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CHAPTER X
SYSTEM OF GOVERNANCE

SECTION 1

Elements of the system of governance

Article 1

(Art. 41 (1) to (3a))

General governance requirements

(1) Insurance and reinsurance undertakings shall have in place a system of governance which complies at least with the following requirements:

(a) establish, implement and maintain effective cooperation
, internal reporting and communication of information throughout the undertaking;

(b) be robust with a clear and well-defined organisational structure that has well-defined, clear, consistent and documented lines of responsibility across the organisation;

(c) ensure that the members of the administrative, management or supervisory body possess sufficient professional qualifications, knowledge and experience in the relevant areas of the business to give adequate assurance that they are collectively able to provide a sound and prudent management of the undertaking;

(d) ensure it employs personnel with the skills, knowledge and expertise necessary to discharge properly the responsibilities allocated to them;

(e) ensure all personnel are aware of the procedures for the proper discharge of their responsibilities;

(f) establish, implement and maintain decision-making procedures;

(g) ensure that any performance of multiple tasks by individuals does not and is not likely to prevent the persons concerned from discharging any particular function in a sound, honest and professional manner;

(h) establish information systems that produce sufficient, reliable, consistent, timely and relevant information concerning all business activities, the commitments assumed and the risks to which the undertaking is exposed;

(i) maintain adequate and orderly records of the undertaking's business and internal organisation;

(j) safeguard the security, integrity and confidentiality of information, taking into account the nature of the information in question;

(k) introduce clear reporting lines that ensure the prompt transfer of information to all persons who need it in a way that enables them to recognise its importance; 

(l) establish and maintain adequate risk management, compliance, internal audit and actuarial functions; and
(m) adopt an overall remuneration policy and practice that is in line with the undertaking’s business and risk strategy, risk profile, objectives
, values, risk management practices, and the long-term interests and performance of the whole entity.

(2) The policies on risk management, internal control, internal audit and, where relevant, outsourcing, shall clearly set out the relevant responsibilities, goals, processes and reporting procedures to be applied, all of which shall be in line with the undertaking’s overall business strategy.

(3) Insurance and reinsurance undertakings shall ensure that at least two persons effectively run the undertaking.

(4) Insurance and reinsurance undertakings shall ensure that any potential source of conflicts of interest is identified and
 procedures are established so that those involved with the implementation of the strategies and policies understand where conflicts of interest could arise and how these shall be addressed.
Article 2
Principle of Proportionality

(5) In implementing the requirements referred to in Article 1 account should be taken of the nature, scale and complexity of an undertaking's business and risks.
Article 3
(Art. 44 (1))
Risk Management System
(6) Insurance and reinsurance undertakings shall put in place an effective risk management system which requires at the least the following:
(a) A clearly defined and well documented risk management strategy that includes the relevant objectives, key principles, general risk appetite and the assignment of responsibilities across all the activities of the undertaking and which is consistent with the undertaking’s overall business strategy;

(b) Adequate written policies that include a definition and categorisation of the material risks by type to which the undertaking is exposed, and the levels of acceptable risk limits for each type of risk. These policies shall implement the undertaking’s risk strategy, facilitate control mechanisms and take into account the nature, scope and time horizon of the business and the risks associated with it;

(c) Risk contingency plans
 shall be in place that are regularly tested, updated and communicated to the relevant management and staff. Contingency plans shall take into account the areas where undertakings consider themselves to be especially vulnerable.

(d) Appropriate processes and procedures which enable the undertaking to identify, assess, manage, monitor and report the risks it is or might be exposed to;

(e) Appropriate
 reporting procedures and processes for ensuring that feedback signals lead, where necessary, to the subsequent modification of the procedure that ensure that information on the risk management system is actively monitored and managed by all relevant staff and the administrative, management or supervisory body;

(f) An appropriate own risk and solvency assessment (ORSA) process.
Article 4
(Article 44 (2))
Areas covered by the risk management system
In order to ensure the proper functioning of the risk management system insurance and reinsurance undertakings shall take appropriate action with regard to the following areas:
(7) In relation to underwriting and reserving risk management to establish, implement and maintain adequate practices and procedures to ensure the reliability, sufficiency and adequacy of relevant data to be considered both in the underwriting and reserving processes as well as to have in place adequate claims management procedures which shall cover the overall cycle of claims.

(8) In
 relation to asset-liability management to establish, implement and monitor written policies tailored to the needs of different products and different business lines and especially taking into account the interrelation with between different types of risk.
(9) In relation to investment risk management to establish, implement and monitor written policies taking into account the undertaking's business, its overall risk tolerance levels, the solvency position and the long-term risk. When undertakings use derivative products or any other financial instrument with similar characteristics, the policy shall specify the objectives and strategy of their use and the way they contribute to an efficient portfolio management as well as procedures to evaluate the strategy to use these types of products and the principles of risk management to be applied.
(10) In
 relation to liquidity risk management establish, implement and monitor sound practices and procedures which cover in particular both short term considerations but also including a long term perspective and include stress tests and scenario analyses. In addition to establish, implement and maintain liquidity contingency plans providing for the continuous on-going monitoring and analysis of the undertaking's debt position and debt capacity, and the identification of available financing options.
(11) In relation to concentration risk management to establish, implement and monitor adequate practices and procedures in order to ensure that defined sources of concentration risk remain within established limits and thresholds, including an analysis of possible contagion lines.  

(12) In relation to operational risk management to establish, implement and monitor sound practices and procedures with clear responsibilities assigned, in order to regularly identify, document and monitor exposure to operational risk. 
(13) In relation to risks associated to reinsurance and other risk mitigation techniques to establish, implement and monitor adequate practices and procedures, which are proportionate to the nature, scale and complexity of the undertaking's risks, for the selection of suitable reinsurance or other financial risk mitigation products. When using specific purpose vehicles, and without prejudice to Article XX (on SPV), undertakings shall actively monitor the fully funded requirement and take into account any risk associated to the specific purpose vehicle.
Article 5 

(Article 46 (1))

Internal control system

(14) The internal control system shall ensure the undertaking's compliance with applicable laws, regulations and administrative provisions. In addition it shall secure the effectiveness and the efficiency of the undertaking's operations in view of the set objectives as well as to ensure the availability and reliability of financial and non-financial information.

(15) Insurance and reinsurance undertakings shall have in place a suitable control environment, appropriate control activities, effective information and communication procedures and adequate monitoring mechanisms.
SECTION 2

Functions
Article 6
Definition and scope
(16) The system of governance referred to in this Directive/Regulation requires insurance and reinsurance undertakings to have in place the following functions, as defined in Article 13 (29) of Directive 2009/138/EC,

(a) a risk management function, 
(b) a compliance function, 
(c) an internal audit function, and 
(d) an actuarial function.

(17) Insurance and reinsurance undertakings shall be free to decide how to organise and staff those functions unless otherwise specified in this regulation, taking into account the principle set out in Article 2. With the exception of the function referred to in paragraph 1 (c) this may include, where appropriate, to carry out more than one function by a single person or organisational unit. 

Article 7
(Article 44 (4 and 5))
Risk management function

(18) Insurance
 and reinsurance undertakings shall incorporate the risk management function and its associated reporting lines into the organisational structure in a way which ensures that the function is objective and independent free from undue influence from other functions and from the administrative, management or supervisory body. 
(19) The tasks of the risk management function include:

(a) Assisting the administrative, management or supervisory body and other management in the effective operation of the risk management system, in particular by providing specialist analysis and performing quality reviews;
(b) Monitoring the risk management system;

(c) Maintaining an organisation-wide and aggregated view on the risk profile of the undertaking;

(d) Reporting details on risk exposures and advising the administrative, management or supervisory body with regard to risk management matters in relation to strategic affairs such as corporate strategy, mergers and acquisitions and major projects and investments; and

(e) Identifying and assessing emerging risks.

(20) In compliance with the requirements set out in Articles X,Y (IM on Article 120 (use test)) the risk management function shall bear responsibility for design, validation, application and monitoring of internal models and shall ensure the integrity of the model and of the modelling process.
Article 8
(Article 46 (2))
Compliance function

(21) The
 compliance function shall have an appropriate standing within the undertaking and be able to communicate on its own initiative with any staff member and to obtain access to any records necessary to carry out its responsibilities.

(22) The compliance function shall promptly report any major compliance problems it identifies to the administrative, management or supervisory body.

(23) The responsibilities, competencies and reporting duties incurred by the compliance function may be defined in a compliance policy. Intended activities shall be set out in a compliance plan taking into account all relevant areas of the insurance and reinsurance undertaking and their exposure to compliance risk.

Article 9
Internal audit function

(24) The internal audit function shall exercise the following responsibilities with impartiality and on its own initiative:
(a) To establish, implement and maintain a risk based audit plan setting out the audit work to be undertaken in the upcoming business year(s), taking into account all processes and the complete system of governance of the insurance or reinsurance undertaking. 

(b) To issue opinions based on the result of work carried out in accordance with point (a) and to disclose its findings and its appraisals to the administrative, management or supervisory body;
(c) To verify compliance with those opinions;

(d) To issue at least annually a written report on its findings, opinions and appraisals to be submitted to the administrative, management or supervisory body.
(25) The internal audit function shall be able to communicate on its own initiative with any staff member and to obtain unrestricted access to all information and records relevant for the discharge of its responsibilities.

Article 10
(Article 48 (1))
Actuarial function

(26) Without prejudice to Articles X,Y (IM on the calculation of technical provisions) CEIOPS may develop European actuarial guidelines on technical, professional and ethical issues, taking into account the standards set in national and international actuarial associations.

(27) The actuarial function shall have unrestricted access to the relevant resources and information necessary for the discharge of its responsibilities.

(28) In coordinating the calculation of the technical provisions the actuarial function shall be shaped by the undertaking, and involve at a minimum as follows:

(a) Apply methodologies and procedures to assess the sufficiency of technical provisions and to ensure that their calculation is consistent with the requirements set out in Articles 76-86 (or Chapter VI, Section II) of the Framework Directive;

(b) Assess the uncertainty associated with the estimates;

(c) Ensure that problems related to the calculation of technical provisions arising from insufficient data quality are dealt with appropriately and that, where it is impracticable to apply common methods of calculating technical provisions because of insufficient data quality, the most appropriate alternatives to common methods are found, taking into consideration the principle of proportionality;

(d) Ensure that homogeneous risk groups for an appropriate assessment of the underlying risks are identified;

(e) Consult relevant market information and ensure that it is integrated into the assessment of technical provisions;

(f) Compare
 and justify any material differences the relative outcomes for recent estimates of different years; and

(g) Ensure that an appropriate assessment of options and guarantees embedded in liabilities is provided.

(29) In order to ensure the appropriateness of the underlying methodologies and models used in the calculation of the technical provisions, the actuarial function not only has to assess the general suitability of the methodology or underlying model for the calculation of technical provisions as such, but also has to decide whether they are appropriate for the specific lines of business of the undertaking, for the way the business is managed and for the available data.

(30) While assessing the sufficiency and quality of the data used in the calculation of the technical provisions, the actuarial function shall have regard to the objectivity, reasonability and verifiability of management actions included in the calculation of technical provisions. It shall also assess whether information technology systems used sufficiently support the actuarial procedures.

(31) The comparison of the best estimates against experience requires the actuarial function to assess whether past best estimates have proved sufficient and to use the insights gained in this assessment to improve the quality of present best estimate calculations.

(32) This analysis shall also include comparisons between observed values and the assumptions used in the calculation of technical provisions in order to produce conclusions on the appropriateness of the data and assumptions used as well as on the methodologies applied on their estimation.

(33) Information addressed to the administrative, management or supervisory body on the calculation of the technical provisions shall at least include a reasoned opinion on the reliability and adequacy of the calculation and on the degree of uncertainty about the final obligations as well as on circumstances that might lead to significant deviations from the provisions made. The actuarial function shall clearly state and explain any concern it may have as to the sufficiency of technical provisions.
(34) The actuarial function shall oversee the calculation of technical provisions whenever, in specific circumstances, insurance and reinsurance undertakings have insufficient data of appropriate quality to apply a reliable actuarial method and decide to follow case-by-case approaches in the calculation of the best estimate. In addition it has to produce judgement to establish assumptions and to safeguard the accuracy of the results.

(35) Regarding the overall underwriting policy, the opinion to be expressed by the actuarial function shall at least include the following issues:

(a) Sufficiency of the premiums to cover future losses, notably taking into consideration the underlying risks (including underwriting risks), the impact of expenses directly associated with future claims and of unallocated loss adjustment expenses and the impact of embedded options and guarantees on future liabilities;

(b) Considerations regarding inflation, legal risk, change in the composition of the undertaking's portfolio, anti-selection and adequacy of bonus-malus system(s) implemented in specific line(s) of business.

(36) Regarding the overall reinsurance arrangements, the opinion to be expressed by the actuarial function shall include an opinion on the adequacy of the significant reinsurance arrangements as well as the expected cover under stress scenarios in relation to the underwriting policy
 and the adequacy of the calculation of the technical provisions arising from reinsurance.

(37) When
 carrying out the tasks in accordance with this Regulation the actuarial function shall act objectively and independently free from undue influence from other functions or the administrative, management or supervisory body. The persons involved in the actuarial function must have a sufficient level of independency, the level of which may be further defined in guidelines referred to in paragraph 1.
(38) The actuarial function shall at least annually produce written reports to be submitted to the administrative, management or supervisory body. The reports shall document the tasks that have been undertaken, clearly state any shortcomings identified and give recommendations as to how the deficiencies could be remedied.
SECTION 3

Fit and Proper Requirements
(Article 42)

Article 11
(39) Undertakings shall have in place documented policies and adequate procedures to ensure that all persons effectively running the undertaking or which have other key functions are fit and proper.

(40) Key functions are those considered important or critical in the system of governance and include at least the risk management, the compliance, the internal audit and the actuarial functions. Other functions may be considered key functions according to the nature, scale and complexity of an undertaking’s business or the way it is organised.

(41) Undertakings shall notify a posteriori the supervisory authority of the persons who effectively run the undertaking and of  other key function holders, if any, that have been identified for by the undertaking. 

(42) The
 fitness of a person referred to in paragraph 1 shall be assessed a posteriori by the supervisory authorities in regard of this person's professional qualifications, knowledge and experiencecompetence. The assessment of professional competence includes the assessment of that person's management competences and that person's technical competences with regard to the area of the business activities carried out by the undertaking.
(43) The assessment of the management and the technical competences of the person at stake shall be based on the person’s previous experience, knowledge and professional qualifications and shall demonstrate due skill, care, diligence, and compliance with the relevant standards of the area or sector the person has worked in.

(44) In addition to the qualifications that enable them to discharge their duties in their specific areas of responsibility, the members of the administrative, management or supervisory body shall, collectively, be able to provide for the sound and prudent management of the undertaking.

(45) The propriety of a person referred to in paragraph 1 shall be assessed by the supervisory authority taking into consideration that person's reputation and integrity. The assessment of the reputation requires the supervisory authority to check whether there are reasons to believe from past conduct that the person may not discharge his/her duties in line with applicable rules, regulations and guidelines. Such reasons may arise, for instance, from criminal antecedents, financial antecedents or supervisory experience with that person. Insofar as the person’s past business conduct is known this could provide indications as to that person’s integrity.
(46) When implementing the requirements set out in paragraph 7 of this Article, the application of the principle enacted in Article 2 shall not result in different standards.
SECTION 4

Outsourcing
(Article 49)

Article 12
(47) Any
 insurance or reinsurance undertaking envisaging or factually outsourcing functions or any insurance or reinsurance activity, shall establish an outsourcing policy which shall take into account the impact of outsourcing on its business and the reporting and monitoring arrangements to be implemented in cases of outsourcing. The policy shall be regularly assessed and updated, implementing the necessary changes in a timely manner.
(48) If an undertaking and the service provider are members of the same group, the outsourcing policy shall take into account the extent to which the undertaking controls the service provider or has the ability to influence its actions.
(49) Critical or important operational functions or activities as referred to in the Framework Directive include the key functions of an undertaking’s system of governance and all functions and activities within the undertaking that are fundamental to carry out its core business.

(50) When choosing a service provider for any critical or important functions or activities the undertaking shall undertake all necessary steps to ensure that:

(a) A detailed examination is performed of the potential service provider’s ability and capacity to deliver the required functions or activities satisfactorily, taking into account the undertaking’s objectives and needs;

(b) The service provider has adopted all means to ensure that no explicit or potential conflict of interests with the undertaking impairs the needs of the outsourcing undertaking;

(c) It enters into a written agreement with the service provider which clearly defines the respective rights and obligations of the undertaking and the service provider;

(d) The general terms and conditions of the outsourcing agreement are authorised and understood by the undertaking’s administrative, management or supervisory body;

(e) The outsourcing does not entail the breach of any law in particular with regard to rules on data protection;

(f) The service provider is subject to the same provisions on the safety and confidentiality of clients' information that are applicable to the undertaking.
(51) It
 is the responsibility of the undertaking to ensure that the terms and conditions of the outsourcing agreement are consistent with the undertaking’s obligations under the Framework Directive. The written agreement to be concluded between the undertaking and the service provider shall in particular clearly state the following requirements:

(a) The duties and responsibilities of both parties involved;

(b) The service provider’s commitment to comply with all applicable laws, regulatory requirements and guidelines and its willingness to cooperate with the undertaking’s supervisors in regard to the outsourced function or activity;

(c) The service provider's obligation to disclose any developments, legislative changes in its home country, and material changes to its financial resources or its risk profile, that may affect its ability to carry out the outsourced functions and activities.
(d) That the service provider can only terminate the contract with a period sufficiently long to enable the undertaking to find an alternative solution;

(e) That the undertaking has the right to withdraw from the outsourcing arrangement within a reasonable period of notice, if the outsourced functions or activities prove to be inadequately performed by the service provider;

(f) That the undertaking reserves the right to be informed about the outsourced activities and their performance by the services provider as well as a right to issue general guidelines and individual instructions at the address of the service provider, as to what has to be taken into account when performing the outsourced functions or activities;

(g) That the service provider shall protect any confidential information relating to the undertaking and its clients;

(h) That
 the undertaking, its external auditor and the supervisory authority have unrestricted access to all information related to the outsourced functions and activities. This includes access to the business premises of the service provider. 

(i) That the supervisory authority has the right to directly address questions to the service provider
.

(52) In order to ensure that outsourcing of any critical or important functions or activities does not materially impair the quality of the undertaking’s governance system:

(a) The undertaking must ensure that the service provider has in place an adequate risk management and internal control system;

(b) The outsourced activities must be adequately included in the undertaking’s risk management and internal control system; and

(c) The undertaking must establish a contractual right to information about the outsourced activities and a contractual right to issue instructions concerning the outsourced activities.

(53) To protect against an undue increase in operational risk when outsourcing critical or important functions or activities, the outsourcing undertaking shall:

(a) Verify that the service provider has adequate financial resources to perform the additional tasks in a proper and reliable way, and that the staff of the service provider are chosen on the basis of criteria that ensure that the staff is sufficiently qualified and reliable;

(b) Verify that the service provider properly isolates and identifies the information, documentation and assets belonging to the undertaking and its clients in order to protect their confidentiality; and

(c) Make sure the service provider has adequate contingency plans in place to deal with emergency situations or business disruptions and periodically tests backup facilities where necessary, taking into account the outsourced functions and activities.
SECTION 5

Article 13
Remuneration Issues

(54) When implementing the remuneration policy referred to in Article 1 (1) (m) insurance and reinsurance undertakings shall comply with the following principles:

(a) An overall remuneration policy and practice shall be established that is in line with the undertaking's business and risk strategy, risk profile, objectives, values, risk management practices, and long-term entity-wide interests and performance. It should avoid potential incentives for unauthorised risk taking.
(b) The remuneration policy applies to the undertaking as a whole, and contains specific arrangements that take into account the respective roles of the administrative, management or supervisory body, key functions, senior management and other activities performed by personnel that involve significant risk-taking.

(c) There
 shall be a clear, transparent and effective governance structure around remuneration, including the definition of the remuneration policy and its oversight.

(d) A remuneration committee shall be created where appropriate.

(e) When remuneration schemes include both fixed and variable components, these shall be appropriately balanced so that the fixed component represents a sufficiently high proportion of the total remuneration to avoid employees being overly dependent on the variable components and allowing the undertaking to operate a fully flexible bonus policy.

(f) The variable component shall be based on a combination of the assessment of the individual and the collective performance, such as the performance of the business area and the overall results of the undertaking or group.

(g) The payment of the major part of a significant bonus, irrespective of the form in which it is to be paid, shall contain a flexible, deferred component that considers the nature and time horizon of the undertaking’s business.

(h) When defining an individual’s performance, not only financial but also non-financial performance shall be considered.

(i) The measurement of performance, as a basis for bonus awards, shall include an adjustment for current and future risks, taking into account the undertaking’s risk profile, and cost of capital for members of the administrative or management body, the holders of key functions, the senior management and the personnel undertaking activities that involve significant risk-taking.

(j) The remuneration policy shall be transparent internally and adequately disclosed externally.
� CEIOPS proposes to insert a paragraph with a mandate for CEIOPS to develop European actuarial guidelines (??)





� What does it entail? An objective assessment of the compliance with this requirement is very difficult.


�There has been no excessive risk management failure induced by inappropriate remuneration incentives within insurance undertakings and there has been no remuneration problem in the insurance sector within the EU. Therefore we are concerned that the present draft is at times too far-reaching in the sense that it is proposing too detailed and burdensome requirements, for which the Solvency II Directive does not seem to provide sufficient legal basis.


�What is the aim of this requirement? Each person checking the other one? Does the paragraph attempt to be consistent with the similar provision for banks? A better wording would be: “Insurance and reinsurance undertakings shall ensure that appropriate checks and controls are in place to ensure the governance of all key decisions.”


�The highlighted text should be deleted since it’s very burdensome.


�The principle of proportionality should apply not only to the general requirements but to the entire chapter on system of governance.


�The article introduces the concept of “risk contingency plans”, which is a new concept, not included in the directive. The plans mentioned in the directive article “General governance requirements” refer to business continuity planning, which is clearly something else.


Since the other articles together provide for an adequate risk mgmt system, this article should be deleted.


�This paragraph needs rewarding, for a better understanding.


�This paragraph could be read as a requirement to match assets to separate products or separate business lines. There should be no such requirement. What is important is only to match the assets with the liabilities in the aggregate. (For ring fenced funds different requirements should apply).


�Liquidity risk is normally not a very prominent risk in insurance. There is a big difference from banking. This needs to be taken into account in the IM, putting the requirements on liquidity risk management at a reasonable level.


�The risk mgmt function is blended with the actuarial function in many cases in practice. More in general the relationships between the various functions and the admin, mgmt, supervisory bodies ask for cooperation, while maintaining their accountabilities.


�This is also relevant for all other function. Either delete this here or add it to all other functions as well.


� The actuarial function should rely on technical standards widely accepted by the industry and the profession. If such a development is deemed necessary, an open process with all stakeholders is needed.


�The initial wording was not clear about the number of years and about the comparability of estimates made over time.


�This is a too far reaching extension of the responsibilities of the actuarial function.


�The risk mgmt function is blended with the actuarial function in many cases in practice. The Directive does not ask for these functions to be organised as different units.


�The documentation and the processes to check the fit and propriety for all persons effectively running the undertaking is considered burdensome.


�Some of the requirements in this section are already part of other regulations.


�This paragraph applies to all types of outsourcing or only to outsourcing of critical or important functions?


�Service providers of non critical functions, who are not themselves regulated may not be willing to grant direct access to their premises. Only public bodies should be allowed access to business premises of service providers.


�The following point should be added: The supervisor shall discuss the information needed with the undertaking before contacting the provider to ensure efficiency and relevance but retains the right to make such contact.


�There has been no excessive risk management failure induced by inappropriate remuneration incentives within insurance undertakings and there has been no remuneration problem in the insurance sector within the EU. Therefore we are concerned that the present draft is at times too far-reaching in the sense that it is proposing too detailed and burdensome requirements, for which the Solvency II Directive does not seem to provide sufficient legal basis.


In this respect, the remuneration policy issue seems already sufficiently treated if the former CP 33 (3.6) would be implemented.
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