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Abstract:

Solvency Il is a fundamental change for the insceandustry. As a profession we have
a key part to play to fulfill the requirement fan Actuarial Function as set out in Article
47 of the framework Directive, and the challenggéb involved more widely in the risk
management of the organisation to potentially &ssid play a key role the assessment of
regulatory capital requirements. These parts efdlvency framework have not been
assigned solely to the Actuarial Function but aeas where we face the challenge of
demonstrating that we can add value and that weldih@ involved.

We need to drive the development of methodologies @deal with a number of fairly
complex technical challenges not all of which wetalday. This paper presents some of
those challenges. Over and above this, we muablegeto clearly communicate complex
issues and results to our colleagues and senioageament.

We believe that Solvency Il will fundamentally clge@nand set standards for our work for
years to come.



Introduction

‘Solvency Il is not just about capital. It is a dge of behaviour’. The Chairman of
CEIOPS Thomas Steffen made this comment at thetaohthe Solvency Il Framework
Directive in July 2007.

Keeping in mind that the Actuarial Function is aridour core functions mentioned

within the proposed Directive, this paper expldrew the upcoming regime may
influence the role, remit and responsibilities &otuaries across the European Union, and
possibly more widely as Solvency Il extends actbesworld.

The Solvency Il regime will in our view bring a nber of challenges for the profession
but also opportunities to widen our role and torgete proactively involved in strategic
business decisions.

Executive summary

Solvency Il is a fundamental change for the insceandustry. As a profession we have
a key part to play to fulfill the requirement far Actuarial Function as set out in Article
47 of the framework Directive, and the challenggebinvolved more widely in the risk
management of the organisation to potentially assid play a key role the assessment of
regulatory capital requirements. These parts @kthiivency framework have not been
assigned solely to the Actuarial Function but aeas where we face the challenge of
demonstrating that we can add value and that weldth@ involved.

We need to drive the development of methodologneisceal with a number of fairly
complex technical challenges not all of which wetalbay. This paper presents some of
those challenges. Over and above this, we muableeto clearly communicate complex
issues and results to our colleagues and senioageament.

We believe that Solvency Il will fundamentally clggnand set standards for our work for
years to come.

Solvency Il — where do the actuaries fit?

The introduction of a more risk-sensitive approschupervision will encourage
alignment between prudential supervision and erigafwide risk management (ERM).
This will encourage, if not require, companies iba&nce risk management, upgrade
information systems and embed risk awareness nhaselg into the governance,
strategy and operations of their business in daldemonstrate to their supervisor that
they are operating on a sound basis.

The Framework Directive will require companies tmduct their own risk and solvency
assessment (ORSA). This assessment must includglience on an ongoing basis with
the Solvency Capital Requirement (SCR) and withréggiirements for technical



provisions, taking into account the company’s sppedsk profile. To calculate the SCR,
companies can either use the SCR Standard Formufaapproved for use by their
supervisor, the entity’s own internal model.

Based on the experience from banking, under Basibld supervisory approval process
for a model can be challenging, costly and timescomng. The challenge under
Solvency Il will be to demonstrate that the modelkets five tests around data quality,
calibration, validation, documentation and usagesrobeddedness. The use test will
focus on the extent to which the model is trustgthle business as an integral part of its
risk management and strategic decision-making ggoce

The Solvency Il framework will hence encourage dendo-operation across different
functions within an organisation. In addition betcore functions listed within the
Framework Directive (the risk management, comphkamaternal audit and actuarial
functions) we would expect finance, capital manag@inhe business and the senior
management team/executives to all be involved inescapacity in order to convince the
supervisor that the business is Solvency Il complia

The exact functions to be involved will of coursedependent on the individual
company'’s organisational structure and allocatibresponsibilities together with its
ambition level for Solvency Il. For example, comjas will generally have a choice
around whether to go down the internal model routese the standard formula to assess
the SCR. The expectation is that the Solvencsathkework will encourage internal
models as these may result in lower regulatorytahpquirements than the
corresponding SCR standard formula; in additiomgaagencies are likely to push
companies in this direction. The strategic deaisimade by top management will
obviously influence the remit and work of actuaries

For each of the 3 pillars under Solvency Il thestration below lists the parts where
actuaries are likely to get involved.

Pillar | Pillar 11 Pillar Il
Quantitative Supervisory Disclosure
requirements review
Own funds
Solvency
Capital ORSA Disclosure
Requirement
C-0-C
Risk margin

Technical
provisions

Best estimates




For Pillar 11l the Framework Directive proposestthampanies will be required to
provide annual and publicly available reports agirtBolvency and financial condition.

The reports should include information on the pséfile, governance systems, nature

and performance of the business, along with theaggpes to valuation and capital
management. This is another area where the agtpaofession may have an important

role to play.

The table below summarises the main componentsedsolvency Il framework focusing
on the functions within the organisation that &el{ to be involved and to be the

drivers of the various components.

Main owner

Other functions
involved

Comments

Technical provisions
Best estimate

Actuarial

Input from claims,
reinsurance,
underwriting as
well as Finance

Overall
responsibility with
Board

The coordination of
the best estimate is
assigned the duty of
the Actuarial Function
within Article 47 of
the Directive

Technical provisions

Actuarial /

Input from business

Whether the

Risk margin Finance and strategic calculation is driven

planning by Finance or
Actuarial is likely to

Overall be dependent on the
responsibility with | calculation basis (ie.
Board internal model or not)

SCR - Standard Finance/ The calculation may The split of

Formula Actuarial be owned and responsibility is also

performed by
Finance. Input/ par
ownership likely to
be required by
actuarial function,
investment

dependent on the
t approach taken and th
application of the
proportionality
principle

department

e



SCR - Internal Senior Actuarial is likely | Five tests need to be
model management/ | to drive the satisfied for model
Executives / | quantitative approval. In addition
CRO modelling at least | certain policies,
for insurance risk. | process and procedures
Risk management, | need to be in place
investments,
business planning
are all functions
that will be
involved
ORSA Senior Involvement across| Required to
management/ | the organisation demonstrate the use of
Executives / risk and capital
CRO management within
the day to day decision
making
Disclosure Finance Input required Written procedures,
across the system & processes
organisation required to
including actuarial, | ensure appropriateness

risk management,
investment

department

of any information
disclosed

In the remaining part of the paper we cover théegudf the Actuarial Function as set out
in the Framework Directive proposals followed by éach of the areas above, an
overview for each of the areas above of the Solydénapproach, the existing issues and
the implications for the profession both in termhslevelopment of technical knowledge

and behaviour.

It should be noted that we have not included theifdim Capital Requirement (MCR)

in the above table, as the calculation method igeasndecided. It is expected that the
MCR will be a simple and easy to calculate measWvbether it ends up as a percentage
of SCR or as a linear function, our expectatiotinécalculation will be straight forward
and most likely be performed by the Finance fumdi(or whoever in the organisation
today calculates the Solvency | minimum capitalrsgment). In addition, a firm will
need to monitor its free assets against the MCRepalt regularly to its supervisors.

One area that will be important within an intermaddel and for any solvency assessment
is own funds. Although not included explicitlytime above table, the tiers of capital and

asset mix, although owned and assessed by thergsa@nd finance, need to be
consistently applied within the internal model feamork.



The Actuarial Function

Companies will be required to formalise their systeof governance to demonstrate
sound and prudent management under Solvency k. system of governance should
include a clear allocation of responsibilities &fiiéctive reporting lines, underpinned by
thorough documentation and internal review. Corngsare required to have risk
management, compliance, internal audit and aciuanations.

The risk based nature of Solvency Il is a greabopmity for actuaries and we have a
key part to play, thanks to the requirement foAatuarial Function as set out in Article
47 of the framework Directive:

Article 47
Actuarial Function
1. Insurance and reinsurance undertakings shall provide for an effective actuarial
function to undertake the following :

a) to coordinate the calculation of technical provisions,

b) to ensure the appropriateness of the methodol ogies and underlying models used
aswell as the assumptions made in the cal culation of technical provisions;

C) to assess the sufficiency and quality of the data used in the cal culation of
technical provisions;

d) to compare best estimates against experience;

e) toinformthe administrative or management body of the reliability and adequacy
of the calculation of technical provisions;

f) to overseethe calculation of technical provisionsin the cases set out in Article
81,

g) to expressan opinion on the overall underwriting policy;,

h) to express an opinion on the adequacy of reinsurance arrangements;

i) to contribute to the effective implementation of the risk management system
referred to in Article 43, in particular with respect to the risk modeling
underlying the cal culation of the capital requirements set out in Chapter VI,
Sections 4 and 5 and the assessment referred to in Article 44.

2. The actuarial function shall be carried out by persons with sufficient knowledge of
actuarial and financial mathematics and able where appropriate, to demonstrate their
relevant experience and expertise with applicable professional and other standards.

The majority of the responsibilities set out in Hrécle focuses on our core competences
around technical provisions (point a) to f)) wheré@e requirements around opinions on
overall underwriting policy and adequacy of reirmwe arrangements (points g) and h))
are areas provided by few if any actuaries todagtails are currently not available on
what constitute an opinion and further guidandé&edy to be developed as part of the
implementing measures.

As a profession we have the challenge to get iracbimore widely in the risk
management of the organisation to potentially &ssid play a key role with the
implementation of ORSA and the assessment of reggylaapital requirements. These
parts of the solvency framework have not been assigolely to the Actuarial Function



although it is acknowledged (point i)) that we sldoezontribute in particular around the
modelling components. We face the challenge ofaetnating that we can add value
and should be involved.

Technical provisions — best estimate

Overview

The best estimate technical provisions has beanatkivithin the Framework Directive
as the probability-weighted average of future cimlvs relating to the settlement of the
current insurance/ reinsurance obligations taking account the time value of moriey

The best estimate should be calculated gross, utiteduction of amounts recoverable
from reinsurance contracts and/or special purpeb&les. The amount expected to be
recovered should be calculated separately. Ingdedncompanies should consider any
adjustments required due to potential countergadedault and time lags between
recoveries and direct payments.

The best estimate (gross and from recoveries) dhamdording to the proposed
legislation be based upon current and crediblemétion, realistic assumptions and be
performed using adequate actuarial methods andtatak techniques.

| ssues

Current accounting practices (local GAAPSs) acrasope are diverse and do not
produceconsistent best estimatesThis issue has not been addressed by IFRS Phase
In addition to the different local accounting ryldgferences may exist in the
interpretation of what constitutes a discounted bsmate (this can be between
companies as well as between countries) e.g. ther@ one exact answer to what
constitutes the best estimate, as the resultsitareately driven by a number of
underlying assumptions based on a combination okehas well as entity specific
information (that could reasonably have been seteigher or lower).

Solvency Il will therefore challenge and stretchior@al conventions and practices. This
will mostly be a cultural issue and acquires atshimindset including the acceptance of
potentially multiple versions of balance-sheetss(ib clearly dependent on the
developments in IFRS, which seem to be headingdrsame direction as Solvenc$) Il

i.e local GAAP versus discounted best estimateraodgnition of difference in the
assumptions and bases underlying these balancesshee

The probability-weighted average of future cashvBonentioned within the Directive
could simply imply the mean value of the expectasheflows. However in the context
of most commonly used reserving methods beingdisteler acceptable proxies in QIS4
there appears to be a pushdtwchastic reservingwithin the Directive and in CEIOPS

! Article 76 of the proposed Framework Directive
% IFRS DP 2007



publications. This is an area where the actugariaflession across Europe is currently
engaged, although standard actuarial practicedalgsd what is required, and there is in
some quarters scepticism as to the advantagesiofnsethods.

Classification of businesgor reserving purposes may be influenced over tijméhe

line of business definition within the Solvencyfrhmework, which is based on the
Accounting Directivé. As a minimum the actuary/ company will requinmapping
between reserving classes used and the specifiedfibusiness definition (within QIS4
12 lines of business have been defined that amdiwdbd by geographical areas). The
split of reserves by the specified classificatiah ke required for the calculation of the
SCR standard formula, and for the comparison witérnal model results (where
applicable).

Implications for the actuarial profession

Technical knowledge

Prepare for anove towards more advanced reserving techniquesicluding stochastic
reserving, which aid in the assessment of unceytaifihe approach taken by any actuary
should be proportionate to the nature, scale angptxity of the risks faced. The key is
to communicate uncertainty in the assessment tMtreagement and Board of the
company. However, we believe that the professamda to enhance reserving
techniques for non-life insurance to enable inscedirms to meet the requirements of
Solvency Il

Behaviour

The best practice would be for the actuary to ldo@imentationin place that justifies
the assumptions made for the best estimate reseiclading the use of market versus
entity specific data and management decisions medehermore the actuary should be
in a position to explain any difference betweerepaally multiple versions of the
balance-sheet. For the Solvency Il balance-sheataserve booked will in many cases
be different from the current local GAAP figure3.his may not be an issue in the longer
term provided IFRS Phase Il and Solvency Il endligned.

Processes and procedures have to be in placeularggompare the best estimate
against emerging experience This may be in the form of run-off tables altigbu
directions are currently not set within the SolweHdramework. Further guidance
might be expected as part of the implementing nreasat Level 2.

According to the Directive, should the above corguer identify systematic deviation
between experience and the best estimate calawdatioe undertaking would be
expected to make appropriate adjustments to th@aat methods used or the
assumptions made.

3 Directive link



With the increased transparency required the Agtoay face increasethallenge from
the business Arguably this should already be taking placenmst companies; the
difference may be the fact that more extensive a@ruation is required.

There is a link between estimating the technicaVigions and using an internal model to
assess capital requirements. A firm cannot gaugsgher it is meeting its economic or
regulatory capital requirements unless it has imate of the uncertainty in its technical
provisions estimate and a reliable estimate ofiikeounted mean value of the liabilities.
Neither of these are trivial, and may well be addeel in the firm’s own internal model.

“Cost of capital” risk margin
Overview

Solvency Il requires companies to hold a risk mamyier and above the best estimate
technical provisions, calculated “by determining tost of providing an amount of
eligible own funds equal to the Solvency Capitatjiieement necessary to support the
insurance and reinsurance obligations over therifethereof.® The cost of capital rate
to be applied is likely be set by the regulators.

The risk margin approach aims to ensure that tleeadiwalue of the technical provisions
is broadly equivalent to market value, i.e. the ami@nother undertaking would require
to take over and meet all current obligations.

Thus, a company calculating the risk margin is neglto project the SCR for each

future year where it still expects to have lia®btusing either the SCR standard formula
or its own internal model (subject to approvalheTassociated costs of holding the SCRs
are discounted using prescribed term structures.

The calculation is to be performed for each clddsusiness net of reinsurance. The risk
margin for the company as a whole is currentlyesgfal to the sum of the risk margins
by line of business with no allowance for diveistion.

Issues

There isno deep and liquid marketfor insurance liabilities and the “cost of capital
margin is necessarily a proxy for the true marlkate, which will depend on many
factors, several of which would be heavily dependenthe state of insurers’ balance
sheets generally, the appetite for such dealslandttength of each side’s negotiating
team.

However, the calculation has the advantage of bedmgistent across firms, and together
with increased consistency in the assessment diabieestimates, this should make

* Solvency Il Framework Directive, Article 76



comparisons between firms easier and more relfablgupervisors, shareholders,
policyholders and other stakeholders.

Thefinal approach and assumptionaunderlying the calculation of the Cost-of-Capital
risk margin is still undesome debate For example it is generally agreed that notisk
types should be taking into account when projediegfuture SCRs, and the liabilities
are assumed to be transferred to the entity ngétf no real reference to the market. The
latest approach is being tested under QIS4.

The risk margin is calculated by line of businesthwo allowancebeing made for
diversification, which might be perceived to not be a logical apph.

Implications for the actuarial profession

Technical knowledge

If a firm based the Cost-of-Capital calculationtba mechanical approach together with
allowed simplification the additional analysis regd by actuaries in addition to the best
estimate reserves is limited.

It is yet to be confirmed that the Cost-of-Capétpproach will definitely be based on the
SCR from the internal model in the cases wherenteenal model has been approved.
We would expect this should be the case, henceuaesuwill face the additional
challenges of projecting the SCR over the lifetwhé¢he liabilities and the need to be
clear about the assumptions made (i.e. which as&sncluded, which risks are not, what
discount rates are used, etc).

For further discussion on different approachesamiderations on risk margins please
see the IAA Paper.

Behaviour

The “cost of capital” margin will need to be explad to the firms’ management by the
actuary, and compared to any previous margins hee actuary will also need to
explain how it compares with the firm’s own estimaft reserve margins in its internal
model, and be clear about what the margin is meamgpresent, and the circumstances
where it might be inadequate.



SCR standard formula
Overview

The SCR standard formula calculates the requirpdataising a modular approach. An
assessment of capital is made for each risk tydesaweral sub-risks, and these are
aggregated using a correlation matrix. The capéqlirements for each sub-risk, risk
and overall are set to a VaR of 99.5% over a ol ty@me horizon.

The shape of the formula seems to be fairly setttea, as it has been reasonably
consistent for the QIS3 and QIS4 exercisakhough the parameters may change
following QIS4.

The formula has been described as “one size fisnad, as the parameters for non-life
business are only as granular as the EU accoucliisges, and are the same across all
EU member states.

Issues

The formula inecessarily broad brush and may not reflect the risks faced by an
individual company. This could lead to an incotneflection of capital requirements
given the actual risk profile. The supervisors raagording to the Directive have the
powers to require a firm to use an internal modetng the results are expected to
materially affected.

The modular nature of the formula means that a Wilhbe able to assess which parts do
not reflect its risks and hence it may prefedéwelop a full or partial internal model.

The challenge may be to properly justify to theutatpr that there has been no bias
(‘cherry picking’) towards risk areas that wouldiuee the overall capital requirement,
where a limited scope model has been selectedansitional plan towards a more
extended scope of the model may be required a®ptre approval process for the
partial model.

A company with an internal model will have a reguient to provide supervisors with an
estimate of the standard formula SCR for two yaétey approval. This will doubtless
introduce a requirement to explain differences leetwthe results of the formula and the
SCR produced by the internal model.

Implications for the actuarial profession

Technical knowledge

Solvency Il provides anpportunity for actuaries to get involved assessment of all
risks that may affect the balance-sheet from a quaivitgierspective.

The modular structure of the SCR standard appredltlead itself to splitting the
responsibility for completion of the input by difént parts of the organisation. For

5 References



example the Finance department might get involvitd the assessment of own funds,
tiers of capital, components of the market risk tredtreatment of deferred tax. The
actuarial background naturally leads itself to asseent of the underwriting and default
risk in particular. Should the profession wistptay a larger role it will need to increase
its knowledge and to focus wider than the liabitgle on which many actuaries to date
have spent the majority of their time.

The analysis will also providasight into the data and analysigequired for calculating
the SCR under the standard formula. Actuariesveild to understand the working of
the standard formula — for firms that do not usénéernal model, this will be useful
when producing the ORSA.

For organisations that already have some modatipgbilities in place, or analysis
assessing their capital requirements, actuaridgimdl it useful to assess the firm’s
capital requirements split into the same categ@ethe standard formula. This will
allow the company to form an opinion on the appeaipness of the standard formula
given their specific risk profile, business mix grast performance. Ultimately this may
drive a decision on whether they should inveshendesign or further development of an
internal model.

Behaviour

The more risk based approach to the assessmdmg 8GR will doubtless lead to more
guestions from management. The actuary will nedzktable to explain the rationale for
the structure of the formula, the parameterisatiot its drawbacks, and where and why
the formula is problematic for the firm.

Solvency Capital Requirement — Internal model

Overview

Subject to supervisory approval, the use of fulbartial internal models will be allowed
for the calculation of one or more of the risk miggu or sub risk modules, of the
Solvency Capital Requirement Standard Forfhukccording to the Directive, partial
models may be applied to the whole business ortonbne or more major parts of the
business.

In the application for approval, documentation Wil required. As a minimum the pack
will have to provide evidence that the internal rlateets the 5 tests namely: the
statistical quality standards, calibration standavélidation standards, documentation
standards as well as the use test. In additicteece of an (at least) annual analysis of
profit & loss contribution will be expected.

Any internal model should not only calculate thévency capital requirement (partially
or fully) but should also be used primarily to asseconomic capital based on a firm’s

5 Article 110



own risk appetite, to make business decisions iakdd the wider risk management
framework.

As part of the initial approval process of theteimal model, companies will need to
agree with the supervisory authorities on a pdiarychanging the model. The policy
will have to define expected minor and major changéere major changes have to be
agreed with the supervisors prior to implementation

I ssues

It is possible that the business requirementsmbdel may differ from what is
immediately required or acceptable from a superyiperspective. There is a risk that
thepolicy for changing models may restrictcompanies and their actuaries in the
development and continuous enhancement of intemodkls for the wider benefit of the
business. However, an approved for use internaleineill include an agreed change
policy for the model, which will indicate when teapervisor needs to be consulted on
changes. This approach, together with the supawvigview process and the ORSA
(see below), will give an insurer the opportundgydemonstrate to their supervisor that
they understand the risks they are facing.

Existing capital modelsareunlikely to be in line with the requirementsanticipated
under Solvency Il. A key requirement is the usamfinternal model to assess economic
capital requirements. Another issue is that tHeateon of assets and liabilities differs
from that currently used. It is therefore impotthor companies to assess the implication
on their models of the data and model requiremeritsn the Directive. Another area of
focus could also be the ease of comparing modeltsasith the SCR standard formula’s
risk modules.

Although an organisation for their own internal raththg purpose may use a confidence
level or a time horizon that differs from that urglieng the SCR standard formula, it will
be required to perform the calculation on the V&%% one-year basis in order to
understand and explain any differences.

Implications for the actuarial profession

Technical knowledge

Detailed analysis required for existing capital migcand risk management frameworks
to assess thienplication of moving to aSolvency Il valuation basisand potentially to a
Solvency Il business classification. Furthermayasideration is required on how to
achievecomparability with the standard formula on an overall and/objsisk module
basi< as this is required for the first two years afitternal model approval for use.

The focus of the Directive on the use of internabels for the purpose of economic
capital calculations, the ranking of risks andtsigec decision making will put demands
on the actuaries and other key personnel to cleartynunicate the capital model results

" The level is dependent on whether it is full ortighinternal model. For a full model it is likethat
supervisors will request a split of capital by riskdule.



and key drivers of these. It will increasinglyibgortant for actuaries to understand,
guantify and communicataodel error/ uncertainty. There may be an increased use of
sensitivity testing of the results to communicatelihgs to senior management (what
if's).

The validation requirements within the Directivdlypush companies towards regular
model validation. This will include designing approach for monitoring the
performance of the internal mode] reviewing the on-going appropriateness of its
specification, and testing its results against eepee (emerging from both past data and
new information). Further areas of focus for theded validation process include
assessment of the accuracy/ completeness/ apps@ss of data and analysis of the
stability of the internal model as well as a denti@i®n of how the categorisation of risk
chosen in the internal model explains the causésauarces of profits and losses.

Behaviour

The actuary will to an even larger extent than yduave to clearlgommunicate and
documentthe multiple usages of the elements of the intemadel for which they are
responsible.

ORSA
Overview

The ORSA can be defined as the entirety of thegeses and procedures employed to
identify, assess, monitor, manage, and reporttiba sind long term risks an undertaking
faces or may face. The own funds necessary gheengk profile and internal controls
should be determined independent of whether thepaomnhas selected an internal model
route. Furthermore the company will need to dertratesthat the own funds meet the
technical provisions, MCR and SCR at all tihes

The ORSA should be a key part of a company’s riskagement system and as such
form ‘an integral part’ of strategic decision-madximhe preamble to the proposed
Directive explains that:

The ORSA has a twofold nature. It is an internal assessment process within the
undertaking and is as such embedded in the strategic decisions of the undertaking. It is
also a supervisory tool for the supervisory authorities, which must be informed about the
results of the own risk and solvency assessment of the undertaking.

The ORSA does not require an undertaking to develop or apply a full or partial internal
model. However, if the undertaking already uses an approved full or partial internal
model for the calculation of the SCR, the output of the model should be used in the ORSA.
The ORSA does not create a third solvency capital requirement. The ORSA should not be
overly burdensome on small or less complex undertakings. The supervisory authority

8 Framework Directive Article 44



reviews the own risk and solvency assessment as part of the supervisory review process
of the undertaking. The results of each ORSA conducted shall be reported to the
supervisory authority as part of the information to be provided for supervisory purposes
under Article 35.

Issues

The description of the ORSA Binciples based and currently leaves a lot of room for
interpretation as to the level of detail or theragh to be used

The ORSA may takdifferent levels of sophisticationaccording to the nature,
complexity and scale of the risks inherent in thsibess (in line with Solvency II's
overall proportionality principle). The ORSA magnge from simple stress test
calculations on the material risks to the use ofenamlvanced methodologies similar to
the ones used in partial or full internal models.

Actuaries should be well placed to be involvedha tisk quantification underlying the
ORSA, whether or not the insurer has an internalehapproved for use.

Implications for the actuarial profession

Technical knowledge
As part of the ORSA the vision by CEIOPS is thah undertaking should be able to
explain and justify:
a) The methodology and key assumptions used in the assessment of each category of
risk;
b) Theresults of the assessment, including the sensitivity of the results to any
assumptions made;
c) The appropriateness of the assessment or modelling approach adopted, including
how it captures all risks material to its business
d) Thesourcesof data it has used in its ORSA and the systems and controls around
it
€) The approach to dealing with parameter uncertainty and fluctuations.

ORSA, like the internal model provides @pportunity for actuaries to get involved in
assessment of all riskshat may affect the balance-sheet from a quaiviig@terspective.

The ORSA requires a link between the risk appefit firm and the firm’s overall
solvency needs given its risk profile and leveindérnal controls. The ORSA is intended
to be done for the firm’s own business purposesntible strategic decision making,
therefore it may use a confidence level, a timeziooror underlying assumptions that
differ from that of the SCR calculation. Henbe tegulatory capital requirement might

9 Framework Directive Proposal does not stipulatelzevel 2implementing measures regarding the ORSA, but thédree development of the principles relating
to the ORSA in Level 3 guidance to be issueddBIOPS. CEIOPS current thinking is set out inlfseies Paper ‘Own Risk and Solvency Assessmeratd2it
May 2008.

19 paragraph 77 CEIOPS Issue paper ORSA May 2008



be a number that ‘drops out’ using a different agstion set from those used within the
ORSA.

From a technical perspective the answer may nassaeily be to implement a complex
capital model. The actuary will need to consmat is arappropriate methodology
and approach to achieve the link between risks appetite, economic capital and
regulatory capital.

Behaviour

The ORSA needs to be integrated into a firm’s bessrstrategy — this requirgsod
communication skills of the underlying methodology, its drawbacks aay &reas of
uncertainty. The actuary will need to appreciag\iewpoint of different users of the
ORSA in order to make it as value-adding as possibl

Disclosure

Overview
The draft Directive proposes that companies wilidxguired to provide annual and
publicly available reports on their solvency arhficial conditioft-

The parts of the disclosure where the actuariattfan is most likely to become involved
are in the preparation of 1) the description fahtecal provisions of the bases and
methods used, together with an explanation of aapndifferences that may exist
between the Solvency Il basis and the valuatidinancial statements; and 2) the
information that sets out the main differences leetthe standard formula and any
internal model used for the calculation of its ®oley Capital Requirement.

Organisations are required to have appropriatesystand structures in place, along with
a written policy ensuring the ongoing appropriag=nef any information disclosed.
Within the disclosures companies will be permiti@dnake use of, or refer to, other
public disclosures made, where the informatioreiswvant in nature and scope.

I ssues

The increased disclosure will make more informatwailable to the market and enhance
transparency. There is currently no guaranteettigaincreased disclosure will be in line
with the IFRS Phases Il requirements, hencedperting/ documentation burden

might be higher than desirable.

There is a need for internal functions within amgamisation to agree who is primarily
responsible for the productionof the various items to be disclosed in the Salyea
Financial Condition Report and how the process iset governed. It may also provide
an opportunity to assess how data flow and infolenanight be communicated more
efficiently and used more consistently across tigamisation.
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Implications for the actuarial profession

Technical knowledge
See under technical provisions and internal modehe key issue for actuaries is
making their analyses and results comprehensilddiafor purpose.

Behaviour
The Actuarial Function needswork closely with Financeand agree responsibilities
for preparing the disclosures up front.

See also under technical provisions and internaleiso

Conclusion

The risk based nature of Solvency Il is an excelbgportunity for actuaries and we have
a key part to play, thanks to the requirement foAatuarial Function as set out in

Article 47 of the Framework Directive. We beliedmat Solvency Il will fundamentally
change and set standards for our work for yeacsie.

We need as a profession to prepare in terms ofteotinical knowledge and our ability
to communicate effectively with colleagues acré®sdrganisation. This gives a series
of challenges for the profession over the next f@ars and beyond (as covered in this
paper), and we should be tackling these issuegeotie We all have a responsibility to
make sure that Solvency Il works well and givesdpean insurers a sound foundation
for the future.



