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DRAFT COMMISSION DOCUMENT ON 
THE PROCEDURE TO BE FOLLOWED FOR THE APPROVAL OF THE USE OF AN INTERNAL MODEL TO CALCULATE THE SOLVENCY CAPITAL REQUIREMENT
Important note: This document is a working document of the Commission services for discussion. 
It does not purport to represent or pre-judge the formal proposals of the Commission
Having regard to the Treaty (…),

Having regard to the Framework Directive (…), and in particular Articles 114(1) thereof,

Whereas:

(1) The procedure to be followed for the approval of a full or partial internal model should be based on a constant communication between the supervisory authority and the insurance or reinsurance undertaking. It is best practice for communication to begin before the formal application is submitted to the supervisory authority. Communication between the supervisory authority and the insurance or reinsurance undertaking should continue throughout the assessment of the application and continue after the internal model is approved through the supervisory review process. It is considered best practice for supervisory authorities and insurance and reinsurance undertaking to engage in a pre-application process. This will allow supervisory authorities and insurance and reinsurance undertakings to discuss the scope of the application. Insurance and reinsurance undertakings should use the pre-application stage to familiarize themselves with the approval procedure and to help them prepare the formal application. 

(2) The supervisory authorities shall decide on the application of a full or partial internal model within six months from the receipt of the complete application. Whether or not an application is complete should be defined in an objective way.

TITLE S

INSURANCE AND REINSURANCE UNDERTAKINGS

CHAPTER IM

RULES RELATING TO THE VALUATION OF ASSETS AND LIABILITIES, TECHNICAL PROVISIONS, OWN FUNDS, SOLVENCY CAPITAL REQUIREMENT, MINIMUM CAPITAL REQUIREMENT AND INVESTMENT RULES
SECTION 1

SOLVENCY CAPITAL REQUIREMENT - FULL AND PARTIAL INTERNAL MODELS

Article IM1

Application to calculate the Solvency Capital Requirement using a full or partial internal model 

1. The application to calculate the Solvency Capital Requirement using a full or partial internal model shall be provided to the supervisory authorities in writing in one of the official languages of the Member State where the insurance or reinsurance undertaking applies to use the full or partial internal model. Subject to the agreement of the insurance or reinsurance undertaking, the supervisory authorities may require the application to be provided in a language other than the official languages of that Member State. Subject to the agreement of the insurance or reinsurance undertaking, supervisory authorities may specify the official language that the application must be submitted in. 

2. In the application to use a full or partial internal model to calculate the Solvency Capital Requirement insurance and reinsurance undertakings shall submit, as a minimum, documentary evidence that the internal model fulfils the requirements set out in Articles 101 and 120 to 125 of the Framework Directive. Insurance and reinsurance undertakings shall include, at least, the following documents in their application to use a full or partial internal model:

(a) A cover letter requesting the use of a full or partial internal model to calculate the Solvency Capital Requirement. The cover letter shall be approved and signed by the administrative, management or supervisory body and include, at least: 

i. A request for permission to use a full or partial internal model to calculate the Solvency Capital Requirement starting from a specified day and information about the internal model including a brief description of the structure of the model and the risks covered.

ii. A confirmation of the period prior to the application for which the internal model has been appropriately used as an instrument for the quantitative measurement and control of risks.

iii. A confirmation that the application is an accurate reflection of the full or partial internal model and that no material facts have been omitted. 

(b) An explanation of how the internal model covers all the material and quantifiable risks of the insurance or reinsurance undertaking. Where the application for the approval relates to a partial internal model, the insurance or reinsurance undertaking shall also provide an explanation of how the additional conditions referred to in Article 113 of the Framework Directive have been satisfied.

(c) An explanation of the adequacy and effectiveness of the integration of the internal model in the risk management function and how the internal model allows the insurance or reinsurance undertaking to identify, measure, monitor, manage and report risks.

(d) An assessment by the insurance or reinsurance undertaking of the strengths and weaknesses of the internal model and a justification for these strengths and weaknesses. The insurance or reinsurance undertaking shall also outline its plan for the future improvement of the internal model in order to address identified weaknesses or to extend or develop the internal model.

(e) The technical characteristics of the internal model, including a description of the structure of the internal model, together with a list and justification of the assumptions underlying that internal model where an adjustment to these assumptions would result in a significant change in the output of the internal model.

(f) A description of the organisation of the insurance and reinsurance undertaking and an explanation of the adequacy of its system of internal controls taking into account the size and operational characteristic of the insurance or reinsurance undertaking and the nature of complexity of its risks. 

(g) An explanation of why the insurance or reinsurance undertaking considers the resources, skills and objectivity of the people responsible for the development and review of the internal model adequate. 

(h) A report describing the last independent review of the validation process of the internal model, exercised by a qualified internal or external party that is independent from the development or the use of the internal model.  

(i) The policy for changing the internal model referred to in Article IM2.

(j) When an insurance or reinsurance undertaking uses a model or data obtained from a third party as referred to in Article 126 of the Framework Directive the demonstration that the internal model meets the requirements set out in Articles 120 to 125 of the Framework Directive and the suitability for use within the insurance or reinsurance undertaking's internal model. 

(k) An assessment of the economic capital and an estimation of the Solvency Capital Requirement calculated with the internal model and with the standard formula.

Article IM2
Policy for changing the internal model 

1.  In relation to the procedure to be followed for the prior supervisory approval of changes to the policy for changing the internal model, as referred to in paragraph 3 of Article 115 of the Framework Directive, the requirements laid down in Articles IM1, IM4, IM5, IM6 and IM7shall apply and shall be simplified where appropriate.

2. The policy for changing the internal model referred to in Article 115 of the Framework Directive shall cover any change in the system of governance, the calculation of the Solvency Capital Requirement and any relevant change to the risk profile of the undertaking. 
3. Any change not covered by the scope of the policy for changing the full or partial internal model requires an amendment of that policy approved by the supervisory authorities with the procedure laid down in Article 112 of the Framework Directive. 

4. The policy for changing the internal model shall not cover the inclusion of new elements of the internal model, such as additional risk modules, sub-modules or business units, which are not covered by the internal model. Any such inclusion of new elements of the internal model shall follow the approval procedure laid down in Article IM3.

5. The policy shall identify when a change of the full or partial internal model will be considered as major or minor and when a combination of minor changes shall be considered a major change. 

6. The policy shall set out the system of governance of changes to the full or partial internal model, including internal approval of changes, internal communication, documentation and validation of changes. 

Article IM3

Changes to the full or partial internal model

1. In relation to the procedure to be followed for the prior supervisory approval of  major changes to the internal model as referred to in paragraph 3 of Article 115 of the Framework Directive the requirements laid down in Articles IM1, IM4, IM5, IM6 and IM7and shall be simplified when appropriate. 

2. The insurance or reinsurance undertakings shall, when seeking an approval for a major change to its internal model in accordance with Article 115 of the Framework Directive, provide the supervisory authorities with sufficient information about the qualitative and quantitative impacts of the change on the approved full or partial internal model. 

3. The supervisory authorities shall decide on the application of the major change in the full or partial internal model according to Article 112 of the Framework Directive. Supervisory authorities may decide, on a case-by-case basis, and only in exceptional circumstances, to grant a prior conditional approval of the major change in the full or partial internal model on a temporary basis. The approval can be withdrawn at any time if the insurance or reinsurance undertaking fails to comply or ceases to comply with the conditions required. 

4. Insurance or reinsurance undertakings shall report minor model changes of the full or partial internal model to the supervisory authorities quarterly or more frequently where appropriate. Minor changes to the full or partial internal model shall be communicated in a summarised report that describes both the quantitative and qualitative impacts of each change and the cumulative quantitative and qualitative effects of the changes on the approved full or partial internal model. 

5. Supervisory authorities shall have processes in place to record and monitor the notifications required by insurance or reinsurance undertakings.

Article IM4
Assessment of the application

1. Once the supervisory authorities have received the application for a full or partial internal model, the supervisory authorities shall assess whether the application is complete. 

2. Where the supervisory authorities determine that the application is not complete, they shall notify the insurance or reinsurance undertaking that the six month approval period has not begun. 
3. Where the supervisory authorities determine that the application is complete, they shall notify the insurance or reinsurance undertaking that the application is complete and the date on which the six months period began. This date is the date on which the application was received.

4. All documents referred to in Article 125 of the Framework Directive shall be made available to the supervisory authorities throughout the assessment of the application.

5. In order to assess whether the internal model fulfils the requirements referred to in Articles 101 and 112 of the Framework Directive, the supervisory authorities shall take all the necessary actions in order to make a reasoned decision on the application. The assessment of the application shall involve continuous communication with the insurance or reinsurance undertaking and may include requests for further information from that undertaking and adjustments to the full or partial internal model. It may also lead to a request for a transitional plan as set out in Article 113 of the Framework Directive. 

6. In the case that the supervisory authorities determine that adjustments to the full or partial internal model are needed, they shall communicate this to the insurance or reinsurance undertaking. In this case, the insurance or reinsurance undertaking may request a suspension of the six months approval period referred to in Article 112 of the Framework Directive and the approval period will continue once the insurance or reinsurance undertaking has made the necessary adjustments. The supervisory authorities will then inform the undertaking of the new expiry of the period of six months.  
Article IM5

Right to withdraw the application

1. The insurance or reinsurance undertaking shall have the opportunity to withdraw the application to use the full or partial internal model to calculate the Solvency Capital Requirement. 

2. The notification for withdrawal shall be approved by the administrative, management or supervisory body and immediately provided to the supervisory authorities.

Article IM6

Decision on the application

1. The application for a full or partial internal model will be refused when an insurance or reinsurance undertaking fails to provide any of the further information requested by the supervisory authorities before the six months period referred to in Article 112 of the Framework Directive expires. 
2. Insurance and reinsurance undertakings shall not consider their application for a full or partial internal model approved until the receipt of the decision from the supervisory authorities. When the supervisory authorities do not decide within the period referred to in Article 112 of the Framework Directive the application shall not be considered as approved. 

3. When the supervisory authorities have assessed the application and reached a reasoned decision, they shall immediately notify the decision in writing to the insurance or reinsurance undertaking. The decision shall include:

(a) When the supervisory authorities approve the application, the starting date from which the model shall be used to calculate the Solvency Capital Requirement.

(b) Any terms and conditions together with the reasons for those terms and conditions.

(c) When the supervisory authorities reject the application, the reason for the refusal and where relevant those parts of the internal model that would satisfy the requirement to use a partial internal model to calculate the Solvency Capital Requirement. In this case the insurance or insurance undertaking may apply to use a partial internal model.

4. When the supervisory authorities approve the application, the decision referred to in paragraph 3 shall be fully or partially disclosed by the supervisory authorities, unless inappropriate or unnecessary. The disclosure of the approval by the supervisory authority shall be suitable and easily accessible for all interested parties. In determining whether the full or partial disclosure of the decision is inappropriate or unnecessary supervisory authorities shall consider whether the disclosure would prejudice to an unreasonable degree the commercial interest of the insurance or reinsurance undertaking. The insurance or reinsurance undertaking shall explain how the commercial interest of the insurance or reinsurance undertaking could be prejudiced to an unreasonable degree.
5. Supervisory authorities shall not disclose that an insurance or reinsurance undertaking has applied to use a full or partial internal model to calculate the Solvency Capital Requirement, or that an application was rejected or withdrawn. 

Article IM7
Decision subject to terms and conditions

1. Supervisory authorities may approve an application to use a full or partial internal model to calculate the Solvency Capital Requirement subject to terms and conditions. In this case supervisory authorities may require the insurance or reinsurance undertaking to submit a plan of how it will meet those terms and conditions and report its progress in meeting that plan according to the frequency specified by the supervisory authorities.

2. Supervisory authorities shall determine the terms and conditions taking into account whether:

(a) the fulfilment of the terms and conditions are realistic; and

(b) the compliance can be assessed in an objective way. 

3. Supervisory authorities shall notify to the insurance or reinsurance undertaking when they are not satisfied with the fulfilment of the terms and conditions, stating the reasons. In this case the insurance or reinsurance undertaking shall calculate the Solvency Capital Requirement according to the standard formula laid down in the Title I, Chapter VI, Section 4 and Subsection 2 of the Framework Directive.

Article IM8
Transitional plan to extend the scope of the model

4. In the case referred to in paragraph 2 of Article 113 of the Framework Directive, the supervisory authorities shall explain the reasons for requiring a transitional plan and set the minimum scope that the internal model shall cover after the implementation of the transitional plan. 
5. The insurance or reinsurance undertaking shall submit the transitional plan to extend the scope of the model clearly identifying the period for implementing the plan, the extension of the scope and the measures and resources necessary to extend the scope. The transitional plan shall be signed by the administrative, management or supervisory body.

6. When the undertaking fails to implement the transitional plan to extend the scope of the model, the supervisory authorities may take the following measures:

(a) Extend the time period to implement the plan;

(b) Extend the time period to implement the plan, subject to amendments to the plan;
(c) Require the insurance or reinsurance undertaking to calculate the Solvency Capital Requirement according to the standard formula set out in the Title I, Chapter VI, Section 4 and Subsection 2 of the Framework Directive; or

(d) Allow the use of a partial internal model with a more limited scope.
EN
2
Error! Unknown document property name.
EN


