product
liability insurance and any general
liability insurance
Covering the risk of losses on
mortgage loans arising from
default by borrowers
Covering the risk of losses on
reverse mortgage loans
Covering Class 14 business under
Schedule 1 to the Ordinance
Covering the risk of other
pecuniary losses not covered by
standard mortgage, reverse
mortgage and credit businesses
N/A

N/A

N/A

N/A

N/A

N/A

Covering the risk of losses on
mortgage loans arising from
default by borrowers
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Column 1 Column 2 Column 3 Column 4 Column 5
General Class under

Business insurance = Schedule 1 Sub-line of business (if any) Definition of sub-line of
line of to the business (if any)
business Ordinance
Reverse mortgage Covering the risk of losses on
reverse mortgage loans
Credit Covering Class 14 business under

Schedule 1 to the Ordinance
Covering the risk of other
Pecuniary loss (all others) pecuniary losses not covered by
standard mortgage, reverse
mortgage and credit businesses
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Schedule 10

Recognized Multilateral Development Banks or Supranational Organizations
United Nations
International Monetary Fund
International Bank for Reconstruction and Development
International Finance Corporation
Asian Development Bank
African Development Bank
European Bank for Reconstruction and Development
Inter-American Development Bank
European Investment Bank
European Investment Fund
Nordic Investment Bank
Caribbean Development Bank
Islamic Development Bank
Council of Europe Development Bank
International Finance Facility for Immunization
Multilateral Investment Guarantee Agency
International Development Association
Asian Infrastructure Investment Bank
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Annex E1

Insurance (Submission of Statements, Reports and Information) Rules(Cap-—41S)
(Made by the Insurance Authority under€ap-—41; section 129(1)_of the Insurance Ordinance

(Cap. 41))

1. Commencement

B These Rules come into operation on the day on which sections 33 and 34 of the
Insurance (Amendment) Ordinance 2023 (20 of 2023) come into operation.

2. Interpretation

(1) Inthese Rules —

Council of Lloyd’s (% & #+3% € ) means the Council of Lloyd’s established by the
Lloyd’s Act 1982 (1982 c. xiv U.K.);

digital signature (85 % %) has the meaning given #n-by section 2(1) of the Electronic
Transactions Ordinance (Cap. 553);

electronic signature (7. %+ % ¥ ) means a digital representation of an individual’s

approval or consent in relation to an electronic record in a form which is acceptable to
the Authority;

insurance liabilitiesy (%' § ) has the meaning given by rule 2(1) of the Insurance
(Valuation and Capital) Rules-{Cap—41R);

marine insurer (7% & %% * ) has the meaning given by rule 2 of the Insurance (Marine
Insurers and Captive Insurers) Rules{Cap-—4+t);

multifactor authentication ( % & %)% %) refers to the use of twe-2 or more than 2
unique forms of verification to perform any functions as required at an online
communication system approved by the Authority;

submission transitional period (& % i & ¥ ) means the period of +we-3 years from the
commencement date.

(2) Inthese Rules, where a document (including a statement, return or report) must be signed
or approved by a specified individual for the purposes of the relevant provision, and such
document is submitted electronically by means of an online communication system
approved by the Authority for this purpose, the signing or approval requirement may be
satisfied by any of the following methods —

(a) confirmation of the document submitted by the specified individual using
multifactor authentication;

(b) attachment of the specified individual’s digital signature to the document submitted;
or
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(c) attachment of the specified individual’s electronic signature to the document
submitted.

3. Financial statements to be submitted to the Authority

(D

2

3)

4

For the purposes of section 17(1) of the Ordinance, an authorized insurer must submit to
the Authority, in respect of each financial year —
(a) if the authorized insurer is a HK insurer — its financial statements as defined
by section 357(1) of the Companies Ordinance (Cap. 622); or
(b) in any other case — the financial statements that —
(1) the authorized insurer is required to prepare under the laws of its place of
incorporation, establishment, formation or domiciliation; and
(i) contain information that the Authority considers to be comparable to the
information contained in the financial statements referred to in paragraph (a).

An authorized insurer must submit the financial statements referred to in subrule (1),
together with a report of its appointed auditor on those statements as required under
applicable law, by depositing the statements and appointed auditor’s report on the
statementsthereen with the Authority within a specified period of 4 months after the end
of the period to which they relate.

The statements and appointed auditor’s report submitted under subrule (2) must be
produced in the Chinese or the English language or, if not so produced, must be
accompanied by a complete Chinese or English translation.

In this rule —

appointed auditor (% =+ #cf#) refers to an auditor appointed under section 15 of the
Ordinance.

4. Information to be submitted to the Authority

(1

2)

For the purposes of section 17(1) of the Ordinance, an authorized insurer must submit

annual returns by depositing the forms comprising such returns with the Authority within

the specified period after the end of the financial year to which the returns relate, where
such specified period is —

(a) 3 months or 6 months (as the case may be), as specified by the Authority in the
relevant form, in the case of an annual return in respect of a financial year ending
within the submission transitional period;; or

(b) 3 months or 4 months (as the case may be), as specified by the Authority in the
relevant form, in the case of an annual return in respect of a financial year ending
after the submission transitional period.

Subject to subrule (3), for the purposes of section 17(1) of the Ordinance, an authorized

insurer must submit quarterly returns by depositing the forms comprising such returns
with the Authority within the specified period after the end of each quarter ending
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3)

4

)

respectively on 31 March, 30 June, 30 September and 31 December (unless otherwise

specified by the Authority in specific forms), where such specified period is —

(a) 4 or 8 weeks (as the case may be), as specified by the Authority in the relevant form,
in the case of a quarterly return in respect of a quarter ending within the submission
transitional period;-; or

(b) 4 or 6 weeks (as the case may be), as specified by the Authority in the relevant form,
in the case of a quarterly return in respect of a quarter ending after the submission
transitional period.

In the case of a marine insurer, which has its financial year ending on a date other than

31 March, 30 June, 30 September and 31 December, in addition to the returns required

under subrule (2), the Authority may request the insurer to submit a quarterly return in

respect of a quarter of its financial year as specified by the Authority within a specified
period after the end of such quarter, where such specified period is —

(a) 4 or 8 weeks (as the case may be), as specified by the Authority in the relevant form,
in the case of a quarterly return in respect of a quarter ending within the submission
transitional period;-; or

(b) 4 or 6 weeks (as the case may be), as specified by the Authority in the relevant form,
in the case of a quarterly return in respect of a quarter ending after the submission
transitional period.

For the purposes of section 17(1) of the Ordinance, an authorized insurer must submit
monthly returns (if any) by depositing the forms comprising such returns with the
Authority within a specified period of 2 weeks after each month end.

For the purposes of section 25B(3)(b) of the Ordinance, the authorized insurer concerned
must submit its statement on the redetermined value of its assets and liabilities consisting
of the forms specified by the Authority for that purpose.

(6) The returns and statements deposited under subrules (1), (2), (3)_s+4-and (5) must be

signed or approved on behalf of the authorized insurer concerned by a controller of that
insurer (within the meaning of section 13A of the Ordinance) and a key person in the
financial control function of that insurer. Alternatively, the authorized insurer may
choose to have a director of the insurer, or a member of Council of Lloyd's (in the case
of Lloyd's), -sign or approve such returns or statements in place of either its controller or
key person in financial control function or both.

{6}(7)The returns and statements deposited under subrule (4) must be signed or approved on

behalf of the authorized insurer concerned by a controller; (within the meaning of section
13A of the Ordinance), a key person in the financial control function, or a director of that
insurer.
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AH(8) In this rule —

annual return (% # ¥ 3F %), as submitted in respect of each financial year of an
authorized insurer, means —

(@)

(b)

(c)
(d)
(e)
®
(2

for an authorized insurer carrying on long term business, except for Lloyd’s, the
forms for that financial year that are specified by the Authority with respect to —
(1) the insurer’s financial position and capital adequacy;

(i1) the insurer’s business related information; and

(ii1) the insurer’s supplementary and governance information;

for an authorized insurer carrying on general business, except for marine insurers,
captive insurers and Lloyd’s, the forms for that financial year that are specified by
the Authority with respect to —

(1) the insurer’s financial position and capital adequacy;

(i1) the insurer’s business related information; and

(ii1) the insurer’s supplementary and governance information;

for a marine insurer, the forms for that financial year that are specified by the
Authority for marine insurers;

for a captive insurer, the forms for that financial year that are specified by the
Authority for captive insurers;

for Lloyd’s, the forms for that financial year that are specified by the Authority for
Lloyd’s;

for a special purpose insurer, the forms for that financial year that are specified by
the Authority for special purpose insurers; or

notwithstanding-despite paragraphs (a), (b), (c). (d), (e) and-te (f), for an authorized
insurer that is subject to section 25A of the Ordinance (other than an insurer that is
exempted under the Insurance (Maintenance of Assets in Hong Kong) Rules(Cap-
4+1), the forms specified by the Authority with respect to the insurer’s assets and
liabilities and the amount of assets in Hong Kong required-;

monthly return (= * ¥ 3F %). as submitted in respect of each calendar month of an

authorized insurer, in so far as applicable, means the forms for that month that are

specified by the Authority with respect to business related information:

quarterly return (X & ¥ 3F %), as submitted in respect of -each quarter of a calendar
year, means —

(a)

(b)

for an authorized insurer carrying on long term business, except for Lloyd’s, the
forms for that quarter that are specified by the Authority with respect to —

(1) the insurer’s financial position and capital adequacy;

(i1) the insurer’s business related information; and

(ii) the insurer’s supplementary information;

for an authorized insurer carrying on general business, except for marine insurers,
captive insurers and Lloyd’s, the forms for that quarter that are specified by the
Authority with respect to —

(1) the insurer’s financial position and capital adequacy;

(i1) the insurer’s business related information; and

(ii) the insurer’s supplementary information;
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(c) for a marine insurer, the forms for that quarter that are specified by the Authority
for marine insurers;

(d) for a captive insurer, the forms for that quarter that are specified by the Authority
for captive insurers; or

(e) forLloyd’s, the forms for that quarter that are specified by the Authority for Lloyd’s.

5. Auditor’s report in relation to returns to be submitted to the Authority

(1

2)

Subject to subrule (2), an authorized insurer must submit an auditor’s report on each of
the specified annual forms included within an annual return under rule 4(1).

The auditor’s report submitted pursuant to subrule (1) must contain a statement as to

whether, in the auditor’s opinion —

(a) the authorized insurer maintains proper records in accordance with section 16 of
the Ordinance for the purposes of preparing the specified annual forms;

(b) the specified annual forms are prepared in accordance with the books and records
of the authorized insurer;

(c) the specified annual forms are prepared in accordance with any applicable rules,
guidelines, or iastruetions—other regulatory instruments as set-eutissued by the
Authority relating to en-such forms;

N g ied L5 inal o ’ o] L

e)(d) the authorized insurer has complied with or failed to comply with the capital
requirements prescribed under section 10 of the Ordinance as at the last day of its
financial year;

H(e)where the authorized insurer is subject to sections 21B, 22A, or 22B of the
Ordinance, the insurer has complied with or failed to comply with —

(i) sections 22 and 23 of the Ordinance; and
(i1) Part 6 of the Insurance (Valuation and Capital) Rules-(Cap—4R),
as at the last day of its financial year;

te)(f)where the authorized insurer is subject to sections 25AA, 25AAC, or 25AAD of
the Ordinance, the insurer has complied with or failed to comply with —

(1) sections 25AAB and 25AAE of the Ordinance-te-the-extent-applieable; and
(i) Part 6 of the Insurance (Valuation and Capital) Rules-{(Cap—4HR),
as at the last day of its financial year; and

(g) where the authorized insurer is subject to section 25A of the Ordinance, the
assets in Hong Kong held by the insurer enable the insurer to comply with the
requirement stipulated in section 25A of the Ordinance as at —

(1) the last day of its financial year; and
(i) 2 such other dates in the financial year as the auditor providing the report may
elect which are separated by a period of at least 3 months.
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6.

€)

4

©)

(6)

Where an authorized insurer is subject to section 25B of the Ordinance, the specified
forms under rule 4(5) must be submitted together with the auditor’s report.

The auditor’s report submitted pursuant to subrule (3) must contain a statement as to
whether, in the auditor’s opinion, the assets in Hong Kong held by the authorized insurer
enables the insurer to comply with the requirement stipulated in section 25B of the
Ordinance as at the date specified in the notice issued under that section.

The auditor providing the report under subrules (1) and (3) must be a person who —

(a) 1is a certified public accountant (practising), a CPA firm or a corporate practice as
defined by section 2(1) of the Accounting and Financial Reporting Council
Ordinance (Cap. 588);

(b) is not prohibited under section 20AAZZR of the Accounting and Financial
Reporting Council Ordinance (Cap. 588) from holding any appointment as an
auditor of a company; and

(c) isnot disqualified under section 393 of the Companies Ordinance (Cap. 622).

In this rule —

CPA firm (¢ 3+ F* ¥ 7%+ “7) has the meaning given by section 2(1) of the Accounting and
Financial Reporting Council Ordinance (Cap. 588);

specified annual forms (3p " % ¥ 3% % f)-means the forms in an annual return which

are required to be reported by auditor as specified in the relevant form and listed in a
notice published in the Gazette by the Authority.

Actuary’s report in respect of long term business

(1)

2)

3)

For the purposes of sections 17(1);.and 18(1) and +8(2) of the Ordinance, an authorized
insurer carrying on long term business must submit the actuary’s report of the
investigation referred to in section 18(1)(b) of the Ordinance by depositing such report
with the Authority within the specified period after the end of the period to which the
report relates, where such specified period is —

(a) 6 months, during the submission transitional period; and

(b) 4 months, after the submission transitional period has ended.

The actuary’s report and any statement submitted under subrule (1) must be produced —

(a) in written form; and

(b) in the Chinese or the English language or, if not so produced, must be accompanied
by a complete Chinese or English translation.

The actuary’s report under subrule (1) must be signed by the actuary and include —

(a) the general principles, details of methods, assumptions (with justification), and
analysis used by the actuary in its valuation of the insurance liabilities in respect of
the authorized insurer’s long term business by each type of long term business;
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(b) a certificate by the actuary —

(1) stating whether in the actuary’s opinion, proper records have been kept by the
authorized insurer adequately for the purpose of the valuation of the insurance
liabilities in respect of the insurer’s long term business;

(i) stating whether the actuary is satisfied with the completeness, accuracy and
consistency of the data used in the valuation of the insurance liabilities in
respect of the authorized insurer’s long term business;

(iii) confirming that the insurance liabilities in respect of the authorized insurer’s
long term business have been valued in accordance with the Insurance
(Valuation and Capital) Rules—(€ap—41R) and the relevant guidelines as
issued by the Authority;

(iv) stating whether in the actuary’s opinion, the valuation of the insurance
liabilities in respect of the authorized insurer’s long term business makes
appropriate provision for the insurer’s policy obligations;

(v) stating whether the actuary is satisfied that the authorized insurer complied
with the requirements stipulated under sections 21B and 22 of the Ordinance
as at the date to which the valuation relates;

(vi) stating whether in the actuary’s opinion, there is a prudent and satisfactory
relationship between the nature and term of the assets, and the nature and term
of the liabilities, of the authorized insurer’s long term business;

(vii) confirming that the actuary has complied with the prescribed standards, or
such other standards as the Authority accepts as being comparable to the
prescribed standards under section 15C of the Ordinance, which are
applicable to the actuary and specifying the relevant applicable standards with
which the actuary has complied; and

(viii) containing such other information as the actuary considers necessary,
including any qualification, amplification or explanation considered
appropriate.

7. Actuary’s report in respect of general business

(1

2)

For the purposes of sections 17(1) and 18A(1) of the Ordinance, an authorized insurer
carrying on general business (other than an authorized insurer that is exempted under
Insurance (Exemption to Appointment of Actuary) Rules{Cap—4+Q)) must submit the
actuary’s report of the review referred to in section 18A(1)(b) of the Ordinance by
depositing such report with the Authority within the specified period after the end of the
period to which the report relates, where such specified period is —

(a) 6 months, during the submission transitional period; and

(b) 4 months, after the submission transitional period has ended.

The actuary’s report and any statement submitted under subrule (1) must be produced —

(a) in written form; and

(b) inthe Chinese or the English language or, if not so produced, must be accompanied
by a complete Chinese or English translation.
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(3) The actuary’s report under subrule (1) must be signed by the actuary and include —

(a) the general principles, details of methods and assumptions (with justification), and
analysis used by the actuary in its valuation of the insurance liabilities in respect of
the authorized insurer’s general business; and

(b) a certificate by the actuary —

(1) stating whether the actuary is satisfied with the completeness, accuracy and
consistency of the data used in the valuation of the insurance liabilities in
respect of the authorized insurer’s general business;

(i) confirming that the insurance liabilities in respect of the authorized insurer’s
general business have been valued in accordance with the Insurance
(Valuation and Capital) Rules—(€ap—41R) and the relevant guidelines as
issued by the Authority;

(i) stating whether in the actuary’s opinion, the valuation of the insurance
liabilities in respect of the authorized insurer’s general business makes
appropriate provision for the insurer’s policy obligations;

(iv) confirming that the actuary has complied with the prescribed standards, or
such other standards as the Authority accepts as being comparable to the
prescribed standards under section 15C of the Ordinance, which are
applicable to the actuary and specifying the relevant applicable standards with
which the actuary has complied; and

(v) containing such other information as the actuary considers necessary,
including any qualification, amplification or explanation considered
appropriate.

8. Modification to specified period under section 17(1) of the Ordinance by virtue of section
17(2) of the Ordinance

b Without limiting section 17(2) of the Ordinance, at the written request of an authorized
insurer, the Authority may exercise its discretion to extend the specified period referred to in
rules 3(2), 4(1), 4(2), 4(3)_and (4), 6(1) and 7(1) by a period not exceeding 3 months where
circumstances warranting an extension of the specified period are shown by the insurer.
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Annex E2

Insurance (Submission of Statements, Reports and Information) Rules
(Made by the Insurance Authority under section 129(1) of the Insurance Ordinance (Cap. 41))

1. Commencement

These Rules come into operation on the day on which sections 33 and 34 of the Insurance
(Amendment) Ordinance 2023 (20 of 2023) come into operation.

2. Interpretation
(1) Inthese Rules —

Council of Lloyd’s (% & -3 ¢ ) means the Council of Lloyd’s established by the
Lloyd’s Act 1982 (1982 c. xiv U.K.);

digital signature (#55 % % ) has the meaning given by section 2(1) of the Electronic
Transactions Ordinance (Cap. 553);

electronic signature (7. + % % ) means a digital representation of an individual’s

approval or consent in relation to an electronic record in a form which is acceptable to
the Authority;

insurance liabilities (%' { 1 ) has the meaning given by rule 2(1) of the Insurance
(Valuation and Capital) Rules;

marine insurer (7* ¥ %' * ) has the meaning given by rule 2 of the Insurance (Marine
Insurers and Captive Insurers) Rules;

multifactor authentication ( % € %)% :.%) refers to the use of 2 or more than 2 unique

forms of verification to perform any functions as required at an online communication
system approved by the Authority;

submission transitional period (& < i & ¥ ) means the period of 3 years from the
commencement date.

(2) Inthese Rules, where a document (including a statement, return or report) must be signed
or approved by a specified individual for the purposes of the relevant provision, and such
document is submitted electronically by means of an online communication system
approved by the Authority for this purpose, the signing or approval requirement may be
satisfied by any of the following methods —

(a) confirmation of the document submitted by the specified individual using
multifactor authentication;

(b) attachment of the specified individual’s digital signature to the document submitted;
or
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(c) attachment of the specified individual’s electronic signature to the document
submitted.

3. Financial statements to be submitted to the Authority

(D

2

3)

4

For the purposes of section 17(1) of the Ordinance, an authorized insurer must submit to
the Authority, in respect of each financial year —
(a) if the authorized insurer is a HK insurer — its financial statements as defined
by section 357(1) of the Companies Ordinance (Cap. 622); or
(b) in any other case — the financial statements that —
(1) the authorized insurer is required to prepare under the laws of its place of
incorporation, establishment, formation or domiciliation; and
(i) contain information that the Authority considers to be comparable to the
information contained in the financial statements referred to in paragraph (a).

An authorized insurer must submit the financial statements referred to in subrule (1),
together with a report of its appointed auditor on those statements as required under
applicable law, by depositing the statements and appointed auditor’s report on the
statements with the Authority within a specified period of 4 months after the end of the
period to which they relate.

The statements and appointed auditor’s report submitted under subrule (2) must be
produced in the Chinese or the English language or, if not so produced, must be
accompanied by a complete Chinese or English translation.

In this rule —

appointed auditor (% =+ #cf#) refers to an auditor appointed under section 15 of the
Ordinance.

4. Information to be submitted to the Authority

(1

2)

For the purposes of section 17(1) of the Ordinance, an authorized insurer must submit

annual returns by depositing the forms comprising such returns with the Authority within

the specified period after the end of the financial year to which the returns relate, where
such specified period is —

(a) 3 months or 6 months (as the case may be), as specified by the Authority in the
relevant form, in the case of an annual return in respect of a financial year ending
within the submission transitional period; or

(b) 3 months or 4 months (as the case may be), as specified by the Authority in the
relevant form, in the case of an annual return in respect of a financial year ending
after the submission transitional period.

Subject to subrule (3), for the purposes of section 17(1) of the Ordinance, an authorized

insurer must submit quarterly returns by depositing the forms comprising such returns
with the Authority within the specified period after the end of each quarter ending
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3)

4

)

(6)

(7

respectively on 31 March, 30 June, 30 September and 31 December (unless otherwise

specified by the Authority in specific forms), where such specified period is —

(a) 4 or8weeks (as the case may be), as specified by the Authority in the relevant form,
in the case of a quarterly return in respect of a quarter ending within the submission
transitional period; or

(b) 4 or 6 weeks (as the case may be), as specified by the Authority in the relevant form,
in the case of a quarterly return in respect of a quarter ending after the submission
transitional period.

In the case of a marine insurer, which has its financial year ending on a date other than

31 March, 30 June, 30 September and 31 December, in addition to the returns required

under subrule (2), the Authority may request the insurer to submit a quarterly return in

respect of a quarter of its financial year as specified by the Authority within a specified
period after the end of such quarter, where such specified period is —

(a) 4 or 8 weeks (as the case may be), as specified by the Authority in the relevant form,
in the case of a quarterly return in respect of a quarter ending within the submission
transitional period; or

(b) 4 or6 weeks (as the case may be), as specified by the Authority in the relevant form,
in the case of a quarterly return in respect of a quarter ending after the submission
transitional period.

For the purposes of section 17(1) of the Ordinance, an authorized insurer must submit
monthly returns (if any) by depositing the forms comprising such returns with the
Authority within a specified period of 2 weeks after each month end.

For the purposes of section 25B(3)(b) of the Ordinance, the authorized insurer concerned
must submit its statement on the redetermined value of its assets and liabilities consisting
of the forms specified by the Authority for that purpose.

The returns and statements deposited under subrules (1), (2), (3) and (5) must be signed
or approved on behalf of the authorized insurer concerned by a controller of that insurer
(within the meaning of section 13A of the Ordinance) and a key person in the financial
control function of that insurer. Alternatively, the authorized insurer may choose to have
a director of the insurer, or a member of Council of Lloyd's (in the case of Lloyd's), sign
or approve such returns or statements in place of either its controller or key person in
financial control function or both.

The returns and statements deposited under subrule (4) must be signed or approved on
behalf of the authorized insurer concerned by a controller (within the meaning of section
13A of the Ordinance), a key person in the financial control function, or a director of that
insurer.
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(8) In this rule —

annual return (% & ¥ 3% %), as submitted in respect of each financial year of an

authorized insurer, means —

(a) for an authorized insurer carrying on long term business, except for Lloyd’s, the
forms for that financial year that are specified by the Authority with respect to —
(1) the insurer’s financial position and capital adequacy;

(i1) the insurer’s business related information; and
(ii1) the insurer’s supplementary and governance information;

(b) for an authorized insurer carrying on general business, except for marine insurers,
captive insurers and Lloyd’s, the forms for that financial year that are specified by
the Authority with respect to —

(1) the insurer’s financial position and capital adequacy;
(i1) the insurer’s business related information; and
(ii1) the insurer’s supplementary and governance information;

(c) for a marine insurer, the forms for that financial year that are specified by the
Authority for marine insurers;

(d) for a captive insurer, the forms for that financial year that are specified by the
Authority for captive insurers;

(e) for Lloyd’s, the forms for that financial year that are specified by the Authority for
Lloyd’s;

(f) for a special purpose insurer, the forms for that financial year that are specified by
the Authority for special purpose insurers; or

(g) despite paragraphs (a), (b), (c), (d), (e) and (f), for an authorized insurer that is
subject to section 25A of the Ordinance (other than an insurer that is exempted
under the Insurance (Maintenance of Assets in Hong Kong) Rules), the forms
specified by the Authority with respect to the insurer’s assets and liabilities and the
amount of assets in Hong Kong required;

monthly return (+ * ¥ 3F %), as submitted in respect of each calendar month of an

authorized insurer, in so far as applicable, means the forms for that month that are
specified by the Authority with respect to business related information;

quarterly return (% & ° 3F %), as submitted in respect of each quarter of a calendar year,

means —

(a) for an authorized insurer carrying on long term business, except for Lloyd’s, the
forms for that quarter that are specified by the Authority with respect to —

(1) the insurer’s financial position and capital adequacy;
(i) the insurer’s business related information; and
(ii1) the insurer’s supplementary information;

(b) for an authorized insurer carrying on general business, except for marine insurers,
captive insurers and Lloyd’s, the forms for that quarter that are specified by the
Authority with respect to —

(1) the insurer’s financial position and capital adequacy;
(i1) the insurer’s business related information; and
(ii) the insurer’s supplementary information;
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(©)
(d)
(e)

for a marine insurer, the forms for that quarter that are specified by the Authority
for marine insurers;

for a captive insurer, the forms for that quarter that are specified by the Authority
for captive insurers; or

for Lloyd’s, the forms for that quarter that are specified by the Authority for Lloyd’s.

5. Auditor’s report in relation to returns to be submitted to the Authority

(1) Subject to subrule (2), an authorized insurer must submit an auditor’s report on each of
the specified annual forms included within an annual return under rule 4(1).

2

)

4

The auditor’s report submitted pursuant to subrule (1) must contain a statement as to
whether, in the auditor’s opinion —

(2)
(b)
(©)

(d)

(e)

()

(2

the authorized insurer maintains proper records in accordance with section 16 of

the Ordinance for the purpose of preparing the specified annual forms;

the specified annual forms are prepared in accordance with the books and records

of the authorized insurer;

the specified annual forms are prepared in accordance with any applicable rules,

guidelines, or other regulatory instruments issued by the Authority relating to such

forms;

the authorized insurer has complied with or failed to comply with the capital

requirements prescribed under section 10 of the Ordinance as at the last day of its

financial year;

where the authorized insurer is subject to section 21B, 22A, or 22B of the

Ordinance, the insurer has complied with or failed to comply with —

(1) sections 22 and 23 of the Ordinance; and

(i1) Part 6 of the Insurance (Valuation and Capital) Rules,

as at the last day of its financial year;

where the authorized insurer is subject to section 25AA, 25AAC, or 25AAD of the

Ordinance, the insurer has complied with or failed to comply with —

(1) sections 25AAB and 25AAE of the Ordinance; and

(i) Part 6 of the Insurance (Valuation and Capital) Rules,

as at the last day of its financial year; and

where the authorized insurer is subject to section 25A of the Ordinance, the assets

in Hong Kong held by the insurer enable the insurer to comply with the requirement

stipulated in section 25A of the Ordinance as at —

(1) the last day of its financial year; and

(i) 2 such other dates in the financial year as the auditor providing the report may
elect which are separated by a period of at least 3 months.

Where an authorized insurer is subject to section 25B of the Ordinance, the specified
forms under rule 4(5) must be submitted together with the auditor’s report.

The auditor’s report submitted pursuant to subrule (3) must contain a statement as to
whether, in the auditor’s opinion, the assets in Hong Kong held by the authorized insurer
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6.

)

(6)

enable the insurer to comply with the requirement stipulated in section 25B of the
Ordinance as at the date specified in the notice issued under that section.

The auditor providing the report under subrules (1) and (3) must be a person who —

(a) is a certified public accountant (practising), a CPA firm or a corporate practice as
defined by section 2(1) of the Accounting and Financial Reporting Council
Ordinance (Cap. 588);

(b) is not prohibited under section 20AAZZR of the Accounting and Financial
Reporting Council Ordinance (Cap. 588) from holding any appointment as an
auditor of a company; and

(c) 1is not disqualified under section 393 of the Companies Ordinance (Cap. 622).

In this rule —

CPA firm ( ¢ 3+ F* ¥ 7%+ #7) has the meaning given by section 2(1) of the Accounting and
Financial Reporting Council Ordinance (Cap. 588);

specified annual forms (3 " % & ¥ 4F % §) means the forms in an annual return which
are required to be reported by auditor as specified in the relevant form and listed in a
notice published in the Gazette by the Authority.

Actuary’s report in respect of long term business

(1

)

€)

For the purposes of sections 17(1) and 18(1) and (2) of the Ordinance, an authorized
insurer carrying on long term business must submit the actuary’s report of the
investigation referred to in section 18(1)(b) of the Ordinance by depositing such report
with the Authority within the specified period after the end of the period to which the
report relates, where such specified period is —

(a) 6 months, during the submission transitional period; and

(b) 4 months, after the submission transitional period has ended.

The actuary’s report and any statement submitted under subrule (1) must be produced —

(a) in written form; and

(b) inthe Chinese or the English language or, if not so produced, must be accompanied
by a complete Chinese or English translation.

The actuary’s report under subrule (1) must be signed by the actuary and include —

(a) the general principles, details of methods, assumptions (with justification), and
analysis used by the actuary in its valuation of the insurance liabilities in respect of
the authorized insurer’s long term business by each type of long term business;

(b) a certificate by the actuary —

(1) stating whether in the actuary’s opinion, proper records have been kept by the
authorized insurer adequately for the purpose of the valuation of the insurance
liabilities in respect of the insurer’s long term business;
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(i) stating whether the actuary is satisfied with the completeness, accuracy and
consistency of the data used in the valuation of the insurance liabilities in
respect of the authorized insurer’s long term business;

(iii) confirming that the insurance liabilities in respect of the authorized insurer’s
long term business have been valued in accordance with the Insurance
(Valuation and Capital) Rules and the relevant guidelines as issued by the
Authority;

(iv) stating whether in the actuary’s opinion, the valuation of the insurance
liabilities in respect of the authorized insurer’s long term business makes
appropriate provision for the insurer’s policy obligations;

(v) stating whether the actuary is satisfied that the authorized insurer complied
with the requirements stipulated under sections 21B and 22 of the Ordinance
as at the date to which the valuation relates;

(vi) stating whether in the actuary’s opinion, there is a prudent and satisfactory
relationship between the nature and term of the assets, and the nature and term
of the liabilities, of the authorized insurer’s long term business;

(vii) confirming that the actuary has complied with the prescribed standards, or
such other standards as the Authority accepts as being comparable to the
prescribed standards under section 15C of the Ordinance, which are
applicable to the actuary and specifying the relevant applicable standards with
which the actuary has complied; and

(viii) containing such other information as the actuary considers necessary,
including any qualification, amplification or explanation considered
appropriate.

7. Actuary’s report in respect of general business

(1

2)

3)

For the purposes of sections 17(1) and 18A(1) of the Ordinance, an authorized insurer
carrying on general business (other than an authorized insurer that is exempted under
Insurance (Exemption to Appointment of Actuary) Rules) must submit the actuary’s
report of the review referred to in section 18 A(1)(b) of the Ordinance by depositing such
report with the Authority within the specified period after the end of the period to which
the report relates, where such specified period is —

(a) 6 months, during the submission transitional period; and

(b) 4 months, after the submission transitional period has ended.

The actuary’s report and any statement submitted under subrule (1) must be produced —

(a) in written form; and

(b) inthe Chinese or the English language or, if not so produced, must be accompanied
by a complete Chinese or English translation.

The actuary’s report under subrule (1) must be signed by the actuary and include —

(a) the general principles, details of methods and assumptions (with justification), and
analysis used by the actuary in its valuation of the insurance liabilities in respect of
the authorized insurer’s general business; and
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(b) a certificate by the actuary —

(1) stating whether the actuary is satisfied with the completeness, accuracy and
consistency of the data used in the valuation of the insurance liabilities in
respect of the authorized insurer’s general business;

(i) confirming that the insurance liabilities in respect of the authorized insurer’s
general business have been valued in accordance with the Insurance
(Valuation and Capital) Rules and the relevant guidelines as issued by the
Authority;

(i) stating whether in the actuary’s opinion, the valuation of the insurance
liabilities in respect of the authorized insurer’s general business makes
appropriate provision for the insurer’s policy obligations;

(iv) confirming that the actuary has complied with the prescribed standards, or
such other standards as the Authority accepts as being comparable to the
prescribed standards under section 15C of the Ordinance, which are
applicable to the actuary and specifying the relevant applicable standards with
which the actuary has complied; and

(v) containing such other information as the actuary considers necessary,
including any qualification, amplification or explanation considered
appropriate.

8. Modification to specified period under section 17(1) of the Ordinance by virtue of section
17(2) of the Ordinance

Without limiting section 17(2) of the Ordinance, at the written request of an authorized
insurer, the Authority may exercise its discretion to extend the specified period referred to in
rules 3(2), 4(1), (2), (3) and (4), 6(1) and 7(1) by a period not exceeding 3 months where
circumstances warranting an extension of the specified period are shown by the insurer.
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Annex F1

Insurance (Maintenance of Assets in Hong Kong) Rules-(Cap—411H)
(Made by the Insurance Authority under Eap—45 section 129(1) of the Insurance Ordinance

(Cap. 41))

Part 1
Preliminary

1. Commencement

These Rules come into operation on the day on which sections 33 and 45 of the Insurance
(Amendment) Ordinance 2023 (20 of 2023) comes into operation.

2. Interpretation
In these Rules —

determining factor (% %_%]+), in relation to an authorized insurer, means the factor
applicable to the insurer as determined in accordance with rule §;

general business with onshore risk (& 7 7k *%& 77— 4 ¥ 73) has the meaning given by
section 25A(12) of the Ordinance;

insurance liabilities (1%*% § %) has the meaning given by rule 2(1) of the Insurance
(Valuation and Capital) Rules;

marine insurer (7* ¥ %*% %) has the meaning given by rule 2 of the Insurance (Marine
Insurers and Captive Insurers) Rules;

net of reinsurance (° “,/TT £ %*%) has the meaning given by rule 2(1) of the Insurance
(Valuation and Capital) Rules;

prescribed rating agency (7 P ;%% 1) means —
(a) S&P Global Ratings;

(b) Moody’s Investors Service;

(c) Fitch Ratings; or

(d) A.M. Best Company, Inc.-

3. Application
(1) These Rules apply to —
(a) authorized insurers which carry on general business in or from Hong Kong; and

(b) Lloyd’s in respect of general business it carries on in or from Hong Kong.

(2) All amounts and calculations in these Rules are based on Hong Kong dollars.
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Part 2
Exemption

4. Exempted insurers

Pursuant to section 25A(2)(b) of the Ordinance, the following insurers are exempt from the
requirements in section 25A of the Ordinance —

(a) HK insurers;

(b) designated insurers; and

(c) captive insurers.

Part 3
Amount of Assets in Hong Kong to be Maintained

5. Assets in Hong Kong for authorized insurers (except marine insurers)

(1) Pursuant to section 25A(3)(b) of the Ordinance —

(a) subject to paragraph (b), the value of the assets an authorized insurer must maintain
in Hong Kong in respect of its insurance liabilities (as referred to in section 25A(3A)
of the Ordinance) in its current financial year, must not be less than the amount
determined in accordance with subrule (2) as at the end of its last preceding
financial year; and

(b) this rule does not apply to marine insurers.

(2) The amount mentioned in subrule (1)(a) is the sum of —

(a) the authorized insurer’s insurance liabilities, net of reinsurance, for its general
business with onshore risk carried on in or from Hong Kong in respect of direct
business, valued in accordance with the Insurance (Valuation and Capital) Rules;

(b) the amount determined by multiplying A by B, where —

(1) A is the authorized insurer’s insurance liabilities, net of reinsurance, for its
general business with onshore risk carried on in or from Hong Kong in respect
of reinsurance business, valued in accordance with the Insurance (Valuation
and Capital) Rules; and

(i1) B is the determining factor applicable to the authorized insurer; and

(¢) the amount determined by multiplying the onshore prescribed capital amount for
the authorized insurer as determined in accordance with subrule (3), by the ratio of
C to D, where —

(1) Cisthe sum of —

(A) the amount of net premium for the insurer’s general business with
onshore risk carried on in or from Hong Kong in respect of direct
business in its last preceding financial year; and

(B) the amount determined by multiplying the amount of net premium for
the insurer’s general business with onshore risk carried on in or from
Hong Kong in respect of reinsurance business in its last preceding
financial year, by the determining factor applicable to the insurer; and
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€)

4

)

(i1)) D is the amount of net premium for the insurer’s general business with
onshore risk carried on in or from Hong Kong in its last preceding financial
year.

For the purposes of subrule (2)(c), an authorized insurer to which subrule (2) applies

must determine its onshore prescribed capital amount —

(a) in the same manner as the insurer determines its prescribed capital amount in
accordance with the Insurance (Valuation and Capital) Rules but with the
modifications to those ¥Rules mentioned in subrule (4); and

(b) Dbased only on the insurer’s —

(1) insurance liabilities for its general business {subjeet-to-subrule{(4)ep-with
onshore risk carried on in or from Hong Kong (subject to subrule (4)(c))
allocated to the fund the insurer is required to maintain under section 25AA(2),
(4)(b) or (6) of the Ordinance, as the case may be; and

(i) assets in Hong Kong allocated to the fund the insurer is required to maintain
under section 25AA(2), (4)(b) or (6) of the Ordinance, as the case may be.

For the purposes of subrule (3), the modifications to the Insurance (Valuation and Capital)

Rules are —

(a) in determining its risk capital amount for counterparty default and other risk in
accordance with rule 81 of the Insurance (Valuation and Capital) Rules, an
authorized insurer must include any letter of credit or other commitment from a
bank approved under section 25C of the Ordinance;

(b) in determining its risk capital amount for natural catastrophe risk —

(1) an insurer is only required to include Hong Kong windstorm in that
determination; and

(i1) 1its adjustment in rule 68(9)(b) of the Insurance (Valuation and Capital) Rules
is multiplied by the ratio of its insurance risk mitigation effect for Hong Kong
windstorm to its total insurance risk mitigation effect for natural catastrophe
risk; and

(¢) in determining its risk capital amount for man-made non-systemic catastrophe risk
and risk capital amount for man-made systemic catastrophe risk, the insurer must
include all its business allocated to the funds mentioned in subrule (3), irrespective
of any portion of such business being offshore risk.

In this rule —

gross premium (= i % ), in relation to a period of time, means the premiums paid or

payable to a relevant insurer in respect of contracts of insurance written or renewed in
that period of time before deducting commissions of agents or brokers but after deducting
any discounts specified in policies or refunds of premiums made in respect of any
termination or reduction of risks;

net premium (£ %% ), in relation to a period of time, means the amount determined by
deducting from gross premium, the amount of any premiums payable by a relevant
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insurer in respect of reinsurance in that period of time covering insurance business other
than long term business.

6. Assets in Hong Kong for marine insurers

(D

2

3)

Pursuant to section 25A(3)(b) of the Ordinance, the value of the assets a marine insurer
must maintain in Hong Kong in respect of its insurance liabilities (as referred to in section
25A(3A) of the Ordinance) in its current financial year, must not be less than the amount
determined in accordance with subrule (2) as at the end of its last preceding financial
year.

The amount mentioned in subrule (1) is the sum of —

(a) the marine insurer’s insurance liabilities, net of reinsurance, for its general business
with onshore risk carried on in or from Hong Kong in respect of direct business,
valued in accordance with rule 7 of the Insurance (Marine Insurers and Captive
Insurers) Rules;

(b) the amount determined by multiplying E by F where —

(1) E is the marine insurer’s insurance liabilities, net of reinsurance, for its
general business with onshore risk carried on in or from Hong Kong in respect
of reinsurance business, valued in accordance with rule 7 of the Insurance
(Marine Insurers and Captive Insurers) Rules; and

(i) F is the determining factor applicable to the marine insurer; and

(c) the onshore prescribed capital amount for the marine insurer determined in
accordance with subrule (3).

For the purposes of subrule (2)(c), a marine insurer’s onshore prescribed capital amount
is the prescribed capital amount that would be determined in accordance with the
Insurance (Marine Insurers and Captive Insurers) Rules, as being the applicable amount
in column 23 of Table 1 in rule 8 of those ¥Rules, based on the applicable case in column
12 of that Table, but with the following modifications to column 42 of that Table —
(a) the reference to “net premium” in column 42 of that Table refers to the sum of the
marine insurer’s —
(1) net premium in respect of its general business with onshore riskbusiess
which is direct business; and
(1) net premium in respect of its general business with onshore riskbusiess
which is reinsurance business, multiplied by the determining factor applicable
to the marine insurer; and
(b) the reference to “relevant claims outstanding” in column 42 of that Table refers to
the sum of the marine insurer’s —
(i) relevant claims outstanding in respect of its general business with onshore
riskbusiness which is direct business; and
(i) relevant claims outstanding in respect of its general business with onshore
riskbusiress which is reinsurance business, multiplied by the determining
factor applicable to the marine insurer.
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7. Assets in Hong Kong for Lloyd’s

(1) Pursuant to section 25A(3)(b) of the Ordinance, the value of the assets Lloyd’s must
maintain in Hong Kong in respect of its insurance liabilities (as referred to in section
25A(3A) of the Ordinance) in its current financial year, must not be less than the amount
determined in accordance with subrule (2) as at the end of its last preceding financial
year.

(2) The amount mentioned in subrule (1) is the sum of —

(2)

(b)

Lloyd’s insurance liabilities, net of reinsurance, for its general business with
onshore risk carried on in or from Hong Kong, valued in accordance with rule 7 of
the Insurance (Lloyd’s) Rules; and

the onshore prescribed capital amount for Lloyd’s determined in accordance with
subrule (3).

(3) For the purposes of subrule (2)(b), the onshore prescribed capital amount for Lloyd’s is
the prescribed capital amount that would be determined in accordance with the Insurance
(Lloyd’s) Rules, as being the applicable amount in column 23 of the Table in rule 8 of
those #Rules, based on the applicable case in column 42 of that Table, but with the
following modifications to column 42 of that Table —

(a)
(b)

the reference to “net premium” in column 12 of that Table refers to Lloyd’s net
premium in respect of its general business with onshore riskbustness; and

the reference to “relevant claims outstanding” in column 12 of that Table refers to
Lloyd’s relevant claims outstanding in respect of its general business with onshore

8. Determining factor

(1) For the purposes of rules 5(2); and 6(2) and 6(3), the determining factor applicable to an
authorized insurer to which those rules apply is —

(2)

(b)

(©)

(d)

100% if the insurer is —

(1) not assigned with any financial strength rating by a prescribed rating agency;
or

(i) assigned at least one financial strength rating by a prescribed rating agency
that is a rating in category 3 of the Table;

50% if the insurer is assigned at least one financial strength rating by a prescribed

rating agency that is a rating in category 2 of the Table and none of the insurer’s

other assigned financial strength ratings is in category 3 of the Table;

0% if the insurer is only assigned one financial strength rating by a prescribed rating

agency and that is a rating in category 1 of the Table, or if the insurer is assigned

more than one financial strength rating by a prescribed rating agency, all such

ratings are in category 1 of the Table; or

if the Authority has served a notice on the insurer pursuant to subrule (2) and that

notice remains valid, the percentage stated in that notice.
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Table

Financial Strength Rating Category

Column 1 Column 2 Column 3 Column 4 Column 5
. S&P Global Moody’s . . A.M. Best
Rating agency . Investors Fitch Ratings Company,
Ratings .
Service Inc.
AAA Aaa AAA
Financial AA+ Aal AA+ Adt
Strength AA Aa2 AA At
Rating — AA- Aa3 AA- A
category 1 A+ Al A+
A A2 A
Financial
Strength A- A3 A- A-
Rating —
category 2
BBB+ Baal BBB+
BBB Baa2 BBB
BBB- Baa3 BBB- b
Financial BB+ Bal BB+ B
Strength BB Ba2 BB B.
Rating — BB- Ba3 BB- Cit
category 3 B+ Bl B+
C+
B B2 B C and lower
B- B3 B-
CCC and lower Caa and lower CCC and lower

2)

©)

(4)

For the purposes of subrule (1)(d), if the Authority is of the opinion that, based on the
financial status of the authorized insurer, a lower determining factor may be applied in
place of that which would otherwise apply in accordance with subrule (1)(a) or (b), it
may by written notice served on the insurer, assign the following determining factor to
the insurer —

(a) 50%; or

(b) 0%.

In assigning by written notice a lower determining factor to an authorized insurer under
subrule (2), the Authority may limit the validity of the assignment in the notice to a
specified period.

In respect of any assignment of a determining factor under subrule (2), and irrespective

of whether the assignment is subject to a specified period, the Authority may by notice

in writing to an authorized insurer at any time —

(a) if the insurer is assigned a 50% determining factor under subrule (2)(a), revise the
assignment to 0%;
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(b) if the insurer is assigned a 0% determining factor under subrule (2)(b), revise the
assignment to 50%;

(c) extend the specified period given under subrule (3); or

(d) if it appears to the Authority that it is no longer necessary for the assignment to
remain in force, revoke the assignment.

9. Notification, filing and maintenance of assets in Hong Kong after change of determining
factor

(1) For the purposes of section 17(1) of the Ordinance, i}f there is any change to a financial
strength rating assigned to an authorized insurer by a prescribed rating agency and, by
reason of such change the insurer is assigned a different determining factor in accordance
with rule 8, the insurer must, within 1 month of such change, serve on the Authority a
notice in writing stating the date of the change and its applicable determining factor
resulting from the change.

@®(2) For the purposes of section 17(1) of the Ordinance, an authorized insurer must,
within 3 months of any change to its determining factor, report to the Authority, the
amount of assets in Hong Kong it must maintain in accordance with rule 5 or 6, as the
case may be:and.

H(3) For the purposes of section 25A(3)(b) of the Ordinance, where any sueh-change to
the determining factor of an authorized insurer results in the insurer having to increase
its assets in Hong Kong, the insurer must, within 3 months of such change, increase theits
amount of assets maintained in Hong Kong to the amount required under rule 5 or 6, as

the case may be. repertedin paragraph(a)-
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Annex F2

Insurance (Maintenance of Assets in Hong Kong) Rules
(Made by the Insurance Authority under section 129(1) of the Insurance Ordinance (Cap. 41))

Part 1
Preliminary
1. Commencement

These Rules come into operation on the day on which sections 33 and 45 of the Insurance
(Amendment) Ordinance 2023 (20 of 2023) come into operation.

2. Interpretation
In these Rules —

determining factor (% %_%] =), in relation to an authorized insurer, means the factor
applicable to the insurer as determined in accordance with rule 8;

general business with onshore risk (£ -k "% 17— 4% ¥ j%) has the meaning given by
section 25A(12) of the Ordinance;

insurance liabilities (% *% § %) has the meaning given by rule 2(1) of the Insurance
(Valuation and Capital) Rules;

marine insurer (;* ¥ %' %) has the meaning given by rule 2 of the Insurance (Marine
Insurers and Captive Insurers) Rules;

net of reinsurance (° ",% £ %*%) has the meaning given by rule 2(1) of the Insurance
(Valuation and Capital) Rules;

prescribed rating agency (7 P ;%% #f) means —
(a) S&P Global Ratings;

(b) Moody’s Investors Service;

(c) Fitch Ratings; or

(d) A.M. Best Company, Inc.

3. Application
(1) These Rules apply to —
(a) authorized insurers which carry on general business in or from Hong Kong; and

(b) Lloyd’s in respect of general business it carries on in or from Hong Kong.

(2) All amounts and calculations in these Rules are based on Hong Kong dollars.
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Part 2
Exemption

4. Exempted insurers

Pursuant to section 25A(2)(b) of the Ordinance, the following insurers are exempt from the
requirements in section 25A of the Ordinance —

(a) HK insurers;

(b) designated insurers; and

(c) captive insurers.

Part 3
Amount of Assets in Hong Kong to be Maintained

5. Assets in Hong Kong for authorized insurers (except marine insurers)

(1) Pursuant to section 25A(3)(b) of the Ordinance —

(a) subject to paragraph (b), the value of the assets an authorized insurer must maintain
in Hong Kong in respect of its insurance liabilities (as referred to in section 25A(3A)
of the Ordinance) in its current financial year, must not be less than the amount
determined in accordance with subrule (2) as at the end of its last preceding
financial year; and

(b) this rule does not apply to marine insurers.

(2) The amount mentioned in subrule (1)(a) is the sum of —

(a) the authorized insurer’s insurance liabilities, net of reinsurance, for its general
business with onshore risk carried on in or from Hong Kong in respect of direct
business, valued in accordance with the Insurance (Valuation and Capital) Rules;

(b) the amount determined by multiplying A by B, where —

(1) A is the authorized insurer’s insurance liabilities, net of reinsurance, for its
general business with onshore risk carried on in or from Hong Kong in respect
of reinsurance business, valued in accordance with the Insurance (Valuation
and Capital) Rules; and

(i1) B is the determining factor applicable to the authorized insurer; and

(¢) the amount determined by multiplying the onshore prescribed capital amount for
the authorized insurer as determined in accordance with subrule (3), by the ratio of
C to D, where —

(1) Cisthe sum of —

(A) the amount of net premium for the insurer’s general business with
onshore risk carried on in or from Hong Kong in respect of direct
business in its last preceding financial year; and

(B) the amount determined by multiplying the amount of net premium for
the insurer’s general business with onshore risk carried on in or from
Hong Kong in respect of reinsurance business in its last preceding
financial year, by the determining factor applicable to the insurer; and
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3)

4

)

(i1)) D is the amount of net premium for the insurer’s general business with
onshore risk carried on in or from Hong Kong in its last preceding financial
year.

For the purposes of subrule (2)(c), an authorized insurer to which subrule (2) applies

must determine its onshore prescribed capital amount —

(a) in the same manner as the insurer determines its prescribed capital amount in
accordance with the Insurance (Valuation and Capital) Rules but with the
modifications to those Rules mentioned in subrule (4); and

(b) Dbased only on the insurer’s —

(1) insurance liabilities for its general business with onshore risk carried on in or
from Hong Kong (subject to subrule (4)(c)) allocated to the fund the insurer
is required to maintain under section 25AA(2), (4)(b) or (6) of the Ordinance,
as the case may be; and

(i) assets in Hong Kong allocated to the fund the insurer is required to maintain
under section 25AA(2), (4)(b) or (6) of the Ordinance, as the case may be.

For the purposes of subrule (3), the modifications to the Insurance (Valuation and Capital)

Rules are —

(a) in determining its risk capital amount for counterparty default and other risk in
accordance with rule 81 of the Insurance (Valuation and Capital) Rules, an
authorized insurer must include any letter of credit or other commitment from a
bank approved under section 25C of the Ordinance;

(b) in determining its risk capital amount for natural catastrophe risk —

(1) an insurer is only required to include Hong Kong windstorm in that
determination; and

(i1) 1its adjustment in rule 68(9)(b) of the Insurance (Valuation and Capital) Rules
is multiplied by the ratio of its insurance risk mitigation effect for Hong Kong
windstorm to its total insurance risk mitigation effect for natural catastrophe
risk; and

(¢) in determining its risk capital amount for man-made non-systemic catastrophe risk
and risk capital amount for man-made systemic catastrophe risk, the insurer must
include all its business allocated to the funds mentioned in subrule (3), irrespective
of any portion of such business being offshore risk.

In this rule —

gross premium (= i %), in relation to a period of time, means the premiums paid or

payable to a relevant insurer in respect of contracts of insurance written or renewed in
that period of time before deducting commissions of agents or brokers but after deducting
any discounts specified in policies or refunds of premiums made in respect of any
termination or reduction of risks;

net premium (£ %% ), in relation to a period of time, means the amount determined by
deducting from gross premium, the amount of any premiums payable by a relevant
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insurer in respect of reinsurance in that period of time covering insurance business other
than long term business.

6. Assets in Hong Kong for marine insurers

(1) Pursuant to section 25A(3)(b) of the Ordinance, the value of the assets a marine insurer
must maintain in Hong Kong in respect of its insurance liabilities (as referred to in section
25A(3A) of the Ordinance) in its current financial year, must not be less than the amount
determined in accordance with subrule (2) as at the end of its last preceding financial

2

3)

year.

The amount mentioned in subrule (1) is the sum of —

(a)

(b)

(©)

the marine insurer’s insurance liabilities, net of reinsurance, for its general business

with onshore risk carried on in or from Hong Kong in respect of direct business,

valued in accordance with rule 7 of the Insurance (Marine Insurers and Captive

Insurers) Rules;

the amount determined by multiplying E by F where —

(1) E is the marine insurer’s insurance liabilities, net of reinsurance, for its
general business with onshore risk carried on in or from Hong Kong in respect
of reinsurance business, valued in accordance with rule 7 of the Insurance
(Marine Insurers and Captive Insurers) Rules; and

(i) F is the determining factor applicable to the marine insurer; and

the onshore prescribed capital amount for the marine insurer determined in

accordance with subrule (3).

For the purposes of subrule (2)(c), a marine insurer’s onshore prescribed capital amount
is the prescribed capital amount that would be determined in accordance with the
Insurance (Marine Insurers and Captive Insurers) Rules, as being the applicable amount
in column 3 of Table 1 in rule 8 of those Rules, based on the applicable case in column 2
of that Table, but with the following modifications to column 2 of that Table —

(2)

(b)

the reference to “net premium” in column 2 of that Table refers to the sum of the

marine insurer’s —

(1) net premium in respect of its general business with onshore risk which is
direct business; and

(1) net premium in respect of its general business with onshore risk which is
reinsurance business, multiplied by the determining factor applicable to the
marine insurer; and

the reference to “relevant claims outstanding” in column 2 of that Table refers to

the sum of the marine insurer’s —

(1) relevant claims outstanding in respect of its general business with onshore
risk which is direct business; and

(i) relevant claims outstanding in respect of its general business with onshore
risk which is reinsurance business, multiplied by the determining factor
applicable to the marine insurer.
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7. Assets in Hong Kong for Lloyd’s

(1) Pursuant to section 25A(3)(b) of the Ordinance, the value of the assets Lloyd’s must
maintain in Hong Kong in respect of its insurance liabilities (as referred to in section
25A(3A) of the Ordinance) in its current financial year, must not be less than the amount
determined in accordance with subrule (2) as at the end of its last preceding financial
year.

(2) The amount mentioned in subrule (1) is the sum of —

(2)

(b)

Lloyd’s insurance liabilities, net of reinsurance, for its general business with
onshore risk carried on in or from Hong Kong, valued in accordance with rule 7 of
the Insurance (Lloyd’s) Rules; and

the onshore prescribed capital amount for Lloyd’s determined in accordance with
subrule (3).

(3) For the purposes of subrule (2)(b), the onshore prescribed capital amount for Lloyd’s is
the prescribed capital amount that would be determined in accordance with the Insurance
(Lloyd’s) Rules, as being the applicable amount in column 3 of the Table in rule 8 of
those Rules, based on the applicable case in column 2 of that Table, but with the following
modifications to column 2 of that Table —

(a)
(b)

the reference to “net premium” in column 2 of that Table refers to Lloyd’s net
premium in respect of its general business with onshore risk; and

the reference to “relevant claims outstanding” in column 2 of that Table refers to
Lloyd’s relevant claims outstanding in respect of its general business with onshore
risk.

8. Determining factor

(1) For the purposes of rules 5(2) and 6(2) and (3), the determining factor applicable to an
authorized insurer to which those rules apply is —

(2)

(b)

(©)

(d)

100% if the insurer is —

(i) not assigned with any financial strength rating by a prescribed rating agency;
or

(i) assigned at least one financial strength rating by a prescribed rating agency
that is a rating in category 3 of the Table;

50% if the insurer is assigned at least one financial strength rating by a prescribed

rating agency that is a rating in category 2 of the Table and none of the insurer’s

other assigned financial strength ratings is in category 3 of the Table;

0% if the insurer is only assigned one financial strength rating by a prescribed rating

agency and that is a rating in category 1 of the Table, or if the insurer is assigned

more than one financial strength rating by a prescribed rating agency, all such

ratings are in category 1 of the Table; or

if the Authority has served a notice on the insurer pursuant to subrule (2) and that

notice remains valid, the percentage stated in that notice.
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Table

Financial Strength Rating Category

Column 1 Column 2 Column 3 Column 4 Column 5
. S&P Global Moody’s . . A.M. Best
Rating agency . Investors Fitch Ratings Company,
Ratings .
Service Inc.
AAA Aaa AAA
Financial AA+ Aal AA+ At
Strength AA Aa2 AA At
Rating — AA- Aa3 AA- A
category 1 A+ Al A+
A A2 A
Financial
Strength A- A3 A- A-
Rating —
category 2
BBB+ Baal BBB+
BBB Baa2 BBB
BBB- Baa3 BBB- b
Financial BB+ Bal BB+ B
Strength BB Ba2 BB B.
Rating — BB- Ba3 BB- Cit
category 3 B+ Bl B+
C+
B B2 B C and lower
B- B3 B-
CCC and lower Caa and lower CCC and lower

2)

©)

(4)

For the purposes of subrule (1)(d), if the Authority is of the opinion that, based on the
financial status of the authorized insurer, a lower determining factor may be applied in
place of that which would otherwise apply in accordance with subrule (1)(a) or (b), it
may by written notice served on the insurer, assign the following determining factor to
the insurer —

(a) 50%; or

(b) 0%.

In assigning by written notice a lower determining factor to an authorized insurer under
subrule (2), the Authority may limit the validity of the assignment in the notice to a
specified period.

In respect of any assignment of a determining factor under subrule (2), and irrespective

of whether the assignment is subject to a specified period, the Authority may by notice

in writing to an authorized insurer at any time —

(a) if the insurer is assigned a 50% determining factor under subrule (2)(a), revise the
assignment to 0%;
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(b) if the insurer is assigned a 0% determining factor under subrule (2)(b), revise the
assignment to 50%;

(c) extend the specified period given under subrule (3); or

(d) if it appears to the Authority that it is no longer necessary for the assignment to
remain in force, revoke the assignment.

9. Notification, filing and maintenance of assets in Hong Kong after change of determining
factor

(1

2)

€)

For the purposes of section 17(1) of the Ordinance, if there is any change to a financial
strength rating assigned to an authorized insurer by a prescribed rating agency and, by
reason of such change the insurer is assigned a different determining factor in accordance
with rule 8, the insurer must, within 1 month of such change, serve on the Authority a
notice in writing stating the date of the change and its applicable determining factor
resulting from the change.

For the purposes of section 17(1) of the Ordinance, an authorized insurer must, within 3
months of any change to its determining factor, report to the Authority, the amount of
assets in Hong Kong it must maintain in accordance with rule 5 or 6, as the case may be.

For the purposes of section 25A(3)(b) of the Ordinance, where any change to the
determining factor of an authorized insurer results in the insurer having to increase its
assets in Hong Kong, the insurer must, within 3 months of such change, increase its
amount of assets maintained in Hong Kong to the amount required under rule 5 or 6, as
the case may be.
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Annex G1

Insurance (Marine Insurers and Captive Insurers) Rules{Cap-—41tH
(Made by the Insurance Authority under€ap-—41; section 129(1)_of the Insurance Ordinance

(Cap. 41))

1. Commencement

These Rules come into operation on the day on which section 11 of the Insurance (Amendment)
Ordinance 2023 (20 of 2023) comes into operation.

2. Interpretation
{1} In these Rules —

earned premium (% ¥ % % ) has the meaning given by rule 60(1) of the Insurance
(Valuation and Capital) Rules;

gross premium (= i% % ), in relation to a period of time, means the premiums paid or
payable to a relevant insurer in respect of contracts of insurance written or renewed in
that period of time before deducting commissions of agents or brokers but after deducting
any discounts specified in policies or refunds of premiums made in respect of any
termination or reduction of risks;

marine insurer (% ¥ %% * ) means an authorized insurer which is —
(a) amarine mutual insurer; or
(b) approved by the Authority under rule 3(4);

marine mutual insurer (74 % 4p 3 %'& 4 ) means an authorized insurer which —

(a) 1s mutually owned by its members;

(b) predominantly provides to its members insurance relating to risks arising out of
marine adventures; and

(c) is governed by articles of association, rules or bye laws that provide for the calling
of additional contributions from, or the reduction of benefits to, the majority of its
members, in either case without limit, in order to ensure that the insurer has
sufficient financial resources to meet any valid claims as they fall due;

net of reinsurance (© "$ 4 %" ) has the meaning given by rule 2(1) of the Insurance
(Valuation and Capital) Rules;

net outstanding claims liabilities (7% * * ¢ % } ) means outstanding claims
liabilities net of reinsurance;

340



net premium (= i&%‘fé’ ), in relation to a period of time, means the amount determined by

deducting from gross premium. the amount of any premiums payable by a relevant
insurer in respect of reinsurance in that period of time covering insurance business other

than long term business;

relevant insurer (3 B %'& * ) means an authorized insurer or a company to which these
Rules apply as provided in rule 3(1);

risks arising out of marine adventures (¢ /% § *& 5142k *& ) means

(a) risks upon goods, merchandise or property of any description transported on board
vessels, including incidental transit before and after shipment;

(b) risks upon the freight of, or any other interest in or relating to vessels;

(c) risks upon vessels, or upon machinery, tackle, furniture or equipment of vessels;

(d) risks against damage arising out of or in connection with the use of vessels,
including third-party risks; and

(e) risks incidental to the construction, repair or docking of vessels, including third-
party risks;

unearned premium (% ¥ i% % ) means the portion of the premium under a contract of
insurance that is not earned premium as at valuation date.

3. Application

(1

2)

3)

4

These Rules apply to —

(a) marine insurers;

(b) captive insurers; and

(c) any company that makes an application under section 7 of the Ordinance for
authorization to carry on business only as an insurer mentioned in paragraph (a) or

(b).

If an authorized insurer in carrying on insurance business in or from Hong Kong —

(a) predominantly provides insurance relating to risks arising out of marine adventures;
and

(b) is not a marine mutual insurer,

it may make an application to the Authority for approval to determine its capital

requirements under these Rules based on the relevant requirements of a marine insurer.

An application made under subrule (2) must —

(a) be made in writing;

(b) contain particulars of the information that the Authority reasonably requires to
enable it to consider the application; and

(¢) Dbe served on the Authority.

On an application made by an authorized insurer under subrule (2), the Authority may by

written notice to the insurer approve or reject the application, and if the Authority
approves the application, it may impose such conditions as it considers appropriate. The
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Authority may at any time, by serving a notice in writing served-on the authorized insurer
concerned, amend or revoke any such conditions or impose new conditions as may be
reasonable in the circumstances.

(5) The Authority may, by serving a notice in writing on an authorized insurer, revoke the
approval given under subrule (4) if it appears to the Authority that the erounds for
approval no longer exist.

53(6) Where these Rules provide that a certain pPart or rule in the Insurance (Valuation
and Capital) Rules applies to a relevant insurer, that pPart or rule applies to the insurer
as if a reference to an applicable insurer in that pPart or rule were a reference to a relevant
insurer.

X7 A relevant insurer must apply rule 4 of the Insurance (Valuation and Capital) Rules
for the purposes of determining the scope of its assets and liabilities to be valued in
accordance with these Rules, the capital resources that make up of its capital base under
these Rules and calculating its capital requirements in accordance with these Rules.

A(8) All amounts and calculations in these Rules are based on Hong Kong dollars, unless
otherwise specified.

Capital requirements

(1) For the purposes of section 10 of the Ordinance, a relevant insurer must ensure at all
times that its capital base as determined pursuant to rule 6 is not less than each of —
(a) the prescribed capital amount of the insurer as determined in accordance with rule
8,
(b) the minimum capital amount of the insurer as determined in accordance with
subrule (3); and
(c) $2,000,000.

(2) If the Authority varies or relaxes any of the requirements in subrule (1) pursuant to
section 10(3) or 130(1) of the Ordinance, a relevant insurer must determine the
requirement in-aeecordanee-withunder subrule (1);-but as so varied or relaxed.

(3) For the purposes of subrule (1)(b), the minimum capital amount is the same as the
prescribed capital amount, unless the Authority by way of variation or relaxation
mentioned in subrule (2) determines it to be different.

Relevant insurer must notify the Authority in respect of any contravention of rule 4

A relevant insurer must immediately notify the Authority in writing on its directors, its

controller{s} or any key person in control functions —
(a) reaching a view that the insurer is at risk of contravening rule 4; or
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(b) knowing or having reason to believe that a contravention by the insurer of rule 4 has
occurred:,
and provide the Authority with particulars of the notified case as required by the Authority.

. Determination of capital base

(1) For the purposes of rule 4 —

)

(2)

(b)
(©)

the capital base of a relevant insurer is the sum of the insurer’s —

(1) Unlimited Tier 1 capital;

(i) Limited Tier 1 capital; and

(i) Tier 2 capital;

the Limited Tier 1 capital of a relevant insurer must not exceed 10% of the
prescribed capital amount; and

the Tier 2 capital of a relevant insurer must not exceed 50% of the prescribed capital
amount.

For the purposes of subrule (1) —

(2)

(b)

(©)

a relevant insurer must determine its Unlimited Tier 1 capital in accordance with
rule 8 of the Insurance (Valuation and Capital) Rules, which applies to the insurer
for these purposes;

a relevant insurer must determine its Limited Tier 1 capital in accordance with rule
9 of the Insurance (Valuation and Capital) Rules, which applies to the insurer for
these purposes; and

a relevant insurer must determine its Tier 2 capital in accordance with rule 10 of
the Insurance (Valuation and Capital) Rules, which applies to the insurer for these
purposes.

. Valuation of assets and liabilities

A relevant insurer must apply Part 4 of the Insurance (Valuation and Capital) Rules for the
purposes of valuing its assets and liabilities.

. Determination of prescribed capital amount

(1) Subject to subrule (2), a marine insurer must determine its prescribed capital amount for
general business as the applicable amount in column 23 of the following Table 1 based
on the applicable case in column 2 — +
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— FABEE-Table 1

Column 1 Column 2+ Column 32
e e e
Case Particulars of the Case Amount Applicable
1. The net premium of the insurer for the $2-mittien2,000,000 or its

period commencing 12  months equivalent:
immediately preceding the valuation
date and ending on the valuation date, or
the relevant claims outstanding of the
insurer as at the valuation date,
whichever is the greater, did not exceed
$1+0-mitlien10,000,000 or its equivalent.

2. The said-net premium_of the insurer for  20% of the said-net premium, or
the period commencing 12 months 20% of the satd-relevant claims
immediately preceding the valuation outstanding, as the case may be-
date and ending on the valuation date, or
the said-relevant claims outstanding_of
the insurer as at the valuation date,
whichever is the greater, exceeded $16
mithen10.000,000 but did not exceed
$200—mition200,000,000 or its
equivalent.

3. The said-net premium_of the insurer for ~ The sum of $46
the period commencing 12 months miHier40,000,000 and —

immediately preceding the valuation (a)10% of the amount by which

date and ending on the valuation date, or the said—mnet premium
the said-relevant claims outstanding_of exceeded $200
the insurer as at the valuation date, mitien200,000,000; or
whichever is the greater, exceeded $260 (1) 10% of the amount by which
miien200,000,000 or its equivalent. the said—relevant claims
outstanding exceeded $200
mitien200,000,000,
as the case may be, or its
equivalent.

(2) A marine insurer, for the purposes of subrule (1), may exclude from the calculation of its
prescribed capital amount, its net premium or relevant claims outstanding (as the case
may be) attributable to any separate fund it maintains for the part of its general business
that is general reinsurance business with offshore risk, in accordance with section
25AA(4)(a) of the Ordinance.
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(3) A captive insurer must determine its prescribed capital amount for general business as
the applicable amount in column 32 of the following Table 2 based on applicable case in
column 2 — +—

Column 1

Case

——TFABEE Table 2
Column 2+
Casc
Particulars of the Case

The net premium of the insurer for the
period commencing 12 months immediately
preceding the valuation date and ending on
the valuation date, or the relevant claims
outstanding of the insurer as at the valuation
date, whichever is the greater, did not
exceed $40—mitiond(,000,000 or its
equivalent.

The satd-net premium of the insurer for the
period commencing 12 months immediately
preceding the valuation date and ending on
the valuation date or the satd-relevant claims
outstanding of the insurer as at the valuation
date, whichever is the greater, exceeded $46
miHier40,000,000 or its equivalent.

(4) For the purposes of this rule,
(a) the relevant claims outstanding of a relevant insurer for general business is
determined as the sum of —

(1) the amount of net outstanding claims liabilities of the insurer for general

business; and

Column 32
e

Amount Applicable

$2-mittien2,000,000 or its
equivalent.

5% of the said-net premium,
or 5% of the said—relevant
claims outstanding, as the
case may be.

(i1) the amount, floored at zero, determined by deducting the net unearned
premiums of the insurer for general business from the net premium liabilities of
the insurer for general business; and

(b) the relevant insurer must determine its outstanding claims liabilities for general
business and premium liabilities for general business in accordance with rule 30 of
the Insurance (Valuation and Capital) Rules.

. Determination of amount of section 25AAB(3)(b) of the Ordinance

The aggregate value of assets that a relevant insurer is required to hold in accordance with
section 25AAB(3)(b) of the Ordinance for each fund under section 25AA (other than section
25AA(4)(a)) of the Ordinance, in addition to the amount of liabilities mentioned in section
25AAB(3)(a) of the Ordinance, is the prescribed capital amount for the insurer determined in
accordance with rule 8.
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Annex G2

Insurance (Marine Insurers and Captive Insurers) Rules
(Made by the Insurance Authority under section 129(1) of the Insurance Ordinance (Cap. 41))

1. Commencement

These Rules come into operation on the day on which section 11 of the Insurance (Amendment)
Ordinance 2023 (20 of 2023) comes into operation.

2. Interpretation
In these Rules —

earned premium (% ¥ % 7 ) has the meaning given by rule 60(1) of the Insurance
(Valuation and Capital) Rules;

gross premium (< i% 7% ), in relation to a period of time, means the premiums paid or
payable to a relevant insurer in respect of contracts of insurance written or renewed in
that period of time before deducting commissions of agents or brokers but after deducting
any discounts specified in policies or refunds of premiums made in respect of any
termination or reduction of risks;

marine insurer (7* ¥ %' * ) means an authorized insurer which is —

(a) amarine mutual insurer; or
(b) approved by the Authority under rule 3(4);

marine mutual insurer (/4 % p 7 %' * ) means an authorized insurer which —

(a) is mutually owned by its members;

(b) predominantly provides to its members insurance relating to risks arising out of
marine adventures; and

(c) 1is governed by articles of association, rules or bye laws that provide for the calling
of additional contributions from, or the reduction of benefits to, the majority of its
members, in either case without limit, in order to ensure that the insurer has
sufficient financial resources to meet any valid claims as they fall due;

net of reinsurance (* % £ " ) has the meaning given by rule 2(1) of the Insurance
(Valuation and Capital) Rules;

net outstanding claims liabilities (% * /% ¢ % f ) means outstanding claims
liabilities net of reinsurance;

net premium (% % % ), in relation to a period of time, means the amount determined by

deducting from gross premium, the amount of any premiums payable by a relevant
insurer in respect of reinsurance in that period of time covering insurance business other
than long term business;
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relevant insurer (3 B %'& * ) means an authorized insurer or a company to which these
Rules apply as provided in rule 3(1);

risks arising out of marine adventures (¢ /% § & 3142k *&) means

(a) risks upon goods, merchandise or property of any description transported on board
vessels, including incidental transit before and after shipment;

(b) risks upon the freight of, or any other interest in or relating to vessels;

(c) risks upon vessels, or upon machinery, tackle, furniture or equipment of vessels;

(d) risks against damage arising out of or in connection with the use of vessels,
including third-party risks; and

(e) risks incidental to the construction, repair or docking of vessels, including third-
party risks;

unearned premium (% ¥ % % ) means the portion of the premium under a contract of
insurance that is not earned premium as at valuation date.

3. Application

(1

2)

3)

4

These Rules apply to —

(a) marine insurers;

(b) captive insurers; and

(¢) any company that makes an application under section 7 of the Ordinance for
authorization to carry on business only as an insurer mentioned in paragraph (a) or

(b).

If an authorized insurer in carrying on insurance business in or from Hong Kong —

(a) predominantly provides insurance relating to risks arising out of marine adventures;
and

(b) is not a marine mutual insurer,

it may make an application to the Authority for approval to determine its capital

requirements under these Rules based on the relevant requirements of a marine insurer.

An application made under subrule (2) must —

(a) be made in writing;

(b) contain particulars of the information that the Authority reasonably requires to
enable it to consider the application; and

(¢) Dbe served on the Authority.

On an application made by an authorized insurer under subrule (2), the Authority may by
written notice to the insurer approve or reject the application, and if the Authority
approves the application, it may impose such conditions as it considers appropriate. The
Authority may at any time, by serving a notice in writing on the authorized insurer
concerned, amend or revoke any such conditions or impose new conditions as may be
reasonable in the circumstances.
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©)

(6)

(7)

®)

The Authority may, by serving a notice in writing on an authorized insurer, revoke the
approval given under subrule (4) if it appears to the Authority that the grounds for
approval no longer exist.

Where these Rules provide that a certain Part or rule in the Insurance (Valuation and
Capital) Rules applies to a relevant insurer, that Part or rule applies to the insurer as if a
reference to an applicable insurer in that Part or rule were a reference to a relevant insurer.

A relevant insurer must apply rule 4 of the Insurance (Valuation and Capital) Rules for
the purposes of determining the scope of its assets and liabilities to be valued in
accordance with these Rules, the capital resources that make up of its capital base under
these Rules and calculating its capital requirements in accordance with these Rules.

All amounts and calculations in these Rules are based on Hong Kong dollars, unless
otherwise specified.

Capital requirements

(1)

2)

©)

For the purposes of section 10 of the Ordinance, a relevant insurer must ensure at all

times that its capital base as determined pursuant to rule 6 is not less than each of —

(a) the prescribed capital amount of the insurer as determined in accordance with
rule &;

(b) the minimum capital amount of the insurer as determined in accordance with
subrule (3); and

(c) $2,000,000.

If the Authority varies or relaxes any of the requirements in subrule (1) pursuant to
section 10(3) or 130(1) of the Ordinance, a relevant insurer must determine the
requirement under subrule (1) as so varied or relaxed.

For the purposes of subrule (1)(b), the minimum capital amount is the same as the
prescribed capital amount, unless the Authority by way of variation or relaxation
mentioned in subrule (2) determines it to be different.

Relevant insurer must notify the Authority in respect of any contravention of rule 4

A relevant insurer must immediately notify the Authority in writing on its directors, its
controllers or any key person in control functions —

(a)
(b)

reaching a view that the insurer is at risk of contravening rule 4; or
knowing or having reason to believe that a contravention by the insurer of rule 4 has
occurred,

and provide the Authority with particulars of the notified case as required by the Authority.
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6. Determination of capital base

(1) For the purposes of rule 4 —

2)

(2)

(b)
(©)

the capital base of a relevant insurer is the sum of the insurer’s —

(1) Unlimited Tier 1 capital;

(i) Limited Tier 1 capital; and

(i) Tier 2 capital;

the Limited Tier 1 capital of a relevant insurer must not exceed 10% of the
prescribed capital amount; and

the Tier 2 capital of a relevant insurer must not exceed 50% of the prescribed capital
amount.

For the purposes of subrule (1) —

(2)

(b)

(©)

a relevant insurer must determine its Unlimited Tier 1 capital in accordance with
rule 8 of the Insurance (Valuation and Capital) Rules, which applies to the insurer
for these purposes;

a relevant insurer must determine its Limited Tier 1 capital in accordance with rule
9 of the Insurance (Valuation and Capital) Rules, which applies to the insurer for
these purposes; and

a relevant insurer must determine its Tier 2 capital in accordance with rule 10 of
the Insurance (Valuation and Capital) Rules, which applies to the insurer for these
purposes.

7. Valuation of assets and liabilities

A relevant insurer must apply Part 4 of the Insurance (Valuation and Capital) Rules for the
purposes of valuing its assets and liabilities.

8. Determination of prescribed capital amount

(1) Subject to subrule (2), a marine insurer must determine its prescribed capital amount for
general business as the applicable amount in column 3 of the following Table 1 based on
the applicable case in column 2 —
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Column 1
Case
1.

Table 1
Column 2

Particulars of the Case
The net premium of the insurer for the
period commencing 12  months
immediately preceding the valuation
date and ending on the valuation date, or
the relevant claims outstanding of the
insurer as at the valuation date,

whichever is the greater, did not exceed
$10,000,000 or its equivalent.

The net premium of the insurer for the
period commencing 12  months
immediately preceding the valuation
date and ending on the valuation date, or
the relevant claims outstanding of the
insurer as at the valuation date,
whichever is the greater, exceeded
$10,000,000 but did not exceed
$200,000,000 or its equivalent.

The net premium of the insurer for the
period commencing 12  months
immediately preceding the valuation
date and ending on the valuation date, or
the relevant claims outstanding of the

Column 3
Amount Applicable
$2,000,000 or its equivalent

20% of the net premium, or
20% of the relevant claims
outstanding, as the case may be

The sum of $40,000,000 and —

(a) 10% of the amount by which
the net premium exceeded
$200,000,000; or

(b) 10% of the amount by which

insurer as at the valuation date, the relevant claims
whichever 1s the greater, exceeded outstanding exceeded
$200,000,000 or its equivalent. $200,000,000,

as the case may be, or its
equivalent.

(2) A marine insurer, for the purposes of subrule (1), may exclude from the calculation of its
prescribed capital amount, its net premium or relevant claims outstanding (as the case
may be) attributable to any separate fund it maintains for the part of its general business
that is general reinsurance business with offshore risk, in accordance with section
25AA(4)(a) of the Ordinance.
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(3) A captive insurer must determine its prescribed capital amount for general business as
the applicable amount in column 3 of the following Table 2 based on applicable case in

column 2 —
Table 2
Column 1 Column 2 Column 3
Case Particulars of the Case Amount Applicable
1. The net premium of the insurer for the $2,000,000 or its equivalent.
period commencing 12 months immediately
preceding the valuation date and ending on
the valuation date, or the relevant claims
outstanding of the insurer as at the valuation
date, whichever is the greater, did not
exceed $40,000,000 or its equivalent.
2. The net premium of the insurer for the 5% of the net premium, or

period commencing 12 months immediately 5% of the relevant claims
preceding the valuation date and ending on  outstanding, as the case may
the valuation date or the relevant claims be.

outstanding of the insurer as at the valuation

date, whichever is the greater, exceeded

$40,000,000 or its equivalent.

(4) For the purposes of this rule,
(a) the relevant claims outstanding of a relevant insurer for general business is
determined as the sum of —
(1) the amount of net outstanding claims liabilities of the insurer for general
business; and
(i1) the amount, floored at zero, determined by deducting the net unearned
premiums of the insurer for general business from the net premium liabilities of
the insurer for general business; and
(b) the relevant insurer must determine its outstanding claims liabilities for general
business and premium liabilities for general business in accordance with rule 30 of
the Insurance (Valuation and Capital) Rules.

9. Determination of amount of section 25AAB(3)(b) of the Ordinance

The aggregate value of assets that a relevant insurer is required to hold in accordance with
section 25AAB(3)(b) of the Ordinance for each fund under section 25AA (other than section
25AA(4)(a)) of the Ordinance, in addition to the amount of liabilities mentioned in section
25AAB(3)(a) of the Ordinance, is the prescribed capital amount for the insurer determined in
accordance with rule 8.
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Annex H1

Insurance (Lloyd’s) Rules(Cap-—4V)
(Made by the Insurance Authority under €ap—4t;-section 129(1)_of the Insurance Ordinance

(Cap. 41))

1. Commencement

These Rules come into operation on the day on which sections 11 and 64 of the Insurance
(Amendment) Ordinance 2023 (20 of 2023) come into operation.

2. Interpretation
In these Rules —

earned premium (7% ¥} %% ) has the meaning given by rule 60(1) of the Insurance (Valuation
and Capital) Rules;

general reinsurance business with offshore risk (2 35 b *& ch— 45 %% ¥ 5%) has the
meaning given by section 25AA(8) of the Ordinance;

gross premium (* %% ), in relation to a period of time, means the premiums paid or payable

to Lloyd’s in respect of contracts of insurance written or renewed in that period of time before
deducting commissions of agents or brokers but after deducting any discounts specified in
policies or refunds of premiums made in respect of any termination or reduction of risks;

insurance liabilityies (%*% . 7 ) has the meaning given by rule 2(1) of the Insurance
(Valuation and Capital) Rules;

long term reinsurance business with offshore risk (£ 3 5~ b ' e+ P £ %' ¥ 7%) has the
meaning given by section 21B(11) of the Ordinance;

net of reinsurance (¢ ' 1L i%*%) has the meaning given by rule 2(1) of the Insurance
1
(Valuation and Capital) Rules;

net premium (% % % ), in relation to a period of time, means the amount determined by
deducting from gross premium, the amount of any premiums payable by Lloyd’s in respect of
reinsurance in that period of time covering insurance business other than long term business;

recognized letter of credit (.7 3 * ;%), in relation to Unlimited Tier 1 capital of Lloyd’s,

means a letter of credit which satisfies the following criteria —

(a) the letter of credit is from a bank, as defined in the Banking Ordinance (Cap. 155), in
favour of the Authority; and
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(b) the terms and conditions attached to such a letter of credit are approved by the Authority;
and

unearned premium (* ;% ¥ %% ) means the portion of the premium under a contract of
insurance that is not earned premium as at valuation date.

. Application

(1) These Rules apply to Lloyd’s.

(2) Lloyd’s is required to apply these Rules only in relation to the assets, liabilities and
capital resources related to its business carried on in or from Hong Kong.

(3) Where these Rules provide that a certain pPart or rule in the Insurance (Valuation and
Capital) Rules applies to Lloyd’s, that pPart or rule applies to Lloyd’s as if a reference to
an applicable insurer in that pPart or rule were a reference to Lloyd’s.

(4) All amounts and calculations in these Rules are based on Hong Kong dollars, unless
otherwise specified.

. Capital Requirementsrequirements

(1) For the purposes of section 10 of the Ordinance, Lloyd’s must ensure at all times that its
capital base as determined pursuant to rule 6 is not less than each of —
(a) the prescribed capital amount determined in accordance with rule 8;

(b) the minimum capital amount determined in accordance with subrule (3); and
(c) $20,000,000.

(2) If the Authority varies or relaxes any of the requirements in subrule (1) pursuant to
section 10(3) or 130(1) of the Ordinance, Lloyd’s must determine the requirement #
aceordanee-with-under subrule (1) ;-but-as so varied or relaxed.

(3) For the purposes of subrule (1)(b), the minimum capital amount is the same as the
prescribed capital amount, unless the Authority by way of variation or relaxation
mentioned in subrule (2) determines it to be different.

. Lloyd’s must notify the Authority in respect of any contravention of rule 4

Lloyd’s must immediately notify the Authority in writing on its authorized representative{s) —

(a) reaching a view that Lloyd’s is at risk of contravening rule 4; or

(b) knowing or having reason to believe that a contravention by Lloyd’s of rule 4 has
occurred,:

and provide the Authority with particulars of the notified case as required by the Authority.
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6. Determination of capital base

(1) For the purposes of rule 4 —

)

(2)

(b)
(©)

the capital base of Lloyd’s is the sum of its —

(1) Unlimited Tier 1 capital;

(i) Limited Tier 1 capital; and

(i11) Tier 2 capital:-

the Limited Tier 1 capital of Lloyd’s must not exceed 10% of the prescribed capital
amount; and

the Tier 2 capital of Lloyd’s must not exceed 50% of the prescribed capital amount.

For the purposes of subrule (1) —

(a)

(b)

(©)

Lloyd’s must determine its Unlimited Tier 1 capital as the amount of recognized

letter of credit it maintains that —

(i) exceeds the amount of its total insurance liabilities (net of reinsurance) that
must also be covered by recognized letter of credit; and

(i) is determined after deducting the amounts in rule 8(3) and (4) of the Insurance
(Valuation and Capital) Rules, which apply to Lloyd’s for these purposes; and

Lloyd’s must determine its Limited Tier 1 capital in accordance with rule 9 of the

Insurance (Valuation and Capital) Rules, which applies to Lloyd’s for these

purposes; and-

Lloyd’s must determine its Tier 2 capital in accordance with rule 10 of the

Insurance (Valuation and Capital) Rules, which applies to Lloyd’s for these

purposes.

7. Valuation of assets and liabilities

Lloyd’s must apply Part 4 of the Insurance (Valuation and Capital) Rules for the purposes of
valuing its assets and liabilities.

8. Determination of prescribed capital amount

(1) Subject to subrule (5), Lloyd’s must determine its prescribed capital amount by —

)

(a)
(b)
(c)

determining its prescribed capital amount for general business in accordance with
subrule (2);

determining its prescribed capital amount for long term business in accordance with
subrule (4); and

summing the amounts mentioned in paragraphs (a) and (b).

For the purposes of subrule (1)(a), Lloyd’s must determine its prescribed capital amount
for general business as the applicable amount in column 23 of the following Table based
on the applicable case in column 42. —
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TABEEable

Column 1 Column 2+
Case
Case Particulars of the Case
1. The net premium of Lloyd’s for

(@)

general business for the period
commencing 12 months immediately
preceding the wvaluation date and
ending on the valuation date, or the

relevant claims outstanding of
Lloyd’s for general business as at the
valuation date, whichever is the
greater, did not exceed
$50,000,00050—mithieon or its
equivalent:

The satd-net premium_of Lloyd’s for
general business for the period
commencing 12 months immediately
preceding the valuation date and
ending on the valuation date, or the
satd—relevant claims outstanding of
Lloyd’s for general business as at the
valuation date, whichever is the
greater, exceeded $50,000,00056
mitben but did not exceed
$200,000,000200—milkien or its
equivalent:

The said-net premium_of Lloyd’s for
general business for the period
commencing 12 months immediately
preceding the valuation date and
ending on the valuation date, or the
satd—relevant claims outstanding of
Lloyd’s for general business as at the
valuation date, whichever is the
greater, exceeded $200,000.000266
mithen or its equivalent:

(3) For the purposes of subrule (2) —

Column 32
S

Amount Applicable

$10,000,00046 mithen-or its
equivalent:

20% of the said-net premium-#, or 20%
of the said-relevant claims outstanding,
as the case may be-

The sum of $40,000,00040-miHien

and —

(a) 10% of the amount by which the
said—mnet premium exceeded
$200,000,000200-miltien; or

(b) 10% of the amount by which the
satd—relevant claims outstanding
exceeded $200,000,000266
mithon,

as the case may be, or its equivalent:

the relevant claims outstanding of Lloyd’s for general business is determined as the

sum of —
(1)

net of reinsurance; and
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4

)

(i1)) the amount, floored at zero, determined by deducting the net unearned
premiums of Lloyd’s for general business from the net premium liabilities of
Lloyd’s for general business; and
(b) Lloyd’s must determine its outstanding claims liabilities for general business and
premium liabilities for general business in accordance with rule 30 of the Insurance
(Valuation and Capital) Rules.

For the purposes of subrule (1)(b), Lloyd’s must determine its prescribed capital amount
for long term business in accordance with Part 5 of the Insurance (Valuation and Capital)
Rules, which applies to Lloyd’s in relation to its long term business for these purposes.

Lloyd’s, for the purposes of subrule (1), may exclude from the calculation of its
prescribed capital amount, its risk exposure in respect of assets and liabilities attributable
to general reinsurance business with offshore risk or long term reinsurance business with
offshore risk.
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Annex H2

Insurance (Lloyd’s) Rules
(Made by the Insurance Authority under section 129(1) of the Insurance Ordinance (Cap. 41))

1. Commencement

These Rules come into operation on the day on which sections 11 and 64 of the Insurance
(Amendment) Ordinance 2023 (20 of 2023) come into operation.

2. Interpretation
In these Rules —

earned premium (7% ¥ % 7 ) has the meaning given by rule 60(1) of the Insurance (Valuation
and Capital) Rules;

general reinsurance business with offshore risk (& 3t - h *& ch— S %' % 5%) has the
meaning given by section 25AA(8) of the Ordinance;

gross premium (< %% ), in relation to a period of time, means the premiums paid or payable
to Lloyd’s in respect of contracts of insurance written or renewed in that period of time before
deducting commissions of agents or brokers but after deducting any discounts specified in
policies or refunds of premiums made in respect of any termination or reduction of risks;

insurance liabilities (%'& . ) has the meaning given by rule 2(1) of the Insurance
(Valuation and Capital) Rules;

long term reinsurance business with offshore risk (£ 3 A b ' e 3 £ %" ¥ 7%) has the
meaning given by section 21B(11) of the Ordinance;

net of reinsurance (° “,/TT £ %' ) has the meaning given by rule 2(1) of the Insurance
(Valuation and Capital) Rules;

net premium (£ % ), in relation to a period of time, means the amount determined by

deducting from gross premium, the amount of any premiums payable by Lloyd’s in respect of
reinsurance in that period of time covering insurance business other than long term business;

recognized letter of credit (3.7 3 * ;&), in relation to Unlimited Tier 1 capital of Lloyd’s,

means a letter of credit which satisfies the following criteria —

(a) the letter of credit is from a bank, as defined in the Banking Ordinance (Cap. 155), in
favour of the Authority; and

(b) the terms and conditions attached to such a letter of credit are approved by the Authority;

unearned premium (* % ¥ %% ) means the portion of the premium under a contract of
insurance that is not earned premium as at valuation date.
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3. Application

(D
)

3)

4

These Rules apply to Lloyd’s.

Lloyd’s is required to apply these Rules only in relation to the assets, liabilities and
capital resources related to its business carried on in or from Hong Kong.

Where these Rules provide that a certain Part or rule in the Insurance (Valuation and
Capital) Rules applies to Lloyd’s, that Part or rule applies to Lloyd’s as if a reference to
an applicable insurer in that Part or rule were a reference to Lloyd’s.

All amounts and calculations in these Rules are based on Hong Kong dollars, unless
otherwise specified.

4. Capital requirements

(1)

2)

€)

For the purposes of section 10 of the Ordinance, Lloyd’s must ensure at all times that its
capital base as determined pursuant to rule 6 is not less than each of —

(a) the prescribed capital amount determined in accordance with rule 8§;

(b) the minimum capital amount determined in accordance with subrule (3); and

(c) $20,000,000.

If the Authority varies or relaxes any of the requirements in subrule (1) pursuant to
section 10(3) or 130(1) of the Ordinance, Lloyd’s must determine the requirement under
subrule (1) as so varied or relaxed.

For the purposes of subrule (1)(b), the minimum capital amount is the same as the
prescribed capital amount, unless the Authority by way of variation or relaxation
mentioned in subrule (2) determines it to be different.

5. Lloyd’s must notify the Authority in respect of any contravention of rule 4

Lloyd’s must immediately notify the Authority in writing on its authorized representative —

(a)
(b)

reaching a view that Lloyd’s is at risk of contravening rule 4; or
knowing or having reason to believe that a contravention by Lloyd’s of rule 4 has
occurred,

and provide the Authority with particulars of the notified case as required by the Authority.

6. Determination of capital base

(1)

For the purposes of rule 4 —

(a) the capital base of Lloyd’s is the sum of its —
(1)  Unlimited Tier 1 capital;
(i) Limited Tier 1 capital; and
(i1i1) Tier 2 capital;
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)

(b)
(©)

the Limited Tier 1 capital of Lloyd’s must not exceed 10% of the prescribed capital
amount; and
the Tier 2 capital of Lloyd’s must not exceed 50% of the prescribed capital amount.

For the purposes of subrule (1) —

(2)

(b)

(©)

Lloyd’s must determine its Unlimited Tier 1 capital as the amount of recognized

letter of credit it maintains that —

(1) exceeds the amount of its total insurance liabilities (net of reinsurance) that
must also be covered by recognized letter of credit; and

(i1) is determined after deducting the amounts in rule 8(3) and (4) of the Insurance
(Valuation and Capital) Rules, which apply to Lloyd’s for these purposes;

Lloyd’s must determine its Limited Tier 1 capital in accordance with rule 9 of the

Insurance (Valuation and Capital) Rules, which applies to Lloyd’s for these

purposes; and

Lloyd’s must determine its Tier 2 capital in accordance with rule 10 of the

Insurance (Valuation and Capital) Rules, which applies to Lloyd’s for these

purposes.

7. Valuation of assets and liabilities

Lloyd’s must apply Part 4 of the Insurance (Valuation and Capital) Rules for the purposes of
valuing its assets and liabilities.

8. Determination of prescribed capital amount

(1

2)

Subject to subrule (5), Lloyd’s must determine its prescribed capital amount by —

(2)
(b)
(©)

determining its prescribed capital amount for general business in accordance with
subrule (2);

determining its prescribed capital amount for long term business in accordance with
subrule (4); and

summing the amounts mentioned in paragraphs (a) and (b).

For the purposes of subrule (1)(a), Lloyd’s must determine its prescribed capital amount
for general business as the applicable amount in column 3 of the following Table based
on the applicable case in column 2.
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Table

Column 1 Column 2
Case Particulars of the Case
1. The net premium of Lloyd’s for

(a)

general business for the period
commencing 12 months immediately
preceding the valuation date and
ending on the valuation date, or the
relevant claims outstanding of
Lloyd’s for general business as at the
valuation date, whichever is the
greater, did not exceed $50,000,000
or its equivalent

The net premium of Lloyd’s for
general business for the period
commencing 12 months immediately
preceding the valuation date and
ending on the valuation date, or the
relevant claims outstanding of
Lloyd’s for general business as at the
valuation date, whichever is the
greater, exceeded $50,000,000 but
did not exceed $200,000,000 or its
equivalent

The net premium of Lloyd’s for
general business for the period
commencing 12 months immediately
preceding the valuation date and
ending on the valuation date, or the
relevant claims outstanding of
Lloyd’s for general business as at the
valuation date, whichever is the
greater, exceeded $200,000,000 or its
equivalent

(3) For the purposes of subrule (2) —

Column 3
Amount Applicable
$10,000,000 or its equivalent

20% of the net premium, or 20% of the
relevant claims outstanding, as the case
may be

The sum of $40,000,000 and —

(a) 10% of the amount by which the
net premium exceeded
$200,000,000; or

(b) 10% of the amount by which the
relevant  claims  outstanding
exceeded $200,000,000,

as the case may be, or its equivalent

the relevant claims outstanding of Lloyd’s for general business is determined as the

sum of —

(@)
(ii)

net of reinsurance; and

the amount of outstanding claims liabilities of Lloyd’s for general business

the amount, floored at zero, determined by deducting the net unearned

premiums of Lloyd’s for general business from the net premium liabilities of

Lloyd’s for general business; and

360



(4)

©)

(b) Lloyd’s must determine its outstanding claims liabilities for general business and
premium liabilities for general business in accordance with rule 30 of the Insurance
(Valuation and Capital) Rules.

For the purposes of subrule (1)(b), Lloyd’s must determine its prescribed capital amount
for long term business in accordance with Part 5 of the Insurance (Valuation and Capital)
Rules, which applies to Lloyd’s in relation to its long term business for these purposes.

Lloyd’s, for the purposes of subrule (1), may exclude from the calculation of its
prescribed capital amount, its risk exposure in respect of assets and liabilities attributable
to general reinsurance business with offshore risk or long term reinsurance business with
offshore risk.
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