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EIOPA develops non-binding guidelines to enhance convergent and effective application of the regulation and to facilitate cooperation between national supervisors.  This draft proposal for Level 3 guidelines aims to ensure convergence in the application of the Level 2 implementing measures to be adopted by the EC in the Solvency II framework. 
Although the (proposals for) Level 2 implementing measures have not yet been adopted by the EC, EIOPA considers it useful for supervisory authorities and for industry to already start the discussion on potential Level 3 guidelines at an early stage. Reference to L2 proposals as discussed at the Solvency Expert Group meetings and transmitted by the Commission to selected stakeholders is being made where useful.

Therefore, EIOPA is pre-consulting on this draft proposal for Level 3 guidelines with following selected stakeholders: CEA, CRO Forum, Amice and GC

Public consultation on the draft proposal for L3 guidelines will follow once the proposals for L2 measures have been published and the draft proposal for L3 guidelines will have been approved for consultation purposes by EIOPA Board of Supervisors. 
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1. Introduction 
Introduction

1.1. Having regard to Article 125 of Directive 2009/138/EC of the European Parliament and of the Council of 25 November 2009 on the taking-up and pursuit of the business of Insurance and Reinsurance (Solvency II) and 
1.2. Having regard to the draft implementing measure proposed by the Commission [Level 2 Consolidated text].
Whereas,
1.3
These guidelines aim to assist undertakings and supervisory authorities in their understanding of the requirements relating to Internal Models, as described in [Level 2 TSIM 20].

1.4
It should also be noted that, in accordance with TSIM20(1), the documentation of an internal model is primarily a tool for the undertaking but is also a tool for the supervisory authority in its assessment of the Internal Model. The Guidelines are also written with regard to this purpose.

1.5
The purpose of the Documentation is not solely to support the internal model during the approval process but more so to support the model and the undertaking in its use of the model.  Model documentation should not be held as a compliance exercise but as best practice.

2. Guidelines
2.1. Guideline 1 – Articles TSIM20, TSIM21, IM1

The documentation relevant for the assessment of the Internal Model is likely to encompass more than the documentation required in IM1(2) and the minimum documentation in TSIM21, including all the evidence that the Tests and Standards in TSIM1-TSIM16 and TSIM 22-TSIM24 are met (where applicable).

2.2. Guideline 2 (Form of the Documentation) - Article TSIM21, IM1
The documentation does not have to be one single document or amalgamation of documents, provided there is a list or a mapping process that brings it all together.  It does not need to be in paper form.   
2.3. Guideline 3 (Control Procedures)- Article TSIM20

Undertakings should have effective control procedures in place for the model documentation.

Version control procedures should be in place for the internal model documentation.  A clear reference system should be in use for the documentation and included in the documentation inventory mentioned in Article TSIM21(1a).

2.4. Guideline 4 (Documentation of Methodologies) - Article 125 of Directive 2009/138/EC , Article TSIM8, TSIM9, TSIM20(1), TSIM21
Undertakings must be able to demonstrate sufficient understanding of any  methodology or technique used in the Internal Model, including 

-
the underlying assumptions 

-
their applicability given the undertakings’ risk profile 

-
any shortcomings, of the methodology or technique.  

The documentation should evidence this understanding.  This guideline applies equally where a  methodology or any other technique is documented in an externally produced document.
When documenting the theory, assumptions, and mathematical and empirical basis underlying any methodology used in the Internal Model (in accordance with paragraph 3 of Article 125 of Directive 2009/138/EC) it is beneficial to document the history of the development of the methodology within the undertaking, including any other methodologies considered but not subsequently used. 
2.5. Guideline 5 (Circumstances under which the Internal Model does not work effectively) - Article 120 of Directive 2009/138/EC, Articles TSIM20, TSIM22 
The documentation should include a summary of the shortcomings of the Internal Model, consolidated in a single document.  This document should also include a summary of the work done to identify the shortcomings of the model and any plans for model improvements.

2.6. Guideline 6 (Appropriateness to addressees) TSIM20, TSIM22

The documentation of the internal model is a tool for the undertaking.  It is important that the level of documentation is appropriate to the users of the documentation.  Therefore it may be appropriate that there is more than one level of documentation for the Internal Model, commensurate with the use and target audience.

2.7. Guideline 7 (Documentation of Model Output) - TSIM20, TSIM21
Firms should document the outputs of the model that are relevant for satisfying the requirements of Article 120 of Directive 2009/138/EC.

2.8. Guideline 8 (Software and Modelling Platforms) -TSIM22(f)
Where undertakings are using proprietary software modelling platforms and/or hardware systems, the documentation should provide sufficient information to allow undertakings to justify and supervisory bodies to assess their appropriateness.
Question for stakeholders (1):  Is the content outlined above in line with the expectations of stakeholders? Are there any other issues that stakeholders would like to see covered in this paper?
3. Explanatory Text

Guideline 1 – Articles TSIM20, TSIM21, IM1

The documentation relevant for the assessment of the Internal Model is likely to encompass more than the documentation required in IM1(2) or the minimum documentation in TSIM21, including all the evidence that the Tests and Standards in TSIM1-TSIM16 and TSIM 22-TSIM24 are met (where applicable).

3.1. Supervisors can only give model approval if they are satisfied that the undertaking meets the requirements of Articles 101, 112 and 120-126 (IM4).  In order to gain this satisfaction, supervisors will assess the application specified in IM1, as well as the internal model documentation described in TSIM20 – TSIM23.  Additionally, supervisory authorities may need to refer to additional pieces of evidence to gain satisfaction that the undertaking meets all of the requirements.

3.2. For example consider an undertaking wanting to demonstrate compliance with TSIM3 (understanding of the internal model).  The undertaking might be able to provide as evidence a training presentation describing the main features of the model that the members of the administrative, management or supervisory body have received.  This would not be part of the internal model documentation pursuant under Article 125, but would still be relevant for supervisors to assess compliance with TSIM3.  It is not expected that this material would be included in the application.  A more natural way to present the evidence would be for the undertaking to discuss its compliance with this requirement as part of IM1(2)(d) and there make an explicit reference to this evidence and indicate that it is available for review.  Supervisory authorities might then wish to request this evidence (as per IM4(3)) to get a further understanding of to what extent the firm complies with this requirement. 

3.3. The example above illustrates some important considerations:

· Some of the materials required by IM1 are not part of the IM documentation.  

· During the assessment of the application supervisors are likely to require additional evidence as they seek to satisfy themselves that the undertaking has met all of the requirements.  This evidence will be both in written form (e.g. the training materials in the example) or otherwise (e.g. interviews, processes, systems etc.).  

· By the same principle, not all of the IM documentation pursuant to Article 125 need to be included in the application.  The minimum contents of the application are those specified in IM1.

3.4. IM4(3) provides for supervisory authorities requesting additional information beyond that referred to in IM(1) and Article 125 of Directive 2009/138/EC if it is necessary for the assessment of the application.
3.5. A number of ancillary documents may be necessary for the assessment of the Internal Model – for example, results of simulation runs, board minutes evidencing the Use Test, training material, validation results and output.  It is not practicable to include all this documentation in a single documentation package, a practical approach could be to submit a documentation directory or similar. A specific reference could then be provided, for example, in the self assessment described in IM1(2d), where the firm may want to refer to supporting evidence.

Guideline 2 (Form of the Documentation) - Article TSIM21, IM1
The documentation does not have to be one single document or amalgamation of documents, provided there is a list or a mapping process that brings it all together.  It does not need to be in paper form.

3.6. The list or mapping process may create some flexibility in creating, maintaining and using the documentation, as well as an easy access to the documents for any potential need.

3.7. It is preferable that the process allows for an easy extraction of the document if necessary (as opposed to a documentation heavily embedded in support (e.g. software or code) specific to the internal model for instance). The documentation may then be used by the undertaking at any time, for example, in on-going interaction with the supervisor.
3.8. It is quite likely that other documents not listed will be required by the supervisory authority – the inventory should be in a form that allows it to be easily expanded and updated.  Electronic document management systems may be more effective than a paper record system in this regard.
Guideline 3 (Control Procedures) - Article TSIM20

Undertakings should have effective control procedures in place for the model documentation.

Version control procedures should be in place for the internal model documentation.  A clear reference system should be in use for the documentation and included in the documentation inventory mentioned in Article TSIM21(1a).

3.9. The documentation of the internal model should provide an audit trail, recording the implementation of model changes (both minor and major).

3.10. In particular, the control procedures should ensure that the documentation is kept up to date and is regularly reviewed.

3.11. Document references should be precise with a clear reference system.

Guideline 4 (Documentation of Methodologies) - Article TSIM8, TSIM9, TSIM20(1), TSIM21
Undertakings must be able to demonstrate sufficient understanding of any methodology or technique used in the Internal Model, including 

-
the underlying assumptions 

-
their applicability given the undertakings’ risk profile 

-
any shortcomings, of the methodology or technique.  

The documentation should evidence this understanding. This guideline applies equally where a methodology or any other technique is documented in an externally produced document. 
When documenting the theory, assumptions, and mathematical and empirical basis underlying any methodology used in the Internal Model (in accordance with paragraph 3 of Article 125 of Directive 2009/138/EC), it is beneficial to document the history of the development of the methodology within the undertaking, including any other methodologies considered but not subsequently used. 

3.12. EIOPA recognises the validity of externally produced documentation which may have been written for a purpose other than documenting the Internal Model under consideration.  However, in such cases, the documentation is not written to document the internal model in question.  In such cases, it is particularly important that the methodology or technique is appropriate for the case being considered; therefore, the undertaking must be able to demonstrate sufficient understanding of the contents of the document in order to assess and justify the suitability of the technique or methodology for use in its model and the fit for its business.

3.13. In particular, undertakings should demonstrate that the assumptions underlying a methodology or technique are fulfilled, or, in the case that they are not met, that any deviation from the underlying assumptions or conditions are not material or do not render use of the methodology or technique inappropriate.  The underlying assumptions should be documented where appropriate.

3.14. Such documentation should also demonstrate understanding of any shortcomings of a methodology or technique, and why any such shortcomings are not material or do not render use of the methodology or technique inappropriate.

3.15. Academic papers, by their nature, can be complex and a high level of prior knowledge may be assumed.  Therefore, reference to an academic paper on its own may not be sufficient to demonstrate the undertaking’s understanding of a method or technique and its appropriateness to the undertaking’s business. 
3.16. Development of methodologies is often a scientific process involving trial and error.  A record of the development of a methodology is beneficial for both undertakings (including the validation function) and supervisory authorities in assessing the appropriateness of the methodology and for undertakings in further improving the model.  It is recognised that in the initial stages such development may not be formally documented as it happens.  Nonetheless, documentation of the development of a methodology will go some way in fulfilling the requirements of paragraph 3 of Article 125 of Directive 2009/138/EC.
Guideline 5 (Circumstances under which the Internal Model does not work effectively) - Article 120 of Directive 2009/138/EC, Articles TSIM20, TSIM22 

The documentation should include a summary of the shortcomings of the Internal Model, consolidated in a single document.  This document should also include a summary of the work done to identify the shortcomings of the model and any plans for model improvements.
3.17. EIOPA believes that this is a necessary to meet the requirements of Article 120 of Directive 2009/138/EC.

3.18. Whilst it is quite likely that the documentation of each module of an Internal Model (for Internal Models that take a modular form) will address any shortcomings of that particular module, an overall assessment should be made in a single document.

3.19. This summary overview will allow undertakings and supervisors assess the materiality of any circumstances under which the internal model does not work effectively, the appropriateness of the model for the undertaking and any plans to address the shortcomings.

3.20. The summary should at least take into account all of the aspects in TSIM22(a)-(g), to the extent that they apply to the undertaking.

Guideline 6 (Appropriateness to addressees) - TSIM20, TSIM22

The documentation of the internal model is a tool for the undertaking.  It is important that the level of documentation is appropriate to the users of the documentation.  Therefore it may be appropriate that there is more than one level of documentation for the Internal Model, commensurate with the use and target audience.

3.21. Tailored documentation for key bodies and key personnel facilitates more effective implementation and control of the internal model.

3.22. It is not expected that users of the model, such as the Board and Senior Management Team would use the same documentation as the model design team. However, the documentation for the Board and Senior Management Team must be sufficiently detailed to allow the Board and Senior Management Team to meet the requirements of the Use Test, including Senior Management Understanding.

3.23. There should be a User Manual for operation of the Model which should be sufficiently detailed to allow a sufficiently knowledgeable third party to operate and run the model based on the User Manual and sufficient knowledge of the business.  This is an important mitigant of key person risk, which exists not only at model design level but also at model operation level.

Guideline 7 (Documentation of Model Output) - TSIM20, TSIM21
Firms should document the outputs of the model that are relevant for satisfying the requirements of Article 120 of Directive 2009/138/EC.

3.24. Undertakings may run several simulations of a model at each valuation date, with each simulation possibly comprising many thousand iterations.  It is recognised that retaining the output of every iteration for every simulation may be of limited value.

3.25. It is expected that for each calculation of the SCR the full simulation input and output be retained with appropriate level of detail.

3.26. For other stress and scenario tests it is up to each undertaking its policy on retention of model output.  Undertakings should recognise that there is value in analysing simulation output, as part of its risk management and model validation processes. The undertaking will need to demonstrate compliance with Article 120 of Directive 2009/138/EC.

3.27. The output of the Internal Model will also include management information, such as risk dashboards, risk registers and other reports used for risk management or decision making. 

Guideline 8 (Software and Modelling Platforms) - TSIM22(f)
Where undertakings are using proprietary software modelling platforms and/or hardware systems, the documentation should provide sufficient information to allow undertakings to justify and supervisory bodies to assess their appropriateness. 
3.28. A platform differs from an external model if the implementation of the model is independent of the platform on which it is run.  For example, a model would theoretically give the same output if run on two different simulation platforms (with the same calibration), whereas two different natural catastrophe models would give different output.

3.29. In some cases, there may not be a clear distinction between what constitutes a modelling platform and what is an external model.  In such cases, it is up to undertakings and supervisory authorities to consider the level of documentation required.  However, the documentation must meet the standard required in TSIM20, subject to TSIM24(4).
4. Annex: Impact Assessment (where applicable)

In EIOPA’s view, only Guideline 5 creates an additional requirement on undertakings not already include in the [Level 2 consolidated text].
Questions to stakeholders:

Would you expect any benefit to flow from any of the requirements established in this paper? We would especially appreciate your assessment of the extent of these benefits. 

Do you believe that significant costs (other than compliance costs) could arise from the implementation of any of the proposed requirements? If so, what are these costs, and how significant could they be? 

What compliance costs do you expect to incur under any of the proposed requirements? Please provide broad quantitative estimates of their possible level. 
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