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Model validation is 
one of the six key 
tests for model 
approval and in 
many ways the 
most important, as 
it ensures the 
remaining 
components are 
working properly. 
 

Conducting the 
validation process in 
parallel with model 
development will save 
time and effort. 
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Rather than being a standalone 
calculation engine, an internal 
model is a complex network of 
data inputs, assumptions, 
controls and outputs, all of which 
will need to stand up to scrutiny 
in order for the FSB to grant 
approval. 

 

The scope of model validation 
should therefore look beyond the 
calculation engine and will 
include items such as data that 
feeds into the model and the 
governance and controls around 
development, updating and use 
of the model. 

What is validation? 
1. Model validation comprises a 

set of tools and processes to 
provide confidence over the 
design, functioning, output 
and other processes within 
the internal model. It requires 
a mix of skills including data, 
actuarial, regulatory, process 
and controls expertise. 

2. SAM legislation will require 
insurers to independently 
validate the model. The FSB 
will use the validation process 
and report to assess the level 
of review required to satisfy 
itself that the internal model 
meets minimum standards. 

3. A robust independent review 
will provide greater insight 
for both the board and the 
regulator and will therefore 
provide increased comfort 
and potentially result in a 
lower level of intervention or 
review by the FSB. 

4. Independence does not 
necessarily mean external 
although the resources 
utilised should be separate 
from the development and 
production teams, but still be 
sufficiently skilled and 
experienced to perform the 
review. 

5. It is important to build 
validation around a 
framework that clearly 
demonstrates how validation 
activities fit into the 
architecture of the model. 

6. Validation methodology, 
activities and findings should 
be clearly documented at a 
level appropriate for 
stakeholders, including the 

regulator, model governance 
structures, risk function and 
the board. 

The relevance of 
materiality 

7. Before starting any validation, 
it’s essential to have a clear 
view of materiality by 
classifying the data inputs, 
assumptions, parameters and 
expert judgement by potential 
impact on the model outputs 
and any decisions to be made 
based on those outputs. 

8. This focuses validation efforts 
and resources on the major 
risk and complexity areas, 
consistent with the principal 
of proportionality. 

9. Experience of the banking 
crisis also highlights the vital 
importance of focusing on the 
assumptions and expert 
judgments that underpin the 
capital evaluations, rather 
than the model engineering, 
as these are likely to have the 
greatest influence on the 
validity of the numbers and 
the management actions they 
inform. 

Adopting a pragmatic 
approach 

10. Validation is an extensive 
exercise and therefore it’s 
important not to make it any 
harder and more time-
consuming than necessary. 

11. Some areas of a model are 
more key than others – this 
should mould validation 
design rather than applying 



 
 

2 of 2 

generic procedures. For 
example, there are likely to be 
products/risks where data is 
sparse and subjective 
assumptions are used to make 
up for this. In such cases the 
primary focus should be the 
quality and rigour of 
judgements applied in setting 
assumptions rather than the 
data itself. 

12. It is important to differentiate 
between management or 
business validation and 
independent validation. 

13. While all validation is 
ultimately owned by risk 
management, the extent of 
business validation will have 
a strong influence on the 
scope of the work performed 
by the independent validator. 

14. Where for example there are 
effective data quality controls 
in place, an independent 
validator may be able to 
simply review the design and 
operation of these controls, 
rather than performing a 
primary assessment of the 
quality of data. 

Avoiding common 
pitfalls 

15. Experience of previous model 
validation exercises highlights 
a number of common pitfalls: 

– Lack of consistency in the 
treatment of different risks 
and the interpretation of 
standards and results 
across an organisation, 

– Gaps in reconciliations 
and controls around end-
to-end data flows. 

– Insufficient built-in checks 
and balances increasing 
the time required to 
validate each model run. 

– High precision in non 
material areas contrasting 
with informal judgements 
around critical and 
complex areas. 

– Documentation falling 
short, raising questions 
about the credibility of the 
underlying models, 
especially where expert 
judgement has been used, 

– Inadequate buy-in 
resulting in business being 
unsure “what to do” and 
“how to use” the model. 

Where to begin 

16. It’s important not to leave 
validation until the very end 
of the model development 
and embedding. Doing so 
may leave too little time for 
robust validation as well as 
justifying and documenting 
key decisions and judgements 
applied during the build. 

17. Involve or engage model 
validation expertise right 
from the outset of the model 
build. 

18. Construct a clear, consistent 
and structured process for 
validation starting off with 
appropriately scoping your 
validation process. 

19. Construct a flow diagram of 
the entire internal model 
including the kernel, data 
inputs, policies, controls, 
governance and outputs 
feeding into the model uses. 

20. Develop a model validation 
policy. This policy should 
address the why, how, what 
and when of your validation 
processes, including how 
validation strengthens the 
robustness of the model. 

21. Develop a plan to implement 
and embed the validation 
policy. 

 

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 

 

PwC global thought 
leadership on Solvency 
II 

The following link provides 
access to a range of thought 
leadership pieces produced by 
the firm on Solvency II. 

http://www.pwc.co.uk/eng/pub
lications/solvency_II_publicati
ons.html 
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