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1. Scope

1.1. This Final Report sets out the feedback to the Consultation Paper (CP) No.
13/011. The Report provides an analysis of responses to the consultation
including to the comments made by the Insurance and Reinsurance
Stakeholders Group (IRSG), describes any material changes to the CP (or
confirms that there have been no material changes), and explains the
reasons for this in the light of feedback received.

1.2. It includes a feedback statement with EIOPA’s opinion on the main
comments received during the Public Consultation and the revised
Guidelines.
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2.1.

2.2.

2.3.

2. Purpose

EIOPA is issuing Guidelines addressed to National Competent Authorities
(NCAs) on how they should prepare for the application of Solvency II. The
Guidelines follow EIOPA’s Opinion on interim measures regarding Solvency
IT published on the 20 December 2012 (hereafter ‘the Opinion’), within
which EIOPA:

a) Set out its expectations that NCAs, by way of preparing for the new
system, put in place, starting on 1 January 2014, important aspects
of the prospective and risk based supervisory approach to be
introduced by Solvency II.

b) Stressed the importance of a consistent and convergent approach
with respect to these preparations, notwithstanding the current status
of the negotiations on the Omnibus II Directive (OMDII) and the
further delay to the application of Solvency II.

c) Committed to publish Guidelines addressed to NCAs on how they
should meet the expectations described in the Opinion.

The measures set out in the Guidelines are preparatory for Solvency II. In
order to ensure effective and meaningful preparation, there needs to be a
defined and demonstrable progression towards it. This means that during
the preparatory phase, NCAs are expected to ensure that undertakings
take steps towards implementing the relevant aspects of the regulatory
framework addressed by these Guidelines. In addition this would also
ensure that when Solvency II is applicable in their jurisdiction
undertakings are better prepared to fully comply with Solvency II. In turn,
NCAs are expected to take the appropriate steps to promote industry’s
preparation towards Solvency II and to review and evaluate the quality of
the information provided to them.

The package in this Final Report reflects EIOPA’s position on the comments
received and includes:

a) Feedback Statement;

b) Revised preparatory Guidelines;
c) Revised Explanatory Text; and
d) Appendixes:

- Appendix I: Impact Assessment

- Appendix II: Comments template
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3. Feedback Statement

I. Introduction

3.1. EIOPA would like to thank stakeholders and the IRSG for having provided
comments on CP No. 13/011. These comments provided valuable
suggestions for improving the Guidelines and helped to identify areas
needing further clarification.

3.2. The amendments that have been made cover not only clarifications,
including the acceptance of a number of rewording suggestions from
respondents, but also some changes to the content of the Guidelines.

3.3. The feedback statement outlines the comments received from stakeholders
to CP No. 13/011 and the EIOPA responses to those comments along with
resulting changes made to the Guidelines.

3.4. For a complete overview of all comments, responses and resulting changes
made please refer also to the comments template (Appendix 2: Resolution
of comments).

II. Comments in general

3.5. Generally stakeholders supported a move towards a harmonised regime.
Stakeholders also highlighted that proliferation of national requirements
should be avoided and a consistent approach adopted across all
jurisdictions for the pre-application process for internal models was
needed.

3.6. The following paragraphs address the main comments received and
EIOPA’s answer to those.

Purpose of the preparatory phase

3.7. Stakeholders questioned whether the purpose of the Guidelines was either
preparation or early implementation of Solvency II.

3.8. EIOPA would like to stress that the measures set out in the Guidelines are
preparatory for Solvency II. However, to ensure effective and meaningful
preparation, there needs to be a defined and demonstrable progression
towards Solvency II by both supervisors and undertakings.

3.9. EIOPA Guidelines on the Pre-application process for Internal Models aim to
provide guidance to help undertakings and supervisors to prepare for the
Solvency II internal modelling framework when it is applicable; in
particular NCAs are expected to form a view on how prepared an insurance
or reinsurance undertaking is to submit an application to be able to use an
internal model for the calculation of the Solvency II Capital Requirement.
As the emphasis of these Guidelines in on preparedness towards Solvency
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3.10.

IT implementation, it is not expected at this stage that undertakings fully
comply with all the internal models requirements.

In this respect a «provisional approval» of the internal model or parts of it,
or a «plan towards compliance», as suggested by some of the comments
received, is not within the scope of the pre-application process. A decision
on the approval or rejection of the internal model, and therefore on
whether the internal model fulfil the Solvency II requirements for its use
for the calculation of the Solvency Capital Requirement, is to be given by
NCAs after a formal application is submitted by the undertaking when
Solvency II is applicable. It is the responsibility of the undertaking to
prepare for Solvency II and in particular to plan the steps needed in order
to submit an application.

Enforcement measures and supervisory actions

3.11.

3.12.

3.13.

3.14.

3.15.

3.16.

Stakeholders supported that the preparatory phase should enable NCA’s to
assess preparedness but that it should not lead to any enforcement
measures.

EIOPA clarifies that NCAs are expected to comply with the Guidelines by
ensuring that undertakings meet the specified outcomes taking into
consideration its preparatory nature.

EIOPA Guidelines do not give indications on enforcement measures in
relation to the implementation by undertakings of the preparatory
Guidelines or in the specific way of implementation itself.

The means by which each NCA incorporates EIOPA Guidelines into their
supervisory or regulatory frameworks is left at their discretion and it is not
an EIOPA competence. When considering the best appropriate way to
incorporate EIOPA Guidelines NCAs may be affected by their competences
and powers and specific tools used at national level to incorporate the
Guidelines.

Regardless of how NCAs incorporate the Guidelines at national level,
EIOPA expects as an active step a dialogue to take place between NCAs
and undertakings during the preparatory phase in order to prepare for
Solvency II.

The preparatory Guidelines by themselves do not require supervisory
actions, in particular regarding failures by undertakings to comply with
Solvency II Pillar I requirements as a result of the information provided
during the preparatory phase.

Status of the Solvency II Directive and Delegated Acts (Implementing
measures and Technical Standards)

3.17.

3.18.

Stakeholders asked for clarifications about the interaction between the
preparatory Guidelines and the overall Solvency II negotiation process.

The Guidelines provide some direct references to provisions sets out in the
Solvency II Directive. EIOPA acknowledges that certain parts of the
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3.19.

Solvency II Directive are to be revised by the Omnibus II Directive and
that Delegated Acts proposal have not finalised by the European
Commission yet.

Under Solvency II an insurance or reinsurance undertaking applying for
the use of an internal model to calculate the Solvency Capital Requirement
will have to comply also with the Directive requirements as further
specified in the Delegated Acts when issued.

Status of the Explanatory Text

3.20.

3.21.

Stakeholders commented on the status of the Explanatory Text.
Stakeholders pointed out that the Explanatory Text should not provide a
further layer of requirements, as it was not subject to public consultation.

EIOPA would like to clarify that the Explanatory Text is not subject to the
comply-or-explain obligation. The aim of the Explanatory Text is to provide
illustrations on how Guidelines or certain parts of them can work in
practice, adding cross references, concrete applications or examples
without creating new obligations. Its content is intended to offer support to
the users of the Guidelines and therefore it does not need to be publicly
consulted. For instance, the Explanatory Text provides examples of good
practices on how requirements foreseen in the Guidelines.

Application by third countries

3.22.

3.23.

EIOPA does not expect that NCAs in third countries apply the preparatory
Guidelines. The Guidelines are not subject of equivalence analysis nor do
they pre-empt any decision taken in past or future by the European
Commission regarding equivalence.

In the case of undertakings and groups with activities in third countries,
when deemed appropriate by the College of Supervisors, the Competent
Authorities of these third countries could participate in the pre-application
process.

Comply-or-explain mechanism

3.24.

3.25.

3.26.

Article 16 of the EIOPA Regulation sets out that NCAs have to report to
EIOPA within 2 months from the publication of the preparatory Guidelines
whether they comply or intend to comply with each Guideline. In case
NCAs do not comply with a guideline they need to provide an explanation
about the reasons for non-compliance. Such obligation is set in Article 16
of the EIOPA Regulation.

The responses on comply-or-explain provided by NCAs will be made
publicly available by EIOPA. In the cases of not compliance, the reasons
will be kept confidential unless agreed otherwise by the Board of
Supervisors.

The NCAs replies provided during the comply-or-explain will be updated
later on after the submission of the progress report by NCAs to EIOPA.
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3.27.

3.28.

EIOPA recognises that in a significant number of member states, the NCA
does not have the legal competence to enact the relevant financial
legislation and is dependent on the powers bestowed upon it.

If NCAs do not comply with the Guidelines then, by nature EIOPA
expectations on NCAs actions need to be considered accordingly.

Progress report

3.29. The progress report is a tool to facilitate communication between EIOPA

3.30.

3.31.

and NCAs, but it is not part of the requirements for preparation towards
Solvency II.

NCAs are required to submit a progress report to EIOPA by the end of
February every year after the publication of the Guidelines. The first NCA’s
progress reports should be submitted by 28 February 2015, based on the
period from 1 January 2014 to 31 December 2014.

It is up to the NCAs to decide how the level of detail of the information
given to EIOPA in the progress reports and how this information has to be
gathered at national level.

II1. Specific issues raised by respondents

General Guidelines

3.32.

3.33.

3.34.

3.35.

3.36.

Some stakeholders pointed out that it is critical that undertakings under
pre-application receive feedback from NCAs in a timely and regular
manner.

To address this comment, Guideline 3 has been revised in order to require
NCAs to provide on-going feedback to the undertaking on the reviews they
carry out on the internal model for the purposes of pre-application.

Some stakeholders pointed out that the requirement to notify to NCAs the
changes made to the internal model during pre-application should not
apply all to changes, only to relevant ones.

EIOPA wants to clarify that only changes the undertaking considers
relevant are to be notified to the NCAs, and this is reflected in the
Guidelines.

EIOPA would want also to stress that changes referred to in this Chapter
on General Guidelines are only applicable to changes made to the internal
model during pre-application. The aim of the Chapter on Model Changes is
different: it aims to provide Guidelines on how to prepare for the fulfilment
of the model changes requirements foreseen in Solvency II.
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Model changes

3.37.

3.38.

3.39.

3.40.

Some stakeholders pointed out that some major changes to the internal
model might be time-critical (e.g. the introduction of new products or
legislative amendments) and call for the implementation of a fast track
model change approach.

EIOPA stresses that, as provided by the Solvency II Directive, the
Solvency Capital Requirement should only be calculated once the internal
model has been approved. When considering a major change to the
internal model, undertakings are encouraged to pro-actively engage with
their supervisors before submitting an application for the approval of the
change, especially when this approval is expected to be time critical. This
might, in some cases, reduce the time needed by NCAs to approve the
major changes.

Some stakeholders commented that the Guidelines seem to indicate that a
change in the parameters of the internal model will fall within the scope of
the model change policy and this will be onerous for undertakings and
NCAs.

EIOPA wants to point out that the issue of parameters is dealt with in the
Explanatory Text as an example. The update of parameters can have a
significant impact on the model outputs and the Solvency Capital
Requirement in particular and hence it is generally within the scope of the
model change policy. NCAs, as part of the approval of the model change
policy, might agree on the information to be provided as part of the
reporting of minor changes. In any case, it is important that NCAs form a
view on how the undertaking chooses its criteria for classifying changes so
as to ensure that significant changes in material parameters are classified
as major when appropriate.

Use Test

3.41.

3.42.

3.43.

Some stakeholders pointed out that it is important to keep in mind that an
internal model should support - and not replace - decision making.
Decisions are made by people taking into account a variety of sources and
tools, the results of the internal model being one of them.

EIOPA agrees and does not expect the internal model to replace decision
making in the undertaking. What it is important is that the internal model
results are taken into account in relevant decision making of the
undertaking.

For some stakeholders it appears unclear what the requirement to identify
inconsistencies and consider them to improve the internal model would
mean in practice. In particular some stakeholders stated that the internal
model cannot be a “reconciliation” tool and that retrospective verification
of decision-making may not be possible at that granular level of a certain
decision.
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3.44.

EIOPA acknowledges the concerns and some of the text is amended to
avoid that some Guidelines, perceived as unclear, will not efficiently
contribute to an effective preparation for Solvency II.

Assumption setting and expert judgement

3.45.

3.46.

3.47.

3.48.

3.49.

3.50.

3.51.

Several stakeholders see the Guidelines on documentation and validation
of the assumption setting process and the use of expert judgement as too
demanding and unduly burdensome, potentially distracting knowledgeable
resources.

EIOPA considers such documentation and validation as crucial for
undertakings as expert judgement is generally most important in the
frequent case that there is a lack of data and the assumption setting
process involves a large degree of subjectivity. It is in their own interest to
ensure that assumptions are set as a result of a validated and documented
process.

The proportionality principle, of course, also applies here. The introductory
Guideline asks to take into account the materiality of the impact of the use
of assumptions as a key criterion. Accordingly, undertakings are expected
to focus their limited resources on the processes for assumptions that are
material. The thoroughness of the documentation and validation regarding
less material assumptions may be comparatively lower. For the sake of
clarity, EIOPA has amended this Guideline, pointing out that the
materiality principle applies throughout all the Guidelines on assumption
setting and expert judgement.

In this context, EIOPA also clarified by revision of the governance
Guideline that only the most material assumptions qualify for sign-off at
the most senior level of the administrative, management and supervisory
body. Reliance can be on the expertise and advice of others, however, the
administrative, management and supervisory body still takes the
responsibility.

EIOPA does not share doubts from some stakeholders about the feasibility
of feedback loops to be established between the providers and the users of
assumptions. EIOPA can think of a variety of practicable implementations
which are adapted for the typically large numbers of assumptions and
users so that sufficient involvement and effective challenge is ensured.

EIOPA considers several comments raised by stakeholders as resulting
from misunderstanding of some aspects of the requirements.
Corresponding changes to the Guidelines have been made for the sake of
clarification.

EIOPA wants to highlight that the content of these Guidelines is expected
to apply also to the valuation of assets and liabilities when the final
Guidelines for Solvency II are adopted.
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Methodological Consistency

3.52.

3.53.

3.54.

3.55.

3.56.

From the comments received on the Guidelines on Methodological
Consistency EIOPA has had the impression that some stakeholders
misunderstand the term “consistency” or fear that EIOPA interprets
consistency synonym to “identity”. Therefore, EIOPA takes the opportunity
to reiterate that - due to the fundamentally different objectives -
deviations between the methodology used to calculate the probability
distribution forecast and the one used for the valuation of assets and
liabilities for solvency purposes can exist. Deviations may exist with
respect to the calculation methods used, data and parameter or underlying
assumptions. In their consistency assessment undertakings demonstrate
that the deviations identified do not result into any inconsistency (e.g.
deviations resulting in conflicting output).

Some stakeholders consider the Guidelines on Methodological Consistency
to be overly prescriptive and onerous.

EIOPA has developed principles-based Guidelines that provide
undertakings with guidance on how to structure the consistency
assessment. A wide scope for implementation is left to undertakings. Being
aware that in some cases it is challenging to demonstrate consistency of
the methodologies used and conclusion are sometimes ambiguous, EIOPA
still believes that the requirement of consistency is not less important. For
every solvency regime it is key that the valuation matches the risk
calculation and resulting figures can be sensibly put into relation.

Some stakeholders ask how the assessment of methodological consistency
relates to model validation. The consistency assessment is not a validation
tool. As part of the Statistical Quality Standards (L1 Text Art. 121) the
requirement is within the scope of the regular model validation process
where appropriate tools that are fit for purpose have to be applied.

From EIOPA point of view, some comments raised by stakeholders are due
to inconsistent wording. This has been the reason for some minor wording
changes to the Guidelines.

Probability Distribution Forecast

3.57.

3.58.

3.59.

The Guidelines on the Probability Distribution Forecast cover one of three
selected areas within the Statistical Quality Standards where - based on
the experience gained in pre-application processes - EIOPA has considered
guidance as particularly helpful for internal model undertakings in the
preparatory phase.

One stakeholder considers these Guidelines as too detailed and resulting in
a compliance exercise rendering pragmatic solutions unworkable. Instead,
the stakeholder calls for pragmatism and conservatism.

EIOPA considers such concepts as not fit for supervisory purposes. The
concept of richness, however, is more suitable to control the quality of the
probability distribution forecast. Richness is a rather abstract concept and
as such can be applied to all possible risk models. The concept
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3.60.

acknowledges for the imperfections, limitations and challenges faced by
undertakings in internal modelling. Accordingly, the Guidelines should not
be understood as a way of disqualifying certain modelling approaches or
refraining undertakings from internal models.

Some stakeholders ask about the meaning of the generally accepted
market practice in the context of the Probability Distribution Forecast
Guidelines. In order to avoid misunderstanding, EIOPA has revised the
respective Guideline and refers to the corresponding Explanatory Text.
There it is clearly stated that the generally accepted market practice is one
criterion among others for supervisory authorities to consider in their
judgement and may serve them as a reference point.

Calibration

3.61.

3.62.

Due to the request from several stakeholders to clarify what kind of
“approximations” the Calibration Chapter is referring to, an explicit
reference to the Article 122(3) of Solvency II has been added to Guideline
31.

Several useful drafting suggestions from stakeholders to enhance the
understanding of the Guidelines have also been taken into account through
this Chapter.

Profit and Loss Attribution

3.63.

3.64.

3.65.

3.66.

Some stakeholders commented that the level at which the profit and loss
attribution is performed should follow its uses, i.e. risk and business
steering, and that the the profit and loss Attribution should not be
performed at legal entity level or more granularly, consistently with the
categorisation of risks in the internal model.

EIOPA wants to emphasize that since the capital requirement applies to
the legal entity level, the profit and loss attribution is expected to be
performed at this level or at a more granular level consistent with the
categorisation of risks in the internal model.

Draft Guidelines 39 and 40 were perceived by some stakeholders as
unclear and the requirement to document on an annual basis how the
results of the profit and loss attribution are used in risk management and
decision-making to be overly burdensome.

EIOPA acknowledges the concerns and some of the text is amended to
avoid that some Guidelines, perceived as unclear, will not efficiently
contribute to an effective preparation for Solvency II.

Validation

3.67.

Some stakeholders commented on the independence of the validation and
that good model building requires the builders to validate that the model
being built meets the objectives.
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3.68. EIOPA considers that the validation process has to be independent from
the development and operation of the model to provide an effective
challenge. The validation differs from the justification and controls put in
place by the model developers but the validation does not aim at
duplicating this work.

Documentation
3.69. Some stakeholders consider Documentation requirements as burdensome.

3.70. EIOPA has developed Guidelines on Documentation to help undertakings
prepare to meet the documentation requirements when they will be able to
submit an application. EIOPA considers the documentation of the model as
crucial for undertakings. If documentation is not kept up to date, the
undertaking is not protected from key-person risk, which is one of the
main reasons that documentation is held.

3.71. The proportionality principle is particularly relevant for Documentation: for
simpler internal models this might result in smaller amounts of
documentation. However this should be a consequence of the level of
complexity of the model, and not of the thoroughness of its
documentation.

3.72. EIOPA also considers that some comments raised from stakeholders are
due to misunderstanding of the requirements set out in some Guidelines.
Some changes have been made to these Guidelines to clarify their
purpose.

External Models and Data

3.73. Some stakeholders raised the point that compliance with the requirements
(e.g. firms are required to have an understanding of the various aspects of
the external models) may be very difficult to achieve due to vendor’s
confidentiality of their external model methodologies.

3.74. This concern was acknowledged and addressed by EIOPA opinion dated
2nd May 2012

Functioning of colleges

3.75. Some stakeholders stated that Guidelines and in particular the ones on
Functioning of Colleges do not differentiate between pre-application
processes for Article 230 and Article 231. They also asked to replace NCAs
“involved” by NCAs “concerned”.

3.76. EIOPA considers that these Guidelines are in general applicable to pre-
application processes for internal models for both Articles 230 and 231,
following the logic of the process foreseen in the Solvency II framework on
internal models for groups.

! https://eiopa.europa.eu/fileadmin/tx _dam/files/publications/opinions/1622 001.pdf
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3.77.

3.78.

3.79.

IV.

On the issue of NCAs involved and concerned, EIOPA wants to stress that
NCAs involved but not concerned should have to play an important role in
the pre-application process, even in the case of group internal models
under Article 231: they have to contribute to the assessment of the
appropriateness of not using the internal model for the group for the solo
Solvency Capital Requirement calculation and the contribution of the local
related undertaking to the group Solvency Capital Requirement.

Nevertheless, the wording of Draft Guideline 69 has been amended to
allow NCAs concerned to consider specific provisions in the work plan
which set up the allocation of tasks and communication rules between
them in the case of group internal models.

Finally some slight changes have been made to the Guidelines in order to
clarify specific issues raised in the consultation.

Comments from Insurance and Reinsurance

Stakeholders’ Group (IRSG)

3.80.

3.81.

3.82.

3.83.

3.84.

IRSG generally supports EIOPA’s decision to provide preparatory
Guidelines on Pre-application for Internal Models.

As mentioned in the IRSG Activity Report 2011 - 2013, in Spring 2012
EIOPA shared a previous version of first draft Guidelines on Internal
Models, on which these preparatory Guidelines are based, with members
of the IRSG in their personal capacity.

EIOPA would like to thank IRSG for the constructive and effective
cooperation during the public consultation.

IRSG submitted a letter attached to the comments to the Guidelines on
Pre-application for Internal Models where the following main concerns
were highlighted:

a) Feedback from National Competent Authorities;

b) Effectiveness of the Guidelines with respect to the tasks assigned to an
Internal Model; and

c) Burdensome requirements for some test and standards.

Many of these issues are already reflected upon in this Final Report. Please
see the general comments and the specific comments above.

14/384
© EIOPA 2013



4. Revised Guidelines

Introduction

4.1.

4.2.

4.3.

4.4,

4.5.

4.6.

According to Article 16 of Regulation (EU) 1904/2010 of 24 November 2010
(hereafter, EIOPA Regulation)® EIOPA is issuing Guidelines addressed to
national competent authorities on how to proceed in the preparatory phase
leading up to the application of Directive 2009/138/EC of the European
Parliament and of the Council of 25 November 2009 on the taking-up and
pursuit of the business of Insurance and Reinsurance (Solvency II)>.

The present Guidelines apply to the pre-application process for internal models,
where national competent authorities are expected to form a view on how
prepared an insurance or reinsurance undertaking is to submit an application
for the use of an internal model for the calculation of the Solvency Capital
Requirement under Solvency II and to meet the internal models requirements
set out in the Directive, in particular in Articles 112, 113, 115, 116, and 120 to
126.

In the absence of preparatory Guidelines European national competent
authorities may see the need to develop national solutions in order to ensure
sound risk sensitive supervision. Instead of reaching consistent and convergent
supervision in the EU, different national solutions may emerge to the detriment
of a good functioning internal market.

It is of key importance that there will be a consistent and convergent approach
with respect to the preparation of Solvency II. These Guidelines should be seen
as preparatory work for Solvency II by fostering preparation with respect to key
areas of Solvency II in order to ensure proper management of undertakings
and to ensure that supervisors have sufficient information at hand. These areas
are the system of governance, including risk management system and a
forward looking assessment of the undertaking's own risks (based on the Own
Risk and Solvency Assessment principles), pre-application for internal models
and submission of information to national competent authorities.

Early preparation is key in order to ensure that when Solvency II is fully
applicable undertakings and national competent authorities will be well
prepared and able to apply the new system. For this, national competent
authorities are expected to engage with undertakings in a close dialogue.

As part of the preparation for the implementation of Solvency II, national
competent authorities should put in place from 1st of January 2014 the
Guidelines as set out in this document so that insurance and reinsurance
undertakings take appropriate steps for the full implementation of Solvency II.

2 0JL 331, 15.12.2010, p. 48-83
303L335,17.12.2009, p. 1-155
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4.7.

4.8.

4.9.

4.10.

4.11.

4.12.

4.13.

National competent authorities should send to EIOPA a progress report on the
application of these Guidelines by the end of February following each relevant
year, the first being by 28 February 2015 based on the period 1 January 2014
to 31 December 2014.

The EIOPA Guidelines on Pre-application for Internal Models aim to provide
guidance on what national competent authorities and an insurance or
reinsurance undertaking engaged in a pre-application process should consider
in order that national competent authorities are able to form a view on how
prepared this insurance or reinsurance undertaking is to submit an application
for the use under Solvency II of an internal model for the calculation of the
Solvency Capital Requirement. Therefore the pre-application proces is not a
pre-approval of the internal model. Under Solvency II an insurance or
reinsurance undertaking applying for the use of an internal model to calculate
the Solvency Capital Requirement will have to comply with the Directive
requirements as further specified in the Delegated Acts when issued.

The Guidelines aim to increase convergence of supervisory practices during the
pre-application process. They should also in turn help an insurance or
reinsurance undertaking to develop its internal model framework and thereby
prepare to submit an application to use an internal model under Solvency II.
They also extend the pre-application process for an undertaking aiming at
submitting an application for decision on the use of an internal model from the
first day on which Solvency II is applicable.

In the case of pre-application process for groups, there should be appropriate
level of communication between national competent authorities within the
colleges, in particular between the national competent authorities involved.

Communication between national competent authorities and the insurance or
reinsurance undertaking should continue throughout the pre-application and
the future assessment of the application the undertaking may submit under
Solvency II, and after the internal model is approved through the supervisory
review process.

More provisions on the pre-application process are contained in CEIOPS " Level
3 Guidance on Pre-Application process for internal models (former CEIOPS
Consultation Paper 80)%.

National competent authorities are expected to ensure that these Guidelines
are applied in a manner which is proportionate to the nature, scale and
complexity inherent in the risks and business of the insurance and reinsurance
undertaking. The Guidelines already reflect the application of the principles of
proportionality by having the principle embedded and also by introducing
specific measures in certain areas.

4 https://eiopa.europa.eu/fileadmin/tx _dam/files/consultations/consultationpapers/CP80/CEIOPS-DOC-76-10-

Guidance-pre-application-internal-models.pdf
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4.14. All the Guidelines apply, unless otherwise explicitly stated, to the pre-
application process for:

An internal model, full or partial, that would be submitted for decision to
use for the calculation of the Solvency Capital Requirement of an
insurance or reinsurance undertaking under Solvency II.

An internal model for a group, full of partial, as defined below, which
would be submitted for this decision.

4.15. For the purpose of the Guidelines of Section II the following definitions apply:

“Internal model(s) for a group (or for groups)” should be understood as
both an internal model that would be used under Solvency II for the
calculation only of the consolidated group Solvency Capital Requirement
(under Article 230 of Solvency II) and an internal model that would be
used under Solvency II for the calculation of the consolidated group
Solvency Capital Requirement as well as the Solvency Capital
Requirement of at least one related undertaking included in the scope of
this internal model for the calculation of the consolidated group Solvency
Capital Requirement (group internal model under Article 231 of Solvency
I1).

“The national competent authorities concerned” should be understood as
the national competent authorities of all the Member States in which the
head offices of each related insurance and reinsurance undertakings
included in the scope of a group internal model as referred to above
(Article 231 of Solvency II) and for which the Solvency Capital
Requirement would be calculated by the group internal model, are
situated.

“The national competent authorities involved” should be understood as
the national competent authorities of all the Member States in which the
head offices of related undertakings included in the scope of an internal
model for a group (both under Article 230 and Article 231 of Solvency II)
are situated.

The national competent authorities concerned in the case of a group
internal model under Article 231 of Solvency II are part of these national
competent authorities involved.

“Expert judgment” should be understood as the expertise of individual
persons or committees with relevant knowledge, experience and
understanding of the risks inherent in the insurance or reinsurance
business.

The concept of “richness of the probability distribution forecast” is
determined mainly in two dimensions: the undertaking’s extent of
knowledge about the risk profile as reflected in the set of events
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underlying the probability distribution forecast and the capability of the
calculation method chosen to transform this information into a
distribution of monetary values that relate to changes in basic own funds.
The concept of richness should not be reduced to the granularity of the
representation of the probability distribution forecast because even a
forecast in form of a continuous function might be of low richness.

e The “reference risk measure” should be understood as the Value-at-Risk
of the basic own funds subject to a confidence level of 99,5% over a one-
year period as set out in Article 101(3) of Solvency II.

e “Analytical closed formulae” should be understood as direct mathematical
formulae that link the risk measure chosen by the undertaking to the
reference one as defined above.

e “t=0" should be understood as the date of which the Solvency Capital
Requirement computation will be made by the undertaking according to
its internal model.

e “t=1" should be understood as one year after the date of which the
Solvency Capital Requirement computation will be made by the
undertaking according to its internal model.

e A quantitative or qualitative aspect of an internal model should be
considered as “material” when a change or an error of this aspect could
generate an impact on the outputs of this internal model, which could
influence the decision-making or the judgement of the users of that
information, including the national competent authorities.

4.16. These Guidelines shall apply from 1 January 2014.
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Section I: General Provisions for Guidelines

Guideline 1 - General provisions for Guidelines

4.17.

4.18.

4.19.

National competent authorities should take the appropriate steps in order to
put in place from 1 January 2014 the present Guidelines on Pre-application for
Internal Models.

During the pre-application process, national competent authorities should take
the appropriate steps in order to form a view on how prepared an insurance or
reinsurance undertaking engaged in a pre-application process is to submit an
application for the use of an internal model for the calculation of the Solvency
Capital Requirement under Solvency II and to meet the internal models
requirements set out in Directive 2009/138/EC, in particular in Articles 112,
113, 115, 116, 120 to 126 and 231.

During the pre-application process, national competent authorities should form
a view on how the insurance or reinsurance undertaking engaged in the pre-
application process takes the appropriate steps to:

(a) build its internal model framework in a way that enables it to be prepared
to use the internal model for both, risk management and decision-making
purposes and the calculation of the Solvency Capital Requirement; and

(b) prepare for the eventuality that its internal model may not be approved
and set up processes to calculate the standard formula Solvency Capital
Requirement as well as to consider the capital planning implications.

Guideline 2 - Progress report to EIOPA

4.20. National competent authorities should send to EIOPA, a progress report on the

application of these Guidelines by the end of February following each relevant
year, the first being by 28 February 2015 based on the period 1 January 2014
to 31 December 2014.
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Section II: Pre-application for internal models

Chapter 1: General Guidelines

Guideline 3 - National competent authorities’ review

4.21. During the pre-application process, when defining and considering the extent of
the reviews they carry out for the purposes of this process, national competent
authorities should take into account at least:

(a)

(b)

()

the specificities of the undertaking engaged in the pre-application
process, and of its internal model;

the relation between the aspect of the internal model being reviewed and
other parts of the internal model; and

the proportionality principle as set out in Article 29(3) of Solvency II
bearing in mind that proportionality principle should not, however, be
understood as waving or lowering any of the internal models
requirements set out in Solvency II. In particular, national competent
authorities should take into account the proportionality principle by
considering:

(i) the nature, scale and complexity of the risks to which an insurance
or reinsurance undertaking is exposed; and

(i)  the design, scope and qualitative aspects of the internal model of
this undertaking.

4.22. National competent authorities should provide on-going feedback to the
undertaking on the reviews they carry out on the internal model for the
purposes of pre-application.

4.23. National competent authorities should ensure during the pre-application
process that the undertaking submits to them the standard formula Solvency
Capital Requirement. The information to be submitted should cover the overall
Solvency Capital Requirement and the following risk categories for the risks
within the scope of the internal model:

(a)
(b)
(c)
(d)
(e)
()

Market risk;

Counterparty default risk;

Life underwriting risk;

Health underwriting risk;

Non life underwriting risk;

Non - life catastrophe risk; and
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(9) Operational risk.

The information to be submitted should be agreed by national competent
authorities to the most granular level when they deem appropriate, and
take account of the items as defined in Technical Annex I and the detail
described in Technical Annex II of the “Guidelines on submission of
information to national competent authorities”. This submission of this
information should follow the reference dates and deadlines to be agreed
by the national competent authorities with the undertaking during the
pre-application process.

Guideline 4 - Changes to the internal model during pre-application

4.24. National competent authorities should monitor and, where appropriate, review
changes that the insurance or reinsurance undertaking makes to its internal
model after some reviews have been completed during the pre-application
process.

4.25. To this end, national competent authorities should ensure that the insurance or
reinsurance undertaking notifies to them any changes to the internal model or
plan of changes the undertaking considers relevant.

4.26. National competent authorities should, in relation to the changes the insurance
or reinsurance undertaking makes to its internal model during the pre-
application process, form a view on, at least:

(a) the governance the undertaking puts in place in relation to these
changes, including the internal approval of changes, the internal
communication, the documentation and the validation of the changes;
and

(b) the classification of changes the undertaking establishes.

Chapter 2: Model changes

Guideline 5 - Scope of the policy for model changes

4.27. Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking, when establishing the
policy for changing the model, covers all relevant sources of change that would
impact its Solvency Capital Requirement, and at least the changes:

(a) in the system of governance of the undertaking;

(b) in the undertaking’s compliance with the requirements to use the internal
model;

(c) in the appropriateness of the technical specifications of the undertaking’s
internal model; and

(d) in the risk profile of the undertaking.
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Guideline 6 - Definition of a major change

4.28.

4.29.

4.30.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking develops and uses a
number of key qualitative or quantitative indicators to define a major change,
and whether the insurance or reinsurance undertaking sets out an objective
approach for classifying changes as major.

Whilst the quantitative impact of a model change on the Solvency Capital
Requirement or on individual components of the Solvency Capital Requirement
may be one of the indicators an insurance or reinsurance undertaking plans to
use to identify major changes, national competent authorities should form a
view on how the undertaking ensures that other qualitative and quantitative
indicators are also used.

National competent authorities should form a view on how the insurance or
reinsurance undertaking ensures that the indicators it develops take into
account the specificities of the undertaking itself and of its internal model.

Guideline 7 - Combination of several changes

4.31.

4.32.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking plans to evaluate the
effect of each change in isolation and the effect of all changes combined on the
Solvency Capital Requirement or its individual components.

National competent authorities should form a view on how the insurance or
reinsurance undertaking plans to evaluate such effects in order to prevent
individual impacts that offset one another and the combined impact of multiple
changes from being overlooked.

Guideline 8 - Group internal model change policy (under Article 231 of
Solvency II)

4.33.

4.34.

4.35.

Through the pre-application process, in the case of a group internal model, the
national competent authorities involved should form a view on how the
insurance or reinsurance undertaking develops one model change policy.

The national competent authorities involved should form a view on how the
insurance or reinsurance undertaking ensures that the model change policy
includes a specification of major and minor changes with regard to the group,
as well as each of the related undertakings which would use the group internal
model to calculate their individual Solvency Capital Requirement.

National competent authorities should form a view on how the insurance or
reinsurance undertaking ensures that any change that is major at an individual
undertaking is classified as a major change within the policy.

Chapter 3: Use test

Guideline 9 - Assessment of compliance

4.36.

Through the pre-application process national competent authorities should form
a view on the insurance or reinsurance undertaking’s compliance with the use
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test as set out in Article 120 of Solvency II, and in particular in relation to, at

least:
(a)
(b)
(c)
(d)
(e)

the different uses of the model;

how the model fits to the business;

how the model is understood;

how the model supports the decision-making; and

how the model is integrated with the risk management system.

4.37. National competent authorities should form this view taking into account that
no complete and detailed list of specific uses should be prescribed to the
insurance or reinsurance undertaking.

Guideline 10 - Incentive to improve the quality of the internal model

4.38. Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures that the
internal model is used in its risk-management system and decision-making
processes in a way that creates incentives to improve the quality of the internal
model itself.

Guideline 11 - Fit to the business

4.39. Through the pre-application process national competent authorities should, in
forming a view on how the insurance or reinsurance undertaking ensures that
the level of detail to which the internal model fits its business is appropriate,
consider at least the following factors:

(a)

(b)

()

(d)

(e)

whether the uses of the internal model by the insurance or reinsurance
undertaking in its decision-making process covers key business decisions,
including strategic decisions, and any other relevant decisions;

the insurance or reinsurance undertaking’s risk management system and
how granular this is;

the granularity required for the decision-making process of the insurance
or reinsurance undertaking;

the decision-making structure in the insurance or reinsurance
undertaking; and

the internal record by the insurance or reinsurance undertaking related to
the design of the output from the internal model.
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Guideline 12 - Understanding of the internal model

4.40. Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures understanding
of the internal model by the administrative, management or supervisory body
and relevant users of the internal model for decision-making.

4.41. With the aim of forming a view on their understanding of the internal model
national competent authorities should consider using interviews of persons from
the administrative, management or supervisory body and persons who
effectively run the insurance or reinsurance undertaking.

4.42. National competent authorities should also consider reviewing the
documentation of the minutes of the board meetings or appropriate decision-
making bodies to form a view on how ready is the insurance or reinsurance
undertaking to comply with the use test requirements.

Guideline 13 - Support of decision-making

4.43. Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures and is able to
demonstrate that the internal model is used in decision-making.

Guideline 14 - Support of decision-making

4.44. Through the pre-application process, national competent authorities should
form a view on how the insurance or reinsurance undertaking ensures that the
internal stakeholders of the undertaking, in particular its administrative,
management and supervisory bodies, receive regular internal model results
that relate to the relevant business decisions.

Guideline 15 - Support of decision-making

4.45. Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures that the
internal model is at a minimum able to measure the economic capital and to
identify the impact on the risk profile of potential decisions for which the model
is used.

4.46. National competent authorities should form a view on how the insurance or
reinsurance undertaking also understands the effect such decisions will have on
the Solvency Capital Requirement.

Guideline 16 - Frequency of calculation

4.47. Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking develops a process to
monitor its risk profile and how a significant change of the risk profile triggers a
recalculation of the Solvency Capital Requirement.
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Guideline 17 - Group specificities

4.48.

4.49.

4.50.

Through the pre-application process, in case of a group internal model, the
national competent authorities involved should form a view on how the
participating undertaking and the related undertakings which would use the
group internal model to calculate their individual Solvency Capital Requirement
cooperate to ensure that the design of the internal model is aligned with their
business.

The national competent authorities involved should form a view on the evidence
provided by the participating undertaking and related undertakings that, at
least:

(a) their individual Solvency Capital Requirement would be calculated with
the frequency required by Article 102 of Solvency II and whenever it is
needed in the decision-making process;

(b) they can propose changes to the group internal model, especially for
components that are material to them or following a change in their risk
profile and taking into account the environment in which the undertaking
is operating; and

(o) the related undertakings possess the adequate understanding of the
internal model for the parts of the internal model which cover the risks of
that undertaking.

The national competent authorities involved should form a view on how
insurance or reinsurance undertakings that would use a group internal model to
calculate their Solvency Capital Requirement, ensure that the design of the
internal model is aligned with their business and their risk-management
system, including the production of outputs, at group level and at related
undertaking level, that are granular enough to allow the group internal model
to play a sufficient role in their decision-making processes.

Chapter 4: Assumption setting and expert judgement

Guideline 18 - Assumptions setting

4.51.

4.52.

4.53.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking sets assumptions and
uses expert judgment in particular, taking into account the materiality of the
impact of the use of assumptions with respect to the following Guidelines on
assumption setting and expert judgement.

National competent authorities should form a view on how the undertaking
assesses materiality taking into account both quantitative and qualitative
indicators and taking into consideration extreme losses conditions.

National competent authorities should form a view on how the insurance or
reinsurance undertaking overall evaluates the indicators considered.
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Guideline 19 - Governance

4.54.

4.55.

4.56.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures that all
assumption setting, and the use of expert judgement in particular, follows a
validated and documented process.

National competent authorities should form a view on how the insurance or
reinsurance undertaking ensures that the assumptions are derived and used
consistently over time and across the insurance or reinsurance undertaking and
that they are fit for their intended use.

National competent authorities should form a view on how the insurance or
reinsurance undertaking signs off the assumptions at levels of sufficient
seniority according to their materiality, for most material assumptions up to
and including the administrative, management or supervisory body.

Guideline 20 - Communication and uncertainty

4.57.

4.58.

4.59.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures that the
processes around assumptions, and in particular around the use of expert
judgement in choosing those assumptions, specifically attempt to mitigate the
risk of misunderstanding or miscommunication between all different roles
related to such assumptions.

National competent authorities should form a view on how the insurance or
reinsurance undertaking establishes a formal and documented feedback
process between the providers and the users of material expert judgement and
of the resulting assumptions.

National competent authorities should form a view on how the insurance or
reinsurance undertaking makes transparent the uncertainty of the assumptions
as well as the associated variation in final results.

Guideline 21 - Documentation

4.60.

4.61.

4.62.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking documents the
assumption setting process, and in particular the use of expert judgement, in
such a manner that the process is transparent.

National competent authorities should form a view on how the insurance or
reinsurance undertaking includes in the documentation the resulting
assumptions and their materiality, the experts involved, the intended use and
the period of validity.

National competent authorities should form a view on how the insurance or
reinsurance undertaking includes the rationale for the opinion, including the
information basis used, with the level of detail necessary to make transparent
both the assumptions and the process and decision-making criteria used for the
selection of the assumptions and disregarding other alternatives.
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4.63.

National competent authorities should form a view on how the insurance or
reinsurance undertaking makes sure that users of material assumptions receive
clear and comprehensive written information about those assumptions.

Guideline 22 - Validation

4.64.

4.65.

4.66.

4.67.

4.68.

4.69.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures that the
process for choosing assumptions and using expert judgement is being
validated.

National competent authorities should form a view on how the insurance or
reinsurance undertaking ensures that the process and the tools for validating
the assumptions and in particular the use of expert judgement are being
documented.

National competent authorities should form a view on how the insurance or
reinsurance undertaking tracks the changes of material assumptions in
response to new information and analyses and explains those changes as well
as deviations of realizations from material assumptions.

National competent authorities should form a view on how the insurance or
reinsurance undertaking, where feasible and appropriate, uses other validation
tools such as stress testing or sensitivity testing.

National competent authorities should form a view on how the insurance or
reinsurance undertaking reviews the assumptions chosen, relying on
independent internal or external expertise.

National competent authorities should form a view on how the insurance or
reinsurance undertaking detects the occurrence of circumstances under which
the assumptions would be considered false.

Chapter 5: Methodological consistency

Guideline 23 - Consistency check points

4.70.

4.71.

Through the pre-application process, national competent authorities should
form a view on how the insurance or reinsurance undertaking ensures
consistency between the methods used to calculate the probability distribution
forecast and the methods used for the valuation of assets and liabilities in the
balance sheet for solvency purposes.

In particular national competent authorities should form a view on how the
insurance or reinsurance undertaking checks consistency at the following steps
of the calculation of the probability distribution forecast, in case that they are
relevant to the model part under consideration:

(a) the consistency of the transition from the valuation of assets and
liabilities in the balance sheet for solvency purposes to the internal model
for the purpose of Solvency Capital Requirements calculations;
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(b)

()

(d)

the consistency of the valuation of assets and liabilities in the internal
model at the valuation date with the valuation of assets and liabilities in
the balance sheet for solvency purposes;

the consistency of the projection of risk factors and their impact on the
forecast monetary values with the assumptions on those risk factors used
for the valuation of assets and liabilities in the balance sheet for solvency
purposes; and

the consistency of the re-valuation of assets and liabilities at the end of
the period with the valuation of assets and liabilities in the balance sheet
for solvency purposes.

Guideline 24 - Aspects of consistency

4.72. Through the pre-application process, national competent authorities should
form a view on how the insurance or reinsurance undertaking, when assessing
consistency, takes at least the following aspects into account:

(a)

(b)

(c)

the consistency of the calculation methods applied in the valuation of
assets and liabilities in the balance sheet for solvency purposes, and in
the calculation of the probability distribution forecast;

the consistency of data and parameters that are used as input for the
respective calculations; and

the consistency of the assumptions underlying the respective
calculations, in particular assumptions on contractual options and
financial guarantees, on future management actions and on expected
future discretionary benefits.

Guideline 25 - Consistency assessment

4.73. Through the pre-application process, national competent authorities should
form a view on how the insurance or reinsurance undertaking conducts regular
consistency assessments as part of its internal model validation process as set
out in Article 124 of Solvency II.

National competent authorities should form a view on how the insurance or
reinsurance undertaking conducts the consistency assessment on a quantitative
basis whenever possible and proportionate.

National competent authorities should form a view on how the insurance or
reinsurance undertaking, in its consistency assessment:

4.74.

4.75.

(a)

(b)

identifies and documents any deviation between the calculation of the
probability distribution forecast and the valuation of assets and liabilities
in the balance sheet for solvency purposes;

assesses the impact of the deviations, both in isolation and in
combination; and
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(c) justifies that the deviations do not result in an inconsistency between the
calculation of the probability distribution forecast and the valuation of
assets and liabilities in the balance sheet for solvency purposes.

Chapter 6: Probability distribution forecast

Guideline 26 - Knowledge of the risk profile

4.76. Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures that the set of
events of the probability distribution forecast underlying the internal model is
exhaustive.

4.77. National competent authorities should form a view on the processes that are
put in place by the insurance or reinsurance undertaking in order to maintain
sufficient and current knowledge of its risk profile.

4.78. In particular, national competent authorities should form a view on how the
insurance or reinsurance undertaking aims to maintain the knowledge of risk
drivers and other factors which explain the behaviour of the variable underlying
the probability distribution forecast, so that the probability distribution forecast
can reflect all relevant characteristics of its risk profile.

Guideline 27 - Probability distribution forecast richness

4.79. Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking assesses the
appropriateness of the actuarial and statistical techniques used to calculate the
probability distribution forecast, and on how it considers the capability of the
techniques to process the knowledge of the risk profile as an important
criterion.

4.80. National competent authorities should form a view on how the insurance or
reinsurance undertaking chooses techniques that generate a probability
distribution forecast that is rich enough to capture all relevant characteristics of
its risk profile and to support decision-making.

4.81. National competent authorities should also form a view on how the insurance or
reinsurance undertaking as part of this methodological assessment considers
the reliability of adverse quantiles estimated based on the probability
distribution forecast.

4.82. National competent authorities should form a view on how the insurance or
reinsurance undertaking ensures that the effort to generate rich probability
distribution forecast does not impair the reliability of the estimate of adverse
quantiles.

Guideline 28 - Assessment of richness of the probability distribution forecast

4.83. Through the pre-application process, to form a view according to Guideline 28,
and with a view to ensure a harmonised approach for the pre-application and
model changes, national competent authorities should take into account at
least:
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(a) the risk profile of the undertaking and to what extent it is reflected by the
probability distribution forecast;

(b) the current progress in actuarial science and the generally accepted
market practice;

(c)  with respect to the level of probability distribution forecast richness, any
measures that the insurance or reinsurance undertaking puts in place to
ensure compliance with internal model test and each of the standards set
out in Articles 120 to 126 of Solvency II;

(d) for a particular risk under consideration, the way in which the techniques
chosen and the probability distribution forecast obtained by the insurance
or reinsurance undertaking interact with other risks in the scope of the
internal model as regards the level of richness of the probability
distribution forecast; and

(e) the nature, scale and complexity of the risk under consideration as set
out in Article 29(3) of Solvency II.

Guideline 29 - Probability distribution forecast enrichment

4.84. Through the pre-application process national competent authorities should form

4.85.

a view on how the insurance or reinsurance undertaking takes care not to
introduce into the probability distribution forecast unfounded richness which
does not reflect the original knowledge of its risk profile [cf. Guideline 26].
National competent authorities should form a view on how the methodology
followed by the insurance or reinsurance undertaking to enrich the probability
distribution forecast complies with the Statistical Quality Standards regarding
methods, assumptions and data. Where these techniques involve the use of
expert judgement the relevant Guidelines on assumptions setting and expert
judgement should apply.

Chapter 7: Calibration - approximations

Guideline 30 - Knowledge of approximations

4.86.

4.87.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking demonstrates a
detailed understanding of the approximations allowed by Article 122(3) of
Solvency II that it makes.

In particular, national competent authorities should form a view on how the
undertaking at least:

(a) considers the error that is introduced by the approximations in the
Solvency Capital Requirement;

(b) demonstrates that the approximations it makes do not result in a
Solvency Capital Requirement that is materially underestimated
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4.88.

compared to the result of the calculation with the reference risk measure,
in order to ensure that policyholders are provided with a level of
protection equivalent to that provided in Article 101(3) of Solvency II;
and

(o) challenges and justifies the stability of the output of approximations over
time, and under extreme loss conditions, according to its risk profile.

National competent authorities should make clear to the insurance or
reinsurance undertaking that material uncertainty around approximations to
recalibrate the Solvency Capital Requirement is not allowed if this uncertainty
leads to an underestimation of the Solvency Capital Requirement.

Guideline 31 - Reference risk measure as an intermediate result

4.89.

When the insurance or reinsurance undertaking can derive the reference risk
measure as an intermediate result of the economic capital calculation process,
through the pre-application process national competent authorities should form
a view on how the undertaking is able to demonstrate that this result also
reflects appropriately its risk profile.

Guideline 32 - Use of another underlying variable

4.90.

4.91.

4.92.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking, if it uses for the
calculation of the Solvency Capital Requirement the variation of an underlying
variable different from the basic own funds, demonstrates:

(a) either that the difference between the basic own funds and the
underlying variable is not material at t=0 and in any foreseeable situation
up to and including t=1; or

(b) in case of this difference being material, that there cannot be any
significant variation of it over the next period, especially under extreme
losses conditions, according to the undertaking risk profile.

National competent authorities should form a view on how the insurance or
reinsurance undertaking, if it uses the variation of an underlying variable
different from the basic own funds to derive the value of basic own funds,
demonstrates that:

(a) it is able to reconcile the difference between the basic own funds and the
underlying variable at t=0; and

(b) it understands the difference between the basic own funds and the
underlying variable in any situation up to and including t=1.

National competent authorities should form a view on how the balance sheet
for solvency purposes that is run by the insurance or reinsurance undertaking
enables such undertaking to determine the amount of eligible own funds
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available to cover the Solvency Capital Requirement, irrespectively of the
calculation method used to calculate this Solvency Capital Requirement.

Guideline 33 - Use of analytical closed formulae

4.93.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking, where it uses
analytical closed formulae to recalibrate its capital requirement from the
internal risk measure to the reference one, demonstrates that the assumptions
underlying the formulae are realistic and are also valid under extreme losses
conditions, according to the insurance or reinsurance undertaking’s risk profile.

Guideline 34 - Management actions

4.94. Through the pre-application process national competent authorities should form

4.95.

a view on how the insurance or reinsurance undertaking, where it chooses in its
internal model a time period longer than one year, takes into account
management actions in the context of the Solvency Capital Requirement
calculation, and ensures that such management actions are modelled in a
realistic and reasonable way and have effects on the balance sheet for solvency
purposes between t=0 and t=1.

National competent authorities should form a view on how the insurance or
reinsurance undertaking ensures that the general principles about the valuation
of assets and liabilities hold at t=1 when considering management actions
effects on the balance sheet for solvency purposes for the purpose of this
Guideline.

Guideline 35 - Multiple approximations

4.96.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking, where it has to make
several approximations, assesses whether there are any interactions between
these approximations that need to be allowed for explicitly.

Chapter 8: Profit and loss attribution

Guideline 36 - Definition of profit and loss

4.97.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking considers profit and
loss as changes over the relevant period, in:

(a) basic own funds; or

(b) other monetary amounts used in the internal model to determine
changes in basic own funds, such as the actual change in economic
capital resources.
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To this end the profit and loss attribution should exclude movements
attributable to the raising of additional own funds, the repayment or
redemption of those funds and the distribution of own funds.

4.98. When an undertaking uses a variable other than the basic own funds in its
internal model, national competent authorities should form a view on how the
insurance or reinsurance undertaking uses this variable for the purposes of
profit and loss attribution.

4.99. National competent authorities should form a view on how, through the profit
and loss attribution, the undertaking identifies how changes in the risk drivers
relate with the movement in the variable underlying the probability distribution
forecast.

Guideline 37 - Application of profit and loss attribution

4.100.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures that the profit
and loss attribution is consistent with the intended applications of the profit and
loss attribution in the use test and in the validation process.

Guideline 38 - Application of profit and loss attribution and validation

4.101.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures that
information relating to how the model has performed in the past provided by
the profit and loss attribution feeds into the undertaking’s regular validation
cycle.

Chapter 9: Validation

Guideline 39 - Validation policy and validation report

4.102.Through the pre-application process, national competent authorities should
form a view on how the insurance or reinsurance undertaking ensures that the
validation policy it establishes sets out at least:

(a) the processes, methods and tools used to validate the internal model and
their purposes;

(b) the frequency of regular validation for each part of the internal model and
the circumstances that trigger additional validation;

(o) the persons who are responsible for each validation task; and

(d) the procedure to be followed in the event that the model validation
process identifies problems with the reliability of the internal model and
the decision-making process to address those concerns.

4.103.National competent authorities should form a view on how the insurance or

reinsurance undertaking documents in a validation report the results of the
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validation as well as the resulting conclusions and consequences from the
analysis of the validation.

4.104.National competent authorities should form a view on how the insurance or
reinsurance undertaking includes in this report a reference to the validation
data sets as mentioned in Guideline 50 as well as the sign-off from the main
participants in the process.

Guideline 40 - Scope and purpose of the validation process

4.105.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking, when specifying the
purpose and scope of the validation, clearly sets out the specific purpose of the
validation for each part of the internal model.

4.106.National competent authorities should form a view on how the insurance or
reinsurance undertaking covers both qualitative and quantitative aspects of the
internal model within the scope of the validation.

4.107.National competent authorities should form a view on how the insurance or
reinsurance undertaking, when considering the scope of the validation, in
addition to considering the validation of the various parts of the internal model,
considers the validation in its entirety and in particular the appropriateness of
the calculated probability distribution forecast to ensure that the level of
regulatory capital will not be materially misstated.

Guideline 41 - Materiality

4.108.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking considers the
materiality of the part of the internal model being validated, not only in
isolation but also in combination, when using materiality to decide on the
intensity of the validation activities.

4.109.When the insurance or reinsurance undertaking does not validate specific
individual parts of the internal model with a high level of accuracy because of
their lack of materiality, national competent authorities should form a view on
how the insurance or reinsurance undertaking nevertheless takes into
consideration that those parts in combination may be material when it decides
how they should be validated appropriately.

4.110.National competent authorities should form a view on how the undertaking
considers sensitivity testing when determining materiality in the context of
validation.

Guideline 42 - Quality of the validation process

4.111.Through the pre-application process, national competent authorities should
form a view on how the insurance or reinsurance undertaking sets out all the
known limitations of the current validation process.

4.112.Where there are limitations to the validation of parts which are covered by the
validation process, national competent authorities should form a view on how
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4.113.

the insurance or reinsurance undertaking is aware of them and documents
these limitations.

National competent authorities should form a view on how the insurance or
reinsurance undertaking ensures that the assessment of the quality of the
validation process explicitly states the circumstances under which the validation
is ineffective.

Guideline 43 - Governance of validation process

4.114.Through the pre-application process national competent authorities should form

4.115.

4.116.

4.117.

4.118.

a view on the governance the insurance or reinsurance undertaking puts in
place around the communication of the results of the validation it carries out.
National competent authorities should form a view on how the insurance or
reinsurance undertaking forms and communicates internally an overall opinion
based on the findings of the validation process.

National competent authorities should form a view on how the insurance or
reinsurance undertaking puts in place pre-defined criteria in order to determine
whether the results, or part of the results, of the validation, are required to be
escalated within this undertaking.

National competent authorities should form a view on whether the insurance or
reinsurance undertaking specifies under which conditions the results of the
validation process should be escalated; and on how the insurance or
reinsurance undertaking clearly defines and sets the escalation path in such a
way as to maintain the independence of the validation process.

National competent authorities should form a view on how the validation policy
the insurance or reinsurance undertaking establishes sets out how the results
of the different validation tools are reported, for both regular validation as well
as additional validation triggered by specific circumstances, and how they are
used if the tests show that the internal model does not perform as intended.

Guideline 44 - Roles in validation process

4.119.

4.120.

4.121.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking, if parties other than
the risk-management function contribute to specific tasks in the validation
process, ensures that the risk-management function fulfils its overall
responsibility as set out in Article 44 of Solvency II, including the responsibility
to ensure the completion of the various tasks within the validation process.
National competent authorities should form a view on how the insurance or
reinsurance undertaking formally explains the role of each party in the
validation process defined.

National competent authorities should form a view on whether the allocation of
tasks for the entire validation process is covered by the undertaking in the
validation policy it establishes.

35/384
© EIOPA 2013



Guideline 45 - Independence of the validation process

4.122.

4.123.

Through the pre-application process national competent authorities should form
a view on how the risk-management function of the insurance or reinsurance
undertaking, in order to provide an objective challenge to the internal model,
ensures that the validation process is done independently from the
development and operation of the model and that the tasks set out in the
validation policy it establishes create and maintain the independence of the
validation process.

National competent authorities should form a view on how the insurance or
reinsurance undertaking, when deciding the parties which contribute to the
tasks related to the validation process, takes into account the nature, scale and
complexity of the risks that this undertaking faces, the function and the skills of
people to be involved, the internal organisation of the undertaking and its
governance system.

Guideline 46 - Specificities for group internal models

4.124.

4.125.

Through the pre-application process for a group internal model the national
competent authorities should form a view on how the insurance or reinsurance
undertaking considers the validation of the internal model in the context of the
calculation of both the consolidated group Solvency Capital Requirement and
the Solvency Capital Requirement of related undertakings which would be
calculated with the group internal model; and on how the insurance or
reinsurance undertaking explicitly sets out this consideration in the validation
policy it establishes for the group internal model.

National competent authorities should form a view on how the participating
undertaking and the related undertakings for which the Solvency Capital
Requirement would be calculated with the internal model, establish a single
validation policy to cover the validation process both at group and individual
level.

Guideline 47 - Universe of tools

4.126.

4.127.

4.128.

4.129.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures that the
qualitative or quantitative validation tools it uses are appropriate and reliable to
validate the internal model for internal use of the internal model as well as for
the Solvency Capital Requirement calculation.

National competent authorities should form a view on how the insurance or
reinsurance undertaking understands the validation tools it uses and
acknowledges that different tools have different characteristics and limitations.
National competent authorities should form a view on whether the insurance or
reinsurance undertaking considers which validation tools or combination thereof
are the most appropriate to meet the purpose and scope of the validation, as
set out in the validation policy it establishes.

National competent authorities should form a view on how the insurance or
reinsurance undertaking puts a process in place to choose the appropriate set
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of validation tools in order to ensure a robust validation process. National
competent authorities should form a view on how the insurance or reinsurance
undertaking documents this process and whether it considers at least the
following characteristics when selecting the validation tools:

(a)

(b)

()

(d)

(e)

(f)

level of complexity: validation tools ranging from simplified techniques to
sophisticated methods;

nature: validation tools being qualitative, quantitative or a combination of
both;

knowledge required: the extent of knowledge required by the persons
performing the validation;

independence: the level of independence required by the person
performing the validation;

information required: potential restrictions to the amount or the type of
information available for external versus internal validation; and

cycle of validation: validation tools relevant to cover every Kkey
assumption made at different stages of the internal model from
development, to implementation and to operation.

Guideline 48 - Stress tests and scenario analysis

4.130.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking uses stress tests and
scenario analysis as part of the validation of the internal model.

4.131.In particular national competent authorities should form a view on how the
insurance or reinsurance undertaking ensures that the stress tests and scenario
analysis it uses cover the relevant risks and are monitored over time.

Guideline 49 - Application of the tools

4.132.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking is able to explain
which parts of the internal model are being validated by each of the validation
tools used and why these validation tools are appropriate for the particular
purpose by describing at least:

(a)
(b)

(c)
(d)

the materiality of the part of the model being validated;

the level at which the tool will be applied from individual risks, modelling
blocks, portfolio, business unit to aggregated results;

the purpose of this validation task; and

the expected outcome from the validation.
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Guideline 50 - Validation data sets

4.133.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures that the
selected data and expert judgement used in the validation process effectively
allow it to validate the internal model under a wide range of circumstances that
have occurred in the past or could potentially occur in the future.

Chapter 10: Documentation

Guideline 51 - Control procedures

4.134.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking ensures that the
documentation of the internal model is kept up to date and regularly reviewed.

4.135.In particular, national competent authorities should form a view on how the
insurance or reinsurance undertaking puts in place at least:

(a) an effective control procedure for internal model documentation;
(b) a version control procedures for internal model documentation; and

(c) a clear referencing system for internal model documentation which
should be used in a documentation inventory.

Guideline 52 - Documentation of methodologies

4.136.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking produces
documentation which is detailed enough to evidence detailed understanding of
the methodologies and techniques used in the internal model, including at
least:

(a) the underlying assumptions;

(b)  the applicability of such assumptions given the undertaking’s risk profile;
and

(o) any shortcomings of the methodology or of the technique.

This should also applyin case a methodology or any other technique used by
the insurance or reinsurance undertaking in the internal model is documented
by an external party.

4.137.National competent authorities should form a view on how the insurance or
reinsurance undertaking, when documenting the theory, assumptions and
mathematical and empirical basis underlying any methodology used in the
internal model, in accordance with Article 125(3) of Solvency II, includes, if
available, the material steps of the development of the methodology, as well as
any other methodologies which were considered but not subsequently used by
the insurance or reinsurance undertaking.
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Guideline 53 - Circumstances under which the internal model does not work

effectively

4.138.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking includes in its
documentation an overall summary of the material shortcomings of the internal
model, consolidated in a single document, containing at least the following

aspects:

(a) the risks which are not covered by the internal model;

(b)  the limitations in risk modelling used in the internal model;

(c) the nature, degree and sources of uncertainty connected with the results
of the internal model including the sensitivity of the results for the key
assumptions underlying the internal model;

(d) the deficiencies in data used in the internal model and the lack of data for
the calculation of the internal model;

(e) the risks arising out of the use of external models and external data in
the internal model;

(f) the limitations of information technology used in the internal model;

(g) the limitations of internal model governance, and

(h)  the work done to identify these shortcomings and any plans for model

improvements.

Guideline 54 - Appropriateness to addressees

4.139.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking considers having
documentation of the internal model that consists of more than one level of
documentation for the internal model, commensurate with the different uses
and target audiences.

Guideline 55 - User manuals or process descriptions

4.140.Through the pre-application process national competent authorities should form
a view on how, as part of its documentation of the internal model, the
insurance or reinsurance undertaking puts in place user manuals or process
descriptions for operation of the internal model which should be sufficiently
detailed to allow an independent knowledgeable third party to operate and run
the internal model.

Guideline 56 - Documentation of model output

4.141.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking documents and
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retains, not necessarily in a single document, the outputs of the model that are
relevant to satisfy the requirements of Article 120 of Solvency II.

Guideline 57 - Software and modelling platforms

4.142.National competent authorities should form a view on how the undertaking, in
its documentation, provides information about the software, modelling
platforms and hardware systems used in the internal model.

4.143.National competent authorities should form a view on how the undertaking,
where using software, modelling platforms and hardware systems, provides in
the documentation sufficient information to be able to assess and justify their
use, and enable national competent authorities to assess their appropriateness.

Chapter 11: External models and data

Guideline 58 - External data

4.144.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking, given the nature of
external data, demonstrates an appropriate level of understanding of the
specificities of external data used in the internal model including any material
transformation, rescaling, seasonality and any other processing inherent in the
external data.

4.145.In particular, national competent authorities should form a view on how the
insurance or reinsurance undertaking at least:

(a) understands the attributes and limitations or other peculiarities of the
external data;

(b) develops processes for identifying any missing external data and other
limitations;

(o) understands the approximations and processing made for missing or
unreliable external data; and

(d) develops processes to run timely consistency checks including
comparisons with other relevant sources to the extent that data are
reasonably available.

Guideline 59 - Understanding of the external model

4.146.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking demonstrates that all
parties involved in the use of the external model have a sufficiently detailed
understanding of parts of the external model relevant to them including
assumptions, technical and operational aspects.

4.147.National competent authorities should form a view on how the insurance or
reinsurance undertaking gives particular attention to the aspects of the external
model that are more relevant to its risk profile.
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Guideline 60 - Reviewing the choice of external model and data

4.148.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking periodically reviews its
justification for selecting a particular external model or set of external data.

4.149.National competent authorities should form a view on whether the insurance or
reinsurance undertaking is not overly reliant on one provider and on how the
undertaking puts in place plans to mitigate the impact of any failures of the
provider.

4.150.National competent authorities should form a view on how the insurance or
reinsurance undertaking pays attention to any updates of the external model or
of the data that allows the undertaking to better assess its risks.

Guideline 61 - Integration within the internal model framework

4.151.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking demonstrates that the
approach for incorporating the external model into the internal model
framework is appropriate; including the techniques, data, parameters,
assumptions selected by the undertaking, and the external model output or
outputs.

Guideline 62 - Validation

4.152.Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking performs its own
validation of the material assumptions of the external model that are relevant
to its risk profile and of the process for incorporating the external model and
data within its own processes and internal model.

4.153.National competent authorities should form a view on how the insurance or
reinsurance undertaking assesses the appropriateness of the selection or the
non-selection of features or options which are available for the external model.

4.154.National competent authorities should form a view on how, as part of its own
validation, the insurance or reinsurance undertaking considers appropriate
information and in particular the analysis performed by the vendor or other
third party, and, when doing so, on how the insurance or reinsurance
undertaking ensures at least that:

(a) the independence of the validation process from the development and
operation of the internal model is not compromised;

(b) it is consistent with the validation process the insurance or reinsurance
undertaking sets out and is clearly laid out in the validation policy; and

(o) any implicit or explicit bias in the analysis performed by the vendor or
other third party is taken into account.
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Guideline 63 - Documentation

4.155.

4.156.

4.157.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking demonstrates that that
the documentation of external models and data meets the documentation
standards.

National competent authorities should form a view on how the insurance or
reinsurance undertaking produces documentation on at least the following:

(a) the aspects of the external model and external data that are relevant for
its risk profile;

(b) the integration of the external model or external data within its own
processes and internal model;

(c) the integration of data, in particular inputs, for the external model, or
outputs from the external model, within its own processes and internal
model; and

(d) the external data used in the internal model and its source and use.

If, as part of its own documentation, the insurance or reinsurance undertaking
leverages on the documentation produced by the vendors and service
providers, national competent authorities should form a view on how the
insurance or reinsurance undertaking ensures that its ability to meet the
documentation standards is not compromised.

Guideline 64 - National competent authorities’ relationship with vendors of
external models

4.158.

4.159.

4.160.

4.161.

Through the pre-application process national competent authorities should form
a view on how the insurance or reinsurance undertaking keeps its responsibility
for discharging its obligations related to its internal model and for the role of
external model or data in the internal model and any other requirements.
National competent authorities should make clear to the insurance or
reinsurance undertaking that any contact between national competent
authorities and the vendors of an external model to inform national competent
authorities” reviews of such model should not exempt the insurance or
reinsurance undertaking from demonstrating that the external model fulfils the
internal model requirements.

National competent authorities should form a view on the use of an external
model entirely for each individual pre-application process.

National competent authorities should make clear to the insurance or
reinsurance undertaking that they will reject any application for using an
external model if the insurance or reinsurance undertaking fails to provide the
specific information required in order for an assessment of the application to be
carried out by national competent authorities.

42/384
© EIOPA 2013



Guideline 65 - Role of service providers when using external models and data

4.162.Through the pre-application process national competent authorities should form
a view on whether the insurance or reinsurance undertaking uses an
outsourcing agreement when it chooses not to operate the external model
directly.

4.163.Similarly, national competent authorities should form a view on whether the
insurance or reinsurance undertaking, through an outsourcing agreement,
mandates a service provider to perform some tasks related to the external
data.

4.164.National competent authorities should make clear to the insurance or
reinsurance undertaking that it should not consider such outsourcing
agreements to be a justification for exemption from demonstrating that the
internal model fulfils the requirements.

4.165.National competent authorities should form a view on how the insurance or
reinsurance undertaking ensures that any outsourcing agreement regarding the
operation of an internal model or the performance of tasks related to the
external data, in application of the requirements set out in Article 49 of
Solvency II, defines the duties of the parties.

4.166.National competent authorities should form a view on how the insurance or
reinsurance undertaking, irrespective of which party actually performs the tasks
associated with the service provided, retains overall responsibility.

Chapter 12: Functioning of colleges during the pre-
application process for internal models for groups

Guideline 66 - Forming a view about the scope of the internal model during
the pre-application process for internal models for groups

4.167.During the pre-application process for an internal model for a group, when
forming a view about the appropriateness of the scope of the internal model,
the group supervisor, the other national competent authorities involved and
other national competent authorities identified by the college should consider at
least:

(a) the significance of related undertakings within the group with respect to
the risk profile of the group;

(b)  the risk profile of related undertakings within the group compared to the
overall group risk profile;

(o) if applicable, a transitional plan by the group to extend the scope of the
model at a later stage and the timeframe to do so;

(d) the appropriateness of the standard formula or another internal model
under pre-application that would be used for the calculation of the
Solvency Capital Requirement of any related insurance or reinsurance
undertaking included in the scope of the internal model; and
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(e)

the appropriateness of the standard formula or another internal model
under pre-application that would be used for the calculation of the
Solvency Capital Requirement of any related insurance or reinsurance
undertaking within the group but not included in the scope of the internal
model for the group.

4.168.When forming a view about the appropriateness of the exclusion of related
undertakings within the group from the scope of the internal model, the group
supervisor and the other national competent authorities involved, should assess
whether the exclusion of the undertakings could lead to:

(a)

(b)

(c)

(d)

an improper allocation of own funds based on individual undertaking
Solvency Capital Requirements rather than on its contribution to the risk
profile of the group;

inconsistencies that would derive from the use of the internal model to
calculate the group solvency capital requirement and the use of the
standard formula or a different internal model under pre-application by
any related undertaking within the group to calculate its Solvency Capital
Requirement;

weaknesses in risk management of the group and related undertakings
within the group resulting from the limited scope of the internal model;
or

an inadequate group Solvency Capital Requirement in relation to the risk
profile of the group.

Guideline 67 - Tasks of the group supervisor and the other national
competent authorities involved and participating in the pre-application
process for internal models for groups

4.169.During the pre-application process for an internal model for a group, the group
supervisor and the other national competent authorities involved should agree
on the most efficient and effective allocation of tasks among the different
national competent authorities involved.

4.170.The group supervisor, in consultation with the other national competent
authorities involved, should record the agreed allocation of tasks and set up a
work plan and the communication rules to follow among them.

4.171.In the case of a group internal model under Article 231, the group supervisor
and the other national competent authorities concerned should consider
including in the work plan specific provisions which set up the allocation of
tasks and communication rules between them.

4.172.When appropriate, the group supervisor, in consultation with the other national
competent authorities involved, should update the work plan.

4.173.The group supervisor should ensure that the work plan covers the timeline,
main steps and deliverables for the pre-application process.

4.174.The group supervisor should ensure that the work plan, at least:
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4.175.

(a) establishes when and how to consult and involve in the pre-application
process the other national competent authorities involved;

(b) establishes when and how to allow the other national competent
authorities within the college of supervisors to participate in the pre-
application process, bearing in mind that their participation would be
limited to identifying and preventing circumstances where the exclusion
of parts of the business from the scope of the internal model could lead
to a material underestimation of the risks of the group, or where the
internal model could conflict with another internal model under pre-
application that would be used for the calculation of the Solvency Capital
Requirement of any of the insurance or reinsurance undertakings in the
group; and

(o) identifies the priorities for the assessment, taking into account the scope
of the internal model, the specificities of each related undertaking within
the group, the risk profile of the group and related undertakings within
the group and the available and relevant information about the internal
model.

Whenever a national competent authority involved identifies a substantial point
of concern regarding the pre-application process, it should share its concern
with the group supervisor and the other involved authorities as soon as
feasible.

Guideline 68 - Joint on-site examinations carried out during the pre-
application process for internal models for groups

4.176.

4.177.

4.178.

4.179.

During the pre-application process for an internal model for a group, the group
supervisor and the other national competent authorities involved should
propose and discuss when and how to organize joint on-site examinations to
verify any information concerning the pre-application process, with the aim of
ensuring the effectiveness of this process.

The national competent authorities proposing a joint on-site examination should
inform the group supervisor by indicating the scope and purpose of this
examination, taking into account the objectives of joint on-site examinations in
relation to the pre-application process as defined by the national competent
authorities involved.

The group supervisor should then notify the other national competent
authorities involved in the pre-application process, EIOPA, and, where relevant,
other national competent authorities within the college, the national competent
authorities responsible for the supervision of significant branches as referred to
in Article 248(3) of Solvency II, and the national competent authorities
responsible for the supervision of other branches.

Once the national competent authorities participating in the joint on-site
examination have been identified, they should discuss and agree the final
scope, purpose, structure and allocation of tasks of the examination.
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4.180.The national competent authority organising the on-site examination, if other
than the group supervisor, should provide the relevant documentation to the
group supervisor.

4.181.The group supervisor should make the relevant documentation available to the
national competent authorities involved in the pre-application process, to the
other national competent authorities participating in the joint on-site
examination and to EIOPA. The group supervisor should provide the rest of
college members and participants with a list of the relevant documentation
received and provide them with the relevant documentation upon specific
request.

4.182.0n the basis of a report stating the main findings of the joint on-site
examination, the national competent authority organising the on-site
examination should discuss with the national competent authorities involved
the outcome of the joint on-site examination and the actions to be taken.

4.183.The group supervisor should notify the rest of college members about the
outcome and actions as part of the agreed communication within the college.

Guideline 69 - Off-site activities on internal models during the pre-
application process for internal models for groups

4.184.During the pre-application process for an internal model for a group, national
competent authorities involved should share and discuss the main findings of
their off-site activities with the group supervisor and the other national
competent authorities involved.

4.185.The national competent authorities involved should share the approach they are
following in the review of the elements of the internal model with the group
supervisor and the other national competent authorities involved.

4.186.If, as a result of this sharing, the national competent authorities involved
identify substantial differences in the approaches followed, they should discuss
and they should agree on a process to develop consistent approaches when
they consider appropriate to have this alignment.

4.187.When they deem appropriate, the national competent authorities involved
should consider sharing the tools and techniques they are using for the review
of the elements of the internal model with the other national competent
authorities involved.

Guideline 70 - Involvement of third country national competent authorities
during the pre-application process for internal models for groups

4.188.During the pre-application process for an internal model for a group, the group
supervisor and the other national competent authorities involved should form a
view on whether and which third country national competent authorities should
be consulted.

4.189.Before consulting the third country national competent authority, the group
supervisor, with the support of the national competent authorities involved,
should take appropriate steps to ensure that the legislative provisions on the
confidentiality of information of the jurisdiction where the third country national
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competent authority is situated are equivalent to the professional secrecy
requirements resulting from Solvency II, other EU Directives and national
legislation applicable to the involved national competent authorities.

Compliance and Reporting Rules

4.190.This document contains Guidelines issued under Article 16 of the EIOPA
Regulation. In accordance with Article 16(3) of the EIOPA Regulation,
Competent Authorities shall make every effort to comply with guidelines and
recommendations.

4.191.Competent authorities that comply or intend to comply with these Guidelines
should incorporate them into their regulatory or supervisory framework in an
appropriate manner.

4.192.Competent authorities shall confirm to EIOPA whether they comply or intend to
comply with these Guidelines, with reasons for non-compliance, within two
months after the publication.

4.193.In the absence of a response by this deadline, competent authorities will be
considered as non-compliant to the reporting.

Final Provision on Review

4.194.These Guidelines shall be subject to a review by EIOPA.
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5. Revised Explanatory Text

Introduction

5.1.

5.2.

5.3.

5.4.

5.5.

5.6.

5.7.

The EIOPA Guidelines on Pre-application for Internal Models aim to provide
guidance on what national competent authorities and an insurance or
reinsurance undertaking engaged in a pre-application process should consider
in order that national competent authorities are able to form a view on how
prepared this insurance or reinsurance undertaking is to submit an application
for the use under Solvency II of an internal model for the calculation of the
Solvency Capital Requirement. Therefore the pre-application proces is not a
pre-approval of the internal model. Under Solvency II an insurance or
reinsurance undertaking applying for the use of an internal model to calculate
the Solvency Capital Requirement will have to comply with the Directive
requirements as further specified in the Delegated Acts when issued.

The Guidelines aim to increase convergence of supervisory practices during the
pre-application process. They should also in turn help an insurance or
reinsurance undertaking to develop its internal model framework and thereby
prepare to submit an application to use an internal model under Solvency II.
They also extend the pre-application process for an undertaking aiming at
submitting an application for decision on the use of an internal model from the
first day on which Solvency II is applicable.

In the case of pre-application process for groups, there should be appropriate
level of communication between national competent authorities within the
colleges, in particular between the national competent authorities involved.
Communication between national competent authorities and the insurance or
reinsurance undertaking should continue throughout the pre-application and
the future assessment of the application the undertaking may submit under
Solvency II and after the internal model is approved through the supervisory
review process.

More provisions on the pre-application process are contained in CEIOPS " Level
3 Guidance on Pre-Application process for internal models (former CEIOPS
Consultation Paper 80).

All the document apply, unless otherwise explicitly stated, to the pre-
application process for:

¢ An internal model, full or partial, that would be submitted for decision to use
for the calculation of the Solvency Capital Requirement of an insurance or
reinsurance undertaking under Solvency II.

e An internal model for a group, full of partial, as defined below, which would
be submitted for this decision.

For the purpose of Section II the following definitions apply:

5 https://eiopa.europa.eu/fileadmin/tx _dam/files/consultations/consultationpapers/CP80/CEIOPS-DOC-76- 10-

Guidance-pre-application-internal-models.pdf
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“Internal model(s) for a group (or for groups)” should be understood as both
an internal model that would be used under Solvency II for the calculation
only of the consolidated group Solvency Capital Requirement (under Article
230 of Solvency II) and an internal model that would be used under
Solvency II for the calculation of the consolidated group Solvency Capital
Requirement as well as the Solvency Capital Requirement of at least one
related undertaking included in the scope of this internal model for the
calculation of the consolidated group Solvency Capital Requirement (group
internal model under Article 231 of Solvency II).

“The national competent authorities concerned” should be understood as the
national competent authorities of all the Member States in which the head
offices of each related insurance and reinsurance undertakings included in
the scope of a group internal model as referred to above (Article 231 of
Solvency II) and for which the Solvency Capital Requirement would be
calculated by the group internal model, are situated.

“The national competent authorities involved” should be understood as the
national competent authorities of all the Member States in which the head
offices of related undertakings included in the scope of an internal model for
a group (both under Article 230 and Article 231 of Solvency II) are situated.
The national competent authorities concerned in the case of a group internal
model under Article 231 of Solvency II are part of these national competent
authorities involved.

“Expert judgment” should be understood as the expertise of individual
persons or committees with relevant knowledge, experience and
understanding of the risks inherent in the insurance or reinsurance business.

The concept of “richness of the probability distribution forecast” is
determined mainly in two dimensions: the undertaking’s extent of
knowledge about the risk profile as reflected in the set of events underlying
the probability distribution forecast and the capability of the calculation
method chosen to transform this information into a distribution of monetary
values that relate to changes in basic own funds. The concept of richness
should not be reduced to the granularity of the representation of the
probability distribution forecast because even a forecast in form of a
continuous function might be of low richness.

“The reference risk measure” should be understood as the Value-at-Risk of
the basic own funds subject to a confidence level of 99,5% over a one-year
period as set out in Article 101(3) of Solvency II.

“Analytical closed formulae” should be understood as direct mathematical
formulae that link the risk measure chosen by the undertaking to the
reference one as defined above.

“t=0" should be understood as the date of which the Solvency Capital
Requirement computation will be made by the undertaking according to its
internal model.

49/384
© EIOPA 2013



5.8.

e “t=1" should be understood as one year after the date of which the Solvency
Capital Requirement computation will be made by the undertaking according
to its internal model.

e A quantitative or qualitative aspect of an internal model should be
considered as “material” when a change or an error of this aspect could
generate an impact on the outputs of this internal model, which could
influence the decision-making or the judgement of the users of that
information, including national competent authorities.

The boxes included in this document reproduce the Guidelines that have been
published by EIOPA in the Consultation Paper 13/011. They only aim to
facilitate the reading of the document and are not subject to public
consultation.
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Section I: General provisions

Guideline 1: General provisions

National competent authorities should take the appropriate steps in order to
put in place from 1st of January 2014 the present Guidelines on Pre-
application for Internal Models.

During the pre-application process, national competent authorities should
take the appropriate steps in order to form a view on how prepared an
insurance or reinsurance undertaking engaged in a pre-application process is
to submit an application for the use of an internal model for the calculation of
the Solvency Capital Requirement under Solvency II and to meet the internal
models requirements set out in Directive 2009/138/EC, in particular in
Articles 112, 113, 115, 116, 120 to 126 and 231.

During the pre-application process, national competent authorities should
form a view on how the insurance or reinsurance undertaking engaged in the
pre-application process takes the appropriate steps to:

(o) build its internal model framework in a way that enables it to be
prepared to use the internal model for both, risk management and
decision-making purposes and the calculation of the Solvency Capital
Requirement; and

(d) prepare for the eventuality that its internal model may not be approved
and set up processes to calculate the standard formula Solvency Capital
Requirement as well as to consider the capital planning implications.

Guideline 2 - Progress report to EIOPA

National competent authorities should send to EIOPA, a progress report on
the application of these Guidelines by the end of February following each
relevant year, the first being by 28 February 2015 based on the period 1
January 2014 to 31 December 2014.

51/384
© EIOPA 2013




Section II: Pre-application for internal models

Chapter 1: General

Guideline 3 - National competent authorities’ review

During the pre-application process, when defining and considering the extent
of the reviews they carry out for the purposes of this process, national
competent authorities should take into account at least:

(a) the specificities of the undertaking engaged in the pre-application
process, and of its internal model;

(b) the relation between the aspect of the internal model being reviewed
and other parts of the internal model; and

(c) the proportionality principle as set out in Article 29(3) of Solvency II
bearing in mind that proportionality principle should not, however, be
understood as waving or lowering any of the internal models
requirements set out in Solvency II. In particular, national competent
authorities should take into account the proportionality principle by
considering:

(i) the nature, scale and complexity of the risks to which an insurance or
reinsurance undertaking is exposed; and

(ii) the design, scope and qualitative aspects of the internal model of this
undertaking.

National competent authorities should provide on-going feedback to the
undertaking on the reviews they carry out on the internal model for the
purposes of pre-application.

National competent authorities should ensure during the pre-application
process that the undertaking submits to them the standard formula Solvency
Capital Requirement. The information to be submitted should cover the
overall Solvency Capital Requirement and the following risk categories for
the risks within the scope of the internal model:

(a) Market risk;

(b) Counterparty default risk;

(c) Life underwriting risk;

(d) Health underwriting risk;

(e) Non life underwriting risk;

(f) Non - life catastrophe risk; and
(g) Operational risks.

The information to be submitted should be agreed by national competent
authorities to the most granular level when they deem appropriate, and take
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account of the items as defined in Technical Annex I and the detail described
in Technical Annex II of the “Guidelines on submission of information to
national competent authorities”. This submission of this information should
follow the reference dates and deadlines to be agreed by the national
competent authorities with the undertaking during the pre-application
process.

5.9.

5.10.

5.11.

5.12.

The requirements for the use of internal models for Solvency Capital
Requirement calculations are set out in in Articles 112, 113, 115, 120 to 126,
230 and 231 of Solvency II, and would be further developed in the Delegated
Acts issued by the European Commission and EIOPA standards and Guidelines.
Such requirements need to be fulfilled by all undertakings (irrespectively of
their size) if they want to use an internal model to calculate their Solvency
Capital Requirement under Solvency II. It is expected that through the pre-
application process national competent authorities form a view on how
prepared the undertaking is to comply with such requirements. In doing so,
national competent authorities consider the proportionality principle as
described in Article 29(3) of Solvency II. Proportionality does not exempt any
undertaking from complying with requirements set out in Solvency II or
anyhow lower them, but the way to establish compliance vary depending on the
specific nature, scale and complexity of each internal model and of the specific
risks and business of each undertaking; proportionality has never to be put
forward to justify a failure of the use test, not meeting the statistical quality
standards or not properly validating the internal model and its use or any other
requirement.

On the use test for instance, it is expected that national competent authorities
form a view on how prepared the undertaking is to comply with the
requirements set out in Article 120 of Solvency II. The review by national
competent authorities is carried out on the basis of proportionality, as some
uses may not be materially important to the undertaking given the nature of its
business.

In relation to the statistical quality standards and the validation standards,
national competent authorities need to consider that, as no particular method
for the calculation of the probability distribution forecast for internal models is
prescribed in accordance with Article 121(4) of Solvency II and as internal
models have to be adapted to the specific business of the insurance and
reinsurance undertaking, internal models may vary significantly in their
methodology, the information, assumptions and data used for the internal
model and in their validation processes. The statistical quality standards and
the validation standards set out in Solvency II therefore provide some
principle-based requirements.

In the case of documentation, smaller amounts of documentation would be a
consequence of the level of complexity of the model, and not of the
thoroughness of its documentation.
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Guideline 4 - Changes to the internal model during pre-application

National competent authorities should monitor and, where appropriate,
review changes that the insurance or reinsurance undertaking will make to
its internal model after some reviews have been completed during the pre-
application process.

To this end, national competent authorities should ensure that the insurance
or reinsurance undertaking notifies to them any changes to the internal
model or plan of changes the undertaking considers relevant.

National competent authorities should, in relation to the changes the
insurance or reinsurance undertaking makes to its internal model during the
pre-application process, form a view on, at least:

(a) the governance the undertaking puts in place in relation to these
changes, including the internal approval of changes, the internal
communication, the documentation and the validation of the changes;
and

(b) the classification of changes the undertaking establishes.

Chapter 2: Model changes

5.13. As part of the initial approval of the internal model national competent
authorities have to approve the policy for changing the internal model.

5.14. The Guidelines on model changes aim to provide guidance about what national
competent authorities and an undertaking need to consider, through the pre-
application process, in order that national competent authorities are able to
form a view about the relevance and the adequacy of the policy for changing
the internal model the undertaking establishes.

Guideline 5 - Scope of the policy for model changes

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking, when
establishing the policy for changing the model, covers all relevant sources of
change that would impact its Solvency Capital Requirement, and at least the
changes:

(a) in the system of governance of the undertaking;

(b) in its compliance with the requirements to use the internal model;

(c) in the appropriateness of the technical specifications of its internal
model; and

(d) in the risk profile of the undertaking.

5.15. It is good practice for an undertaking to update its internal model in order to
keep the model and its parameters accurate and up-to-date. For example, to
update methodologies as appropriate in order to reflect improved techniques.
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5.16.

5.17.

5.18.

The purpose of the policy for model change is to describe the procedures the
undertaking puts in place to ensure that the internal model is appropriate and
would meet the requirements on an on-going basis.

The model change process is a framework for the undertaking and a useful tool
for national competent authorities. In particular for national competent
authorities as they would be able to use this information to satisfy themselves
that the internal model, once the model is approved, would continue to comply
on an on-going basis with the tests and standards for model approval. The
model change policy is useful to help on the informational needs of national
competent authorities as well as on the needs of the undertaking. National
competent authorities would need to have at all times, as part of the on-going
supervisory process, a clear picture of the current internal model and in
particular enough information to be confident that the internal model complies
with the tests and standards for model approval.

The policy for model change provides a framework to promote:

e Good modelling practices: undertaking’s ability to change its internal model
to adapt to changing circumstances;

e Enhanced risk management: the internal model provides a valuable tool for
the undertaking to develop and constantly adapt its analysis and knowledge
of its risks;

e Efficient supervision: the policy provides insight to national competent
authorities into the undertaking’s philosophy and appetite for making
changes to the internal model.

National competent authorities expect that the policy for model change covers
the following aspects:

1. Administrative, management or supervisory bodies oversight

Sources of Identification Classification Governance Reporting of

2 3 4 5 6

of a need for of changes changes

model change

change of changes

A 4

A 4

A 4

A 4

5.19.

5.20.

5.21.

The policy established by the undertaking is not intended to cover extension of
the model scope, such as inclusion of additional risks or business units. Any
such change to the model scope would automatically be subject to supervisory
approval, following the same approval process as a major model change.

A change to the policy itself would be treated similarly, and so does not need to
be covered by the policy.

The update of parameters can have a significant impact on the model outputs
and the Solvency Capital Requirement in particular and hence it is generally
within the scope of the model change policy. National competent authorities
need to be kept informed by the undertaking about the currently used
parameters. Some internal models include a great number of parameters which
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5.22.

5.23.

5.24.

5.25.

5.26.

interact together in impacting the outputs of the internal model. Hence it may
be more appropriate for the undertaking to consider the impact of changes to
some parameters in batch instead of individually. The update of the parameters
encompasses several aspects: the updating process, the internal governance
and the changes in parameter values. EIOPA recognises that it is not always
appropriate to report changes in value of individual parameters.

The process for updating the parameters and the governance, as approved by
the national competent authority is also to be captured in the model change
policy. When reliance is placed on the process for updating parameters to
identify change to the internal model, the policy would identify the
circumstances under which such reliance will cease to be appropriate in
particular considering the impact on the Solvency Capital Requirement of the
parameters update. The reliance on the process for updating the parameters,
would be less appropriate if the process for updating the parameters is not
adequately formalised, described and subject to appropriate level of
governance. Notwithstanding the above, in some cases, significant changes in
parameter values qualify for notification as model change. For example,
national competent authorities would want to know when an undertaking
providing significant interest rate guarantees starts using an unusually low
value for interest rate volatility.

In all circumstances national competent authority, as part of the approval of
the model change policy, might agree on the information to be provided as part
of the reporting of minor changes. In any case, it is important that national
competent authorities form a view on how the undertaking chooses its criteria
for classifying changes so as to ensure that significant changes in material
parameters are classified as major when appropriate.

In order to form a view on the appropriateness of the level of information that
is reported by the undertaking when minor changes are performed, national
competent authorities may look at how the undertaking sets in the policy for
model change a summarised report.

A way for national competent authorities to form a view on how the
undertaking “back-tests” that the model change policy, in general, and the
definition of major changes, in particular, perform effectively, could be to
review how the undertaking evaluates the model change policy in the light of
past changes made to the model.

As potential sources for change, the model change policy may for instance,
cover changes to or arising from but not limited to, the following areas:

e Structure of the model (including use of IT systems and platforms).

e Methods used to calculate the probability distribution forecast (including
external models and data).

e Assumption and parameter, or process to derive such assumption and
parameter if such process is clearly defined, documented and part of the
model governance.
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e Data governance, processing and application of data as well as the data
policy.

e System for measuring diversification effects or to take into account the
dependencies across risks categories.

e Use of the internal model including changes in reporting and outputs from
the model.

e Nature, scale and complexity of the risk profile (including material changes
in business model, business strategy, products and lines of business,
emerging risks, asset management policy and any other relevant changes to
the risk profile).

e OQutsourcing (or in-sourcing activities previously outsourced) activities
related to the internal model or the identification, measurement, monitoring
and reporting of risks.

e Legal environment may impact the internal model either through changes in
jurisdiction or changes in law relevant to the undertakings within the same
regulation.

e Where applicable, any change that might impact the internal model, for
example changes that might impact inputs to the internal models.

Guideline 6 - Definition of a major change

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking develops and
uses a humber of key qualitative or quantitative indicators to define a major
change, and whether the insurance or reinsurance undertaking sets out an
objective approach for classifying changes as major.

Whilst the quantitative impact of a model change on the Solvency Capital
Requirement or on individual components of the Solvency Capital
Requirement may be one of the indicators an insurance or reinsurance
undertaking plans to use to identify major changes, national competent
authorities should form a view on how the undertaking ensures that other
qualitative and quantitative indicators are also used.

National competent authorities should form a view on how the insurance or
reinsurance undertaking ensures that the indicators it develops take into
account the specificities of the undertaking itself and of its internal model.

5.27. According to Article 115 of Solvency II, the policy for changing the internal
model shall include a specification for identifying whether changes to the
internal model are major or minor. The goal is for the undertaking to develop a
reliable system to classify anticipated types of model changes.

5.28. National competent authorities form a view on how the undertaking ensures
that this system is simple, but it has to be flexible enough to serve both the
undertaking’s need for creative innovations on risk models and national
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5.29.

5.30.

5.31.

5.32.

5.33.

5.34.

competent authorities’ need to control the implementation of these innovations
in order to maintain the overall integrity and adequacy of the internal risk
model in an effective and efficient way.

If the undertaking put in place its own internal classification of model changes
to meet internal needs, it can leverage this internal classification to determine
minor and major changes, for instance through a clear mapping between the
internal classification and minor and major changes.

The appropriate classification of model changes depends to a high degree on
the individual situation of each undertaking. Therefore national competent
authorities consider that indicators developed by the undertaking are specific to
this undertaking and may satisfy a number of qualitative or quantitative
criteria.

It is regarded as good practice that some of the indicators used are related to
the tests or standards. National competent authorities take into account that
the undertaking may also consider how they can use their validation report and
their P&L attribution to design appropriate indicators. The impact on the
Solvency Capital Requirement is also an indicator.

The criterion mentioned above regarding the impact on the Solvency Capital
Requirement is obviously not applicable to changes to the model that would
have no effect on the calculated Solvency Capital Requirement like changes in
the system of governance or the use of the internal model. Furthermore, a
change, even major, could have no consequences at a certain point in time on
the Solvency Capital Requirement because of a specific risk profile of an
undertaking (e.g. unpredictable netting effect). Even if a change has an effect,
the magnitude depends strongly on the current parameterisation of the internal
model. An example would be a change in the modelling of options and
guarantees. If these are currently “deep out of the money” the immediate
effect on the Solvency Capital Requirement may be negligible.

The impact of a change to the Solvency Capital Requirement may vary
according to prevailing market conditions. This may be taken into consideration
when drawing conclusions from the impact to the Solvency Capital
Requirement.

The classification of changes into minor and major may take into account a
series of qualitative as well as quantitative criteria such as to make the
classification an objective and transparent process. The qualitative criteria may
include for instance the areas of the model affected (such as governance,
calculation methods, assumptions and parameters), the risks category (such as
market risks, underwriting lines of business or product), or other relevant
segmentation. The quantitative criteria include the impact to the Solvency
Capital Requirement.

Guideline 7 - Combination of several changes

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking plans to
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evaluate the effect of each change in isolation and the effect of all changes
combined on the Solvency Capital Requirement or its individual components.

National competent authorities should form a view on how the insurance or
reinsurance undertaking plans to evaluate such effects in order to prevent
individual impacts that offset one another and the combined impact of
multiple changes from being overlooked.

5.35. National competent authorities take into account that the undertaking may
consider using different qualitative indicators for different type of changes, or
different contributing parts of the probability distribution forecast.

5.36. National competent authorities take into account that in some instances the
effects of several changes on the Solvency Capital Requirement may offset
each other. With another parameterisation this effect may later disappear.

5.37. In other instances a combination of related minor changes each of which
generating a limited impact on the Solvency Capital Requirement could in
combination generate a high enough impact on the Solvency Capital
Requirement.

5.38. The undertaking may decide a priori how to combine changes from pre-defined
events for a consistent approach to change management.

Guideline 8 - Group internal model change policy (under Article 231 of the
Directive 2009/138/EC)

Through the pre-application process, in the case of a group internal model,
the national competent authorities involved should form a view on how the
insurance or reinsurance undertaking develops one model change policy.

The national competent authorities involved should form a view on how the
insurance or reinsurance undertaking ensures that the model change policy
includes a specification of major and minor changes with regard to the group,
as well as each of the related undertakings which would use the group
internal model to calculate their individual Solvency Capital Requirement.
National competent authorities should form a view on howthe insurance or
reinsurance undertaking ensures thatany change that is major at an
individual undertaking is classified as a major change within the policy.

5.39. This Guideline aims to provide guidance on how national competent authorities
form a view on how the undertaking maintains the integrity of the internal
model as one model. There is always the risk that the model is changed
independently at solo and group level resulting in models that are different. So
the Guideline aims at ensuring that there is one model change policy and also
that the relevant national competent authorities are informed of the changes
that might happen at solo level.

Chapter 3: Use test

5.40. One of the requirements that an insurance or reinsurance undertaking needs to
fulfil in order to use an internal model for the Solvency Capital Requirement
calculation is the use test.
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5.41.

5.42.

5.43.

5.44.

The Guidelines on the use test aim to provide guidance about what national
competent authorities and an undertaking need to consider, through the pre-
application process, in order that national competent authorities are able to
form a view on how prepared the undertaking is to comply with the use test.
Internal models in Solvency II are more than a calculation kernel, sometimes
referred to as the “actuarial model”. An undertaking would not be able to meet
the use test if it follows a modelling framework for internal decision-making and
a different one for regulatory capital assessment. It is expected for example
that the model used for the calculation of the regulatory solvency capital
requirements is also used for the internal capital allocation.

These Guidelines reinforce the concept that national competent authorities need
to take into account that the use test is specific to the undertaking and that a
checklist approach of uses is not to be used by national competent authorities
during pre-application to form a view on how the undertaking is ready to
comply with the use test, model fitting to the business model, supporting
decision-making and being an integral part of risk management. The people
element of the use test is emphasised through the need that national
competent authorities form a view on how the undertaking ensures proper
understanding of the internal model by the administrative, management and
supervisory body and by managers at different levels within the undertaking.
There is guidance on how national competent authorities form a view about the
application of the use test at group level.

To assist national competent authorities and undertakings during pre-
application on understanding this complex area, some examples are provided
on good and bad practices and also of how this can be assessed. Even though
they are intended to be representative examples, they are not exhaustive and
they are not intended to be used by the undertaking to build a checklist that
they blindly abide to. The solutions proposed in these examples are not to be
seen either as definitive or as prescriptive. The examples are high-level and
simple to show how the use test assessment could work.

Guideline 9 - Assessment of compliance

Through the pre-application process national competent authorities should
form a view on the insurance or reinsurance undertaking's compliance with
the use test as set out in Article 120 of Solvency II, and in particular in
relation to, at least:

(a)
(b)
(c)
(d)
(e)

the different uses of the model;

how the model fits to the business;

how the model is understood;

how the model supports the decision-making; and

how the model is integrated with the risk management system.
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National competent authorities should form this view taking into account
that no complete and detailed list of specific uses should be prescribed to
the insurance or reinsurance undertaking.

5.45.

5.46.

5.47.

5.48.

5.49.

5.50.

Through the pre-application process, national competent authorities form a
view on how prepared the undertaking is to comply with the use test based on
proportionality. Some uses may not be materially important to the undertaking
given the nature of their business.

A number of inconsequential uses of the model alone would not be sufficient to
comply with the use test requirement. National competent authorities could
query, for example, why the internal model output is not being used in the risk
management system.

Although there are minimum requirements in Solvency II for the use test, there
is no detailed and complete list of uses that the undertaking has to abide with.
National competent authorities take into account that the uses of the internal
model vary from undertaking to undertaking.

The future uses of the internal model may be considered at the early stage of
the development of the internal model and may form part of the drivers for the
development and specifications of the internal model.

National competent authorities take into account that information from the
undertaking such as communication and notes of feedback on the internal
model and areas for improvement may be useful to identify the uses of the
internal model.

Once an overall picture of the use of the internal model is developed, national
competent authorities can then look at the components for each use. Note that
different uses would have the components applied to a greater or lesser extent.
For example, if the use considered is in respect of risk management, then the
risk management component would apply more than others. If the use relates
to pricing, then the decision-making component would apply more.

Guideline 10 - Incentive to improve the quality of the internal model

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking ensures that
the internal model is used in its risk-management system and decision-
making processes in a way that creates incentives to improve the quality of
the internal model itself.

5.51.

National competent authorities take into account that this Guideline is not
requiring the undertaking to extend the scope of a partial internal model, but to
improve the internal model within its current scope. Furthermore national
competent authorities take into account that it is neither a requirement to force
the undertaking to implement changes which are not useful for it. It is expected
that the undertaking only implements changes that would improve the internal
model.
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5.52. From an undertaking’s or a national competent authority’s perspective, changes
as shown in the examples below may indicate a need to implement changes
within the internal model:

Methods used to assess risk within the undertaking’s risk management
system on a very granular basis have improved. Consequently national
competent authorities may consider asking the administrative, management
and supervisory body of the undertaking to plan to improve the calculation
engine of their internal model, too, if this better reflects the risk profile and
is proportionate to the nature, scale and complexity of the risks modelled.

From a supervisory perspective the internal model may also be improved to
reflect the increase in use, for example, if the undertaking is using the
internal model output for more granular decisions.

Examples of how the Guideline can be applied

5.53. Examples relating to the internal model outputs and inputs from different parts
of the calculation engine are calculated for regulatory purposes with little or no
internal incentive for ensuring the quality of those outputs:

The decision taker within an undertaking is using different tools to assess
the outcome of their decisions. The administrative, management or
supervisory body of the undertaking and national competent authorities
might expect that the results of the different tools would not be un-
reconcilable and that the decision taker has plausible reasons as to why he
does not rely on the result of the internal model, and has documented the
process for taking into consideration the different tools. National competent
authorities would express their concern if there is no suggestion to improve
the internal model at this point.

The internal model supports the decision-making in the undertaking. The
way the output of the internal model are prepared or are reported would
allow or limit the manner in which it can be used by different users in an
undertaking. Therefore it might be necessary to improve the quality of the
internal model in such a way that the granularity of the internal model
increases.

The internal model uses output from external models and/or data and this
might, in some circumstances, need to be changed or adapted. The
undertaking could carry out this change either directly or indirectly:

» Directly - the undertaking makes the relevant changes within the
internal model, even if the external model and/or data provider does
not update the external model and /or data. The undertaking needs to
be aware of the consequences of such changes on the effectiveness of
the external model, and the possible issues that may arise during
further updates of the external model.
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5.54.

5.55.

» Indirectly - the undertaking could require the provider to carry out the
change taking into consideration the timeframe required for approval
of a major change if relevant. In this case the undertaking also needs
to ensure that, if the provider cease to operate or provide the services
agreed, it would be able to carry out the necessary changes.

Examples relating to deterioration in the accuracy, robustness or timeliness of
the internal model outputs is unlikely to be picked up by the undertaking’s
internal processes: the internal model governance and validation policy are
joined up by the risk-management function. It can be the case where different
parts of the internal model are maintained and operated by different parts of
the undertaking (for example, an economic scenario generator is operated by
the life actuarial team and a catastrophe model by the catastrophe modelling
team). If the two teams do not discuss assumptions that are linked, such as
inflation, but the two teams do, however, document fully what they are doing,
then the risk-management function could encourage the information flow
between the two teams.

Examples relating to the undertaking lacking a process for monitoring the
appropriateness of the internal model and for improving it:

e The risk-management function is responsible for the tasks set out in Article
44(5) of Solvency II. If the internal model is complex, and covers several
activities and business centres, monitoring appropriateness might be a
lengthy and convoluted process;

e There are always changes in the environment of an undertaking, in its
organisational structure, in the science and knowledge available with an
impact on the modelling structure, etc. To address those challenges, the
undertaking may implement a process which identifies and collects the
changes that may improve the model (e.g. through the risk-management
function). Such a process could include the following:

»  Feedback loop between the modelling team and the team which is
responsible for validating the model (link to validation);

» Feedback loop between the modelling team and the users of the
internal model or users of its outputs;

» Feedback loop between for example the internal audit and the
modelling team;

» Open communication with national competent authorities which
guarantees that applications for the approval of major changes are
submitted to national competent authorities without delay.
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Guideline 11 - Fit to the business

Through the pre-application process national competent authorities should,
in forming a view on how the insurance or reinsurance undertaking ensures
that the level of detail to which the internal model fits its business is
appropriate, consider at least the following factors:

(a)

(b)

(c)

(d)

(e)

whether the uses of the internal model by the insurance or
reinsurance undertaking in its decision-making process covers key
business decisions, including strategic decisions, and any other
relevant decisions;

the insurance or reinsurance undertaking’s risk management system
and how granular this is;

the granularity required for the decision-making process of the
insurance or reinsurance undertaking;

the decision-making structure in the insurance or reinsurance
undertaking; and

the internal record by the insurance or reinsurance undertaking
related to the design of the output from the internal model.

5.56.

5.57.

5.58.

5.59.

5.60.

National competent authorities can form a view on how the design process the
undertaking went through, could be used by this undertaking to evidence that
the internal model and the business model are aligned.

Demonstration of evidence by the undertaking that the internal model is
adjusted for changes in the scope or nature of the business of the undertaking
is an example of good practice. Examples of such changes include
reorganisations, expansion into new markets or development of new lines of
business.

The undertaking may want to consider the results of the profit and loss
attribution in the assessment of goodness of fit of the internal model to the
business model. For example, the profit and loss attribution may indicate that
the internal model has not an appropriate level of detail, or that the structure
of the internal model does not allow output that reflects the way the business is
run.

Another example of good practice is when the internal model is capable of
producing outputs that are at least as granular as the decision-making process
of the undertaking. Additional guidance on this is provided as part of the profit
and loss attribution (please refer to the relevant Guidelines). This demonstrates
the alignment between the internal model and risk-management system.
Understanding the outputs and the management information produced by the
internal model and how they are used in decision-making is a key component of
this Guideline.
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Guideline 12 - Understanding of the internal model

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking ensures
understanding of the internal model by the administrative, management or
supervisory body and relevant users ofthe internal model for decision-
making.

With the aim of forming a view on their understanding of the internal model
national competent authorities should consider using interviews of persons
from the administrative, management or supervisory body and persons who
effectively run the insurance or reinsurance undertaking.

National competent authorities should also consider reviewing the
documentation of the minutes of the board meetings or appropriate decision-
making bodies to form a view on how ready is the insurance or reinsurance
undertaking to comply with the use test requirements.

5.61. Both overall and detailed understanding may be gained from training provided
by the undertaking. Thus evidence of training, seminars or workshops for the
members of the administrative, management or supervisory body can be one
way for national competent authorities of forming a view on the understanding
of the internal model by the undertaking.

5.62. Training, seminars or workshops for the administrative, management or
supervisory body could include the overall review of:

e The structure of the internal model;

e The scope and purpose of the internal model and the risks covered by the
internal model, as well as those not covered;

e The way the model fits with the business and the risk-management system
e The general methodology applied in the internal model calculations;

e The limitations of the internal model;

e The interpretation of the relevant inputs and outputs of the internal model;
e The diversification effects taken into account in the internal model;

e Other relevant information for the manager.

5.63. The Guideline also applies to external models and data:

e Understanding the effect and significance of proprietary elements of external
models including the differences that may arise between different models or
outputs;

e Understanding all material risks related to the use and reliance of external
models and data. For example: the risks arising given that the model
provider may cease to operate, the risks arising given that in-house
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5.64.

5.65.

5.66.

5.67.

5.68.

expertise that understands the external models and data may leave the
organisation, the risks arising given that information may be required from
the model provider and they are not able to disclose this or it falls outside
the boundary of the contract agreed.

National competent authorities form a view on how the undertaking considers
how they access information from the vendor - especially if the administrative,
management or supervisory body challenges key assumptions/limitations.

The CEIOPS Report on Lessons learned from the crisis also highlights the
administrative, management or supervisory body understanding of the internal
model as an important factor. The Report recommends that the administrative,
management or supervisory body be required to understand the drivers behind
market movements, together with its own portfolio positions, in particular in
times when historical relationships in markets break down. It is expected that
the risk management systems under Solvency II takes into consideration those
lessons learned, and that this is reflected in the use of the internal model.

Thus demonstration of evidence of training, seminars, induction programmes or
workshops for all members of the administrative, management or supervisory
body or the persons effectively running the undertaking may be one way of
forming a view on how ready is the undertaking to comply with the use test.
National competent authorities may want to consider what the objectives of
these workshops are, how the objectives are achieved, how frequently they are
run, participation rates and what assessment is done at the end. Supervisory
review of a training handbook or other material does not prevent the
responsible people within an undertaking being asked detailed questions to
assess whether the contents of training has been understood.

In particular national competent authorities may use interviews of the
administrative, management or supervisory body or other persons who
effectively run the undertaking to assess the understanding of diversification
effects, dependencies or understanding capital allocation, as well as other
aspects of the internal model.

Applying the understanding

5.69.

Furthermore it is expected that the outputs of the internal model are discussed
with the risk-management function and that the results of this discussion are
reported to the administrative, management or supervisory body and can
therefore be seen in the minutes of the board meetings or of other committees
and decision-making bodies. National competent authorities may review
minutes from the relevant committees / decision-making bodies in the
undertaking to assess how output from the internal model is used, i.e., how it
is discussed, how the discussion is documented, how suggested improvements
to the internal model output are fed back to the risk-management function, etc.
Where minutes refer to actions to be carried out, national competent
authorities may check that the actions have actually been implemented.
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5.70.

5.71.

National competent authorities may also find it helpful to review what reports
have been requested by members of the administrative, management or
supervisory body. Then national competent authorities can ask the board
members to explain the reports and how they change over time. The
undertaking may wish to consider the format of the internal model reporting
and how the format could be improved to enhance senior management
understanding; for example, the inclusion of graphics or diagrammatic
representation of data can enhance communication.

Consequently the minutes of the board meetings with discussions and results of
those discussions on risk profile of the undertaking can be reviewed as a way of
forming a view by national competent authorities. National competent
authorities may also find it helpful to see how members agreed to act on the
outcome of the discussions and how decisions were communicated and acted
within the company.

Guideline 13 - Support of decision-making

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking ensures and is
able to demonstrate that the internal model is used in decision-making.

5.72.

5.73.

5.74.

5.75.

5.76.

National competent authorities take into account that, in some cases, the
internal model can produce results on more than one basis. However, these
results need to be consistent with each other. National competent authorities
form a view on how the undertaking would analyse and understand the
different impact of various courses of action on various measures - e.g.,
economic capital, IFRS earnings, local GAAP, management accounting
measures, rating agency capital, etc., so that the results produced by the
internal model are appropriate for the use which the undertaking intends to
make of the internal model. However, these results need to be consistent with
each other.

National competent authorities consider that the internal model is not the only
tool used to make decisions in the business, and it is expected that an
undertaking has a number of tools used to support decisions made within the
business.

The support of decision-making does not mean that it is expected that
undertakings develops detailed assessments for all decisions but it needs to at
least cover decisions likely to have a significant impact.

Support for decision-making can in this context be expressed as a reduction of
the uncertainty of information used in the decision-making process.

It is regarded as good practice for the undertaking to document why significant
decisions are made, including how the output of the internal model was
factored into the eventual decision and why decisions differ from those
indicated by the internal model output, and the additional information that has
been used to arrive at the decision.
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5.77.

When forming their view, national competent authorities take into account that
support for a decision can also contribute to create a higher acceptance of the
internal model within the undertaking. For example the internal model may
produce a single point in the distribution (e.g. 1 in 200), while the undertaking
might have a risk appetite expressed at a different level (e.g. 1 in 250 rather
than 1 in 200). In this case if the model is not trusted because it has not been
fitted for other parts of the distribution it might not be useful for decision-
making. Therefore national competent authorities would consider if the internal
model is fit to the use.

Guideline 14 - Support of decision-making

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking ensures that
the internal stakeholders of the undertaking, in particular its administrative,
management and supervisory bodies, receive regular internal model results
that relate to the relevant business decisions.

5.78.

5.79.

5.80.

National competent authorities form a view on how the undertaking ensures
that internal communication processes and reporting are set up in a way that
ensures that in particular the administrative, management and supervisory
bodies receive regular and comprehensive internal model results that relate to
the relevant business decisions. In addition, national competent authorities
form a view on how persons at other relevant levels of the undertaking receive
also appropriate regular and comprehensive reports. This might mean that
additional transformations of internal model results are needed in order to
make them “fit for management decisions”.

When forming a view on the use of internal model output in decision-making,
and the discussion and debate around the decision, national competent
authorities could look for the debate that took place in the undertaking in
relation to the design and the output from the internal model. For example, the
decision to be considered is framed in a robust way, with the key drivers for the
decision clearly set out. The possible outcomes from different decisions need to
be clear, and uncertainty in these outcomes set out. This might assist the
decision-making process, by making the question being debated clear and
agreed by all decision-makers, as well as highlighting the key assumptions and
risks from different alternatives decisions, including changing nothing.

Support for decision-making could be for example as follows:

e Use of an internal model to reduce the uncertainty of information in the case
of a merger or acquisition. If an undertaking considers acquiring a new
company, from the risk perspective, this undertaking would have to absorb
potential losses which might occur after having acquired the company. The
internal model can be used in the assessment of the capital which has to be
held to cover for potential future losses and hence supports the decision-
making process. The internal model may at a minimum be able to produce
the capital and risk management impact of a potential decision against
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which any assessed profit could be viewed. There might be a lack of data
concerning the new company. In this case the undertaking might use
assumptions or approximations. From a supervisory perspective it is
important that such information is factored into the decision-making process
accordingly;

e The internal model can be used for assessing the future cash flows of single
products or lines of business;

e The internal model can also be used to support the quantification of the risks
to which the future earnings are exposed and support decisions on capital
allocation;

e The internal model can be used throughout the years to monitor how
business is developing against an undertaking’s business plan;

e The internal model can also be used as part of the pricing process. The
undertaking may for example calculate the economic price for the product
with the internal model. Therefore the undertaking may decide to add
desired profit margin.

Guideline 15 - Support of decision-making

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking ensures that
the internal model is at a minimum able to measure the economic capital
and to identify the impact on the risk profile of potential decisions for which
the model is used.

National competent authorities should form a view on how the insurance or
reinsurance undertaking also understands the effect such decisions will
have on the Solvency Capital Requirement.

Adequate Pricing

5.81. If a new product is introduced, national competent authorities might expect
that the results of the internal model are taken into account during the decision
process. That does not mean that the undertaking has to provide a detailed
assessment of the expected profit and losses. But from a supervisory
perspective the undertaking would at least have to assess the amount of risk
capital which has to be held. This amount of capital can afterwards be
compared with the realised profit and losses. If the result of the comparison is
that the amount of risk capital as an output of the internal model is not
comprehensive enough we would from a supervisory perspective expect the
internal model to be adjusted.

Efficient use of capital

5.82. It is expected that the results of the internal model would be used at least for
business decisions that have a major impact on the risks of the undertaking. So
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the internal model is to be used in decision-making processes, including the
setting of a business or risk strategy. The board of the undertaking needs to
agree on a certain business or risk strategy and this agreement needs to be
evidenced (e.g. in the minutes of the board meeting). To form a view on how
the business or risk strategy is really implemented in the internal model
accordingly, national competent authorities might compare the results of the
internal model with the documented business or risk strategy. For example if
the board agreed on reducing a certain kind of risk but the risk capital as an
output of the internal model increased in this risk category this might indicate
an incomplete implementation of the business or risk strategy.

Guideline 16 - Frequency of calculation

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking develops a
process to monitor its risk profile and how a significant change of the risk
profile triggers a recalculation of the Solvency Capital Requirement.

5.83. A continuous monitoring of risk profile is key to decision-making and planning.
For governance purposes, national competent authorities form a view on how
the undertaking develops processes to monitor its risks, including identifying
new risks that they may be exposed to. It would be important that the
undertaking links this process for the recalculation of the Solvency Capital
Requirement with the process to change the internal model. The undertaking’s
processes would identify the circumstances under which a change to the risk
profile can be adequately addressed through a recalculation of the Solvency
Capital Requirement and the circumstances under which a change to the
internal model is needed. This would ensure that the model is up to date and
that the undertaking maximises the use of this model in decision-making.

Guideline 17 - Group specificities

Through the pre-application process, in case of a group internal model, the
national competent authorities involved should form a view on how the
participating undertaking and the related undertakings which would use the
group internal model to calculate their individual Solvency Capital
Requirement cooperate to ensure that the design of the internal model is
aligned with their business.

The national competent authorities involved should form a view on the
evidence provided by the participating undertaking and related undertakings
that, at least:

(a) their individual Solvency Capital Requirement would be calculated with
the frequency required by Article 102 of Solvency II and whenever it is
needed in the decision making process;
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(b)

(c)

they can propose changes to the group internal model, especially for
components that are material to them or following a change in their
risk profile and taking into account the environment in which the
undertaking is operating; and

the related undertakings possess the adequate understanding of the
internal model for the parts of the internal model which cover the risks
of that undertaking.

The national competent authorities involved should form a view on how
insurance or reinsurance undertakings that would use a group internal model
to calculate their Solvency Capital Requirement, ensure that the design of the
internal model is aligned with their business and their risk-management
system, including the production of outputs, at group level and at related
undertaking level, that are granular enough to allow the group internal
model to play a sufficient role in their decision making processes.

5.84.

5.85.

5.86.

5.87.

5.88.

5.89.

In the context of a group internal model, the use test applies to the model used
to calculate the Solvency Capital Requirement. In particular the use test applies
to the undertakings using the internal model to calculate their Solvency Capital
Requirement in relation to the outputs at group level but also in relation to the
outputs at the level of that undertaking. A key component of the use test is
how the internal model is embedded in decision making, which may vary by
entity.

An appropriate governance of the internal model provides the framework for
the group and the related undertakings to cooperate closely in the use of the
internal model. Such governance may be formalised in the forms of contracts/
legal arrangements such as service level agreements or through policies and
dedicated procedures. This cooperation may be a way to identify where the
internal model would be used in their systems of governance.

They would be able to evidence that the group internal model would be
adjusted to reflect changes in the group or in the related undertaking’s risk
profile. For instance it is expected that the policy for changing the internal
model foresees changes to the internal model as possible consequences of
changes in the risk profile for all undertakings in the scope of the internal
model.

In order to be able to calculate their Solvency Capital Requirements properly
and to meet the use test requirements, related undertakings would need to
have adequate understanding about the internal model. A source of that
understanding is, for example, having access to the relevant and up-to-date
internal model documentation, created either at group or at solo level.

The above-mentioned requirements are equally important when the group uses
external models or chooses not to operate the external model directly.

The undertakings fully or partially within the scope of an internal model for a
group that would be used to calculate the group Solvency Capital Requirement,
but which would not be used to calculate their solo Solvency Capital
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Requirement would need also to comply with the use test in relation to the
output of the internal model at group level. This implies that:

e The model would be able, at the minimum, to produce outputs at the level
of those related undertakings;

e Those related undertakings are able to demonstrate an overall
understanding for the parts of the internal model which would cover their
risks;

e The consolidated group Solvency Capital Requirement would need to be
recalculated if the risk profile of the related undertaking alters significantly
since the last reported group Solvency Capital Requirement such as
materially impacting the group Solvency Capital Requirement.

Chapter 4: Assumption setting and expert judgement

5.90.

5.91.

5.92.

5.93.

One of the requirements that an insurance or reinsurance undertaking needs to
fulfil in order to use an internal model for the Solvency Capital Requirement
calculation is being able to justify the assumptions underlying the internal
model to national competent authorities.

The models for risk (“internal models”) use assumptions which must be based
on the expertise of individual persons or committees with relevant knowledge,
experience and understanding of the risks inherent in the insurance or
reinsurance business (expert judgement). Expert judgement is therefore an
important ingredient in the assumption setting process. These Guidelines on
assumption setting and expert judgement aim to provide guidance about what
national competent authorities and an undertaking do through the pre-
application process to ensure that national competent authorities are able to
form a view on how prepared the undertaking is to comply with the
requirements in relation to the setting of those assumptions and in particular to
the use of expert judgement on which these assumptions are based.

Especially where data availability or quality is limited, as well as in other
situations where modelling decisions contain a large degree of subjectivity, risk
models (as well as valuation models) need to overcome limitations in data by
the use of assumptions which are based on expert judgement. In extreme
cases, appropriate data may not be available at all and expert judgement can
allow risk assessment which otherwise would not be possible. In these cases,
the use of assumptions based on expert judgement is actively encouraged. But
even in cases where there is sufficient data the need for expert judgement
arises in selecting the data to use.

Therefore, the focus of these Guidelines is the choice of modelling assumptions
which are closely tied to limitations in data, although they apply to all
assumptions for valuation and risk models in general. As an assumption
overcoming the limitations in data is hard to be separated from other
assumptions based on the expertise of persons with relevant knowledge,
experience and understanding of the risks inherent in the insurance or
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reinsurance business thereof, the scope of the term “assumptions based on
expert judgement” is kept rather broad and no explicit boundaries are given.

5.94. While the choice of assumptions based on expert judgement is associated with
a large degree of subjectivity and, due to their nature, such assumptions do not
lend themselves naturally to traditional methods for validation, it is important
to ensure that the use of expert judgement as the basis for such assumptions
happens in a controlled environment. Other controls take precedence such as a
tight governance framework [Guideline 19], good communication that includes
limits and uncertainties of the assumptions based on expert judgement
[Guideline 20] and thorough documentation [Guideline 21]. Validation also still
plays a role, for example in the maintenance of a track record [Guideline 22].

5.95. The Guidelines on assumption setting and expert judgement provide guidance
in order that national competent authorities are able to form a view on how the
undertaking sets up these controls and explains their background.

5.96. Where committees rather than individual persons provide assumptions based
on expert judgement, national competent authorities also form a view on how
these committees set such assumptions and use expert judgement on which
these assumptions need to be based.

Guideline 18 - Assumptions setting

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking sets
assumptions and uses expert judgment in particular, taking into account the
materiality of the impact of the use of assumptions with respect to the
following Guidelines on assumption setting and expert judgement.

National competent authorities should form a view on how the undertaking
assesses materiality taking into account both quantitative and qualitative
indicators and taking into consideration extreme losses conditions.

National competent authorities should form a view on how the insurance or
reinsurance undertaking overall evaluates the indicators considered.

5.97. In any internal model, the various assumptions differ widely in their materiality.

5.98. This would also hold in the context of setting up a balance sheet for solvency
purposes. This can either be the case where assumptions need to be taken for
the valuation of assets where market values are not available and a model is
required for this purpose or where the valuation of liabilities requires such
assumptions to determine the value of the best estimate or the risk margin.

5.99. When the undertaking assesses materiality, it can take into account indicators
and metrics such as the solvency capital requirement, technical provisions, own
funds and other related metrics. The evaluation may differ depending on the
indicator or the set of indicators that has been used.

5.100.Examples for quantitative indicators for materiality in relation to internal
models are the estimated impact of the typical change or uncertainty in such
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assumptions on capital or other model outputs, or results of any tool used in
model validation such as stress and scenario testing or sensitivity analysis.
Qualitative indicators can also be used to determine whether assumptions can
be material or not.

5.101.Where individual assumptions are immaterial, they may still be related or
sufficiently similar and together they may become material on the whole. In
this case, they are to be treated according to this aggregate materiality. An
example for this may be the individual entries in a correlation matrix, which
individually have very little impact on model output, but together can change
model results dramatically.

Guideline 19 - Governance

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking ensures that
all assumption setting, and the use of expert judgement in particular, follows
a validated and documented process.

National competent authorities should form a view on how the insurance or
reinsurance undertaking ensures that the assumptions are derived and used
consistently over time and across the insurance or reinsurance undertaking
and that they are fit for their intended use.

National competent authorities should form a view on how the insurance or
reinsurance undertaking signs off the assumptions at levels of sufficient
seniority according to their materiality, for most material assumptions up to
and including the administrative, management or supervisory body.

5.102.This Guideline is connected with Guideline 21 on documentation. The
documentation of the process enables to assess the validity of the resulting
assumptions.

5.103.Instead of being the product of a black box, an assumption based on expert
judgement is to be viewed as the end result of a process with distinct steps.
This improves documentation and transparency, and serves to differentiate the
hypotheses on which the assumption is based from the processing of these
hypotheses and the resulting judgement itself. In addition, validation efforts
can focus on the steps of the process as well as the outcome.

5.104.A stylized view of the process of choosing the assumption based on expert
judgement may consist of the following steps:

a. definition of the domain of the problem;

b. selection and briefing of the expert, e.g. by reminding experts about the
inherent biases and shortcomings of judgements;

c. collection of available information which could be quantitative or qualitative
in nature;
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d. processing the available data and synthesis of the resulting assumption. This
may involve construction of a micro-model® in the internal model context;

e. reporting and documentation;
f. validation.

5.105.Likewise, where assumptions on the same issue are derived by several experts
in the same undertaking, for example in geographically dispersed locations, the
process ensures consistency between these assumptions. Benchmarking of
assumptions across entities by a group function may be a tool for ensuring
consistency across the group.

Guideline 20 - Communication and uncertainty

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking ensures that
the processes around assumptions, and in particular around the use of expert
judgement in choosing those assumptions, specifically attempt to mitigate
the risk of misunderstanding or miscommunication between all different
roles related to such assumptions.

National competent authorities should form a view on how the insurance or
reinsurance undertaking establishes a formal and documented feedback
process between the providers and the users of material expert judgement
and of the resulting assumptions.

National competent authorities should form a view on how the insurance or
reinsurance undertaking makes transparent the uncertainty of the
assumptions as well as the associated variation in final results.

5.106.Sometimes, there is the risk that the context and meaning of an assumption
based on expert judgement is not fully understood by its users. For example,
the expert responsible for providing an assumption and its users may be part of
organisationally or geographically distant units with little regular
communication. However, this Guideline does not imply that two roles cannot
fall on the same person.

5.107.Generally, three different roles related to internal modelling and assumptions in
the scope of this Guideline can be distinguished:

6 In this context, micro-model refers to the mechanism that translates the information used by the expert into
something that is useable for the internal model.
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Model User
(e.g. risk-management function)

/

Expert Modeller
(provides assumption) < > (processes the assumption)

5.108.Miscommunication can appear on all three sides of this triangle. Even in cases
where two roles fall on the same person (e.g. modeller and expert are the
same person), there is still one communication link which can fail.

5.109.A formalized feedback between all three different roles reduces the risk of
misunderstanding or misusing assumptions based on expert judgement.

5.110.An example for evidencing this feedback is to include in the documentation
addressed in Guideline 21:

e A summary of the context and application of assumptions based on expert
judgement, jointly signed off by the provider and the user;

e Minutes of meetings where decisions on assumptions have been made;
e Reports of working groups on which the decisions were based.

5.111.While a sound process, feedback and sign-off, as well as documentation and
validation may reduce or eliminate bias in an assumption based on expert
judgement and increase its reliability, some uncertainty always remains.

5.112.The remaining uncertainty can be made transparent in a variety of ways, both
qualitative and quantitative ones: for example, the expert gives a qualitative
indication of the degree of certainty; alternatively the expert provides plausible
upper and lower bounds in case of a parameter setting.

5.113.Knowing the degree of uncertainty inherent in assumptions based on expert
judgement enables the undertaking to judge its impact on the final model
output as well as identifying areas of model risk and potential future model
improvements, taking into account the materiality of the assumptions based on
expert judgement.

Guideline 21 - Documentation

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking documents the
assumption setting process, and in particular the use of expert judgement, in
such a manner that the process is transparent.

National competent authorities should form a view on how the insurance or
reinsurance undertaking includes in the documentation the resulting
assumptions and their materiality, the experts involved, the intended use and
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the period of validity.

National competent authorities should form a view on how the insurance or
reinsurance undertaking includes the rationale for the opinion, including the
information basis used, with the level of detail necessary to make
transparent both the assumptions and the process and decision-making
criteria used for the selection of the assumptions and disregarding other
alternatives.

National competent authorities should form a view on how the insurance or
reinsurance undertaking makes sure that users of material assumptions
receive clear and comprehensive written information about those
assumptions.

5.114.Transparent documentation implies that instances in which an assumption
based on expert judgement is used can be easily identified from the
documentation. National competent authorities can consider that the
undertaking might, for example, maintain an up-to-date index or reference list
of instances where expert judgement is used, or make the use of electronic
search tools feasible for the purpose.

5.115.National competent authorities can consider that another implication of
transparent documentation is that the undertaking provides thorough, i.e. clear
and comprehensive, documentation for all material judgement. It may not be
necessary or reasonable to provide extensive and highly detailed
documentation on all instances in which an assumption based on expert
judgement is used. The proportionality in the setting of the assumption (cf.
Guideline 18) needs to be taken into account and could be reflected in the level
of detail of documentation provided that all relevant information with respect to
the particular assumption is still included in the documentation.

5.116.National competent authorities form a view on how the documentation of the
model describes the assumptions in such a manner that they are transparent
and that their validity can be assessed by assumptions users and national
competent authorities. In this regard, the documentation needs to clarify:

e How and what kind of expert judgement is involved in choosing the
assumption;

e The materiality in the setting of the assumption (cf. Guideline 18);

e The context of the use of expert judgement, if not evident;

e The reasons to call for the assumption, if not evident;

e Evidence for the expertise of the assumption provider; and

e The rationale for the assumption, including the information basis used.

5.117.The context and the reasons to call for the judgement with respect to the
undertaking's internal modelling or valuation process and application of the
judgement need to become clear from the documentation. The initial context,
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5.118.

5.119.

5.120.

in which the assumption based on expert judgement was intended to be
applied, as presented to the expert(s), is to be consistent with the context in
which the assumption is being finally applied. Any inconsistency in this respect
needs to be documented. National competent authorities form a view on how
the undertaking is aware of any limitations of the application of the judgement
to ensure it is correctly and appropriately used.

Assumptions may be based on expert judgement formed by a group/committee
or an individual. In the former case, the name and position of all experts with a
specified role in the elicitation process and providing essential contribution to
the process would be documented. Providing collective evidence for the
expertise (the level and variety of knowledge) for the whole group/committee
may in most instances be sufficient. Any relevant professional experience such
as education, on-the-job-training and the access to information bases in the
relevant field could be used as evidence for expertise.

National competent authorities form a view on how the undertaking documents
the rationale for the opinion, including the information basis used, in order to
make assumptions transparent. The documentation is expected to describe the
problem-solving processes and methods, and report and justify all instances
where an assumption based on expert judgement was changed, overruled or
disregarded before its application. The description for the rationale behind the
problem-solving processes and methods could include:

e Inputs, interpretations and hypotheses on which the assumption is based
(information basis), as well as how expert judgement has been used;

e Output(s) and any relevant shortcomings and uncertainty surrounding them.
Where relevant, references to alternative assumptions are made. The
opinions of all experts with essential contribution and involvement in the
elicitation process are to be reported, irrespective of the opinions being used
or not;

e Processes and methods for deriving the assumption. The processes and
methods used to derive the assumption, particularly when multiple and
differing expert responses are aggregated, are explained to the extent
possible and relevant for the assumption under consideration.

National competent authorities form a view on how the undertaking also
documents the results of the validation (cf. Guideline 22).
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Guideline 22 - Validation

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking ensures that
the process for choosing assumptions and using expert judgement is being
validated.

National competent authorities should form a view on how the insurance or
reinsurance undertaking ensures that the process and the tools for validating
the assumptions and in particular the use of expert judgement are being
documented.

National competent authorities should form a view on how the insurance or
reinsurance undertaking tracks the changes of material assumptions in
response to new information and analyses and explains those changes as
well as deviations of realizations from material assumptions.

National competent authorities should form a view on how the insurance or
reinsurance undertaking, where feasible and appropriate, uses other
validation tools such as stress testing or sensitivity testing.

National competent authorities should form a view on how the insurance or
reinsurance undertaking reviews the assumptions chosen, relying on
independent internal or external expertise.

National competent authorities should form a view on how the insurance or
reinsurance undertaking detects the occurrence of circumstances under
which the assumptions would be considered false.

5.121.National competent authorities take into account that, as quantitative validation
can be difficult, the validation by undertaking of the process of creating an
assumption based on expert judgement is very important.

5.122.The validation of the process can include in particular the validation of the
following items: definition of the problem to be addressed by expert
judgement, criteria for selection of the expert(s), data and information
gathered and used, decision, rationale of the decision (it needs to be
transparent enough to clearly identify the factors weighted in the decision),
uncertainty or conditions under which the selected decision would not be valid,
and sign-off.

5.123.0ne purpose of the validation is to ensure a sufficient level of confidence in the
assumptions that have a material impact on the output of the model and/or on
decisions taken.

5.124.The process of tracking the assumptions against actual experience and new
information is a key tool to determine whether the expert judgement is applied
appropriately, both initially and on an on-going basis. National competent
authorities form a view on how the undertaking considers materiality in

79/384
© EIOPA 2013




5.125.

5.126.

5.127.

deciding which assumptions would require tracking against actual experience
and new information, as it may be impractical to complete this tracking for all
assumptions.

Peer review, whether internal or external, can contribute to providing senior
management with sufficient confidence in the areas of expert judgement
affecting their decisions. It may contribute to the independence of the
validation process, and increase over time the consistency across the
undertaking.

Where possible, assumptions need to be compared against reality and to other
external information.

National competent authorities form a view on how the undertaking using an
internal model, includes in the validation process the documentation of the
process and the tools for validating assumptions and in particular the use of
expert judgement.

Chapter 5: Methodological consistency

5.128.

5.129.

5.130.

5.131.

5.132.

One of the requirements that an insurance or reinsurance undertaking needs to
fulfil in order to use an internal model for the Solvency Capital Requirement
calculation is the consistency between the methods used to calculate the
probability distribution forecast and the methods used for the calculation of
technical provisions. Therefore, through the pre-application process, national
competent authorities form a view on how the undertaking ensures this
methodological consistency.

For the purpose of calculating the Solvency Capital Requirement of an
insurance or reinsurance undertaking, an internal model produces a probability
distribution forecast of certain monetary amounts. The probability distribution
forecast determines the impact of possible future events on the monetary
amounts at the end of the time horizon, which determine the financial situation
of the undertaking.

As the calculation of the probability distribution forecast aims at capturing
changes in the undertaking’s basic own funds, which are in turn caused by
changes in the values of assets and liabilities, a set of assumptions used by the
undertaking for the calculation of the probability distribution forecast would be
common with those used in the valuation of assets and liabilities for solvency
purposes. In practice the calculation methods, data and parameters used for
the valuation and their underlying assumptions may not be identical to their
counterparts in the calculation of the probability distribution forecast. The
different objectives introduce deviations to some extent, which may have a
material impact on the results.

However, Article 121(2) of Solvency II sets out that the methods used by the
undertaking to calculate the probability distribution forecast shall be based on
adequate actuarial and statistical techniques.

With respect to the ability of the internal model to capture changes in basic own
funds, adequate methods used by the undertaking to calculate the probability
distribution forecast would be consistent with the valuation of assets and
liabilities. Accordingly, national competent authorities form a view on how the
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undertaking chooses methods for the calculation of the probability distribution
forecast that are consistent with the methods used for valuation of assets and
liabilities in the balance sheet for solvency purposes, and in particular
consistent with the calculation of technical provisions.

Guideline 23- Consistency check points

Through the pre-application process, national competent authorities should

form

consistency between the methods used to calculate the probability
distribution forecast and the methods used for the valuation of assets and
liabilities in the balance sheet for solvency purposes.

In particular national competent authorities should form a view on how the
insurance or reinsurance undertaking checks consistency at the following

steps

they are relevant to the model part under consideration:

(a)

(b)

(c)

(d)

a view on how the insurance or reinsurance undertaking ensures

of the calculation of the probability distribution forecast, in case that

the consistency of the transition from the valuation of assets and
liabilities in the balance sheet for solvency purposes to the internal
model for the purpose of Solvency Capital Requirement calculations;

the consistency of the valuation of assets and liabilities in the internal
model at the valuation date with thevaluation of assets and liabilities
in the balance sheet for solvency purposes;

the consistency of the projection of risk factors and their impact on
the forecast monetary values with the assumptions on those risk
factors used for the valuation of assets and liabilities in the balance
sheet for solvency purposes; and

the consistency of the revaluation of assets and liabilities at the end of
the time period with the valuation of assets and liabilities in the
balance sheet for solvency purposes.

5.133.

5.134.

In principle, the calculation of the probability distribution forecast can be
decomposed into an initial valuation, a projection step and a re-valuation.
Depending on the risk type under consideration and the design of the internal
model, some of these steps may coincide.

The consistency check points are indicated in the following illustration:
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5.135.

5.136.

5.137.

5.138.

5.139.

@ ® © @

a. at the first step, the assets and liabilities contained in the balance sheet for
solvency purposes may not be used directly as input for the internal model,
but may be transformed into model assets and liabilities that are better
suited for the projection and re-valuation steps within the internal model;

b. the initial value of the model assets and liabilities is calculated to determine
the starting point of the projection;

c. the model assets and liabilities - more precisely, the underlying risk factors
to which they are exposed - are projected into the future;

d. the model assets and liabilities are re-valued at the end of the time horizon.

The decomposition of the internal model calculation into an initial valuation, a
projection and a re-valuation step can often be observed explicitly in practice or
implicitly in the underlying theoretical framework of the internal model.

The assessment of consistency at step (a) (transition) and step (b) (initial
valuation) ensures that the “starting point” of the projection is aligned with the
values in the balance sheet for solvency purposes.

The assessment by the undertaking of consistency of the transition step needs
to take into account that “consistency” is not a question of “similarity” between
the valuation framework and the internal model. The -calculation of the
probability distribution forecast can be considerably different from the methods
used for valuation in some cases, e.g. a Replicating Asset Portfolio approach
may be used to project and re-value the liabilities of a Life Insurance
undertaking, although a full projection is used to calculate the value of
technical provisions.

At step (b), consistency can be assessed for instance by reviewing whether the
techniques applied for the initial valuation of model assets and liabilities differ
from the corresponding methods that were applied in the calculation of the
balance sheet for solvency purposes.

Consistency at step (c) (projection) ensures that the development of the
monetary values that are projected in the internal model are consistent with
the calculation of corresponding monetary values within the valuation of assets
and liabilities, and that the projected distribution of risk factors in the internal
model is consistent with the assumptions that are applied in the valuation of
the best estimate.
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5.140.

5.141.

5.142.

5.143.

In most risk classes (mortality, for example), consistency typically requires a
strong correspondence of parameters between risk and valuation model. For
instance, national competent authorities form a view on how the undertaking
reconciles the expected value of the projected distribution of future claims
reserves with the best estimate of these reserves and explains the remaining
differences.

With respect to economic assumptions and market risk factors such as interest
rate curves, equity returns, credit spreads, volatilities and their
interdependence, the consistency assessment at step (c) takes into account
that assumptions for valuation purposes typically are subject to a “risk neutral”
framework and intended to reproduce observable prices, whereas the risk
factors in the internal model are designed to emulate possible “real world”
developments. This means that for market risk factors, parameters such as
drift assumptions or volatilities can differ significantly between valuation model
and internal model. Nevertheless, the valuation assumptions and the
distribution of risk factors would be derived from a consistent basis, e.g. with
respect to risk free interest rates or dependencies.

Consistency at step (d) (re-valuation) ensures that the re-valuation of the
modelled assets and liabilities (or more generally, the calculation of projected
basic own funds) at the end of the projection happens in a way that is
consistent with the calculation method used for the balance sheet for solvency
purposes.

For a given internal model, some of these steps may coincide and the
decomposition may not be fully applicable. National competent authorities form
a view on how the undertaking specifies the consistency check points outlined
in the Guideline accordingly. For example, the valuation itself may already be
based on model assets and liabilities rather than the original items, e.g. if a
stochastic valuation model is applied. If the internal model uses the same
model assets and liabilities, the transition step is trivial. National competent
authorities form a view on how the undertaking, if using in its internal model
another representation of assets and liabilities, assesses the consistency of the
transition.

Guideline 24 - Aspects of consistency

Through the pre-application process, national competent authorities should

form

a view on how the insurance or reinsurance undertaking, when

assessing consistency, takes at least the following aspects into account:

(a)

(b)

the consistency of the calculation methods applied in the valuation of
assets and liabilities in the balance sheet for solvency purposes, and in
the calculation of the probability distribution forecast;

the consistency of data and parameters that are used as input for the
respective calculations; and
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(c) the consistency of the assumptions underlying the respective
calculations, in particular assumptions on contractual options and
financial guarantees, on future management actions and on expected
future discretionary benefits.

Methods of Calculation

5.144.1f the calculation of a certain monetary value - for instance, the future
development of claims reserves in non-life - is performed differently in the
valuation of assets and liabilities in the balance sheet for solvency purposes and
in the calculation of the probability distribution forecast, national competent
authorities form a view on how the undertaking ensures consistency of the
methods.

Data and Parameters

5.145.If the data used for valuation differs from the data used in the internal model,
e.g. with respect to data aggregation, national competent authorities form a
view on how the undertaking assesses consistency of the data.

5.146.This also applies to calculation parameters.

Assumptions

5.147.National competent authorities form a view on how the undertaking ensures
that the underlying assumptions of valuation and Solvency Capital Requirement
calculation by the internal model are consistent with each other, with special
attention given to key assumptions.

5.148.1In particular this holds for assumptions concerning:

e Contractual options and financial guarantees;
e Future management actions;

e Expected future discretionary benefits.

Guideline 25 - Consistency assessment

Through the pre-application process, national competent authorities should
form a view on how the insurance or reinsurance undertaking conducts
regular consistency assessments as part of its internal model validation
process as set out in Article 124 of Solvency II.

National competent authorities should form a view on how the insurance or
reinsurance undertaking conducts the consistency assessment on a
quantitative basis whenever possible and proportionate.

National competent authorities should form a view on how the insurance or
reinsurance undertaking, in its consistency assessment:
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(a)

(b)

(c)

identifies and documents any deviation between the calculation of
the probability distribution forecast and the valuation of assets and
liabilities in the balance sheet for solvency purposes;

assesses the impact of the deviations, both in isolation and in
combination; and

justifies that the deviations do not result in an inconsistency between
the calculation of the probability distribution forecast and the
valuation of assets and liabilities in the balance sheet for solvency
purposes.

5.149.

5.150.

5.151.

5.152.

5.153.

5.154.

Prescribing a defined set of consistency criteria limiting the extent of
permissible methodological deviations would probably not lead to the desired
goal, given the great variety in internal modelling. National competent
authorities form a view on how the undertaking reflects in its consistency
assessment the specific properties of its risk profile and of the design of its
internal model.

Establishing a tailored process for assessing consistency together with
appropriate criteria and checking consistency on an on-going basis requires the
undertaking to regularly identify any differences in the actuarial and statistical
techniques used in the calculation of the probability distribution forecast and
the valuation of assets and liabilities in the balance sheet for solvency
purposes, respectively. Therefore, national competent authorities form a view
on how the undertaking ensures this.

National competent authorities form a view on how the undertaking, when
developing consistency criteria, investigates all relevant methodological
characteristics of the internal model. However, national competent authorities
take into account that particular attention needs to be paid by the undertaking
to the key model assumptions as referred to in Article 124 of Solvency II and to
the parameterisation of the model.

National competent authorities form a view on how the undertaking particularly
focuses the concept of consistency on adverse scenarios. If consistency would
not be met with respect to tail events, the model would thus estimate a
variation of a value that would not represent at all the variation of the balance
sheet in these extreme scenarios, although this is typically the aim of the
internal model.

A quantitative assessment may not always be possible for the undertaking.
However, if a quantitative assessment is possible, national competent
authorities form a view on how the undertaking conducts a quantitative
assessment according to the principle of proportionality.

For example, the undertaking may contrast the value of the technical provisions
with the average internal model outcome, i.e. the expected value of the
probability distribution forecast.
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5.155.

5.156.

It is essential that national competent authorities form a view on the
undertaking’s awareness of every deviation as it may happen that the
significance of a deviation changes over time.

For instance, policyholder options that were of little value and caused only
negligible risk in former market conditions might have been excluded by the
undertaking from the scope of the internal model and considered as
“immaterial deviations”. In other market conditions the risk inherent in those
policyholder options may become material. Even if each individual deviation is
small, the impact of a combination of deviations could result in an inconsistency
and affect adversely the decision-making or the judgement of the users of that
information.

Chapter 6: Probability distribution forecast

5.157.

5.158.

5.159.

5.160.

5.161.

Some of the requirements that an insurance or reinsurance undertaking needs
to fulfil in order to use an internal model for the Solvency Capital Requirement
calculation are related to the probability distribution forecast, as defined in the
Article 13(38) of Solvency II.

Internal modelling within a supervisory solvency regime generally focuses on
distributions rather than risk numbers. For risk management purposes
distributions represent a much more detailed and richer source of information
than single numbers given that both representations are of comparable degree
of reliability. Accordingly, Article 121(1) of Solvency II highlights the probability
distribution forecast as the internal model output.

In accordance with Article 13(38) of Solvency II, this mathematical function is
expected to display rich information about the undertaking’s risk profile. This
means illustratively that a rich probability distribution forecast well reflects the
material features of the risk profile in the sense that, among other things, it
informs about the range of possible outcomes, whether they are favourable or
unfavourable, the expected outcome or the most probable outcome; it contains
information especially in the tail of extreme loss events and allows the
computation of certain statistical quantities.

Through the pre-application process, national competent authorities form a
view on how the undertaking allows for a methodological preference for richer
probability distribution forecasts as they better enable in-depth analyses of the
risk profile, permit a flexible use of risk management and risk mitigation
techniques, support decision-making, facilitate the application of validation
tools and may allow for a better risk aggregation and capital allocation.
Depending on limitations in the knowledge of the risk profile, in particular when
relevant data and information is scarce, and/or on limitations in the capability
of available calculation methods, the richness of the resulting probability
distribution forecast varies and might be comparatively lower or higher. To the
extent that internal models that generate a probability distribution forecast of
low richness contribute to adequate risk assessment and effective risk
management and decision-making processes, national competent authorities do
not generally form a negative view on those models.
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5.162.When applying these Guidelines on probability distribution forecast national
competent authorities form a view by looking at the highest level of the
undertaking and all lower levels of aggregation taking into account the scope of
the internal model. This applies by analogy to partial internal models. In the
case of an internal model developed by a group, national competent authorities
form a view on how the group aims to arrive at a probability distribution
forecast wherever the internal model is used at the level of individual insurance
or reinsurance undertakings which are expected to be part of the group for
Solvency Capital Requirement calculation or risk management purposes.

Guideline 26 - Knowledge of the risk profile

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking ensures that
the set of events of the probability distribution forecast underlying the
internal model is exhaustive.

National competent authorities should form a view on the processes that are
put in place by the insurance or reinsurance undertaking in order to
maintain sufficient and current knowledge of its risk profile.

In particular, national competent authorities should form a view on how the
insurance or reinsurance undertaking aims to maintain the knowledge of
risk drivers and other factors which explain the behaviour of the variable
underlying the probability distribution forecast, so that the probability
distribution forecast can reflect all relevant characteristics of its risk profile.

5.163.For an undertaking using an internal model, the probability distribution forecast
forms an important basis for both risk management and regulatory capital. Any
characteristics about an undertaking’s risk profile which are not reflected in the
probability distribution forecast can potentially lead to wrong management
decisions or inadequate regulatory capital.

5.164.A prerequisite for all relevant characteristics of the risk profile to be reflected in
the probability distribution forecast is that they first have to be included in the
set of events underlying the probability distribution forecast. Clearly, this is
subject to proportionality and depends on the availability of relevant data and
information. New relevant data and information may become available as e.qg.
scientific knowledge evolves. Any characteristic of the risk profile which is not
included in the set of events is also not represented in the probability
distribution forecast and thus may impair risk management and the calculation
of the Solvency Capital Requirement.

5.165.These characteristics of the risk profile may be represented by risk factors,
where risk factors may include financial market information such as interest
rates, economic variables such as inflation or other underwriting risk factors, or
in other ways, e.g. by the distributional characteristics of claims data sets.
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5.166.1In a risk-factor based internal model, the term “exhaustive” in the definition of
the probability distribution forecast given in Article 13 of Solvency II refers to
the presence of risk factors, and specifically to their dependency as well as the
granularity of individual risk factors. National competent authorities form a view
on how the undertaking strives to improve both aspects of the set of events:
the more information about the undertaking’s risk profile is contained in the set
of events, the more reliable the probability distribution forecast can be as a
basis for risk management. These aspects may also increase the reliability of
the Solvency Capital Requirement.

5.167.Conversely, in such a model the exhaustiveness of the set of events can be
jeopardized e.g. if the modelling of individual risk factors is not sufficiently
granular.

Guideline 27 - Probability distribution forecast richness

Through the pre-application process national competent authorities should
form a view on how the insurance or reinsurance undertaking assesses the
appropriateness of the actuarial and statistical techniques used to calculate
the probability distribution forecast, and on how it considers the capability
of the techniques to process the knowledge of the risk profile as an
important criterion.

National competent authorities should form a view on how the insurance or
reinsurance undertaking chooses techniques that generate a probability
distribution forecast that is rich enough to capture all relevant
characteristics of its risk profile and to support decision-making.

National competent authorities should also form a view on how the
insurance or reinsurance undertaking as part of this methodological
assessment considers the reliability of adverse quantiles estimated based on
the probability distribution forecast.

National competent authorities should form a view on how the insurance or
reinsurance undertaking ensures that the effort to generate rich probability
distribution forecast does not impair the reliability of the estimate of
adverse quantiles.

5.168.Within internal modelling in accordance to Solvency 1II, the probability
distribution forecast, defined by a mathematical function based on an
exhaustive set of events, generally results from a comprehensive calculation
methodology. This function provides rich information about the undertaking’s
risk profile. Illustratively, one can say that the probability distribution forecast
informs about the range of possible outcomes, whether they are favourable or
unfavourable, as well as the expected outcome or the most probable outcome,
etc. It is undisputed that a rich probability distribution forecast contains
information especially in the tail of the function, i.e. for adverse quantiles.
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5.169.

5.170.

5.171.

Moreover, a rich probability distribution forecast may allow the computation of
certain statistical quantities.

There are two stages of the concept of probability distribution forecast richness.
The first stage refers to the underlying information basis, i.e. the knowledge of
the risk profile, as the starting point from which the probability distribution
forecast is constructed. The second stage refers to the methodology used in the
calculation of the probability distribution forecast, i.e. the chosen actuarial and
statistical techniques.

In the first stage, irrespective of the calculation methodology, the underlying
information basis must be sound. As highlighted in Guideline 26, the probability
distribution forecast can be reflective of all the relevant characteristics of the
undertaking’s risk profile only to the degree that the corresponding event set is
exhaustive. In the second stage, the calculation method must be capable to
transform the information into a rich distribution forecast’. In the current state
of internal modelling, available and widely used methods differ substantially in
respect of this capability. For illustration, one example for market risk is
considered. In comparison to other risk categories the information basis
available in market risk is quite substantial and usually not the limiting factor,
ruling out some approaches to constructing the probability distribution forecast.
Here, a stress scenario approach typically results in a less rich probability
distribution forecast as compared to a stochastic capital market model: a
forecast that consists of a few selected po