Life Actuarial Convention
Paul Brenchley and Matthew Murphy

|
14 :
lhl-b !. L ¢
L LI '
Bk L

= SA and the Standard Form gu‘

6 November 2012

A . :
Wy L " !
|-". X ¢ . L] II.
1 ) 1
LI s =t .
L] . B -
13
5 © 212 The ActuariakProfession « www,
5 bt 3
1 & N, 3



Introduction

« The ORSA s a central component of the
Solvency Il regime and ‘ICA plus’

 The ORSA builds on the foundation of
sound risk and capital management
and draws strategy/business
planning
closer to these areas

« ORSA should be used as a tool Multi-functional
to monitor and run the business approach overseen

«  Involvement from many O by the Board
stakeholders is important in 3
shaping the ORSA and raising %
awareness /)o@
 The Board need to play an active
e

role in steering and challenging th
ORSA process and results to enhance
commerciality.
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KPMG market observation — current status

What can we do now?

Qualitative YES

ORSA rules developed

Forward looking aspects PROBABLY?

Capital Measure

—

SST YES?

Solvency Il timing unknown

Use Test YES

Board Engagement YES

ORSA - July level 3 paper — main changes

«  ORSA policy — particularly on how the forward-looking assessment is addressed and
stress and scenario testing

« Greater emphasis on the consideration of own funds

* New requirements for inclusion in Group ORSA report

«  Explicit references to not duplicating or re-performing tasks in the ORSA
* Anticipated that ORSA will be part of the ‘ICAS plus’ regime.
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How will a standard formula firm be regulated
under Solvency I1?

4 Ancillary own — Can you calculate this? An I
funds@® Surplus audit may play a role here...
Own <
funds SCR - standard formula
Basic own funds® MCR
Risk margin )

Assets covering
technical provisions,
MCR and SCR

Discounted best

estimate _
> Technical

_ provisions
Market consistent

valuation

k Assets Liabilities j

Where is there an expectation that you will think about the above against your risk

profile and your wider business? -

Capital Management Governance Risk Management
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ORSA perspectives

Looking into the past and current monitoring ...

Technical

Capital
requirements

Changes over
the year

Monitoring l

tools

Looking into the future ...
Balance

sheet _
: Future risk
Capital »

requirements

Future
solvency
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Key components of the ORSA

ORSA policy ORSA process ORSA report

The ORSA policy defines
what the business should
do to perform the ORSA
process. This will be used
by the business to provide
guidelines to perform the
process.

The ORSA process
assesses capital
requirements and
demonstrates how these
are linked to the risk
assessment and decision
making processes.

The ORSA report ‘tells the
story’ of the undertaking’s
current risk and capital
management practices. It
demonstrates to the
regulators that the
undertaking has the
necessary available level of
capital to sustain significant
negative impacts now and
in the future.
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Current market progress

* Progress on ORSA across the market has varied however based on the clients we have

worked with/interacted

with we have seen the following:

Component

Business awareness

Implementation

Operational

ORSA report

ORSA policy

ORSA process design

—e

Ongoing monitoring
«  Most firms are aiming t

...

AR G A A LA A i B Bl B

« Implementation challenges exist due to the strong dependency on other areas of

Solvency Il activity to d
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Challenges standard formula firms are having
with the ORSA

Principle of proportionality

Documentation

ORSA policy

Forward-looking perspective (including business planning and SST)
On-going monitoring of regulatory capital requirements

Deviation of internal capital measure from SCR calculation
Demonstration of validation of internal model and technical provisions
Link to strategic management process and decision making framework
Frequency of ORSA

Scope of the group vs. local ORSA

Reporting to the supervisor

Risk quantification

Demonstrating appropriateness of Standard Formula approach
Production time

Board / senior management engagement

Lack of guidance

Data

Adequately considering different stakeholders

Other

Source: KPMG Technical Practices Survey 2012 (total number of Standard Formula respondents = 16)
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The quantitative work required in the ORSA

Firms using the Standard Formula for Pillar 1 will need to assess

whether this is a suitable measure for use within the ORSA

Can benefits be gained How sensitive is the SF to
Are all risks covered within through less constraints on changes in the firm’s risk
the SF? Have any risks ‘issues’ such as contract profile? How does the SF
‘disappeared’ from the ICA boundaries? interact with the firm’s Stress
process? and Scenario Testing
l framework?

Review of Is the SF aggregation
ORSA Capital _ approach sufficient and

appropriate for how risks
Measure interact for the firm?

Does the SF calibration

approach fit with the firm’s -
risk appetite?

Is Partial Internal Model or USP a better route for a key risk?
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Suitability of the SCR: Outline approach

Possible

Process v Initial analysis
= Is ICA for the risk different to SF for the risk?

No

Qualitative analysis
Are our risks different to those of an average insurance
company?

No

Quantitative analysis

Is the risk financially significant? m

Yes

Detailed quantitative analysis
Does a more detailed show that the standard formula provides
an adequate quantification of the risk exposure?

\[o]

The standard formula is _
not appropriate for this The standard formula is

risk in isolation appropriate
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Comparison between ICA and Solvency Il
SC will give a good feel for the other tests

Typical qualitative questions include:

*  What products do we have?

* What investment strategy do we follow?
*  Whatis our customer base?

Materiality overlay

“Choosing to use the standard

formula is an active choice”

Slavko Gvero (FSA Solvency I
Implementation Manager)

Stated at speech to firms attending
implementation seminars held by the
Association of British Insurers, 25
May 2012




ORSA: Guideline 12 Deviations from
assumptions underlying the SCR calculation

The undertaking may initially assess deviations between its risk profile and the assumptions underlying the SCR calculation
on a qualitative basis. If this assessment indicates that the undertaking’s risk profile deviates materially from the
assumptions underlying the SCR calculation the undertaking should quantify the significance of the deviation.

(EIOPA Final Report on Public Consultation No. 11/008 On the proposal for Guidelines On ORSA)

Materiality
of risk Expect that for a : .
7} Standard Formula : Plpt ea_ch risk on
company risks will I grid using qualitative
pany 6 commentary and QIS5
cluster round the ® . or ICA risk capital
Standard Formula risk ! P
. @
profile I
|
o @
|
® ' ®
:
. |
I o
|
[ J : » Nature of

Less risky \ Level of riskiness of More risky risk profile
risk profile underlying
Standard Formula
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ORSA: Guideline 12 Deviations from
assumptions underlying the SCR calculation

If the outcome of this qualitative and quantitative assessment is that there are significant deviations between the risk profile
of the undertaking and the SCR calculation, the undertaking needs to consider how this could be addressed. It could decide
to align its risk profile with the standard formula, to use undertaking-specific parameters, where this is allowed, or to
develop a (partial) internal model. Alternatively, the undertaking could decide to de-risk.

(EIOPA Final Report on Public Consultation No. 11/008 On the proposal for Guidelines On ORSA)

Mat_eriality Partial Internal
of risk Model or USPs

Il Risks like this may for Risks here

|

|

|

|
support the case for b
the Standard Formula ® ®
if the firms is more ®

|
|
. ) l
risky on other risks \ !
® : Align Risk Profile
| {—
® ®
|
|
® : ® De-risk
|
|
® : » Nature of
Less risky Level of riskiness of More risky risk profile

risk profile underlying
Standard Formula
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Pillar 1 and Pillar 2 capital measure will be
different

What differences are there between your ORSA capital measure and your Pillar 1

SCR?
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Source: KPMG Technical Practices Survey 2012 (total number of respondents = 35)
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Pillar 1 and Pillar 2 balance sheet will be
different

Will you have a different approach for calculation of the balance sheet under ORSA
compared to Pillar 1?
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Source: KPMG Technical Practices Survey 2012 (total number of respondents = 35)
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Pillar 2 — ORSA - Projection options and
considerations

Choice of projection methodology will need to Standard Formula firms tend to use
consider the specific features of the business straightforward approaches
but is likely to be heavily dependent on the

: : . : _ Determine set of projection methodologies of
following practical considerations:

varying sophistication:

Accuracy o
- Materiality limits will drive choice of the *  Model projections
projection method and effort required *  Factor based run-off
Granularity -+ Constant SCR
*  Needs to meet business requirements _
Usability These are then used for different products/
risks.
- Ease to re-run projection method at ad hoc _ _ _ _
period Some firms build on the Risk Margin methodology.

Technical Practices Survey showed 75% of
methodology Standard Formula compani_es L_Jsing the same
. methodology for ORSA projections and the Risk
CostBenellt _ _ Margin. However the different coverage of risks
*  Level of effort and expertise required to and time horizon mean this cannot always be
implement and update assumed to be appropriate.
Communication

«  Senior management understanding of
projection methods.

« Ease to re-calibrate and update projection
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Projections — needed for a standard formula firm

Which of the following best describes your method of projecting the capital measure

for the ORSA report?

Not decided

30% -
25% -
20% -
15% -
10% -
5% -
O% a T T
In actuarial Some Risk drivers for  Arisk driver Single risk Other
model modelling, each risk and approach driver
some risk product where separate
drivers risk drivers are

selected for
each risk
module
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Three key components of Stress and Scenario

Testing (SST)

Component What is the component

Sensitivity * Asingle parameter (or
testing/stress combination of parameters)
tests stress, constant over time

* Represent a range of adverse
developments over one-year or

instantaneously
Scenario « Aforward looking assessment of
testing/ adverse changesin a
analysis combination of macro economic

and non-economic key indicators

« The analysis should be informed
by historic analysis and expert

judgement
Reverse * An iterative process to identify
stress testing the type and severity of an event

or combination of events which
could cause the business model
of the firm to fail

© 2012 The Actuarial Profession * www.actuaries.org.uk

Why do we need the components?

Allows for standard comparison of risk
exposure and changes over time of risks across
the business and informs on the impact of
changes in economic and business conditions

Provides a basis for assessing management
actions to mitigate individual risks

To understand quantitatively and qualitatively
the firm’s exposure to macro (systematic)
scenarios which represent a combination of
events

To estimate the associated impacts of such
scenarios which could adversely affect the
business, accompanied by an assessment of
the likelihood of occurrence

To develop a complete understanding of the
circumstances under which the business model
fail

To estimate of the likelihood of occurrence of
such a scenario




SST - Draft ORSA requirements

Identify risks to a sufficiently wide range of stress test/scenarios

Reflect the risks arising from all assets and liabilities, including intra-group and off-balance sheet
arrangements

Reflect the undertaking's management practices, systems and controls

Connect business planning to solvency needs

Include explicit identification of possible future scenarios and address potential external stress
Use a valuation basis that is consistent throughout the overall solvency needs assessment.

Management Actions

When assessing the overall solvency needs, an undertaking also has to take into account
management actions that may be adopted in adverse circumstances. When relying on such
prospective management actions, an undertaking assesses the implications of taking these
actions, including their financial effect, and takes into consideration any preconditions that might
affect the efficacy of management actions as risk mitigators.

ORSA Policy

How stress tests/sensitivity analyses are to be performed and how often are to be performed.

Source: Level 3 ORSA draft guidance
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SST - ORSA versus Internal Model Validation

requirements

Identify
adverse
scenarios and
risks

Identify
management
actions

ORSA SST

Realism and
consistency
IMV SST risk in internal of
model management
actions

Coverage of

Impact of
scenarios and
management

actions

Internal
model
capabilities
for quantifying
extreme
stresses

€ € some firms have made use of limited stress and scenario testing...
Some firms have confused stress and scenario testing with sensitivity testing 5y

— FSA IMAP Letter, May 2012
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The need to bring the Board along with you

Training start dates

*  90% of respondents confirmed that
Board training had started as at April

2012. The majority of firms begun

training in 2011

60%
50%
40%
30%
20%
10%

0%

2009

2010

2011

Number of sessions

Board — The average number of training
sessions held was 5, ranging from 1 to
12

Risk Committee — 76% of respondents
confirmed that that training has been
extended to the Risk Committees. The
average number of sessions being 3, the
highest was 8 and the lowest was 1

Separate one-to-one training

Some firms have broken training down
into one-to-one sessions with the NEDs
and Executives — tailoring training to
meet the needs of individuals.

Most respondents said that they had not done enough with their Boards
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Boards have not had enough training to date...

Solvency Il training hours

- 80% received less than 15 hours of Use Test --

training during 2011

s —
*  65% of firms will spend less than 12
hours on formal Board Solvency I Data. Svstems. IT --
.. ) ata, Systems,
training in 2012 4
+ Focus to date has been Pillar 1 - System of Governance -.
perhaps not surprising given market
pressures and the continuing Eurozone Risk Management -.
economic crisis

* Those firms that have also covered Pillar Reporting and Disclosure --

2 in particular, are going to be better

. Ext IR t/Ext I
placed to realise both regulatory and N oporting Managing. --
commercial benefits. Stakeholders

0% 20% 40% 60% 80% 100%

m Delivered ® Planned = No response
Source: KPMG Publication “Bringing Solvency Il alive in the boardroom — are you doing enough?” July 2012
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Making ORSA real — ‘Dry run’ approaches

From our Technical Practices Survey:

«  50% of firms have already started a ‘dry run’ (this is not just standard formula)

— Most of rest aim to start a ‘dry run’ in 2012

*  50% of firms stated they will be able to do full run by end of 2012

Challenges

— Remainder plan this for 2013.

Market approaches

firms
— Desk Based ORSA
— Workshop Based
— Condensed Process
— Leverage ICA/Available inputs
*  Focus on pulling documentation together.

* We have seen a range of approaches from

Engagement of the business and other
functions in the process

Testing a full process in BAU environment

Over focus on the ORSA report as the main
outcome

Large dependency on existing business
processes and those being developed for
Solvency I

Running the annual process while ‘building
blocks’ in development (e.qg. risk appetite).
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‘Dry run’ exercise — an example

Preparation
* Engagement of key stakeholders
« Development of inputs needed to deliver process.

Stress testing Risk
and reverse/

Business
planning and
strategy

Assess capital

calculations assessments

scenarios

Management
actions/ORSA

Current and .
Branch Non-insurance

forward lookin ! "
9 —4— review entities
assessment

triggers

1. Gap analysis of process steps and inputs needed
Board report of findings
3. ORSA report contents.
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Any questions?

For further information please see our website —

http://www.kpmg.com/UK/en/WhatWeDo/MarketSectors/FinancialServices/Insurance/Pages/Solvencyll=Solved.asp

KkPMG' _—

United Kingdom

AUDIT » TAX » ADVISORY

Home | Who we are IRVIBISVCR(VEE [ssues & Insights Join us

Audt ared assurance

o= UK Soivency Il contacts

Home — What we do — Merket Seclors — Financial Services — Inswance — Solvency Il =
Tax and Pensions ) solved
+ Corttact our Solvency 1 experts nihe

Advisory g TRy ‘—/ LK —((v) S UK

A-Z of Services

Market Sectors ’ (% M l ' ) Solvencyll
Aeraspace and Defanca L ve D v Salvency 1= solved
z} * Model Validation
Automctive x -
x + Z Programme Assurance
Buldng & Construction x t X - » Our Perspective
- -

Phar 2 Embedding

Eusingss Services Solvency II = solved sl

Chemicals * Structuring snd Groups
SRR "Solvency Il represents an opportunity fo not only improve insurers' operations, bul + Programme Support

also develop significant com
e comp

ency Il and derive

atitve advantage in a challenging market. By cutting + Liffing the lid on Seivency I

of regulatory ) Soivency 1 What You Need to Know
55 the breadth and depth of their b

Engneering and Indusinal Products

; benefits acro
Financial Services e

Phil Smart, Head of Solvency Il, KPMG x
Insurance . Our view

: g Vhite Paper on Group Supervision
Our Perspeclive , Inside Track
» Tax neweletter
: - 2

* Turning regedaton rto a sirategic tool
(POF 1,340 KB)

* Listento Jane Portas on Sii's effect
on international inswance groups

Solvency Il = solved

Can Cutstanding Remediztion Give
Youa Comgetilive Advantage?

Retai Districction Review (RDR) -
Meaningful Modernisation

ROR - In Search of Truly
Independent Savings and
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Contacts at KPMG In connection with this
document

bcpige bcpige
Paul Brenchley Matthew Murphy
Director, KPMG LLP (UK) Principal Advisor, KPMG LLP (UK)
Tel: +44 (0)20 7311 6298 Tel: +44 (0)20 7694 2618
paul.brenchley@kpmg.co.uk matthew.murphy2@kpmg.co.uk
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