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Emerging themes in international insurance regulati on

Common themes emerging from international insurance
regulatory developments include:

« The move towards more risk-based approaches to capital
and solvency measurement

 Agreater focus on risk management and governance
* Increased use of stress and scenario testing

o Group supervision

A new global framework

. The International Association of Insurance Supervisors
(IAIS): an international standard setter of insurance
regulation
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Capital adequacy
* Risk-based capital regimes differ greatly between countries
» Unlike banking there is no agreed capital adequacy standard between countries

 New Minimum and Prescribed Capital Requirements (MCR and PCR?) and ladder
of intervention

Internal models

» |AIS capital adequacy standard
includes a general provision on
the use of an internal model to
determine regulatory capital
requirements (where allowed)

* Including documentation of design,
construction and governance

1JAIS Standard on the structure of regulatory capital requirements, p.. 3 (10/17/08)
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The Own Risk and Solvency Assessment (ORSA)

 Forward-looking self assessment of risks, capital requirements and capital
adequacy

 Board-driven process: understanding and challenging results

« Fit for purpose will require significant work over and above current practices

ORSA design

« How the insurer’s strategy and
risk management links with
management of capital

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
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A number of new initiatives
« Remuneration schemes under scrutiny
Behavior/Culture/Ethics

o Clear lines of responsibility, delegated
authority and accountability are fundamental

« Ethics now becoming a greater focus for
supervisors — challenging strategic and
business model plans and operating models
of insurers

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
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Renewed focus on customer treatment
* In Europe and U.S significant focus on the fair treatment of customers
Consumer/markets

 Market needs to adapt to
changing regulatory requirements

Operational

 Systems and processes may need
to change to accommodate new
requirements
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Investments
 Bespoke requirements by jurisdiction

* |AIS — principles/rules-based approaches to set regulatory requirements

Insurance groups
» Risks within the group

« Transferability and fundability of
capital

Liquidity
e Liquidity risk is generally considered
lower in the insurance industry

compared to banking but increased
focus on stress and scenario tests

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
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Driving global consistency...

Group supervision

« The global financial crisis highlighted the need for effective group-wide and cross-
border supervision

 Monitoring an insurer at a legal entity
level is not sufficient

Comparability and convergence

» Greater convergence of supervisory
practices

« Sharing of data can be problematic
if it is not comparable

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
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Systemically important financial institutions (SIFIs)
 Heavy focus on the banking sector, but it could affect the insurance industry too.

Views of the IAIS

« Policy solution for insurance may
differ because of the difference in
business model between banks
and insurers (GSIFs, DSIFIs)

Dodd-Frank

e« Second Notice of Proposed
Rulemaking (10/11/11)

Possible implications

e Increased macro and micro
oversight and requirement
to undertake a ‘living will’

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
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What is ComFrame?

 Asupervisory framework for the supervision of
internationally active insurance groups (IAIGS)

What are the benefits to the industry?

« Consistent approach to regulation, solvency
measures, improved understanding of a group’s
risks, and more consistent outcomes

Current costs of regulation and supervision

 The current cost of complying with different
regulations has a significant impact on shareholder
value

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
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Immediate-term:

Forward looking reviews

Stress and scenario testing

Focus on other risks

- Regulatory/Credit/Reputation/Operational
Increased intervention in board activities
Increased public disclosure/reporting
Resolution plans

Consumer protection

Longer-term:

Convergence of regulation

International coordination

Global oversight of supervision

International accounting/auditing standards

Focus on non-regulated entities

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
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Bribery and Corruption

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
of the KPMG network of independent member firms affiliated with KPMG
International Cooperative ("KPMG International"), a Swiss entity. All rights reserved.

15



What is FATCA?

$100 Billion
FATCA is legislation
aimed at preventing
offshore tax abuses by
U.S. persons. The US
Congress estimates that
the current abuse costs
the U.S. Treasury $100
billion annually?.

Legally Binding FFI
Agreement

Every Foreign Financial
Institution *(FFI) will be
required to enter into an
agreement with the IRS.
Under the terms of this
agreement , the FFI
commits to identifying US
accounts and reporting
them annually to the IRS.

What Does Compliance Look Like?

- Many specifics of compliance are still pending fin

Who
Domestic and foreign
financial institutions that
make and/or receive
withholdable payments or
are in the same expanded

affiliated group as an entity
that makes and/or receives

withholdable payments.

alization-

What
Required to identify
account holders and
report information such
as account balances and
transactions in relation to
account holders that are
specified U.S. persons or
U.S. owned entities.

What Are Some Of The Impacts?

U.S. Client
Identification
Organizations will have to

identify clients that are
U.S. persons. This
applies at account
opening as well as to
existing clients. Currently,
this information may not
have been collected, may
not be readily accessible,

Technology
The reporting
requirements will require
the capture and reporting
of information that may
not now be tracked and
accessible. Organizations
will be required to obtain
and store static data on
account holders that is
not required today.

When
Proposed regulations are expected later this year. Payments
made after January 1, 2014 will be impacted and reporting
will commence in 2014.

Why Comply
Non-compliance will result in a penal withholding regime
on foreign entities that refuse to identify and report U.S.
persons. This would effectively put non-participating
organizations out of the business in terms of investing into
the US, for either themselves or their
customers/investors; thereby damaging customer
relationships and reducing business opportunities.

and may not be reliable.

Non-U.S. Client Identification
An organization’s non-U.S. clients will also be impacted.
These clients may need to provide documentation to
establish that they are not U.S. persons. An
organization’s failure to obtain this certification will
trigger the penal withholding regime.

Business Model Impacts
Decisions may be required regarding client segments to
work with and product and investment options to offer.
Additionally there may be need or opportunity to adjust
the providers of outsourced solutions based on their
compliance decisions.

1(Jane G. Gravelle, Congressional Research Service, Tax Havens: International Tax Avoidance and Evasion, p.2 (7/9/9) *An FFl is any Financial Institution that is a foreign entity
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Issues

affected
by FACTA?

FATCA
compliance

will raise

Banking

Investment and Asset
Management

Banks will be classified as
FFIs and subject to FATCA. All
retail and commercial deposits
will be subject to the FATCA
rules.

“Private Banking” accounts will
be subject to additional due
diligence and scrutiny.

Insurance companies (or
divisions) will be classified as
FFIs or NFFEs. The IRS has
indicated through consultations
that products that do not that
do not have a cash value may
not fall within FATCA.

Companies that carry products
which carry cash values and
annuity contracts will be
captured by FATCA

All funds and asset
management firms will be
captured by FATCA — after all
these were the very entities it
was designed to capture.

That said FATCA significantly
increases the types of
payments that could be
subject to US tax withholding .
For example: direct or indirect
payments of gross proceeds
and payments on certain
swaps

Based on informal
conversations with the IRS, it
is likely that group retirement
pension schemes (e.g.
corporate pensions) will be
omitted by FACTA.

However, self-directed
personal pensions products,
such as SIPPs in the UK, will
be captured by FATCA as the
IRS is concerned about the
potential for abuse.

Banks will be required to
conduct additional KYC
checks on existing customers
to ensure that they are
compliant with FATCA.

Banks will need to put in place
diligent customer handling
processes to ensure FATCA
compliance does not damage
brand relations with
customers.

FATCA compliance activities
for insurance companies will be
dictated by the shape of the
business model. For instance
some elements of FATCA
compliance will be carried out
by insurance companies and
others carried by other
participants in the value chain
(such as independent
distributers or intermediary
customers)

FATCA will increase the
business risks arising from
relationships with third party
suppliers including distribution
intermediaries and transfer
agents.

Itis likely the funds industry
will have a significant
challenge making the
withholding and passthru
payment provisions work.

The regulations are still being
drafted. The risk is that the
length of time required to meet
the compliance deadlines is
longer than the time available
following the release of the
final regulations.

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
of the KPMG network of independent member firms affiliated with KPMG
International Cooperative ("KPMG International"), a Swiss entity. All rights reserved.
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Enacted in 1977 in response to scandals
* More than 400 U.S. companies admitted to paying bribes
* Impacted many foreign governments, including Japan, Italy, and The Netherlands
* Objectives
- Greater transparency in financial reporting
- Pronhibit illicit payments by U.S. companies to foreign officials
Key Provisions

» Anti-bribery Provisions — It is illegal to directly or indirectly offer, promise, or make a
corrupt payment to a foreign official for the purpose of obtaining or retaining
business.

* Books and Records Provisions — The FCPA includes requirements to (1) keep
accurate books and records; and (2) devise and maintain an adequate system of
internal accounting controls

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm 18
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e $400M settlement reached in March 2010

e $40.2M settlement reached in March 2010

* A civil penalty of $600,000 assessed in 2009

e $1.5M fine assessed in November 2006

o $44M fine, penalties, disgorgement in April 2007

* $30M settlement reached in November 2007

« Criminal indictment against four executives for conspiracy in September 2008
o $579M fine plus disgorgement in January 2009

* 51 months in prison for an individual plus $387K forfeiture in November 2009

Most actions above were joint investigations with o ther governments

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm 19
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Dodd-Frank Act
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The Dodd Frank Wall Street Reform and Consumer
Protection Act (“Dodd Frank Act”) provides the most
sweeping overhaul of the U.S. financial services industry
and financial markets since the Great Depression

Areas of Focus

— Major Financial Legislation

Dodd Frank (2010): 2,319 pgs

Gramm Leach Bliley (1999): 145 pgs

Sarbanes Oxley (2002): 66 pgs

Glass Steagall (1933): 37 pgs

0 500 1,000 1,500 2,500

Number of Pages

Systemic Risk
« Systemically important (“SIFI”) designation
* Financial Stability Oversight Counsel and
Office of Federal Register oversight
* Stress testing and “living will”
requirements

Financial Stability & Capital Requirements
* Liquidation authority
» Bank capital requirements
» Emergency stabilization

Volcker Rule
* Proprietary trading restrictions
* Hedge fund and Private Equity
fund restrictions

Regulation of OTC Derivatives
» Swaps pushout rule
» Derivatives clearing and reporting
requirements

Consumer Protection & Mortgage Reform
» Broker/dealer and securities regulation
» Securitization risk retention
* Expanded mortgage documentation requirements
» Consumer Financial Protection Bureau

Federal Bank Supervision

» Amendments to bank regulations
» Deposit insurance reforms
« Office of Thrift Supervision elimination

Registration of Advisers
» SEC registration and exams
» Record keeping and reporting
* Private client disclosure

Other Areas of Reform
» Conflict minerals disclosure
requirements
* Interest on business deposits

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
of the KPMG network of independent member firms affiliated with KPMG
International Cooperative ("KPMG International"), a Swiss entity. All rights reserved.
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One-Time
Agency All Rulemakings * Reports/Studies New Periodic Reports
New™ 24 4 5

CFPB

CFTC 61 6 2
FSOC Nev 56 8 4
FDIC 31 3 1
Federal Reserve 54 3 3
FTC 0 0
GAO 0 23 2
OCC 17 2 2
OFR N 4 1 2
SEC 95 17 5
Treasury 9 T 1

( Nev 0 2 D

Total** 243 69 __ 24

* This estimate only includes references to explicit rulemakings in the bill, and likely represents a significant underestimate
**  The Total count eliminates double counting for joint rulemakings
SOURCE: Davis Polk, “Summary of the Dodd-Frank Wall Street Reform and Consumer Protection Act, Passed by the House of Representatives on June 30, 2010”
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The Dodd-Frank Act is
enacted — July 21, 2010

60 Days 90 Days 180 Days 270 Days 360 Days

Q1-11 Q2-11 Q311 - Q4-11

“At Risk” Prov

Conflict Minerals, etc.

Consumer Protection

Financial Stability and Capital Requirements

Credit Rating Agencies

Volcker Rule

2
3.
4

Upon Enactment created:
1.

Financial Stability Oversight Council
Office of Financial Research
Consumer Financial Protection Bureau

Office of Federal Insurance

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
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Resolution plans and credit exposure reports requirement.

Four overarching areas: Corporate Structure Rationalization, Clearing, Collateral and Margining,
Trade Reporting.

Internal compliance programs / reviewed externally. Financial Stability Oversight Council study
and recommendations relate to how to implement Volcker Rule; Fed rule relates to compliance
time period that will be imposed on companies.

Definition of a Qualified Residential Mortgage. New review procedures and disclosures around
ABS and potential repurchases.

Proposed Dodd-Frank amendments to the standards for an "Effective Compliance and Ethics
Program" contained in the Federal Sentencing Guidelines have been proposed by action of the
United States Sentencing Commission. These proposed new standards contain specific guidelines
that are generally regarded as the template for what the Federal Government considers to be an
effective ethics and compliance program.

| " Joint rule making (FDIC/Fed/OCC/SEC) Reporting of incentive-based compensation arrangements
| and prohibition of incentive-based compensation arrangements in the case of excessive
compensation. Incremental disclosures.

H# o Regulation H and Y; Risk based capital guidelines: proposal does not match BASEL Il due to the
latter's reliance on credit ratings 1) amend the advanced risk based capital standards to be
consistent with certain provisions of DF 2) amend the general risk based capital rules to provide
limited flexibility of the Act for recognizing the relative risk of certain assets generally not held by
DI.

$ Two alternative interchange fee standards proposed that would apply to all covered issuers: one
based on each issuer's costs and the other a stand-alone cap.

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm 24
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1. Established under Title V of the Dodd Frank Wall Street Reform Act

2. Advise the Secretary of the Treasury on major dom  estic and prudential
international policy issues

3. Monitor all aspects of the insurance industry

4. Make recommendations to the Financial Stability an  d Oversight Council

5. Collect and analyze data / information on US insura  nce industry

6. Provide an annual report to congress as wellas on  e-off reports

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm 25
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On October 11, 2011 the Financial Stability Oversig  ht Council (the “Council”)
voted on revised guidance that set out the evaluati on process and criteria for
the designation of nonbank financial companies as S ystemically Important
Financial Institutions (SIFI's) 1. The notice of proposed rulemaking (NPR) set out
a three stage assessment process that may generally be thought of as:

(1) Quantitative Thresholds,
(2) Qualitative Analysis, and
(3) Collaborative Review and Determination.

After a review of the information received in Stage s 1, 2, and 3, the Council
may, by a vote of 2/3 of its members (including an affirmative vote of the
chairperson), make a Proposed Determination withre  spect to the nonbank
financial company. Possible impacts of SIFI design ation include:

(1) Enhanced Capital Requirements,
(2) A Recovery and Resolution Plan, and
(3) Consolidated Supervision By the Fed.

112 C.F.R. 1310 (2011) (available at http://www.treasury.gov/initiatives/fsoc/Documents/Nonbank%20Designation%20NPR%20-

0 0 0 0

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
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Executive Compensation

Investor Protections

Credit Rating Agencies

Say on pay

Independent Compensation Committees
Claw backs

Shareholder proxy access

New Disclosures

“Skin in the game”

Broker-dealer study on fiduciary duties and new disclosures
Whistle blowing

Municipal securities

e Annual assessment of SEC internal supervisory controls

Creates Office of Credit Ratings at SEC

Rating methodology, use of third parties for due diligence, and ratings
track record

Investors permitted to bring private rights of action for knowing or
reckless failure to conduct a reasonable investigation

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
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The information contained herein is of a general na  ture and is not intended to address the circumstanc es of any particular individual or entity. Although we
endeavor to provide accurate and timely information , there can be no guarantee that such informationi s accurate as of the date it is received or that it will
continue to be accurate in the future. No one shoul d act on such information without appropriate profe ssional advice after a thorough examination of the
particular situation.

©2011 KPMG LLP, a Delaware limited liability partne  rship and the US member firm of the KPMG network of independent member firms affiliated with KPMG
International Cooperative (“KPMG International”), a Swiss entity. All rights reserved.

Member firms of the KPMG network of independent fir ~ ms are affiliated with KPMG International. KPMG Int  ernational provides no client services. No member
firm has any authority to obligate or bind KPMG Int  ernational or any other member firm vis-a-vis third parties, nor does KPMG International have any such
authority to obligate or bind any member firm.

The KPMG name, logo and "cutting through complexity " are registered trademarks or trademarks of KPMG |  nternational.
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Solvency Modernization Initiative (SMI)
Overview of Solvency Il

Internal Audit Requirements

W Dd P

Internal Audit Challenges
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* The NAIC's program of Solvency Modernization (SMI) started in mid 2008 in response to European
initiatives and internal US pressures

« Significant linkages between IAIS principles and Solvency I

* US Has been challenged by IMF assessment in May 2010 and the new IAIS principles

Focus Areas Goals

Capital Requirements Create Solvency Framework

Establish Principles-Based Reserving

International Accounting

Study Initiatives Worldwide
Insurance Valuation

Create Reinsurance Regulatory Framework

Reinsurance N
Enhance Group Supervision

Group Regulation Incorporate New ldeas

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
of the KPMG network of independent member firms affiliated with KPMG
International Cooperative ("KPMG International”), a Swiss entity. All rights reserved.
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Corporate governance requirements for insurers exist in state corporate governance statutes and case law

Background study of major US states revealed! that existing law:

- varies significantly from state to state,

- Is not very detailed or specific in relation to overseeing the business of insurance, and
- does not seem to recognize the board of directors’ legal duties to policyholders.

< Study of IAIS, Australia, Canada, Switzerland, and the United Kingdom laws found that many of the
standards and principles adopted in other countries, and included in the IAIS core principles, are not
necessarily addressed within the current U.S. insurance regulatory system.?!

* Future Plan:

- working Group developed a draft of a white paper outlining corporate governance principles for use in
future US insurance regulation

- Will prepare compilation of all US corporate governance laws and regulations
1 (Solvency Modernization Initiative ROADMAP, 5/20/11, p.3)
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< Capital requirements in the U.S. are risk-based — Risk Based Capital (RBC)
* Also looking at the area of Group Capital Assessment

« Based upon application of industry-wide risk charges applied to each company’s investment portfolio and
risk profile

« The RBC is calibrated to identify “weakly capitalized companies” and does not represent the economic
target levels of capital that a company should hold.

« Future plan:

Task Force to review
guestion of public

RBC will continue to
be used as the

Regulators will
evaluate “missing

risks” and additional
capital assessments

primary capital
measure

reporting of final RBC
calculations

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
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e Currently:

- Group supervision currently performed under authority of

- the Insurance Holding Company System Regulatory Act (Model #440)

- the Insurance Holding Company System Model Regulation with Reporting Forms and Instructions

(Model #450) and

- applied under practices described in the NAIC Financial Analysis Handbook

or contagion upon the insurers within that group.

* “Windows and walls” approach

Identified need for regulators to assess the enterprise risk within a holding company system and its impact

- *“clearer windows into group operations, while building upon the existing walls which provide solvency

protection for insurers™ through:

Communication between
regulators

Access to and collection of
information

Group capital assessment

Supervisory colleges

Enforcement measures

Accreditation

Form F — Regulators’ rights
Enterprise Risk to access

Report information

Key enhancements to the models include the followin g

Introduction of
and funding for

Supervisory
Colleges

Enhancements in
corporate

Additional

reviewing
governance affiliated
agreements

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm
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An internal assessment of the risks associated with an insurer’s current business plan, and
the sufficiency of capital resources to support those risks

The key components of the US ORSA:

Risk Management Assessment of Risk Gg?ous%eRcl:fil\(/eC gg:baelne::r;’d
Framework Exposure Assessment

Capital aligned to security standard
or risk appetite

Quantitative measure of risk
exposure

Risk Culture and Governance

Likelihood/ impact of each material

“risk capital,” vs “available capital”
risk

Risk Identification and Prioritizations

Risk effecting BS, IS and future cash
flows

Definition of Solvency & Alcc basis

Risk Appetite, Tolerances and Limits

Stress tests or complex stochastic . . .
analyses Time Harizon of Risk Exposure
Risk Management and Controls

Risks Modeled & Measurement
matrix

Impact of stresses on capital

Risk Reporting and Communication

RBC, EC, rating agency or other
views of capital

Aggregation and Diversification
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* NAIC will develop a “critical review” white paper to further explain the US
financial regulatory framework and how and why it has worked successfully

* NAIC to decide whether to make changes or revisions to the U.S.
Insurance Financial Solvency Framework and Core Principles to reflect the
work of the SMI

 Intends to have all SMI enhancements in place
* In 2013 to provide one year lead time
«  for insurers before 2014 examination
« US regulatory scheme will be evaluated by a
number of regulators:
- Solvency Il equivalence
- Compliance with international ICPs
- Office of Federal Insurance report

©2011 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm 37
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Solvency Il impacts in a number of areas. KPMG has undertaken an in-depth review of the draft directive and summarised
the requirements in the framework map below. The requirements are qualitative and quantitative and will necessitate
internal audit revisiting, amongst other things, its remit and the skills and resources available to enable independent
assurance to be provided not only on the Solvency Il implementation project but also on an ongoing business as usual
compliance with the requirements up to and beyond the implementation date.

risk

_____________________________________________________________________________________________

5 Quantitative LAY \
P M r Vo . |
DL : easures Own Risk \
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P S REIEls el Use test Solvency AW Disclosure
o ! © Validation 7o
i Liquidity risk | [ {oy Assessment
P . @ Capital (ORSA)
b ' o .
S : o Requirements
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: risk ;

____________________________
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Articles 41 — 49; One key to a successful governance system is to ensure that
policies and procedures are documented. This applies to

41 General Governance Requirements internal control, risk and, where relevant, outsourced activities.
. ) The Directive requires these to be approved by the board of an
42 Fit and Proper requirements insurer and to be reviewed at least annually or when there is a
43 Risk Management System significant change.
44 ORSA
Appropriate
45 Internal Control o
obust
46 Internal Audit Subject to regular system
internal review
47 Actuarial Function Encourages sound
and prudent
i Documented management,
48 OUtSOUI‘Cl ng governance including outsourced
. d I iviti
49 Implementlng Measures procer;\/riee?/vzr(]jnua ’ Effective internal control acivites

mechanisms and
processes to manage
risks

Internal audit has a key role to play in providing independent,
3" line of defense, assurance on the systems of governance.
Internal audit will also need to ensure its own policies and
procedures are adequately documented,
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Article 46 of the Solvency Il Draft Framework Direc  tive
Internal Audit

1. Insurance and reinsurance undertakings shall provide for an effective and permanent internal audit
function.

2. The internal audit function shall include the examination of the compliance of the activities of an insurance
and reinsurance undertaking with all its internal strategies, processes and reporting procedures. The
internal audit function shall also include an evaluation of whether the internal control system of the
undertaking remains sufficient and appropriate for its business.

3. The internal audit function shall be objective and independent from the operational functions.

4. Any findings and recommendations of the internal audit shall be reported to the administrative or
management body which shall ensure compliance with the internal audit findings and recommendations

Consideration will need to be given to Internal
Audit’'s remit (including positioning), the skills a nd
resources available and the effectiveness of its
processes

Solvency Il and regulatory demands will lead to a
raising of the bar with increased expectations of
internal audit going forward
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Concept under Solvency Il Framework Directive

Internal control is defined in Sll as a set of continually operating processes,
integrated in the daily business (it involves the management body and all levels
of the organization) and is affected by the undertaking’s structure, work and
authority flows, people and management information systems designed to help
the organization accomplish specific objectives.

In order for the internal control system to be successful, it must comprise a set of
mechanisms that ensure compliance of the undertaking with applicable laws,
regulations and administrative requirements to maintain the effectiveness of its
operations in terms of objectives, risks and the availability of relevant
information.

Solvency Il Directive: Consultation papers
Title 1. Chapter IV. Section 2. System CP 33. Advice for Level 2
of Governance (Art. 41 and 46). implementation measures on

Sll: System of Governance. 3.4.
Internal Control.
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Internal Audit remit

Internal audit will have to re-align itself and update its audit
plans to address the increased assurance requirements that
Solvency Il is likely to demand. Greater clarity is going to be
needed between the three lines of defence with the business
operations, risk management and internal audit responsibilities
for risk, control and assurance clearly defined. Assurance
gaps will need to be plugged but at the same time if costs are
not going to spiral duplicative or excessive control and
assurance coverage will need to be rationalised.

Assurance RISK AND CONTROL
I}
5}
=
RISK AND CONTROL e
. . . « Strategic management =
. o
2" Line: Oversight functions « Policy and procedure setting [®)
« Guidance and direction =
Finance, HR, Quality and « Monitoring 5
Risk Management « Improvement <<
gl
c
©
RISK AND CONTROL g
o
[a0]

3 Line: Independent assurance -
« Provide independent challenge

Internal Audit, External Audit and other and assurance
independent assurance providers

The ‘Three Lines of Defence’ model
Source: KPMG LLP (UK)

Internal Audit skills and capabilities

Solvency Il will, in most cases, expand the remit of internal
audit functions with a corresponding increase in the skills that
will be required. For example:

Audit/review skills to review progress against the plan and
the quality of the work done to date.

- The quantitative issues are going to necessitate:

. Greater understanding of actuarial models, even if a 2™ line
of defense function provides oversight on the modelling
Internal Audit will need to be able to assess the
effectiveness of this oversight

- Expertise in modelling controls, ability to perform model
audits

- IT skills to review the controls over the data quality as new
data sets are created

- The qualitative aspects are going to necessitate:

- Improved understanding of risk management and risk
processes, including the links between risk reporting risk
management, the setting of risk limits and the management
of risk transfers.

Internal audit will need to consider how it will systematically
build up knowledge of these areas within the audit function or
where the skills can be sourced from be that internally from the
business or external sourcing.
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ISSUE SOLVENCY Il & SMI

Organisation structure and management of individual
ORGANISATION regulated entities should be appropriate for the risks
it is running

Operate an effective system of governance with
transparent organisational structures, clear

segregation of duties and effective reporting systems
GOVERNANCE

Have an approved and appropriate policy framework
encompassing at least risk management, internal
audit, internal control and outsourcing

CONSIDERATIONS FOR INTERNAL AUDIT
NOW

Is there an appropriate Board/management
structure in place ensuring appropriate oversight of
the individual regulated entities? Are roles and
responsibilities of the Group Board and the
individual regulated entity Boards clear?

Are the required SlI functions of Risk, Compliance,
Actuarial and Internal Audit in place?

Has an assessment been undertaken whether the
current legal structure of group is optimal under Sl|
i.e. branch vs subsidiary structure and
domestication of head office

Review governance and policy framework

Is there a proposed target operating model (TOM)
for SII? Is this appropriate for the size and
complexity of the organisation?

Have the implications of the Walker Report and
CP10/03 been considered?

What plans are in place for the recommended CRO
role?
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ISSUE SOLVENCY Il & SMI CONSIDERATIONSNF(;)VI\:IQ INTERNAL AUDIT

Is the new framework effective and properly

Review risk management processes — How do risks

MANECI;SEKMENT controlled? get reported at Board level? How do new/emerging
FRAMEWORK How are changes to the risk profile of the business L'Sks or chgng:as £ i p’))rg:‘lle get .reportid? Bitie
incorporated in a timely manner? one in a timely manner? Appropriate risk strategy?
How is risk appetite set? How will risk appetite and
reporting against this be linked into the internal
model?
Review of controls around existing Ml production.
Review of efficiency of processes, including
MANAGEMENT Are there effective controls around the production of process to update MI contents, eg are they
INFORMATION MI used to drive the business? Is the right MI being capturing KRIs?
PROCESSES roduced? . .
P What new MI data will be required? Are the
systems in place to generate this?
RISK Do business lines understand and act accordingly — Test effectiveness of and need for high level risk
MANAGEMENT are they sufficiently trained? training now to start shift-change in
TRAINING WITHIN awareness/attitude and embedding this within the
BUSINESS business
GROUP-WIDE Ensure consistent approach to risk management S:t\\//\l/i\:evnol];j;(ilrswggg Egigizsgztgpriiﬁzmpanson
ASSESSMENT used throughout group

inconsistencies
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CA/ORSA
PRODUCTION

PROFITABILITY
MEASURES

DOCUMENTATION

ISSUE SOLVENCY Il & SMI

Does the ORSA capture the risks of the business?
Are the controls around the production of the ORSA
effective?

Do the profitability measures adequately capture the
risks being run?

What processes are in place to ensure that the
measures are kept up to date?

Review work by IA around the documentation of risk
management framework and processes

Testing that process documentation is followed

CONSIDERATIONS FOR INTERNAL AUDIT
NOW

How does the current CA process meet external
audit requirements — is it in a controlled
environment? Is the process fit for purpose? To
what extent is the CA currently linked into the
decision making process?

Review existing profitability measures. How do
these capture the risks being run by the business?

How will profit attribution requirements be met?
What is the internal definition of profit? Can this be
attributed at a granular enough level?

Review existing documentation relating to a number
of key risk management processes, including
actuarial models

Is there a Sl compliant documentation standard in
place? Is process and control documentation at a
detailed enough level, how this is currently updated
and signed off? Are there different tiers of
documentation in place for different levels of the
business?

Who owns documentation?
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ISSUE SOLVENCY i only CONSIDERATIONSNFOOVI; INTERNAL AUDIT

Solvency Il has strict criteria for the inclusion of Does the current capital structure work under SII?

Own Funds capital in respective tiers of capital and the limits If capital raising is planned in the medium term are
imposed on these the proposed terms Sl compliant for the required
tier of capital?
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ISSUE SOLVENCY & SMI CONSIDERATIONSNFOOVI; INTERNAL AUDIT

Has a reporting data gap analysis been

Content of _ _ undertaken?
SECR. RTS. Form Conte_nt_of repor_tlng el 2 e more granu_lar el Will internal model or ORSA be able to generate
' ' contain information not reported publicly previously . : .

B &F the information required?
Who owns Reporting & Disclosure?
Has a strategy for IFRS, Phase Il etc been
considered?

L o Can the current reporting process meet the
Timing of Reporting Reporting timelines are significantly reduced under required reporting timelines?

Sll, SMI? . . .
Has consideration been given to systems and

financial process improvements required?
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ISSUE SOLVENCY or SMI

There should be a list of key outsourced activities
and associated risks.

The regulator and auditor should have the right to
review outsourced activities.

OUTSOURCING

Technical provisions and risk-capital assessments
REINSURANCE need to consider the risks associated with all
reinsurance recoveries.

CONSIDERATIONS FOR INTERNAL AUDIT
NOW

Is there a list of outsourced activities? Do the
agreements provide for internal audit access? Is
coverage of these included in the Internal Audit
plan, if not, prepare an audit plan for review of
outsourcers?

Is there an appropriate Ml system for monitoring
reinsurance risks covering credit risk, counter party
risk and operational risks?

To what extent are there significant RI financing
arrangements in place that may not be effective
under Sll or SMI?
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DATA POLICY

DATA QUALITY

SYSTEMS
STRATEGY

ISSUE SOLVENCY & SMI

Need to establish own policy on data quality and
data update approved by senior management. The
data policy will form the basis for supervisory
analysis of data quality standards.

Need to specify own concept of data quality and the
actual implementation.

Need to demonstrate and validate accuracy,
completeness and appropriateness of the data used
by the internal model

Need to selects & implements Internal Model
software / hardware solution

CONSIDERATIONS FOR INTERNAL AUDIT
NOW

Does the policy establish Group-wide Internal
Model input data standards? Should introduce
common governance & control framework to
monitor Internal Model data quality. Does it define
standards which apply to inputs to ORSA / Use
Test? Does it integrates Data Governance with
Corporate and Risk Governance

Has a ‘data directory’ been built? Have the data
quality standards been applied to the in-scope data
to validate completeness, accuracy and
appropriateness?

Has non-financial (Risk Management) data been
included in the directory where required for Op Risk
modelling?

Has the project developed & implemented a data
management solution, including storage &
processing? Has data flow provision to business
process been mapped? Does it support Use test
and ORSA reporting?
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Forward looking focus

The retrospective focus will have to transform to a
primary forward looking focus. Right now!
Challenging the insurer in building, documenting,
implementing and reviewing the new control
framework.

Traditionally, value management is focused on the
past. Forward-looking assumptions were only
applied to the valuation of investments and
calculations for the purposes of the adequacy test.
Principles, assumptions, underlying data (and their
integrity) and applied models need to be

assessed.

Relying on internal controls

The framework of internal control and risk
management is put to the test. Getting comfort on
economic values and risks, the approach should
not be that the insurer’s basic calculations
underlying the models are repeated and assessed
over and over again.

Rather, it is up to the insurer to implement the
necessary controls so that the risk management
organisation can rely on the accounting for these
values and risks. Such an approach also increases
self-learning and the level of maturity.

A 4

Need for internal control

In control of Solvency Il : both pre- and post-implementation

The subjective aspects of valuation should not be underestimated. Economic values are, more than in the
past, directly related to the operating procedures and chosen assumptions, as well as to the insurer’s risk

profile.
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The information contained herein is of a general na  ture and is not intended to address the circumstanc es of any particular individual or entity. Although we
endeavor to provide accurate and timely information , there can be no guarantee that such informationi s accurate as of the date it is received or that it will
continue to be accurate in the future. No one shoul d act on such information without appropriate profe ssional advice after a thorough examination of the
particular situation.
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Member firms of the KPMG network of independent fir ~ ms are affiliated with KPMG International. KPMG Int  ernational provides no client services. No member
firm has any authority to obligate or bind KPMG Int  ernational or any other member firm vis-a-vis third parties, nor does KPMG International have any such
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The KPMG name, logo and "cutting through complexity " are registered trademarks or trademarks of KPMG |  nternational.
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Models have become an increasingly important means of evaluating, analyzing, and reporting key business
information

As the use of models has expanded significantly in recent years, the complexity and risk of these important
tools has increased

For better or worse, we are no longer in the “Keep it Simple Stupid!” world when it comes to models

Model

KPMG's Definition:

“A model is broadly defined as a process within a
system that transforms data and/or assumptions into
values, inferences, or information for the purpose of

valuation or business decision making.” Incorrect

Implementation

Model risk is viewed as the adverse financial impact
caused by:

Incorrect Implementation

Misapplication
Misspecification

Model Risk
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A major power transmission
provider was forced to take a $24
million charge because of what it
described as “clerical errors” in
spreadsheets.

Widespread Use of Spreadsheets for
Revenue Reporting Linked to
Likelihood of Compliance Failures

Sources: Gale Group; Financial Executive; PR Newswire US; New Revenue Recognition.com
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Model Risk focuses primarily on risks that a company has around their models and
model operations and the controls in place to manage these risks. As important as
the management of risks around the models is, companies also realize the
iImportance of a model performing its intended function accurately and completely,
l.e., companies need to validate their models.

KPMG has designed an approach to Model Validation. This approach allows a
company to meet management and other stakeholder needs to provide comfort
regarding model results.

The Model Validation approach examines three main components of a model:
- The Information component

- The Processing component

- The Reporting component
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- INFORMATION COMPONENT PROCESSING COMPONENT REPORTING COMPONENT

Perform recalculations on a sample basis and Gather model output and reports, determine
validate underlying theory, analytics, and intended uses, and identify reporting gaps.
mathematics of the model being tested. Review quality of reported information with

Understand the information flow into
models being tested. Information
includes input data, supporting

information feeds, model assumptions
and parameters, and other user inputs.

Meet with company personnel to
identify models to be tested

Gather model risk governance
policies, if any

Gather relevant S-O documentation,

Gather all the model inputs from
independent sources (e.g., admin
system data, assumption document,
policy specifications). Validate entry
of these parameters on a sample
basis

Examine input data and supporting
information feeds for accuracy,
completeness, and frequency of
update

Identify significant model changes or
updates made within the year or since
the last validation was performed.
Understand company change
management procedures

Validation of the accuracy and
completeness of data and
parameter information in the
model.

Examine controls around inflow of
information into the model.

Identify appropriate sample to be used by
working closely with company to develop a
“biased” or “unbiased” sample

Identify any model testing that has already
been performed by the company and gather
the output of those tests

Prepare software to reflect any customization
required to reflect the unique characteristics of
company models

Perform recalculations using independent
models or other tools and compare to
company model results:

« |f within tolerance level, work is done

- |f outside tolerance level, work to resolve
differences to within tolerance or gain
agreement with company that this is a
“finding”

Communicate “findings” to project sponsor on
a real-time basis once confirmed with company
personnel in the field

Identification of sample selected

Listing of all models that have not validated
within the tolerance levels along with key
accompanying metrics

conclusions being supported.

Identify relevant model output and reports
that address the models being tested

Review outputs against industry practice

Determine how the model output results
map into the model reports

Identify any reporting gaps based on
industry perspectives or model output
mapping to reports

Advise whether the reported results appear
sufficient for the conclusions that
management is drawing from the model. Is
the model “fit for its intended purpose.”

Do reports from the model meet
information needs of company
stakeholders?

Identification of reporting gaps and
potential actions to consider

Validation that model is “fit for purpose”
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Overview

KPMG employs a time-phased approach to Model Validation projects. The length of the phases reflects the
scope and extent of models to be validated. Expected timing for a typical project is in the 6-12 week range
but could be longer for more complicated models. The processing component of the project is generally the
most time-intensive part of the project, but the proportion of time spent on each phase is ultimately

determined by the nature of the model being validated.

Weeks 1-2 Weeks 3—4 Weeks 5-6 Weeks 7-8 Weeks 9-10 Weeks 11-12
Phase | Phase Il
INFORMATION Phase Il REPORTING
COMPONENT PROCESSING COMPONENT COMPONENT
Expected Timing: 1— Expected Timing: 4-8 Weeks Expected Timing: 1
2 Weeks — 2 Weeks

Expected Timing: Length of the Project (6—12 Weeks)

Ongoing Project Management

-
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Model Validation Project Deliverables Include Some or All of the Following:
* Report of Findings May Include

Summary of the selected sample(s) — what models were included versus
excluded in the sample selection process

Listing of every model/model point that did not validate within tolerance levels
along with key metrics

Model report summary of gaps identified

Potential actions to consider for those items that did not validate or the model
reports

Listing of all those models/ model points that did validate within agreed-upon
tolerance levels

« Senior Management Presentation
Presentation of observations to identified key members of senior management
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Key considerations:

~ Determination of models to be tested — What models should be included? What
determines a key model?

- Determination of sample sizes for detail testing
- Determination of tolerance for detail testing

The Model Validation approach focuses on making observations as to what the
model is doing, versus what the company intended for the model to do.
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INTERNAL MODEL
VALIDATION

DATA QUALITY

ANALYSIS OF
PROFITS/LOSSES
ARISING

USE TEST

ISSUE SOLVENCY i

Develop process to validate internal models
Significant Involvement from Internal Audit

Confirm effective controls around data and its use
within the business

Quality assurance that there is an effective, robust
framework in place to analyse profits and losses
arising in a timely manner

Confirm processes are sufficient overall to enable
wide use of internal models within group

Undertake culture change in organization to embed
the use of models in practice

CONSIDERATIONS FOR INTERNAL AUDIT
NOW

How does the current ICA process meet external
audit requirements — controls over models and
data? Are new data sets sourced from robust
systems?

Identify what data is used within the business, how
it is used, the controls around data, and what
improvements are required

Review of existing documentation, review of
existing processes, review whether existing
tolerances for unexplained will be acceptable under
SlI.

Review project plan to makes models usable by
wider business, and to change group culture
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Internal Model

Validation
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*Design and regularly carry out validation testing o
back-testing of a sample different to that of const

Methodologies | The internal model
Databases P\ is stable

Or through other types of tests to validate:
Technological environment, Information systems
Monitoring and use of the model
Governance, etc.

*Validation is applicable to all relevant assumption
model and its sensitivity to fluctuations in base a

«Supporting documentation must exist, as well as evi

review by an internal or external expert

n the model, either through
ruction to compare:

\ Adequate resulting
| capital

s, analyzing the stability of the
ssumptions.

dence of an independent
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Overview

As companies work to deliver faster Financial Reporting, Embedded ERM frameworks and Solvency Capital
Requirements

Il Internal Models gather momentum. Many companies are looking at their internal actuarial
modelling capabilities and asking “where are we relative to the industry and our peers?”

Senior Management's attention will be increasingly drawn to the robustness and transparency of the
process. This is even more urgent if the company must pass the ‘Use Test’ (i.e. those companies
going down the Internal Model Route for Solvency Il or equivalent regimes).

Model capabilities will be stretched to their limit to provide the required inputs into the ORSA
process. To pass the ‘Use Test' the model is also likely to be closely linked into the business
planning process and other ‘fast moving’ processes. Therefore the current turnaround times of many

models will not be acceptable.

L Risk

Obijectives Management
Framework,

Internal Models

O% Model Support

S A

<§c§0\o ?Q Vision Development - A key first stage is to develop the vision for the model — e.g. How fast,
$ how frequent, what approaches for what risks.

Process Development — Given the vision what should the Target Operating Model of the

modelling team be? What needs to change (e.g. data processes, use of Spreadsheets based

reporting etc).

- A review of the process can generate quick wins to gain momentum.

Model Validation/Benchmarking — Are you using the best approaches for your key risks?

What else is there out there? How can you be sure that the model is producing the right

answers? Does experience match up with modelled outcomes?

— An external review can bring new insight into old problems.

,‘{x\oo Development of the ORSA — Companies need to derive their own vision for what the ORSA
will look like and help to deliver the modelling changes needed to deliver on that vision. This
will be a key part of the regulatory reporting in the future so it is key to get this right.

<

Yy, 5
/ (=)
ntegfity Pa‘.ame\
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Model Identification and Model Validation Co-Sourcing Engagement for Major U.S.

S nsurance Organization

G-sisiie =l Model Review Co-Sourcing Assistance for Major Financial Services Company
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Model Identification and Model Validation Co-Sourci ng Engagement for Major U.S. Insurance Organization

The Internal Audit organization of this company recognized the potential risk to the organization due to the reliance on models and the lack of
a governance environment surrounding model development and model validation

There was a realization that the Internal Audit function did not have the full array of specialist skills necessary to completely evaluate the wide
range of the Company’s models

Work closely with IA to develop a map of the organization and identify possibly operations reliant on models

Assist in establishing the definition of a model and conduct interviews to begin population of model inventory

Approach Assist in the evaluation of governance controls surrounding model build and operation

Determine and perform selected validation procedures to evaluate the accuracy or completeness of the critical elements or calculations.
Review of model development analytics and observe selected reperformance

Model definition and model inventory

Deli b Comparison of assumptions and critical model theory with general industry practices
eliverables

Comparison of sample model output to expected results based on a set of controlled inputs

Observations for inclusion in Internal Audit Report

Formalize process for model identification
Enhanced governance structure around model development, usage, and model results

EENEIS

Management recognition of overall level of model risk and identification of which models drive that risk

Improved management confidence in the validation of critical model assumptions and components
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Model Review Co-Sourcing Assistance for Major Finan  cial Services Company

The organization operates in numerous financial services industries including mortgage banking, automobile financing, and insurance
Following acquisition, investors seek comfort in significant models utilized throughout the organization

Preassess the insurance model to evaluate whether or not the model approach and model theory are consistent with the insurance issues that
are intended to be covered by the model

Assist company in determining its understanding of the model being reviewed
Assist company in determining its understanding of the data and assumptions used in the model being reviewed

Approach

Assist the company in determining its understanding of the model processing component, the underlying theory of the model, and the
applicability of the model for the purpose specified

Assist the company in determining its understanding of the information (e.g., reports) generated by the model
Document the work steps and collect relevant electronic and paper documentation in support of the work steps of the project

For each model identified by the company, a written report describing the procedures performed
Deliverables Documentation/workpapers related to and in support of the procedures performed
Results of those procedures, including, where relevant, the controls gap analysis

Increased management understanding of the model, the data inputs, and model assumptions
Benefit Independent evaluation of underlying theory, analytics, and mathematics
enefits
Identify difference between the Company’s use of model output and approaches KPMG has observed elsewhere in the marketplace

Assist in performing procedures related to model (IT) governance
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Implementation of the Solvency Il or SMI will take a significant period of time. Projects that are starting
and responding to Solvency Il now will allow Internal Audit departments the time to get ready to support
the company’s implementation efforts. These projects are also seen as an integral part of a company’s
overall effort to raise the Internal Audit profile and give internal Audit a real voice.

TIMELY RESPONSE

Internal Audit is one of the few functions which has insight across a whole company or group, early
engagement will enable Internal Audit to assist in promoting consistency and highlight areas where
consistency is not being achieved.

CONSISTENCY

Early engagement will enable Internal Audit to consider and plan how it will meet the challenges it itself
will face in a post Solvency Il or SMI environment. For example are the necessary skills available and if
PREPARED not how will they be sourced? Are Internal Audits own procedures effective and adequately documented.
By addressing these early Internal Audit will be seen as a leader and later be able to focus on helping the
business enhancing its own position.

An early assessment of firms Solvency Il or SMI implementation plan will enable implementation risks to
NO SURPRISES be identified early and appropriate oversight and review (by Internal Audit and management) put in place
to guard against last minute surprises

Early engagement by Internal Audit will enable Internal Audit to better understand the implications of the
EFFECTIVE RESPONSE firm’s response to Solvency Il on its own activities. Enable the audit plan to be developed effectively to
respond to the changing risk profiles, new activities and increased assurance requirements.

Solvency Il and SMI could have wide ranging implications for the way companies are organized and
operate. By assisting Internal Audit to understand the Solvency Il & SMI requirements and road map,
ALIGNMENT companies can promote that the business as usual audit reviews include consideration of whether
procedures and controls, as well as recommendations, align with the Solvency Il and/or SMI
requirements.
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The information contained herein is of a general na  ture and is not intended to address the circumstanc es of any particular individual or entity. Although we
endeavor to provide accurate and timely information , there can be no guarantee that such informationi s accurate as of the date it is received or that it will
continue to be accurate in the future. No one shoul d act on such information without appropriate profe ssional advice after a thorough examination of the
particular situation.
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