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Insurers are finding it difficult to 
set clear priorities and achievable 
plans for their Internal Model 
Approval Process (IMAP) in the 
face of continuing uncertainty 
over regulatory expectations and 
difficulties in engaging their 
organisations. 
 
The Use Test is proving to be a 
significant challenge, under 
which insurers have to prove that 
the board and management 
understands, trusts and takes 
appropriate account of the model 
outputs within key decisions. 
Even insurers who have used 
their internal models for some 
time will need to up the ante in 
order to meet the new evidencing 
standards. 

Understanding the 
requirements 

1. The Solvency II Directive 
(Articles 120 & 121) and 
former CP 56 set out 
requirements around the role 
of the internal model in the 
ORSA, system of governance, 
risk management system, 
decision making and capital 
allocation. 

2. The latest SAM Task Group 
recommendation is to follow 
Solvency II, resulting in 9 key 
principles that are likely to 
underpin the Use Test within 
the FSB’s IMAP (see SAM 
Position Paper 35). 

3. The foundation principle is 
that the model has to be 
embedded such that it results 
in pressure to improve the 
quality of the internal model. 
In other words it has to have 
a material impact on decision 
making in the organisation. 

4. Satisfying all these 
requirements is proving 
difficult with reasons 
including 

– lack of business wide 
embedment (traditionally 
owned by “actuarial”) 
resulting in many boards 
and business teams being 
unfamiliar with the 
structure, limitations and 
scope of the model; and 

– models are often used for 
capital purposes only and 
not to provide insight to 
and improving risk 
management. 

Why the Use Test is 
proving difficult 

5. Firms often concentrate too 
much on meeting the 
regulatory requirements 
rather than to demonstrate 
how the model is used 
appropriately (for example 
how it is used in pricing, 
product development and 
capital allocation). 

6. A more effective approach is 
to focus on the development 
of risk and capital evaluation 
capabilities that can help 
make the business safer, 
nimbler and more 
consistently profitable. In 
other words develop a model 
that boards and business 
teams will want to use (for 
reasons wider than capital 
calculation only). 

7. Apart from the business 
benefits flowing from the 
model, the ability to meet the 
Use Test will naturally flow 
from the model outputs that 
are valued and embedded 
into decision making. 

Integrating the model 

8. A risk based approach to 
strategic and performance 
management, along with the 
weight of documentation 
needed to be verified 
demands a significant culture 
shift within many 
organisations.  

9. The model needs to be 
embedded at those levels at 
which decisions are being 
made and where it will be 
expected to be used in the risk 
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management process across 
the organisation. 

10. Relevant business processes 
include risk mitigation, ALM, 
setting and monitoring risk 
appetite, capital allocation, 
reinsurance programmes, 
product design and pricing, 
etc. The path to embedment 
includes the following: 

– Mapping core business 
processes that drive the 
business and decision 
making and judge how and 
when to integrate the 
model into these 
processes. You need to 
understand what sort of 
outputs and information 
users would require, in 
what format and how 
frequently. 

–  A clearly articulated risk 
appetite will provide a 
natural bridge between the 
model and business 
decisions by creating 
benchmarks against which 
senior management will 
judge the insurer’s risk 
profile and assess risk 
based performance. 
Dashboard reporting 
provides for a useful tool 
to make information 
concise and 
understandable.  

– The ORSA provides the 
bedrock for model 
approval. It will assist in 
creating the linkage 
between the model and 
key decision making 
processes by requiring 
insurers to judge the 
validity of risk assessments 

and focussing 
management attention on 
risk.  

– Building risk based 
metrics into performance 
appraisals and rewards can 
provide greater impetus 
for risk understanding and 
act as a visible indicator 
that risk awareness 
permeates the culture of 
the business. 

Acid test and way 
forward 

11. If management does not buy 
into the model then the 
regulator certainly won't.  

12. Developing a model that 
works for the business is the 
surest way to ensure it is 
trusted and valued by 
management. 

13. Building on this basis 
insurers will find it far easier 
to meet the Use Test without 
creating an additional layer of 
regulatory compliance 
monitoring and control. 

14. Early engagement with the 
board and business will help 
address some of the cultural 
challenges. 

15. Attention to the application of 
a clear risk appetite and 
effective ORSA process will 
provide useful bridges for 
organisational integration. 

16. New disciplines are required, 
for example to focus on how 
minutes are taken to ensure 
these record discussions 
about risk and the way the 
model has been considered 

and how the board and 
management agreed to act 
and communicate decisions. 

17. Embedding the 
understanding and buy in of 
the internal model will 
provide a challenge to the 
communication abilities for 
those involved in 
implementing the new 
regime, and will require 
workshops, training and 
change management. 

If you wish to discuss how we 
can help you, please call your 
regular contact or 
alternatively: 

David Kirk 

david.kirk@za.pwc.com 

011 797 4544 

Wikus Luus 

wikus.luus@za.pwc.com 

011 797 4131 

Francois Kruger 

francois.kruger@za.pwc.com 

011 797 4717 
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