3.5. Actuarial function

3.5.1. Tasks to be performed

3.1. One of the tasks of the actuarial function is the coordination of the calculation of technical provisions. This task, as defined under the Directive and related implementing measures, does not explicitly include the actual calculations of the technical provisions. Who should perform the calculation of the technical provisions is left for each insurance undertaking to decide as long as conflicts of interest are properly managed.

Guideline 59 (Article 48 of the Directive)

The undertaking should ensure sufficient explicit and adequate internal controls are in place around the calculation and the establishment of the technical provisions. 

3.2.  The undertaking could decide to have the calculation and the establishment of the technical provisions, i.e. the final decision by the management body on the amount to be set aside for technical provisions, once these have been independently reviewed either by the internal audit function or by an external reviewer. In this context the following applies:

a) the actuarial function shall be carried out by persons who have knowledge of actuarial and financial mathematics, commensurate with the nature, scale and complexity of the risks inherent in the business of the insurance or reinsurance undertaking, and who are able to demonstrate their relevant experience with applicable professional and other standards. This should also apply to the persons performing the calculation of technical provisions;

b) The undertaking needs to ensure conflicts of interest are adequately managed between the persons performing the calculation of the technical provisions and the person giving an opinion on these calculations. An adequate system of governance shall avoid that the performance of multiple tasks by individuals and business units does or is not likely to prevent the persons concerned from discharging any particular function in a sound, honest and objective manner (general governance).

3.3. The existence of separate reporting lines is part of the full segregation of duties, meaning that persons performing conflicting tasks are expected not to report to the same person. 

3.4. If full segregation of tasks is considered unreasonable and disproportionate, the undertaking may implement other arrangements to ensure that conflicts of interest are managed in an appropriate way, e.g. make sure that a person with operational  duties does not assess or control his/her own operational work. 

3.5. Segregation of duties need particularly be considered regarding the tasks covered by article 47 1(g) and (h) which imply the expression of express an opinion on the overall underwriting policy and on the adequacy of reinsurance arrangements. It is expected that in order to be able to issue an independent opinion the actuarial function cannot be the main responsible for the development of those policies. 

3.5.2. Coordination of the calculation of technical provisions

3.6. Both the task of ensuring the appropriateness of the methodologies and underlying models used (including the assumptions made in the calculation of technical provisions) and the assessment of the sufficiency and quality of the data used in the calculation of technical provisions are requirements of the coordination of the calculation. Therefore the guidelines developed in the following paragraphs cover the tasks defined under paragraphs 1((a) to 1((c) of article 48.

3.7. In the assessment of the level of compliance between the calculation of technical provisions and the requirements set out in Articles 76 to 86 (or Chapter VI, Section II) of the Framework Directive, the actuarial function needs to identify any sources of deviation and to implement any relevant changes in order to ensure that the calculation performed is consistent with those requirements.

3.8. In order to carry out this task, the actuarial function develops and/or uses methodologies that allow a complete analysis regarding those requirements. It needs to be able to challenge each particular component of the valuation including the relationship between the different components, their integration and the recognition of diversification effects.

3.9. The methodologies used to assess the sufficiency of the technical provisions should be validated, including back testing against past experience, giving due considerations to changes over time. 

3.10. The technical effort underlying the definition of assumptions has to be proportionate to the impact that a variation of the assumption assumes in the final estimate and to the importance that the pursued result represents for the undertaking.

Guideline 60 (Article 48 of the Directive)
The actuarial function should ensure that the main drivers of risk are reflected and appropriately addressed in the valuation model underlying the calculation of the technical provisions, in the assumptions made and in the methodologies applied. It should also ensure that the model is stable in respect of small variations introduced in the model.

3.11. The actuarial function needs to understand the different drivers of risk that affect the level of technical provisions and its structure of dependencies. Furthermore, it performs any relevant analysis of the internal data and consults relevant market information in order to improve this understanding. These tasks are particularly important in the process of assessment of the sufficiency of technical provisions.

3.12. The results generated through the implementation of the valuation model are validated by implementing the methodologies referred to in the previous section with the purpose of measuring its level of sufficiency.

3.13. The actuarial function is responsible for the coordination of the assessment and validation of the internal data, that is, to determine the level of compliance according to the standards for data quality and, if necessary, to recommend the implementation of improvements in the internal procedures that are considered relevant to improve this compliance. Furthermore, the actuarial function is responsible for the review of the integration of any relevant external data in the calculation of technical provisions, which may be appropriate for the modelling, and coordinates the process of validation of these data, accordingly to the same treatment as carried out regarding the internal data, mutatis mutandis.

3.14. When identifying the main homogeneous risk groups during the coordination of the calculation of technical provisions, the actuarial function takes into consideration the limitations of data, its level of granularity and quantity, in order to consider whether the segmentation chosen is the most appropriate. 

3.15. The appropriate level of granularity allows the identification of the different drivers of risk and ensures that there is sufficient data to enable the implementation of the methodologies and any statistical analysis. 

Guideline 61 (Article 48 of the Directive)
In the presence of any material differences among the estimates of technical provisions related to different years, the actuarial function should present an explanation, including an identification and explanation of the sources of the deviations, whether they are caused by internal or external factors. 

3.16. The actuarial function has the task of consulting any relevant market data to perform the modelling of these liabilities and ensuring that these data are appropriately integrated into the model. 

3.17. The actuarial function performs a process of comparison and validation of technical provisions based on experience and identifies solutions on how to deal with any material differences detected, which may imply revisions of assumptions and/or methodologies.

3.18. The results of these comparisons are reported to the administrative, management or supervisory body, given their relevance for the comprehension of the calculations performed and to support future decisions regarding this issue.

Guideline 62 (Article 48 of the Directive)
The actuarial function should interpret any material deviations between best estimates and experience, by identifying their causes and, when applicable, propose appropriate changes in the assumptions underlying the model in order to attenuate such differences. 

3.19. This is applicable in the cases where the deviations may be reduced with the implementation of changes into the model, for instance, regarding the methodologies or the assumptions.

3.20. The actuarial function performs an analysis of the level of sensitivity of the model by varying each assumption and an appropriate level of prudence should be chosen in order to ensure the sufficiency of technical provisions.

3.21. When a case-by-case approach is used to calculate the technical provisions, the actuarial function justifies the rationale underlying the assumptions based on expert judgement and how it can ensure that the final estimate of technical provisions is sufficient.

3.22. Although expert judgement is particularly relevant in these cases, it should be noted that it also plays an important role in the cases not covered by Article 48(1)(f). Expert judgement is not dissociated from any task performed by the actuarial function. Its role is expressed in complementing the statistical analysis performed, in the interpretation of the results and in the identification of solutions in the presence of shortcomings. 

3.5.3. Issuing an opinion on the underwriting policy and reinsurance arrangements 

Guideline 63 (Article 48 of the Directive)
The Actuarial Function should consider the interrelationships between an undertaking’s reinsurance arrangements, underwriting policy and technical provisions.

3.23. Underwriting policy, reinsurance arrangements and technical provisions are interdependent according to the nature of an undertaking’s business. Changes in underwriting policy and practice, for example, may not only affect the calculation of technical provisions, but also the adequacy of reinsurance arrangements. Consequently, the Actuarial Function is expected to identify any important interrelationships between underwriting policy, reinsurance and technical provisions when carrying out its responsibilities as described in Article 48. 

3.24. The skills and experience of the Actuarial Function can provide a different perspective from underwriters or reinsurance teams.  This perspective, when communicated to the administrative, management or supervisory body, will help ensure it is fully informed. The opinions on the underwriting policy and reinsurance arrangements include, when necessary, recommendations regarding the most appropriate strategies to be followed by the undertaking in this matter.

3.25.  The opinion on the overall underwriting policy may include the following  issues:

a) whether the underwriting policy is consistent with product pricing;

b) an opinion on the principal risk factors influencing the profitability of business to be written during the next year, including the potential impact on future profitability of external factors such as inflation, legal risk and changes in the market environment;

c) an opinion on the likely financial impact of any material planned changes in terms and conditions of products;

d) the approximate degree of variability surrounding the estimate of expected profitability; and

e) the consistency of this approximate degree of variability with the risk appetite of the undertaking.

3.26. Commenting on the overall underwriting policy does not require expressing views on every single policy, but rather on the undertaking’s underwriting in general. The scope of the view expressed is determined by what is relevant information for the administrative, management or supervisory body in reviewing the undertaking’s underwriting policies. 

3.27. The opinion of the adequacy of the undertaking’s reinsurance arrangements may include the following components:

a) the consistency of the undertaking’s reinsurance arrangements with its risk appetite;

b) the treatment and effect of reinsurance on the estimation of net technical provisions; and

c) the effect of reinsurance arrangements on the volatility of the undertaking’s financial strength.

3.28.  The opinion on the adequacy of reinsurance arrangements should include an assessment of how the reinsurance coverage could respond under a number of stress scenarios. These scenarios may include situations such as the following: exposure of the undertaking’s portfolio of business to catastrophic claims experience, aggregations of risks, concentrations of reinsurance security and potential reinsurance exhaustion.

3.29. The requirement on the actuarial function to express an opinion on the overall underwriting and reinsurance policies does not imply that the actuarial function may not be involved in the original decisions on these issues. However, assessment of decisions on the development of the policies to which the actuarial function contributed requires more detailed explanations and an examination of other possible options. 

3.5.4. Contributing to the effective implementation of the risk-management system

3.30. Article 44(5) sets out that the risk management function is responsible for a number of areas of the internal model. This aims to ensure that the model is seen as a widely-understood risk management tool within the business and not purely a mathematical model. Despite the fact that the risk management function is responsible for the design, implementation, testing and validation of the internal model, it is expected that the actuarial function assists in these tasks. The assistance of the actuarial function in the internal modelling is desirable also because of the close connection and consistency requirements between the valuation between the assets/liabilities and the calculation of loss Probability Distribution Function (PDF). During the calculation of the SCR, amongst others, the uncertainties of the technical provisions are measured (via life UW risk module, non-life UW risk module).

3.31. There are strong links between the tasks to be performed by the risk management function and the actuarial function. They both have to make available to each other their expertise and experience and be aware of each other tasks and responsibilities. They need to be prepared to support each other in meeting the various requirements of each role and be familiar with what is required of each role. 

3.32. A full or partial integration of these functions is acceptable as long as conflicts of interests are dealt with appropriately.

3.33. The actuarial function is in particular required to contribute to the risk modelling underlying the calculation of both the solvency capital requirement and minimum capital requirement. Depending on the complexity of the risk management system, actuarial methods need to be applied that call for a detailed understanding of statistical methods and the probabilities of insurance risks, such as mortality, morbidity, claims frequencies and severities, understanding and assessing the use of risk mitigation techniques and understanding volatility and adverse deviation.

3.34. Regarding the calculation of the solvency capital requirement and minimum capital requirement it is important to note that the calculation is subject to review. This means that the undertaking has to avoid any conflict of interests if it decides that it should be the actuarial function that performs the revision, after being involved in the calculation. 

3.35. As part of the ORSA, the actuarial function contributes at least to the assessment of the compliance with the requirements regarding the technical provisions and the analysis of deviations of the undertaking’s risk profile from the assumptions underlying the calculation of the solvency capital requirement with the standard formula or with its partial or full internal model.

3.5.5. Particular case of undertakings with internal models

3.36. The design of the internal model is a task that is performed with the contribution  given by the actuarial function, for instance, regarding the scope of the internal model and the complexity of the model.

Guideline 64 (Article 48 of the Directive)

The actuarial function should express an opinion on which risks should be covered by the internal model, in particular with regard to the risks relating to the terms on which business is written, and how dependencies between risks should be derived. This opinion should be based on technical analysis and should reflect the experience and expert judgement of the function. 

3.37. The level of data quality that is required to perform the modelling of the different risks is a particular factor that needs to be taken into consideration in this decision. The actuarial function, as responsible for the analysis of the sufficiency and the quality of the internal and external data to be used in the calculation of technical provisions, is in the position to express an opinion on whether it is appropriate to explore a specific area of modelling in the framework of the internal model, regarding the limitations of data that may apply.

3.38. The actuarial function, following its task of coordination of the calculation of technical provisions, assists the risk management function in defining the level of technical complexity that should be associated with the model. The level of complexity shall depend, for instance, on the level of completeness of the data, the nature and complexity of the risks and its importance among the other risks. The assistance of the actuarial function to risk management is essentially important in the modelling of underwriting risks and it is necessary to ensure consistency between the assumptions set to calculate technical provisions and the assumptions inherent to the calculation of the solvency capital requirement. 

3.39. The actuarial function also has a role in the implementation of the internal model and may also be a user of it. The outputs of the internal model are used by the actuarial function to support the analyses carried out by the function.

3.40. In the process of implementation of the internal model, the communication loop between the actuarial function and the risk management function should allow that the insights on the internal model gained by the two functions are shared between them and that the feedback could lead to the detection of shortcomings and proposals of improvement of the model.

3.41. Parts of the validation tasks may include collecting and analysing information, for example providing an analysis of the actual against expected experience. It may be that there are systems in place within the sphere of responsibility of the actuarial function which have already been set up to collect this information.

3.42. In this case it may be sensible for the actuarial function to be involved in performing some of the tasks in the validation process in order for the undertaking to streamline processes and to facilitate an efficient allocation of tasks.

3.5.6. Annual internal report to the administrative, management or supervisory body

Guideline 65 (Article 48 of the Directive)
On an annual basis, the actuarial function should report issues and findings related to the tasks they are responsible for to the administrative, management or supervisory body.  The actuarial function needs to report on at least the following:

a) a description of the methodologies applied to assess the  sufficiency of technical provisions and an explanation on why such methodologies were chosen (paragraph 1b);

b) a description of the relevant underlying assumptions inherent to the application of the methodologies to calculate technical provisions and to assess its sufficiency, including an analysis of the level of uncertainty if applicable (paragraph 1b + 1f);

c) a general description of the review made to data used to perform the calculation of technical provisions (paragraph 1c + 1f);

d) a description and justification of the differences identified among the estimates of different years, if material (paragraph1d + 1f);

e) the conclusions of the process of comparison of best estimates against experience. The results should be commented and in particular any sources of deviation expressed in the output of the analysis should be explained (paragraph 1d);

f) an opinion on the overall underwriting policy (paragraph 1g);

g) an opinion on the overall reinsurance policy (paragraph 1g); and

h) a description of the contribution to the risk modelling underlying the calculation of the capital requirements (paragraph 1i).

Any relevant shortcomings identified should be presented to the administrative, management or supervisory body together with recommendations as to how deficiencies could be remedied, including deadlines for the overcoming of the limitations detected.  

3.43. Shortcomings are to be documented, including the identification of the specific tasks in the processes carried out by the actuarial function (as per indication in article 48) that are affected, and how they are affected.

3.44. Shortcomings identified may relate to data, technical procedures, methodologies and/or to knowledge. 

3.45. Regarding data shortcomings the actuarial function needs to identify the source and the potential impact that limitations may imply for the final estimates.

3.46. Shortcomings of technical procedures affecting the calculation of technical provisions may be due to technological or human causes. 

3.47. In instances where lack of completeness of data prevents the application of appropriate methodologies to calculate technical provisions, the actuarial function may apply less appropriate methodologies, which are more robust, given the data available. This example is not a shortcoming of methodology but a shortcoming of data.

3.48. In some specific areas, which usually require more complexity of modelling, shortcomings of knowledge may be detected. It may be a consequence of the development of new complex products, for instance with embedded options and guarantees, where difficulties may arise with regard to understanding and predicting the behaviour of assets and/or liabilities affected by a wide set of risk drivers and their interdependencies as well.

3.49. Depending on the relevance an improved knowledge of these areas represents to the undertaking, the actuarial function may propose solutions to answer shortcomings, which involve training staff participating in the actuarial function.

Guideline 66 (Article 48 of the Directive)
The actuarial function’s activities should be complemented by an adequate follow-up procedure in order to keep track of remedial actions taken in areas where shortcomings were observed.

3.5.7. Fitness and Propriety of the Actuarial Function

3.50. The assessment of fitness and propriety of the actuarial function will be aligned to the fit and proper requirements of key functions as specified in the relevant section of this paper and as per article 42. 

3.51. There are no additional standards or expectations for the actuarial function from a Solvency II perspective from those already stated in article 48 (2) and in EIOPA’s actuarial guidelines. Undertakings may wish to consult or refer to actuarial or other professional standards or guidance issued by actuarial or other professional bodies as an additional benchmark for fitness and propriety of staff working in an actuarial function.

