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Introduction 
In this edition of our industry update, we explore the 

discontinuity between Credit Quality Steps (CQS) 9 and 10, 

and why this discontinuity is especially relevant now. We also 

highlight some key considerations insurers should assess 

before entering into contingency policies, experience 

accounts, profit-share arrangements or self-insurance 

structures. In addition, we review selected global 

developments in funded reinsurance and introduce Milliman 

South Africa’s new non-life addition. 

If you would like to receive our regular Industry Update and 

other relevant publications, please send a request to 

africa@milliman.com. 

Solvency Assessment and 

Management: The CQS 9/10 

discontinuity 
South Africa's Solvency Assessment and Management (SAM) 

framework uses an 18-step CQS scale, providing greater 

granularity than Solvency II's 0–6 scale. This partly reflects the 

impact of South African sovereign risk and the prevalence of 

lower-rated instruments in local portfolios. Despite this 

granularity, the boundary between CQS 9 and 10 remains a 

meaningful cliff edge. 

DRIVERS OF THE DISCONTINUITY  

Default and spread risk factors are a non-linear function of 

CQS. A single-step downgrade at the wrong point on the curve 

can move the capital charge meaningfully, not proportionally. 

Concentration risk thresholds reset materially at CQS 10. 

The thresholds applied to counterparties are very different for 

CQS 1 to 9 versus CQS 10 to 18. 

WHY THIS MATTERS NOW 

1. Standard & Poor’s upgraded the RSA sovereign in 

November 2025, the first upgrade from a major agency in 

over 16 years. This shifts the reference point for locally 

rated entities, particularly South African banks. 

2. An Actuarial Society of South Africa (ASSA) working group 

reassessed the credit rating-to-CQS mapping, using FSI-

prescribed probability of defaults and updated historical 

default frequencies from credit rating agencies. The revised 

mapping generally indicates an improved CQS for 

equivalent ratings. 

Together, these changes mean instruments previously mapped 

to CQS 11 or 12 may now have a credible basis for 

reassignment to CQS 9 or 10, placing them directly on the cusp 

of the critical boundary. 

THE PRACTICAL IMPLICATION 

For insurers with meaningful bank counterparty or bond 

exposures, especially concentrated ones, this is not an 

academic exercise. The combination of non-linear factors and 

the near-binary concentration impact between 9 and 10 means 

this decision could have a meaningful impact on capital, cost of 

capital and headroom for future dividends. 

Insurance in name or in substance? 
Contingency policies, experience accounts, profit-share 

arrangements and structured self-insurance are often different 

names for the same underlying mechanism.  

The broad structure is consistent: A buyer pays a premium to a 

licensed insurer, a fee is deducted, and the remainder is 

credited to an experience account from which claims are paid 

first. Any surplus is returned to the buyer as a profit share. The 

insurer's own capital is only exposed above the account, up to 

a policy limit that typically sits just above the original premium.  
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THREE FRAMEWORKS, THREE DIFFERENT ANSWERS 

The same arrangement can be classified differently under 

financial reporting, prudential regulation and tax. The 

definitions do not align, and the three do not need to agree. 

Under International Financial Reporting Standards (IFRS) 17, 

the key question is whether there is a scenario with commercial 

substance in which the insurer's present value of outflows 

exceeds its inflows. Where most of the premium funds an 

account that pays the buyer's own claims, the insurer's loss in 

most scenarios is nil. Much of the premium therefore 

resembles an investment component. Whether this is 

separated under IFRS 9 or treated as a non-distinct component 

within the contract depends on the detail, but either way it is 

excluded from insurance revenue. 

From a prudential perspective, these arrangements require an 

insurance licence and sit on a licensed insurer's balance sheet. 

However, because the experience account absorbs losses first, 

the Solvency Capital Requirement (SCR) reflects only the thin 

layer of risk actually borne by the insurer, not the headline 

policy limit. Important limitations exist related to offsetting 

losses against future profits outside the contract boundary. The 

FSIs require careful application to not overstate own funds and 

understate the SCR. 

REAL BENEFITS, REAL RISKS 

Structured well, these arrangements can provide genuine  

risk transfer alongside financing and liquidity support. But 

they carry complexity, and the tax risks are real, as some 

buyers have discovered. SARS has in certain instances 

excluded the premium paid as a tax deduction for not being  

a true risk premium. 

Alternatives exist. A first-party cell in a cell captive can achieve 

similar economics, with underwriting surplus returned to the cell 

owner. The cost, capital treatment, tax position and reinsurance 

access all differ and warrant careful comparison. 

The overall message? Be careful whose advice you take on 

whether to buy one, and what the appropriate capital and tax 

treatment is. No one asks a barber whether they need a haircut. 

Funded re under the regulatory 

spotlight 
Funded re sat firmly at the centre of debate at a recent life 

reinsurance conference held in London. Concerns around the 

gaining popularity of asset-intensive reinsurance (AIR), or 

funded re, were widely discussed.  

PRUDENTIAL REGULATION AUTHORITY (PRA) ON 

FUNDED RE  

The United Kingdom’s PRA recently published consultation 

paper 8/26 (CP8/26), proposing higher capital charges for 

funded re transactions through revised exposure valuations.  

The PRA explained it had reached its position after years of 

evidence gathering and industry engagement. The final 

proposal focuses on risk management standards, collateral 

quality and counterparty considerations.  

REGULATORY DEVELOPMENTS ELSEWHERE 

While funded re is not widely used in the EU, the European 

Insurance and Occupational Pensions Authority (EIOPA) is 

working on a supervisory document for later this year. 

In the US, regulatory concerns are centred around 

transparency, possible jurisdictional differences and conflicts  

of interests.  

The Japan Financial Services Agency has also recently 

published regulations for AIR.  

CONSISTENT MESSAGE ACROSS REGULATORS 

While regulators across the globe differ in maturity of 

regulations regarding AIR, the message appears unified: AIR 

has legitimate uses, but unchecked growth poses real 

systemic risks.  
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We have a new Jewell  
We are delighted to welcome Malcolm Jewell to Milliman.  

Malcolm joins us with more than 25 years' insurance experience across South Africa, 

the UK and Australia, including 11 years as an actuarial partner at KPMG, where he 

led a wide range of non-life, capital and ERM engagements. His earlier career includes 

capital and risk management at Munich Re in Sydney and leading a non-life reserving 

team at ACE in London. 

Malcolm brings genuine enthusiasm for helping clients work through complex 

problems, and he will play a central role in growing our non-life practice. 
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Solutions for a world at risk™ 

Milliman leverages deep expertise, actuarial rigor, and advanced technology to develop solutions for a world at risk. 

We help clients in the public and private sectors navigate urgent, complex challenges—from extreme weather and 

market volatility to financial insecurity and rising health costs—so they can meet their business, financial, and social 

objectives. Our solutions encompass insurance, financial services, healthcare, life sciences, and employee benefits. 

Founded in 1947, Milliman is an independent firm with offices in major cities around the globe.  

milliman.com 
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