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Model approval:
Preparing a
convincing case

With the internal model
approval process (IMAP) likely
to be a learning curve for both
supervisors and applicants,
what practical steps can
companies take to make a
convincing case?

1 Attributed to statistical model pioneer, Professor
George E.P. Box

‘Essentially, all models are wrong, but
some are useful.”’ Just how useful to
the solvency and sound management
of the business is the crux of whether
supervisors are likely to approve

an internal capital model under
Solvency ll. In particular, rather than
coming up with reams of extraneous
technical detail about the operation of
the model, applicants first need to be
able to prove that the model analysis is
actually understood, trusted and used
in the running of the business.

The IMAP timetable of the UK Financial
Services Authority (FSA) sets out

the key preparatory steps leading

up to application (see Figure 1). For
those seeking approval ready for
Solvency Il implementation in 2012,
this breaks down into work across three
business cycles:

February20120

OWr)

e the first cycle up to October 2010
will be characterised by generic
feedback from the FSA such as
thematic reviews;

e The second cycle, up to October
2011, covers specific dry runs; and

e the third cycle encompasses
submission and review, and, in most
cases, this will extend beyond 2012.

There is growing acceptance that

most model approval is initially likely

to be partial as many firms seek more
time to overcome difficulties that may
preclude a full model IMAP. A key first
step is therefore to judge what risks or
product lines may need to be excluded
and which to concentrate on in the first
round. It is equally important to ensure
that these priority areas are not pursued
in isolation from the rest of the business
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as applicants will be expected to show
supervisors how a partial model will fit
into the overall governance, solvency
assessment and decision-making of the
business, as well as develop a longer
term plan to either remain on a partial
basis or extend the model and its
governance. In looking at the timings,

it is also important to bear in mind that
the IMAP process is likely to stretch

the resources of the FSA and other

EU supervisors, so those that allow
their preparations to slip could find
themselves at the back of a lengthening
queue for initial acceptance, review

and approval. Smaller firms could

be at particular risk of losing out as
supervisors may begin to prioritise
larger and more complex entities as
their in-trays fill up.

Early engagement

Figure 2 outlines the key tests for
internal model approval. Many of these
criteria will be familiar to companies
that have experience of the UK’s

“A good starting point
is to put yourself in the

supervisors’ shoes and
judge what they are
likely to find useful.”

Internal Capital Adequacy (ICA)
regime. What the move to the ICA
underlined was the importance of early
interaction with supervisors to find out
what they expect. Experience of the
ICA also highlights the need for early
engagement with the board.

The acid test is whether boards

and business teams are ready to
make decisions based on a clear
understanding of the underlying
assumptions, potential limitations and
susceptibility to change in the model
analysis they receive. A final lesson

is the need for effective resource
planning as competition for key staff

Figure 1 | IMAP timetable
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Countdown to Solvency lI: giving you the edge

H2 2011 H1 2012 H2 2012 H1 2013

Internal Models Approval Process (IMAP)

Firms confirm intent to use internal models

Firms clarify whether they intend to enter first wave of pre-application process

Firms work towards satisfying pre-application qualifying criteria

Firms submit confirmation of pre-application qualifying criteria compliance
Phased entry into the pre-application process

First wave pre-application process

Increasing dialogue with firms: guidance, supervisory engagement, feedback

FSA develops thematic reviews to aid firms’ preparations

Firms submit pre-application for review

FSA review of ‘complete’ application

Second wave pre-application process
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is likely to intensify in the lead up to
implementation. Shortages and
associated poaching of personnel
could be particularly acute among
actuarial, risk management and
internal audit professionals.

Test of embedding

Solvency Il is set to take the ICA

‘use test’ a step further and document

it through media such as the Own Risk
and Solvency Assessment (ORSA). The
ORSA will be the engine of organisational
embedding by providing a clear and
regularly updated test of how far the
model actually influences management
action. Ensuring the ORSA process is
up and running by 2010 and followed

up thereafter is therefore likely to be

a crucial prerequisite for approval.

While the necessary assessment and
substantiation is likely to be demanding,
the ORSA report could offer a useful
basis to communicate the strength and
embedding of risk management to rating
agencies and other key stakeholders.

Second wave applications

Review of second wave

Bridging the gaps

While most companies seeking

model approval will already have
carried their gap analysis, our work
with clients suggests that many are
finding it difficult to turn this analysis
into concrete plans. Building on the
contacts with supervisors mentioned
earlier, a good starting point is to put
yourself in the supervisors’ shoes and
judge what they are likely to find useful.
The ORSA can in turn help firms to
judge what more work will be required
to satisfy the use test and help to align
model approval with other key aspects

“Early engagement
with supervisors will
help to discern what
they expect and enable

firms to focus plans
and resources on how
to develop ‘intelligent’
documentation.”
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Figure 2 | Overview - Tests for Internal Model Approval

Use Test

Senior management needs to understand,
and consider the risk and capital evaluations
from the internal model as a core driver in
its business planning and strategic
decision-making processes.

Profit and Loss Attribution

Companies need to regularly check whether
the categorisation of risk and attribution
of profit/loss in their models accurately

reflects the causes and sources of
profit/loss within business units.
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of Solvency Il implementation

such as the development of a data
quality policy and systematic risk
management framework.

Validation policy is likely to be

an especially important focus for
supervisors and Boards. It should
therefore sit alongside data and change
policies within the overall planning
process and be built into applicants’
self-assessments. Key considerations
include management’s input into the
design of the validation policy, whether
the tools used are appropriate and
applied frequently enough and how
the validation policy is likely to

affect risk management.

Making preparations count

The IMAP will be a significant challenge
for applicants and regulators alike,

Statistical Quality (Data)

Evaluations need to be based on timely,
reliable, consistent and comprehensive risk
data and be underpinned by current, credible
and verifiable risk assumptions.

Validation
Evaluations and underlying assumptions need
to be regularly sense-checked against
actual experience. Companies also need
to gauge the sensitivity of outputs to changes
in key assumptions.

Model Governance
Not an official ‘test’, however supervisors have
emphasised its importance; the internal model
may only be approved if the insurer
has adequate governance and internal
controls in place.

especially as a quite a lot of the

details for preparation, submission

and approval have yet to be finalised.
However, it is possible to make working
assumptions that are needed to plan
ahead, and develop firm foundations for
the approval process. Applicants must
prove that the model has the statistical
foundations, understanding within

the organisation and underlying
governance and control to drive
decisions. Early engagement with
business teams will help to bring

users on board. Early engagement

with supervisors will help to discern
what they expect and enable firms

to focus plans and resources on how
to develop ‘intelligent’ documentation.
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Calibration

Outputs need to be calibrated to a 99.5% value
at risk (VAR) over a one-year period.

Documentation

Companies need to keep written and regularly
updated records covering the design,
operation, mathematical basis and underlying
assumptions of their model.

External Models and Data
The tests specified apply also to data or
models supplied by a third party.

Giving you the edge

PricewaterhouseCoopers is helping
a range of insurers to get to grips
with the practicalities of Solvency |
implementation. If you would like to
know more about how to develop
an effective plan for internal model
approval, please contact:

James Tuley

Director

+44 (0) 207 804 7343
james.tuley@uk.pwc.com

David Wong

Director

+44 (0) 207 804 3587
david.l.wong@uk.pwc.com
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