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Overview
This paper begins with an executive summary which is followed by four sections, corresponding to the structure
of the Guidelines. Each of these sections provides more detailed information on the issues and challenges facing
insurers.
• Section I: System of governance will be mainly of interest to Boards and their committees, Chief Risk Officers
(CROs), Chief Actuaries and Heads of Internal Audit and their respective teams;
• Section II: FLAOR will be mainly of interest to Boards and their committees, Chief Actuaries, Chief Financial
Officers (CFOs), CROs and risk practitioners;
• Section III: Submission of information to NCAs will be mainly of interest to CFOs and reporting teams; and
• Section IV: Pre-application for internal models will be mainly of interest to Chief Actuaries and their teams.
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Executive summary
Introduction
Are UK insurers well prepared for Solvency II (SII) implementation? This is a question that many Boards and senior
management teams will need to answer given the recent publication of the final Guidelines for the preparation for SII1
(Guidelines) and the European trilogue agreement on 13 November 2013 paving the way for SII to go live on
1 January 2016. The Guidelines cover four topics: System of Governance, Forward Looking Assessment of Own
Risks (FLAOR), Submission of information to National Competent Authorities (NCAs) and Pre-application for Internal
Models. The Guidelines apply to NCAs and are intended to ensure insurers make demonstrable progress towards
SII by delivering key outcomes between 1 January 2014 and 31 December 2015 (the preparatory phase).
Following publication of the Guidelines, the Prudential Regulation Authority (PRA) released CP9/13 “Solvency II:
applying EIOPA’s preparatory guidelines to PRA-authorised firms” (CP9/13)2 and more recently the PRA confirmed the
views expressed in that document through Supervisory Statement 4/13 (SS4/13)3. SS4/13 generally does not seek to add
to the Guidelines but rather sets out what the PRA describes as a pragmatic approach to how it expects PRA authorised
firms to interpret and implement the Guidelines. It also highlights areas of particular significance, providing further
clarity where needed and outlining some focus areas for the PRA’s reviews. Insurers are reminded that they must also
continue to comply with relevant provisions in the PRA Handbook. Many of those provisions support the Guidelines and
these are identified in the relevant sections of SS4/13.
This paper provides a high level summary of what insurers need to consider in response to the Guidelines and the
European trilogue agreement, and provides Deloitte’s view of specific issues on which insurers should focus during
the preparatory phase. This draws on our own assessment of the level of preparedness of the UK insurance industry
to meet the requirements set out in the Guidelines as well as the PRA’s expectations as summarised in SS4/13 and
areas which we believe may pose specific risks and challenges.
The paper has been written primarily with (partial) internal model insurers in mind but may also be of interest to
Standard Formula (SF) insurers as many of the governance and reporting challenges will also apply to them.

What do insurers need to do?
The following diagram provides a high level timeline of key outputs to be delivered over the next three years and an
overview of the headline requirements of the Guidelines.
Summary timeline
2013

1	https://eiopa.europa.
eu/publications/eiopaguidelines/index.html
2	http://www.
bankofengland.co.uk/pra/
Documents/publications/
policy/2013/cp9-13.pdf
3 http://www.
bankofengland.co.uk/
pra/Pages/solvency2/
preparing.aspx
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Overview of headline requirements
Systems of Governance

FLAOR based on ORSA principles

• The organisational and operational structure should be aimed at
supporting the strategic objectives and operations of the undertaking.

• Have a written FLAOR Policy effective as at 1 January 2014 that reflects
the nuances of the Guidelines.

• The AMSB has an appropriate interaction with committees, senior
management and key functions, proactively requesting and challenging
information from them.

• Perform a FLAOR in 2014 that is based on internal basis that reflects
existing regulatory regime (ICAS or ICAS+ and Solvency 1).

• The AMSB and senior management meet fit and proper requirements.

• Perform a FLAOR in 2015 on existing basis and on SII basis (SF SCR for SF
firms and both SF SCR and IM SCR for Internal Model firms).

• There are established risk, compliance, actuarial and internal audit
functions whose roles and responsibilities meet the minimum
responsibilities outlined in SII.

• Ensure AMSB (as well as committee thereof) engagement in the FLAOR),
steering how the assessment is to be performed and challenging the
results.

• There is an effective Risk Management System in place that meets
minimum SII requirements.

• 2015 FLAOR also to include an assessment of the deviation of the risk
profile from the risks underlying SII SF SCR.

• There is an identified list of conflicts of interest that the system of
governance is exposed to and there is a suitable management response
for any conflict identified.

• Both 2014 and 2015 FLAORs to include assessment of all risks (not just
capital quantifiable risks).

• There is a regular review of the systems of governance and the findings
are reported to the AMSB.
• The investment of the firm’s assets is compliant with the prudent person
principle and firms have suitable arrangements to independently assess
risk MI provided by the asset manager(s)/other financial institutions.
• A full list of required SII risk and compliance policies in place and firms
are compliant with these.

• Use results and conclusions of assessment in strategic decision making
(not just a “dummy numbers” test of the process).
• Have a written FLAOR report (internal and supervisory) that captures key
results and conclusions of the assessments.
• Maintain a written FLAOR Record of each assessment that is sufficiently
detailed to allow a suitably qualified third party to re-create the
assessment.

• The responsibilities of the AMSB and key functions of solo entities are
not diminished because they are part of a Group.

Internal model pre-application

Reporting to NCAs

• SF SCR results to be submitted as part of the pre-application process.

• Insurers representing at least 80% of national market share to submit
quantitative and narrative annual reporting to NCA. For quarterly
information, the threshold is 50% of the national market share.

• Insurers to notify the NCA of any planned changes to the internal model.
• Insurers to have a model change policy covering all relevant sources
of changes. Insurers must define what is considered a “major” model
change using both qualitative and quantitative indicators. In addition,
insurers also need to consider the combined impact of several changes.
• Insurers to demonstrate compliance with the use test.
• The assumption setting process and the use of expert judgement
should be properly governed and follows a well-documented process.
Uncertainty around assumptions should be communicated to modellers
and model users. Evidence of this should be available.
• Insurers to demonstrate consistency between the methodology used in
the calculation of capital requirements and the SII balance sheet.
• Insurers to have a profit and loss attribution process in place that serves
validation activities and demonstrate use of the internal model.
• A validation policy should be in place specifying the processes and tools
used in validating the model, the frequency of validation activities,
persons responsible and the procedures to be followed when problems
in the internal model are identified.
• Insurers to demonstrate understanding of external data and models.

• Groups with more than €12bn total assets on the consolidated balance
sheet at the end of 2012 are required to submit annual and quarterly
quantitative and narrative information.
• Insurers to submit interim annual information for the period ending on
31 December 2014 no more than 22 weeks after the financial year-end,
and quarterly information for quarter ending on 30 September 2015 no
later than 8 weeks after the quarter-end.
• Groups are granted a further 6 weeks for reporting, in addition to the
deadlines described above.
• Narrative reporting to include more information regarding governance
than currently disclosed in the annual report and accounts, including fit
and proper requirements, risk management and governance structures
and controls frameworks.
• Narrative reporting to also include information regarding own funds, as
well as information on the valuation of assets, technical provisions and
other liabilities.
• A reporting policy is to be established by all firms.
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What about the European trilogue agreements?
On 13 November the European Parliament, European Commission and European Council reached agreement on
the key issues that have delayed negotiations on the Omnibus II Directive. This agreement paves the way for full
implementation of SII from 1 January 2016, with preparations set to begin on 1 January 2014.
The final text of Omnibus II, which has recently been published, includes a number of pragmatic solutions and
compromises which have the combined effect of reducing the immediate impact of SII on the capital position of
insurers relative to previous draft texts. In addition, for some aspects of the new rules, the transitional period for
full application will extend to 16 years.4
The trilogue agreement provides long-awaited clarity on both the timetable for and the substance of SII. We are
aware that some insurers decided to delay their SII preparations in the light of the significant uncertainty about
the future of SII that arose over the last 18 months. Given the fact that the implementation date has now been set
(subject, of course, to the approval of the European Parliament, which is expected in early 2014) and that in some
cases significant preparations have still to be completed, we believe that now is the time to restart these
SII programmes to complete the outstanding work in good time.
We expect the timetable for the publication of final legislative texts to be broadly as follows:
• The European Parliament to vote on Omnibus II final text on 3 February 2014.
• The European Council to endorse the Omnibus II text shortly after the European Parliament’s vote.
• Publication in the Official Journal in Q1 2014.
• The European Insurance and Occupational Pensions Authority (EIOPA) and the European Commission to release
technical standards during 2014 and 2015.
• Transposition of the Directive has been set for 31 March 2015.

On 13 November the European Parliament, European
Commission and European Council reached agreement
on the key issues that have delayed negotiations on the
Omnibus II Directive. This agreement paves the way for
full implementation of SII from 1 January 2016, with
preparations set to begin on 1 January 2014.

4	http://blogs.
deloitte.co.uk/
financialservices/2013/11/
european-trialogueagreement.html
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What should insurers worry about?
In our view, insurers have made good progress towards implementing SII requirements, particularly in relation to
modelling and system of governance, but less so on reporting. We also observe that, notwithstanding this overall
assessment, the level of preparedness varies significantly from insurer to insurer. We expect insurers will find the
Guidelines useful as they continue their SII journey. The PRA’s SS4/13 is also very much a step in the right direction
although it contains a number of areas where clarification and interpretation are required. Rather than waiting
for this to emerge from the PRA, we suggest insurers form their own views as to what is appropriate for them
and discuss the firm’s own interpretation with their supervisory teams. PRA senior executives have already made
comments to the effect that they will apply the Guidelines in a pragmatic way. It will be essential that this attitude
carries through to the supervisory teams to deliver consistency of responses and outcomes.
Although some of the Guidelines are, to some extent, similar to existing requirements or reflect current good
practice, we believe there are several areas where insurers need to do additional work. We highlight below the
most significant areas given the current levels of preparedness we have seen in the market. Figure 1 provides a
visual representation of priorities by complexity and lead time to development.
1. Producing the required reports within the reporting timeframe: This will require immediate attention as
many insurers will struggle to meet the 22 week timeframe for solo annual reporting as well as the 8 week
timeframe for solo quarterly reporting. We recommend insurers carefully plan how to overlay the new reporting
requirements onto current ones to reduce the additional pressure on existing resources. Whilst insurers may find
that the asset data requirements are fairly clear they may also discover that a degree of interpretation is needed
over what is explicitly required in terms of liability data. We encourage insurers to review whether they are clear
on what needs to be reported and seek clarification early where necessary.
2. Granular asset data: This is a challenging area as insurers do not tend to have asset data at the level of
granularity required by the Guidelines, particularly in respect of unit linked funds. Insurers should therefore
discuss the provision of this information with their asset managers as soon as possible.
Figure 1. Prioritisation of key areas of work by lead time and complexity
1
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3. FLAOR based on Own Risk Solvency Assessment (ORSA) principles: The Guidelines set out the requirements
for the FLAOR and address the preparation for its implementation. Implementation is to be ‘phased-in’, with
insurers expected to perform an assessment of their overall solvency needs starting in 2014, and to be able to
demonstrate sufficient progress to the PRA during 2015 to provide assurance that they will be compliant by the
end of 2015. This is required on an insurance regulated entity basis which may be a challenge for those insurers
which currently report risk and capital positions on a Business Unit basis and where those Business Units do not
align to legal entity structures. The results and conclusions of the assessment are expected to feed into strategic
decision making (no longer just a ‘dummy numbers’ test of the process) and the Administrative, Management or
Supervisory Body (AMSB) is required to steer the performance of the FLAOR as well as review and challenge its
results. UK insurers are expected to use the ICAS/ICAS+ regime when assessing own solvency needs in the first
year, and SII in the second (including SF results), even for those insurers applying for internal model approval, as
this represents a contingency position if internal model approval is not obtained.
4. SF results: Insurers, particularly those applying for internal model approval, should ensure they can produce
SF results that can be shared with the PRA. Insurers should also consider how to use these results in strategic
decision making as a contingency in case their internal models are not approved. Moreover, if the SF Solvency
Capital Requirement (SCR) position shows a capital shortfall, for example, then insurers may need to consider
how to address this (e.g. through having clear plans as to how they would raise capital or de-risk their portfolio).
5. Documentation: Compliance with documentation requirements is likely to require work across several areas.
This is a key area for clarification with the PRA. Insurers should not need to enhance documentation solely
for the use of regulators, i.e. in the absence of an underlying governance or business need. That said, the
documentation of some parts of the asset and liability models will likely need to be enhanced when these are
brought within the scope of overall model governance and model change. In addition, in our view, work will
be required to document expert judgment as progress in this area has so far been limited.

5	In May 2011 EIOPA
announced that it had
chosen eXtensible
Business Reporting
Language (XBRL) as
the uniform format for
SII insurance reporting
across Europe. XBRL
is a language for the
electronic communication
of business and
financial data which is
revolutionising business
reporting around the
world. The introduction
of XBRL ‘tags’ enables
automated processing
of business information
by computer software,
allowing the data to be
treated ‘intelligently’.
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6. Role of the AMSB: The first challenge facing some insurers may well be that of convincing their AMSB to
accept that SII will be a reality from 1 January 2016 and that implementation needs to begin from 1 January
2014. There has been understandable skepticism in the industry around whether SII will ever be implemented
given the significant delays to the overall project. However, we believe that the European agreement in trilogue
has fired the starting gun and will provide much needed and long overdue clarity over timelines. This should
be a catalyst for insurers to re-focus efforts on their SII implementation programmes and for the AMSB to
demonstrate leadership and commitment. The expectation from EIOPA is that the AMSB will need to challenge
and approve decisions itself rather than relying solely on the activities of and the recommendations given by
its committees. Insurers should therefore consider the balance they have struck between the AMSB receiving
sufficiently detailed information and its ability to digest it in order to fulfill its responsibilities under SII.
It is possible that this requirement is less of a concern in relation to the Board committee structures that are
common in the UK but, if insurers are in any doubt, we would encourage them to seek clarification from the
PRA. EIOPA also expects the AMSB to have the competence, capability and required training to carry out these
responsibilities. The AMSB may want to consider whether any required training should come from a source that
is independent of those whose work it is expected to review and challenge.
7. Implementation of reporting tool (XBRL5): We note that in SS4/13, the PRA has clarified that it expects
insurers to submit data using XBRL from June 2015 and acknowledges that it may need to review the reporting
timeline if templates and/or taxanomy are delayed. The effort to implement XBRL should not be underestimated
and insurers should bear in mind that there might be a lack of external support available as many banks
are currently also transitioning to XBRL in order to meet their reporting obligations under the new Capital
Requirements Directive.
As one might expect, given the detail considered in the Guidelines, there are many other areas that will require
attention. Below, we provide a brief summary of these areas under the four headings covered in the Guidelines.
The main body of this paper provides a more in-depth analysis.

System of governance
As outlined above, we believe that the role of the AMSB and its interaction with committees require focus and
attention. Insurers should review whether delegations of responsibility remain appropriate given the clarifications
provided in the Guidelines and whether the nature and the extent of reporting to the AMSB are sufficient given the
AMSB’s explicit responsibilities. Appendix I sets out a full list of SII required responsibilities of the AMSB. It might
be acceptable to delegate some of the Board’s responsibilities to Board committees provided these delegations are
formally approved, the committees include both Executive and Non-Executive Directors from the main Board and
the full Board has an opportunity to review and challenge any decisions made by these committees. We would
encourage insurers to clarify these arrangements with the PRA given the emphasis EIOPA places on the AMSB itself
fulfilling its SII responsibilities.
Another important area relates to the governance of own funds. As insurers transition to the new rules, we expect
a more detailed review will be required of whether existing capital instruments meet the eligibility criteria and
thresholds. In our view, governance procedures should provide a stronger challenge over whether assets are truly
available to absorb losses in a stressed environment (e.g. are not tied up in collateral arrangements or being loaned
out as part of a security arrangement).
An area that has received varied attention to date relates to the clear segregation of roles and responsibilities
(or ‘conflicts of interest’ in the terminology of the Guidelines). These are most likely to arise in relation to the
production and validation of actuarial results – e.g. Technical Provisions (TPs) and capital results. Insurers should
ensure that clear segregation requirements are properly identified and managed. Evidence of this will need to be
available.
Forward Looking Assessment of Own Risks
We would highlight four key points in this area. First, insurers should be aware that the FLAOR has to be performed
at a (re)insurance regulated entity level and at the level of the group (and at the necessary non-(re)insurance
regulated entity level where deemed significant to the Group FLAOR). This will cause some difficulties for those
insurers which typically produce risk and capital assessments at a business unit level that does not necessarily map
to a legal entity basis. However, given that regulatory returns are currently produced at a legal entity level, there
will be some areas that will already be reported at the appropriate aggregation level.
The second concern is the involvement of the AMSB in the FLAOR. Many insurers’ internal governance
arrangements have FLAOR results and conclusions being reported to a committee of the AMSB followed by
summary reporting to the AMSB itself. EIOPA emphasizes in the Guidelines that the AMSB cannot delegate
responsibility for the FLAOR to committees of the AMSB or to senior management, the risk management function
or another special committee. In addition, the PRA makes it clear in SS4/13 that it also expects the Board to play
an active part at various stages, providing initial steering on how the FLAOR should be designed and documented,
challenging on risk identification and mitigation along the way and culminating in the Board approving and
communicating the finished product. The Board’s involvement is likely to be extensive, going well beyond setting
risk appetite. Insurers will need to plan a schedule of Board meetings to allow adequate time and opportunity
for discussion as work on the FLAOR proceeds. The PRA may check that such arrangements have been made by
insurers. We recommend insurers review whether or not they judge the involvement of their AMSB to be sufficient
given the spirit of the Guidelines and clarify their understanding with the PRA if they identify any ambiguity in
this area.
The third area is that both EIOPA and the PRA expect that during the interim phase the FLAOR should be used in
strategic decision making (i.e. this is no longer just a ‘dummy numbers’ test of the process). Combined with this
is EIOPA’s expectation that the 2015 FLAOR includes SF SCR results even if the insurer is applying for a (partial)
internal model. The rationale for this is that the SF SCR position represents a contingency position if the internal
model is not approved. We recommend that (partial) internal model insurers clarify with the PRA to what extent
they need to consider SF SCR results in their 2015 strategic plans.

Solvency II: Preparing for EIOPA’s interim guidelines What insurers need to do

7

Fourthly, although all of the FLAOR documentation (record, report and policy) will require ongoing focus, the
FLAOR policy, in particular, may require immediate attention. EIOPA explains that the 2014 FLAOR policy must
reflect the requirements set out in the Guidelines and must be effective from 1 January 2014. Insurers should
review whether their FLAOR policy reflects the way in which the assessment is to be performed in 2014 in light
of the Guidelines and comments from the PRA and provide any update where deemed necessary. We encourage
insurers to consult the PRA if they intend to use an end state policy for 2014 that has ‘waivers’ on features of the
policy that are not due to come into effect until 2015 as EIOPA has indicated that it expects a re-written policy each
year. We believe an end state policy with ‘waivers’ is a more pragmatic solution, but insurers should take this up
with their PRA supervisory team.
Submission of information to NCAs
In addition to the issues noted above, we believe insurers should consider how well prepared they are to meet
narrative reporting requirements. Although insurers will be able to use existing sources to meet many of the
requirements, significant work remains to be done to meet those that go beyond existing disclosures, e.g. fit and
proper requirements, information related to own funds, etc.
Pre-application for internal model
We expect that current processes to attribute profit and losses to risk factors will need significant improvement
as what we have seen has tended to be incomplete and the allocation is not carried out at the same level of
granularity as that used in the internal model.
Some insurers, e.g. those which have not submitted an Internal Model Approval Process (IMAP), may have in place
a validation policy but may not have been through a full validation cycle. The use of the different validation tools
and the interpretation of results are likely to be challenging for these insurers in the limited time available.

In summary
We believe that some insurers have yet to digest and assess the full implications of the Guidelines. As the level
of preparedness varies significantly from insurer to insurer, each insurer should carry out a high level analysis to
understand what work needs to be done in which areas and by when. Detailed analysis for the most immediate
items should be performed as soon as possible as the Guidelines will be in force from 1 January 2014.

Want to know more?
We have a multidisciplinary team which has been working with a wide range of insurers in these areas and we are
able to advise you based on the experience we have aquired. For further insights and ideas on how best to fast
track your SII preparations, please contact one of us listed at the end of this report.

8

I. System of governance
On the whole, the Guidelines represent general good business practice and we therefore do not envisage that a
radical overhaul of existing arrangements will be required. That said, EIOPA provided some key clarifications and
interpretations which give some insight into how some of the requirements are expected to be met. Some of these
interpretations and clarifications may require focused work in discrete areas to ensure compliance is achieved before
end 2015. There are also some areas of the Guidelines where it is less clear what minimum compliance will look like
and insurers will need to agree this with their NCAs.
Role of the AMSB and interaction with committees – Guideline 3
The Guidelines, general comments and responses to industry consultations emphasise that although the AMSB may
establish a committee structure to support it in exercising its responsibilities it does not absolve it from performing
these responsibilities.
The Guidelines articulate a number of responsibilities that should be fulfilled by the AMSB. Historically, insurers may
have used committees of the AMSB (e.g. a Board Risk Committee) to fulfil these responsibilities with some members
of the AMSB sitting on these committees. It is possible that this requirement is less of a concern in relation to the
Board committee structures that are common in the UK. In any case, we think that it might be acceptable
to delegate some of the Board’s responsibilities to committees provided these delegations are formally
approved, the committees include both Executive and Non-Executive Directors from the main Board and
the full Board is presented with and has an opportunity to review and challenge any decisions made by
these committees. We would encourage insurers to discuss these arrangements with the PRA given the
emphasis EIOPA places on the AMSB itself fulfilling its SII responsibilities.

On the whole, the Guidelines represent general good
business practice and we therefore do not envisage
that a radical overhaul of existing arrangements will
be required. That said, EIOPA provided some key
clarifications and interpretations which give some
insight into how some of the requirements are expected
to be met.
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Depending on the outcome of the discussions with the PRA, insurers may also need to consider whether the
information currently received by the AMSB is appropriate given its SII responsibilities. The AMSB may require more
detailed Management Information (MI) to be able to challenge and approve the decisions made by its committees.
Some examples of reports/MI and conclusions that may need to escalate up from the committee level to the AMSB
or may need to be presented in more detail could include:
• The FLAOR report (or reports where insurers have used a many rather than single report solution for
communicating FLAOR results and conclusions);
• The report on the effectiveness of the system of governance and how this could compromise the financial
soundness of the organisation;
• Reporting on progress made with regard to the internal model and ability to calculate SII compliant TPs;
• Reporting on critical outsourcing arrangements and the risks associated with them; and
• Frequent risk reporting and MI on the effectiveness of risk mitigation techniques and future management actions
and their impact on capital requirements and TPs.
Although many of these reports may already exist or be in development, previously they may not have penetrated
through the governance levels to the AMSB with, instead, final review and approval resting with a committee
or some other governance forum. Alternatively, if reports have made it to the AMSB they may have been in an
extremely summarised form with limited MI or results.
The prudent person principle – Guideline 25
During the preparatory phase, insurers must consider what changes they need to make to their existing asset
portfolio to ensure this is compliant with the prudent person principle. To ensure SII compliance, insurers must
have established procedures such that they only invest in assets and instruments that they can properly identify,
measure, monitor, manage, control and report. This must allow an assessment of whether the choice of assets
covering the Minimum Capital Requirement (MCR) and SCR ensures the security, quality, liquidity and profitability of
the portfolio.
Whilst insurers seem to have established procedures in place to perform this, the quality and sophistication of
these procedures vary between insurers. With no clear definition of what is considered acceptable for ‘established
procedures’, insurers will need to decide what they believe these to be given the nature, scale and complexity
of their organisation. We believe that insurers should assess whether they have adequate ‘established
procedures’ to ensure compliance with the prudent person principle and should consider seeking external
validation of this where they are unclear over these requirements.
EIOPA believes that “a second opinion on investment risk challenging the views of financial institutions, asset
managers and rating agencies would increase overall risk management. Therefore, proper monitoring and
controlling of assets and investments requires that the undertaking does not blindly trust such information but
also establishes sufficient expertise to form its own assessments”. Guideline 25 goes on to set out the requirement
for insurers to have their own Key Risk Indicators (KRIs) in place so that insurers do not solely rely on information
provided by asset managers and/or other financial institutions. Although many insurers were opposed to this
requirement during the consultation period, EIOPA reiterates in the Guidelines that the development of own KRIs
is essential to demonstrate compliance with the prudent person principle. If not in place already, insurers will
therefore need to develop a suite of KRIs to monitor and challenge the risk MI provided to them by their
asset managers.
This may change the dynamic of MI flow between the insurer and its asset manager (whether internal or external to
the group). This may also be an area of interest for Internal Audit and associated assurance programmes.
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Independence and conflicts of interest – Guidelines 4, 17, 35, 38 – 43
It is up to insurers to demonstrate how their organisational structures introduce a clear demarcation and
segregation of roles, responsibilities and reporting lines and where there is lack of independence, how this is
managed. Generally, we believe insurers have identified a number of these issues within their system of governance
but may not have an explicit log or other document that allows them to track, monitor and evidence their
compliance with this requirement on an ongoing basis. As the regulator moves away from a ‘tell me’ to a more
intrusive ‘show me’ based approach to supervision, it is more important to have evidence of compliance with these
requirements.
With specific regard to the Actuarial Function, insurers should review whether the Actuarial Function is responsible
for both validating and calculating the TPs. We believe this is generally common practice and insurers will therefore
need to consider whether it is necessary to either separate these tasks or find another way of managing this
potential lack of independent review and challenge.
Regarding the Internal Audit function, we note that the Chartered Institute of Internal Auditors published its
Internal Audit Guidance for Financial Services6 (Guidance) in July 2013. The expectations set out in this Guidance
are onerous and will have a significant impact on some Internal Audit functions. Given this, we do not expect the
requirements in the Guidelines to create any significant additional work.
It is however still worth noting that insurers will need to evidence that the Internal Audit function can maintain a
position that is free from material influence by the AMSB when setting its internal audit plan. Insurers also need to
ensure that the Internal Audit function can challenge the effectiveness of the AMSB and has the means to address
any concerns that the AMSB might not be taking action over issues raised to it in the Internal Audit Report. We
foresee this being a challenging area for insurers given that the Internal Audit function ultimately reports to the
AMSB. EIOPA sees value in Internal Audit whistle-blowing to the NCA as a suitable escalation measure where it
believes the AMSB is failing to appropriately address deficiencies which Internal Audit has identified, but does not
make such whistle-blowing mandatory.
We believe insurers should identify any issues in their organisational structures which could lead to lack of
independence. In addition, we recommend evidence be produced that any such potential issues are properly
identified, governed and managed.
Governance of own funds – Guidelines 31 – 32
Although insurers may have a capital management policy in place, the governance over the eligibility of own funds
under SII will be an area that will require focus by some insurers. We believe that the processes and procedures
in this area, and how they are governed, may receive regulatory scrutiny given the PRA’s objective to protect the
interests of policyholders by ensuring the financial soundness of insurers.
Insurers should also be mindful of how this requirement will interact with wider regulatory developments such
as those being established as part of the Financial Stability Board’s shadow banking workstreams, associated EU
Directives such as Undertakings for Collective Investment in Transferable Securities VI (UCITS VI) and European
Market Infrastructure Regulation (EMIR). All of those will have an impact on the mix and use of assets on the
insurer’s balance sheet and may affect the availability of own funds to absorb losses (e.g. will an asset be available
to absorb losses if these have been lent out as part of a repo agreement? Does the system of governance take
account of such arrangements when assessing the eligibility of own funds?).
Insurers should therefore review whether they are giving sufficient challenge to the decisions around the
eligibility of own funds and whether they have action plans in place to remedy any shortfall not only in the
amount of own funds but also in their quality in stressed conditions.
6	http://www.iia.org.uk/
media/354788/0758_
effective_internal_audit_
financial_webfinal.pdf
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Application of Guidelines on a mutatis mutandis basis when insurers do not manage their business on a
legal entity basis – Generic comment applicable to all guidelines
EIOPA outlines how the role of the AMSB and of key functions at Group should not diminish or take away from the
responsibilities of the AMSB and key functions at legal entity level.
However, some groups do not have a risk and governance structure that will allow them to meet this requirement.
Some insurers do not manage their business, or their risk profile, on a legal entity basis but rather perform this on
a business unit and product line level. Such insurers will have to consider to which extent they can meet EIOPA
requirements with their current structure or whether they need to realign their risk and governance structure.
We note that as regulatory returns are currently produced at a legal entity level, there will be some areas that will
be managed/reported at the appropriate level.
Some insurers will therefore need to review whether their existing risk and governance procedures allow
assessments and conclusions to be drawn on a legal entity basis. If not, significant work may be required to
align assessments, reporting and decision making to this level.
Documentation and evidence – Generic comment applicable to all guidelines
Although many insurers may find that the Guidelines represent good business practice and do not materially
diverge from what they believe is in place already, that does not mean they are able to provide documentation
or other evidence of compliance on request. For example, an insurer may have designs of how key functions will
operate under SII but have yet to update the appropriate terms of reference.
Likewise, a SII compliant policy may be in place in writing but there may not be sufficient evidence collected that
this has been embedded in the organisation as part of policy attestation procedures.
In our opinion, insurers should perform some form of SII assurance to make sure that SII compliance can
be achieved by 1 January 2016. This may consider both design-based reviews of whether policies and
procedures are aligned to SII standards and operational-based reviews to test whether SII designs have
effectively been translated into business as usual (BAU) activity. When performing these reviews, insurers
should determine whether they have sufficient evidence of compliance in place and available to show the
regulator to demonstrate that it is in place.

Although many insurers may find that the Guidelines
represent good business practice and do not materially
diverge from what they believe is in place already, that
does not mean they are able to provide documentation or
other evidence of compliance on request.
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EIOPA sees the main responsibilities of the Actuarial
Function revolving around the coordination of TPs.
These coordination tasks include the responsibility for
valuation models. The Actuarial Function must not use
valuation models with the intention of inappropriately
‘smoothing’ the valuation of TPs.
The Actuarial Function – Guidelines 38 – 43
EIOPA has changed the Guidelines in relation to the Actuarial Function since the original publication in March 2013
based on comments received from industry participants.
EIOPA sees the main responsibilities of the Actuarial Function revolving around the coordination of TPs. These
coordination tasks include the responsibility for valuation models. The Actuarial Function must not use valuation
models with the intention of inappropriately ‘smoothing’ the valuation of TPs. Actuarial Functions should also
consider within their TPs remit assessing the quality of internal and external data feeding into the calculation of
the TPs and where necessary making recommendations on required improvements. In addition, when providing
its opinion on the underwriting policy and the reinsurance arrangements, the Actuarial Function must take into
consideration the interrelationships between these and the TPs. The PRA confirmed in SS4/13 that it expects the
Actuarial Function to carry out these activities during the preparatory phase.
EIOPA makes clear that it sees a potential for ‘conflict of interest’ when the Actuarial Function is responsible for
both the calculation and validation of TPs. Insurers should therefore review whether their Actuarial Function
coordinates both the calculation and validation of TPs. If so, they need either to consider separating these
tasks or find another way of managing the potential lack of independence in the validation of the TPs.
The Actuarial Function should also specify the risks, within its domain of expertise, which should be included in
the internal model and contribute to how assumed dependencies between these and other risks are derived. There
is an expectation that the Actuarial Function will need to inform the AMSB of the outcome of various tasks in the
run-up to SII.
We note that UK non-life insurers do not generally have an Actuarial Function. These firms will therefore
need to set up a new function within their system of governance, and define its role and responsibilities.
For UK life insurers, the existing Actuarial Function will need to transition from current regulatory
requirements to SII requirements.
We would encourage firms to consider whether there is an adequate Board Engagement Plan (and slots
booked in Board sessions) to ensure status updates are provided on the completion of these tasks. As
noted in previous sections, this should consider the information that needs to go the Board directly as well
as to a committee of the Board.
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II. Forward Looking Assessment
of Own Risks
Insurers will need to produce two FLAORs during the preparatory phase. The assessment in 2014 does not need
to include the assessment of continuous compliance with SII SCR as this is deferred until the 2015 FLAOR. The
assessment of the significance to which the assumptions underlying the calculation of the SF SCR differ from the
risk profile of the firm is also deferred until 2015.
Although most insurers will be in a position to perform a FLAOR on an internal basis, as required from 2014, we
anticipate that some insurers may find it challenging to provide a view of their continuous compliance with SII
capital requirements and SII compliant TPs to a consistent standard across all legal entities from 2015.
General note on timings and enforcement measures – Guidelines 1, 3, 12 – 16
Insurers will need to have processes and procedures in place to perform a 2013 year end assessment and FLAOR
on an internal capital basis in 2014. Given that SII based calculations are deferred until 2015, UK insurers should
perform this internal assessment in 2014 using the current regime, be that ICAS, ICAS+ or Solvency I. This is
confirmed in SS4/13. However, a significant challenge may exist in providing this at a legal entity level. We
encourage firms to clarify the scope of entities expected to produce a FLAOR with the PRA as early as
possible to ensure there are no discrepancies in their understanding of the scope of application.
As mentioned above, the 2015 FLAOR will need to include a continuous assessment of compliance with the SCR
(both SF and, where relevant, internal model) over the business planning horizon and a continuous assessment
of compliance with TPs requirements. The European trilogue agreement on 13 November 2013 will have given
firms more clarity around Pillar 1 requirements. We encourage insurers to consider the practical implications
of implementing the different measures considered in the trilogue agreement including the matching
adjustment as well as the transitional measures. It is likely that insurers will need to adapt existing processes and
procedures in order to calculate SII compliant TPs by 2015. For example, portfolios might be on different measures
and different processes will be required to calculate and report the value of TPs.
Some internal model insurers may also find it difficult to produce robust SCR calculations to a consistent standard
across all entities.
We believe that insurers should ‘put their foot back on the gas’ in their internal model SCR preparations.
AMSB involvement in the FLAOR – Guideline 5
As per the Guidelines on the system of governance, the AMSB cannot delegate responsibility for the FLAOR.

Although most insurers will be in a position to perform
a FLAOR on an internal basis, as required from 2014,
we anticipate that some insurers may find it challenging
to provide a view of their continuous compliance with
SII capital requirements and SII compliant TPs to a
consistent standard across all legal entities from 2015.
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The expectation is that the AMSB must be engaged in the FLAOR, steering its performance, challenging the results
and incorporating these into strategic decisions. This requires insurers to schedule AMSB sessions in advance of the
preparation of the FLAOR so that the AMSB can direct and steer its execution (for example, outlining which stresses
and scenarios should be considered, the MI reported, which performance and risk metrics should be included). In
addition, this will also require insurers to review whether the level of information the AMSB will receive directly is
adequate for it to challenge the results and conclusions of the assessment. The PRA makes it clear in SS4/13 that
the Board’s involvement is likely to be extensive, going well beyond setting risk appetite and that it may check
whether the insurers have appropriate arrangements in place to ensure an appropriate level of involvement of the
Board in the different stages of the FLAOR.
In our opinion, insurers should review whether the AMSB is playing a significant role in steering the FLAOR
and challenging its results. This should include a review of the reporting to the AMSB and whether it
obtains sufficient MI to execute its SII responsibilities.
FLAOR Policy – Guideline 7
The Guidelines make it clear that the FLAOR policy should be effective from 1 January 2014 and should reflect the
way in which the assessment will be performed over the preparatory phase. EIOPA outlines that this will require
the updating of the policy from one year to the next to reflect how the assessment is expected to change during
the preparatory phase. In particular, EIOPA states that this approach does not mean writing an end state policy
describing how the FLAOR will ultimately be performed. However, our experience suggests that many insurers
have – contrary to the Guidelines – written an end state policy and granted temporary ‘waivers’ against those
requirements that cannot yet be met.
We encourage insurers to consult the PRA if they intend to use an end state policy for 2014 that has
‘waivers’ on features of the policy that are not due to come into effect until 2015 as EIOPA has indicated
that it expects a re-written policy each year. We believe an end state policy with ‘waivers’ is a more
pragmatic solution, but insurers should take this up with their PRA supervisory team.
FLAOR Record – Guideline 8
We believe that some insurers have not yet confirmed the distinction between their FLAOR report and their
FLAOR record, and how these differ in purpose and content. The FLAOR report should present the key results and
conclusions of the assessment and be structured so as to be a useful management tool for the AMSB and senior
management within strategic decision making. In contrast, the FLAOR record should explain how the FLAOR
was performed over the period with sufficiently detailed information so that a suitably qualified third party could
replicate the assessment and come to the same conclusions. The FLAOR record could be made up of existing
documentation, new documentation or a combination thereof.
As the record may be used as a key way in which the regulator will gain understanding of how the assessment
was performed, it is important that insurers understand what this is and how the relevant information should be
captured. Insurers should therefore identify the documentation that they will use to track how the FLAOR is
performed during 2014 and determine which documents already exist or will need to be created.
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We understand that the PRA intends to be pragmatic in
its adoption of the requirements set out in the Guidelines
but we would encourage insurers to confirm the PRA’s
expectation of which entities will be in scope of the
assessment.
Use of the FLAOR in decision making – Section covering ‘Specific issues raised by respondents’ and
Guideline 17
EIOPA makes it clear that the expectation is that the requirement to produce a FLAOR during the preparatory phase
is not just to test the process – EIOPA’s expectation is that the FLAOR is now seen as a tool used in the performance
of the business or for future business planning. This expectation is mirrored by the PRA which also states in
SS4/13 that it expects firms to take account of results and insights from their FLAOR for the purpose of capital
management and business planning, as well as product development and design. The PRA believes this is likely to
be an evolution of the management practices that insurers already follow.
The assessment in 2015 will also need to include SF SCR results, even for firms that are applying for an internal
model. According to EIOPA, this represents a contingency position if internal model approval is not obtained.
EIOPA also requires that all results (including SF SCR results) be considered in strategic planning. It follows that
contingency plans in 2015 strategic plans will need to consider SF SCR results. This point is not explicitly discussed
in SS4/13. We therefore encourage UK insurers which are applying for a (partial) internal model to engage
with the PRA on this point to clarify what level of SF SCR contingency planning is expected in 2015 and the
level of approximations they will be permitted to use when calculating SF SCR results.
Mutatis Mutandis application even in preparatory phase – Appendix 2: Resolution of comments
EIOPA expects the FLAOR to be performed at both group and solo entity level. This will cause some difficulties for
those insurers which do not run their business on a legal entity level and existing MI and reporting procedures are
instead geared to providing risk and solvency positions on a business line and business unit basis. However, given
that the regulatory returns are currently produced at a legal entity level, there will be some areas that will already
be reported at the appropriate aggregation level.
In addition, insurers may currently be undergoing legal entity restructuring and may be preparing for SII compliance
against what the legal entity structure is expected to be in 2016. This may mean they have not put in place the
processes and procedures to present a risk and solvency assessment for entities that currently exist but will no
longer exist post re-structuring.
However, EIOPA has explicitly stated that during the preparatory phase these entities still need to be included in the
2014 and 2015 assessments. This will require insurers to have risk and solvency processes and procedures in place
to conduct an assessment at this level. This could be a considerable challenge for insurers to meet for the 2014
FLAOR.
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III. Submission of Information
to NCAs
Being able to meet the required SII reporting requirements presents a significant challenge for insurers as they both
familiarise themselves with the transitional interim reporting requirements, and design and implement appropriate
processes and systems to ensure compliance. Our experience is that many insurers have preferred to wait before
addressing the SII reporting requirements. However, we believe the European trilogue agreement on 13 November 2013
will have provided firms with much needed clarity over timelines and will act as a catalyst for firms to progress
reporting within their SII implementation programmes. Insurers are likely to need to both address the interim
reporting requirements and implement a solution for end state SII reporting concurrently. Insurers that have
progressed with SII reporting implementation will be in a stronger position as they will be able to leverage the work
carried out to date to comply with the Guidelines.
In our view, the following challenges stand out as requiring particular focus:
• Implementing an appropriate reporting system, sourcing the appropriate quality and granularity of asset
and actuarial data, and embedding a robust working day timetable to ensure timely, accurate and complete
reporting;
• Producing the reconciliations required between values reported in the financial statements and in the solvency
assessment; and
• Making the decision to develop either a tactical solution, designed to meet only the interim submission
requirements as a one-off exercise, or a strategic solution which can meet both the interim and end-state
requirements.
Whilst the PRA considers that many of the Guidelines represent good practice in conformity with existing rules
and so should not present an additional burden, we think that the reporting Guidelines are likely to be particularly
challenging for most insurers given their current state of preparedness.
Solo annual quantitative information – Guidelines 13 – 15
We consider that one of the most significant challenges in this area is likely to be the sourcing of the granular asset
data and ensuring it is complete and accurate. Key to success here is whether all the data fields can be sourced
consistently within the time available, particularly for large insurers with a number of asset managers. This will
include unit linked assets, which a number of insurers lobbied unsuccessfully to have excluded. We believe that
those insurers which have not yet discussed the provision of granular asset data with their asset managers
should not delay this any longer.
Insurers that have progressed furthest have asset data stores and data teams to check the quality and completeness
of the data and its consistency with the summary asset data on the balance sheet. In our opinion, significant
effort will be required to reconcile asset data.
The level of granularity required for TPs needs to be clearly understood, in particular, the definitions for each line of
business, which in our experience have not always been straightforward, although smaller insurers should find the
reporting form simple to complete.
The SII balance sheet is probably the area where insurers are most advanced, many having implemented systems
and processes to post adjustments from IFRS/GAAP balance sheets. Some have found the own funds template
more difficult to interpret, particularly those with more complex capital structures.
We expect insurers will want to perform dry runs to provide confidence that they can meet the deadlines.
Based on our experience, where insurers have already performed dry runs, these often fell outside the required
timeframe for a 22 week solo annual submission, so further improvement will be required in this area.
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EIOPA has clarified that insurers in the process of obtaining approval for their internal models will need to follow
the Guidelines on pre-application of internal models regarding the requirement to provide SF SCR numbers.
In SS4/13, the PRA encourages dialogue between insurers and their supervisory team to discuss how certain
guidelines may apply to them. We believe that internal model insurers should clarify with the PRA what
level of approximations they will be permitted to use when calculating SF SCR results, bearing in mind
that EIOPA has stated in the Guidelines that SF SCR results are required as a contingency for not obtaining
internal model approval.
Solo quarterly quantitative information – Guideline 16
Insurers are required to submit solo quarterly quantitative information in relation to the third quarter prior to the
application date of the SII Directive. It is therefore expected that the first quarterly submission will be in respect
of Q3 2015. The QRT requirements are a subset of those required for annual solo reporting and, as there is no
requirement to submit an SCR figure, they should not therefore pose significant additional challenges. However,
quarterly regulatory reporting will be an entirely new process for the vast majority of insurers and will need careful
planning to ensure that this can be achieved alongside other reporting and business as usual requirements. In
addition, we believe many insurers may struggle to meet the eight week timeframe for reporting, with
assets and derivatives providing the most pressure on the critical path.
Group annual quantitative information – Guidelines 9 and 17 – 19
We believe that most groups have already determined the most appropriate approach to be taken to reporting,
whether that is using the accounting consolidation method, the deduction and aggregation method or a
combination of the two. The Guidelines require this to be discussed and agreed with the appropriate NCA.
It is likely that existing consolidation systems will be leveraged to produce the SII group balance sheet by way
of adjustments from the IFRS/GAAP balance sheet. Those with a scalable, group-wide consolidation tool will
find this easier. Insurers which have not yet implemented a consolidated SII balance sheet process will need to
spend time considering the rules by which this will work alongside existing reporting and ensuring consistency of
understanding of the adjustments from the IFRS/GAAP balance sheet across the group. Clear group instructions will
need to be prepared to circulate to the business units incorporating these interim requirements.
As described above, producing the granular asset data is a particular challenge faced by many insurers which
is made even more difficult for a large insurance group where availability of data could be patchy across
the group. Tackling this early with the business unit teams is required to ensure that all the data attributes
can be provided from all the jurisdictions in which the group operates.
To the dismay of some, EIOPA has kept its requirements for separately reporting Ring Fenced Funds (RFFs) for both
group and solo interim reporting. Depending on the method of consolidation used, information must be submitted
separately at entity level for the RFF with the most material notional SCR. This further complicates the consolidation
process and will need careful attention for those with RFFs.
Group quarterly quantitative information – Guidelines 10 and 20
Groups are also expected to submit quarterly quantitative information in respect of the third quarter prior to the
application of the SII Directive. As for solo quarterly reporting, the challenge is likely to be in meeting the tight
timescale which allows only an additional six weeks for groups, giving 14 weeks in total. This will mean that
the interim reporting, as at Q3 2015, is due in the first working week in January 2016 which will run into year-end
processes. Careful planning of activity will need to factor in practical challenges such as staff availability over
the Christmas holidays as well as the 2015 year end reporting and any opening balance sheet requirements for SII.
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Narrative information – Guidelines 12 and 21 – 33
Submission of narrative reporting to the regulator is a new requirement for UK insurers. Whilst a handful of insurers
have drafted pro-forma narrative reports, many have put this on hold, preferring to address the quantitative
challenges. Most insurers will now therefore need to consider how existing reporting, for example, from
the annual report, PRA returns, Individual Capital Assessment (ICA) submissions, FLAOR, internal MI and/or
policies can be leveraged.
The narrative reporting is essentially a subset of full SII narrative reporting covering the system of governance,
capital management and valuation for solvency purposes.

Summary of interim narrative scope requirements
General governance: system of governance, delegation of responsibilities, reporting lines, structure and roles
of the AMSB, description of main roles and responsibilities of key functions.
Fit and proper: list of persons responsible for key functions, policies and processes in place to ensure these
persons are fit and proper.
Risk management system: strategies, processes, reporting procedures, integration into organisational
structure, decision-making processes, obligations related to prudent person principle, verification of
appropriateness of external credit assessments.
Internal control system: description of system, key procedures, integration of compliance function.
Governance structure: organisational chart indicating positions of key function holders.
Own funds: quantitative and qualitative explanation of differences between the financial statement and
the solvency assessment, structure, amount and quality of basic and ancillary own funds, restrictions to
transferability within the group.
Valuation of assets: methods and assumptions used, quantitative and qualitative explanation of differences to
financial statement asset valuation.
Valuation of TPs: methods and assumptions used, quantitative and qualitative explanation of differences to
financial statement valuation of TPs, level of uncertainty, recoverables from reinsurance contracts, actuarial
methodologies and assumptions.
Valuation of other liabilities: methods and assumptions used, quantitative and qualitative explanation of
differences to financial statement valuation of other liabilities.
Other: assumptions about future management actions and policyholders’ behaviour, identification of where
mark to model techniques used.

General governance requirements are likely to be straightforward and covered in existing sources. Larger insurers
which provide a lot of this detail already in their annual reports may find this easier than smaller insurers used to
more limited corporate governance disclosure.
The fit and proper requirements are new and include a list of persons responsible for key functions and information on
the policies and processes in place. Currently, even large insurers do not provide this information in their annual report.
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The risk management system and internal control system sections are likely to leverage existing disclosures.
However, insurers will need to consider how to describe compliance with the prudent person principle, a
requirement introduced under SII.
For groups, additional narrative disclosure is required in the form of how risk management is implemented across
the group, any material intra-group outsourcing arrangements and any qualitative or quantitative information as to
material specific risks at a group level. In many cases, this again can be leveraged from current group annual report
and accounts disclosures.
Narrative information is also required in relation to the structure, amount and quality of own funds. This will need
to include an explanation of any restrictions on the transferability and fungibility of own funds. Our experience
indicates that this may need to be drafted from scratch and Insurers with complex capital structures will
need to give this particular attention.
For the valuation for solvency purposes section, the key step is to determine the level of detail to use when
describing the valuation of TPs, particularly in the group reporting. The Guidelines introduce additional granularity
over and above what is currently disclosed. For instance, for each material line of business, the insurer must provide
a qualitative and quantitative analysis of the material differences in bases, methods and assumptions for calculating
TPs under solvency requirements and for financial reporting purposes. Assumptions relating to future management
actions and policyholder behaviour are also required, representing much more detail than we see currently
disclosed in the financial statements. However, some of this information is typically included in current PRA returns
or ICA submissions, so we expect that insurers will be able to leverage some of the required information from
existing sources.
The assets and other liabilities should be relatively straightforward to describe based on the accounting policies
disclosure, amended for SII valuation treatments.
Disclosure is required where mark-to-model valuations are used. IFRS 13, which is effective for periods commencing
on or after 1 January 2013 for IFRS reporters, seeks to extend disclosure in this area too, so it is likely that by the
time of the interim reporting some insurers will be better placed to address this requirement.
Reconciliations – Guidelines 28 and 30
The Guidelines require insurers to produce a quantitative explanation of the significant differences between the
value of TPs in the financial statements and that in the solvency assessment. In addition, a reconciliation between
the equity as shown in the financial statements and own funds as calculated for solvency purposes is required.
These reconciliations could be difficult due to the complexity and variety of the modelling techniques used,
particularly in the calculation of the TPs. Insurers have traditionally used similar reconciliations as part of their
internal control system but have not necessarily shared the outcome of these exercises with their supervisory teams.
Our experience indicates that the level of development in this area varies significantly from one insurer to
another. We expect that existing approaches will need to be refined and adapted to reflect the latest Pillar
1 requirements as approved by the trilogue agreement.
Reporting policy – Guideline 34
The Guidelines require a reporting policy detailing which business unit is responsible for drafting reports to the
supervisor as well as looking at timelines and processes for meeting the on-going reporting requirements. This
needs to be developed since, in our experience, insurers do not currently have such a reporting policy. Given that
many insurers have an annual cycle for renewing and approving policies, the timing of approval of the reporting
policy by the AMSB or Audit Committee should be considered up front so that the window of opportunity
for approving policies is not missed.
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Means for reporting – Guidelines 36 – 39
Currently most insurers have yet to consider the operational means of submission. EIOPA has stated that insurers
must report electronically and the PRA proposes in its supervisory statement to require quantitative information in
XBRL from June 2015 and narrative submissions in PDF.
For quantitative reporting under XBRL insurers will need to consider the implementation of the reporting
system. Banks have had a bumpy start in this area and we expect insurers may struggle to secure external support
because of current demand from banks for such resources.
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IV. Pre-application for internal
models
Insurers have made significant investment in this area during the last five years. In general, the focus has been
on developing internal policies and guidelines as well as designing processes that will enable them to meet some
aspects of the SII requirements. The most advanced insurers have already been through a partial implementation
phase and are working towards improving their processes, methodologies and controls to address the deficiencies
they have so far identified.
Others are now moving from the design phase towards implementation, shifting some of the work from their SII
project teams to their BAU teams. In these cases, we expect insurers to encounter some of the obstacles mentioned
below which could challenge their processes and standards.
Large groups also face the additional challenge of dealing with several business units with different levels of
development. In general, we have seen groups temporarily ‘waiving’ many of the requirements set out in their
policies, guidelines or manuals. This in itself highlights the need for further work.
In our opinion, although good progress has been made to date, insurers will still face a busy preparatory phase.
Areas where work is most likely to be required include documentation, validation, expert judgment, production of
SF and internal model SCR, and external models and data.
Submission of SF SCR Results – Guideline 3
Most insurers are calculating or have calculated SF results for MI and Quantitative Impact Study (QIS) purposes.
For insurers in the pre-application process or planning to apply for internal model use, the calculations are generally
carried out on a best efforts basis. Also, in many cases these calculations involve several approximations and a high
degree of manual intervention.
More recently, some internal model insurers have decided to stop the production of SF SCR results to alleviate the
pressure created on resources from having to report on several bases.
We believe that for some internal model insurers, the underlying processes involved in the production of the SF SCR
results are, to some extent, weak because they redirected attention from the SF. We encourage internal model
insurers to engage in a dialogue with the PRA to understand the level of approximations they will be allowed
to use when submitting SF SCR results. Based on the outcome of this dialogue with the PRA, insurers should
be able to determine the level of work required in relation to the production of SF SCR results.
Model changes – Guidelines 4 – 7
Based on our experience, insurers have already put in place a model change policy addressing most of the
requirements. Areas on which insurers may need to focus include:
• The definition of minor and major change, which is generally based on the impact of the change on the SCR
with, typically, a lack of consideration of other factors such as qualitative indicators. In particular, consideration
must be given to circumstances where the changes may not have a significant impact on the SCR due to current
market conditions or the current specification of the model;
• The documentation of some parts of the asset and liability models will likely need to be enhanced when these are
brought within the scope of overall model governance and model change. We expect some work will be required
to track, govern and document changes to these models; and
• Compliance with the policy will need to be regularly monitored.
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Use Test – Guidelines 8 – 17
The degree to which, and areas where, the internal model is used vary from insurer to insurer. In general, the
internal model is used for risk management purposes including risk mitigation and risk transfer decisions. Results
of the internal models are typically fed into pricing models. For mergers and acquisitions, the use of the internal
model to calculate the capital requirements of the business to be acquired is limited. This is mainly due to a lack of
information or the tight timescales involved. It is more common for insurers, where possible, to use approximate
ratios derived from their own business capital calculations to validate and/or update the target’s calculations.
One of the key challenges in this area is to ensure that the AMSB and key decision makers can demonstrate
to the regulators their understanding of the internal model. For this purpose, training sessions have
been conducted. Mock interviews for individual members of the AMSB could be useful to assess their current
understanding and determine whether additional training is required. The AMSB may want to consider whether any
required training should come from a source that is independent of those whose work it is expected to review and
challenge.
We note that some insurers, most noticeably those which have put in an IMAP submission, have made good
progress in collecting evidence of use. Other insurers, however, still need to evidence the use of the internal
model – or the reasons for not using it – as generally the documentation is not readily available. There is normally a
significant amount of evidence of use dispersed across the business but insurers will need to identify and collate
this evidence in a sensible way.
Assumptions – Guidelines 18 – 22
Although many insurers have developed a framework for expert judgement, further work is likely to be required in
this area. It is the implementation of this framework that insurers need to focus on now. In particular, we believe
insurers still have to capture all expert judgements, quantify their impact and develop the appropriate
documentation. This can be a time-consuming exercise and insurers should ensure that expert judgement is
identified and documented as part of the different processes in which it is used, e.g. assumption setting process,
modelling process, transformation of data, etc.
In addition, insurers will need to ensure that the governance and communication processes set out in their
framework are working in practice.

The degree to which, and areas where, the internal
model is used vary from insurer to insurer. In general,
the internal model is used for risk management purposes
including risk mitigation and risk transfer decisions.
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Methodology – Guidelines 23 – 29
We believe that, in general, insurers have processes in place to ensure that assumptions used for TPs and capital
calculations are consistent. There is however room for improvement in the use of data, as it is not uncommon to
see different teams using different sources of data and/or applying different treatments to the same data. This issue
applies more broadly as finance and actuarial teams can use data inconsistently leading to reconciliation challenges.
We expect some work will be required to evidence that the insurer has assessed consistency between
valuation and capital models. In particular, we believe that not all insurers have yet documented consistency
between data, assumptions and valuation methodologies.
In terms of methodology, insurers have made good progress in developing different methods to approximate the
value of assets and liabilities under stress in their capital models but some insurers need to improve the way they
demonstrate the appropriateness of the calibration of these methods as well as to implement controls to ensure
the calibration is fit for purpose. This is particularly relevant when demonstrating the richness of the probability
distribution forecast.
Profit and Loss – Guidelines 36 – 38
The Guidelines are clear that the Profit and Loss Attribution (P&LA) does not necessarily need to be done at the same
level of granularity as the risk factors used in the internal model. Nevertheless, we believe insurers need to further
develop the attribution process to allocate profits or losses to risk factors at a similar level of granularity as
that used in the internal model. For instance, and generally speaking, we have yet to see insurers allocating profit or
losses to changes in interest rate volatility. This is a complex area, and some insurers have yet to determine the scope
of the P&LA exercise and develop the calculation process in accordance with the desired scope.
Insurers also need to strengthen some processes to ensure that the results of the P&LA are properly considered.
In particular, we believe that there are opportunities to make better use of the results of the P&LA in the following
areas:
• Changes required to the internal model: in some instances, the P&LA exercise could highlight problems in a
particular aspect of the internal model, for example the modelling of a risk driver or management action. Insurers
should ensure that any issues identified are considered in the internal model development plan;
• Linking the results to the risk identification process: i.e. understanding if the unexplained profit or loss is related
to risks which have not been considered in the internal model; and
• Monitoring the effectiveness of other risk management processes: for example, the P&LA exercise may highlight
that there was an unexpected significant loss due to an unfavourable movement in interest rates whilst, according
to risk management procedures, hedges should have been in place to limit the impact of such movements.
Some of these requirements are explicitly mentioned in the Self Assessment Template (SAT) which is used as part of
the IMAP. Insurers that have put in an IMAP submission would naturally be more advanced than their counterparts
which are not part of the IMAP.
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Most insurers now have in place a validation policy
supported by more detailed manuals and/or guidelines.
These documents reflect SII requirements. Many insurers
have chosen to use external parties to review their
internal model rather than building an independent
in-house skilled team.
Validation – Guidelines 39 – 50
Most insurers now have in place a validation policy supported by more detailed manuals and/or guidelines.
These documents reflect SII requirements. Many insurers have chosen to use external parties to review their internal
model rather than building an independent in-house skilled team.
Insurers have generally documented which tools are to be used for validation purposes and how the SII validation
requirements are to be interpreted. Based on this, insurers now have to implement the validation processes
using different tools such as back testing, sensitivity testing, stress and scenario testing, reverse stress
testing, and P&LA. This is, again, an area where we expect insurers which have put in an IMAP submission to be
ahead, since evidence of this is required as part of the completion of the SAT. We expect that some insurers which
are not part of the IMAP may face some challenges as they build their validation tools and when they interpret the
results of specific validation exercises. We expect some tools, for example back testing and sensitivity testing, to be
more useful as a sense check rather than as a mathematical check. Examples of potential challenges insurers may
face include:
• Back testing: we would expect insurers to use more than one year of data to back-test the model but, in many
cases, information from previous years may not be readily available and/or may be incomplete or even unsuitable.
Going forward, insurers will therefore need to ensure that data is stored in a consistent way so that models can
be back-tested for a reasonable number of years;
• Sensitivity testing: the interpretation of the results of how the model responds to different sensitivities in key
assumptions/methodologies could be subjective and therefore insurers may have difficulties in reaching definitive
conclusions;
• Stress and scenario testing: the formulation of appropriate scenarios to use in the validation of the SCR is
subjective, as is the translation of these scenarios to changes in the risk factors considered in the internal model.
If the capital required in the scenarios used for validation is significantly different to the SCR, insurers will need
to decide whether the scenarios themselves are a proper representation of a 1-in-200 year event or whether the
difference is due to errors in the internal model; and
• Reverse stress tests: the specific uses of reverse stress testing for validation purposes are not always clear.
Some insurers have spelt out how they are planning to use reverse stress tests to validate the internal model.
This normally requires a high degree of judgement.
In addition, some thought needs to be given as to how the tools insurers are planning to use for validation
purposes cover the different aspects/elements of the internal model, including its external components
(if any). Work is likely to be required to document the rationale for the selection of particular tools, why
these tools are fit for purpose and which parts of the internal model they are validating. For those that
have already performed a validation cycle, considering the changes required in different market environments will
be important.
Preparing for the interim Guidelines What insurers need to do
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Documentation – Guidelines 51 – 57
We can all agree that documentation requirements are onerous in SII. Based on our experience, some insurers
have designed a documentation strategy with different levels of documentation – with each level varying in depth
and detail – to serve different users. In general, there is also a documentation standard in place which specifies
minimum requirements. Insurers have also been working on enhancing the documentation of their internal models.
Nevertheless, we believe that work will still be required to ensure compliance with the Guidelines. The level of
development varies significantly from insurer to insurer, but as a general observation, we believe that areas where
work might be required include the following:
• Some insurers have started to design a documentation inventory but have yet to agree the structure and
components of it. Once this is agreed, insurers will need to implement the chosen tool across the business,
populate it and ensure it is kept up to date;
• Monitoring compliance with the documentation standard on a regular basis;
• Continuing to fill in the gaps where existing documentation does not cover all components of the internal
model;
• The documentation of some parts of the asset and liability models will likely need to be enhanced when these are
brought within the scope of overall model governance and model change;
• Documenting the understanding of external models and data; and
• Expanding user manuals to consider parts of the internal model which have not always been covered, e.g.
calibration process, generation of scenarios, assumption setting process, etc.
We believe that a degree of pragmatism is required in this area as insurers should not need to enhance
documentation for the use of regulators, i.e. in the absence of an underlying governance or business need. It is
therefore important that insurers discuss their documentation strategy and plans with the PRA to ensure
that these are aligned to the supervisor’s expectations as well as their own needs.

We can all agree that documentation requirements are
onerous in SII. Based on our experience, some insurers
have designed a documentation strategy with different
levels of documentation – with each level varying in
depth and detail – to serve different users.
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External model and data – Guideline 58
We believe that, in general, progress in this area is somewhat limited. In particular, to comply with external data
requirements, generally speaking, insurers still have to:
• Identify the actual direct and indirect use of external data in the internal model; and
• Document their understanding of the external data including any limitations, approximations and transformations
required, checks performed, etc.
Regarding external models, we have seen some insurers struggling to define what will be considered to be an
external model by the regulator. For instance, is a model developed by the group function considered to be an
external model at a business unit level?
In general, the focus so far has been on the most obvious and significant external models. The Guidelines provide
some examples of external models, shedding some light on what regulators may consider to be an external model.
The breadth of these examples goes beyond what we have seen insurers considering as external models. We
expect insurers will need to ensure that all external models are identified and that each of them, taking
into account the proportionality principle, complies with the requirements set out in the Guidelines.
In addition to this, in some cases, insurers may have in-depth knowledge of particular areas of an external model,
but less understanding of other aspects of it. We also believe that this knowledge is sometimes held by one or two
individuals and is not necessarily properly documented.
There is also some work required to ensure that there are processes in place to assess the appropriateness
of external models and data on a regular basis. This is indeed a step change, as insurers currently tend to go
through an initial selection process where pros and cons of alternative solutions are assessed. However, there is a
limited, if any, re-assessment over time after this initial assessment.
Another issue which insurers will need to attend to is the review of their contracts with the providers of external
models and data. Insurers will need to ensure that the contracts consider documentation and validation
requirements in line with SII requirements.

Another issue which insurers will need to attend to
is the review of their contracts with the providers of
external models and data. Insurers will need to ensure
that the contracts consider documentation and validation
requirements in line with SII requirements.

Preparing for the interim Guidelines What insurers need to do

27

Appendix I – The responsibilities
of the AMSB as required by SII
7

Area

Explicit Responsibility

Overall

Ultimate responsibility for compliance with the laws, regulations and administrative provisions.
Having regular and robust interaction with any committee it establishes as well as with senior
management and with other key functions.

Governance,
Management
and DecisionMaking

Determining the appropriate scope and frequency of the internal reviews of the system of governance.
Responsibility for having in place an effective risk management system.
Taking an active role in the FLAOR process, steering how the assessment is performed and challenging
its results.
Approving the process and the result of the FLAOR.
Approving management action plan(s) which determine in an objective manner the assumptions on
future management actions that can be used in calculations.
Determining the actions that are to be taken with respect to internal audit findings and
recommendations, and ensuring that those actions are carried out.
Approving the Solvency and Financial Condition Report (SFCR).
Confirming with the supervisory authorities each time the SCR is calculated whether there have been any
relevant changes that may reduce the loss-absorbency of ancillary own-fund items.

Policies

Approving written policies on risk management, internal control, internal audit and, where relevant,
outsourcing.
Approving a written policy ensuring the ongoing appropriateness of the information submitted for
supervisory purposes.

Internal Model
Governance

Responsibility for high-level internal model governance, including overall responsibility for model
approval, model oversight and model change, and aligning the risk, capital and business strategies
accordingly.
Responsibility for ensuring the ongoing appropriateness of the design and operation of the internal
model, and that the internal model continues to appropriately reflect the risk profile.
Responsibility for putting in place systems which ensure that the internal model operates properly on a
continuous basis.
Reviewing and challenging the reports requested in relation to the internal model.
Demonstrating an appropriate understanding of the internal model, its results, how it uses these results,
and the limitations of the internal model.
Regularly discussing and reviewing the internal model and its results.
Responsibility relating to the initial approval of the internal model and maintenance of ongoing model
approval.

Internal Model
Application

Approval of the application for approval of the internal model.
Signing cover letter which requests approval of the internal model for use to calculate the SCR from
a specified date; confirming the period of use of the internal model in risk management system and
decision making prior to the application and confirming that the application is complete, accurate and
does not omit any relevant facts.
Approval of and signing of any application to amend the policy for changing the internal model.
Approval of subsequent major changes made to the approved internal model.
Approving any notification for withdrawal of the application to use an internal model, where applicable.
Approving the transitional plan to extend the scope of the model, where applicable.
Approving the application and rationale for an application to set a capital add-on to the SCR where the
risk profile of a subsidiary deviates significantly from the internal model approved at group level, where
applicable.

7	This section provides
a summary of the
responsibilities of the
AMSB based on the
information currently
available, including level
1, 2 and 3 text
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