23 May 2013
Dear Firm
Monitoring levels of capital and early warning indicators
I wrote to you in June and again in September last year outlining our intention to monitor the on-going
appropriateness of Solvency II internal models post approval through the use of early warning indicators
(EWIs). These would act as a non-modelled cross check to ensure firms’ models continue to meet the
Solvency II calibration requirement (i.e. 99.5% over a one-year period). I am writing to you now to set out
our implementation plan.
We propose to use the period before the formal implementation of Solvency II to trial the use of EWIs in
the ICAS regime for all firms using an internal model for regulatory capital assessment. This will meet two
objectives. It will:



assist our supervision to monitor any downward drift in capital; and
inform our use and test the calibrations of the EWIs.

Based on analysis of the data returned by firms in response to our request in Q3 2012 and feedback from
the industry to my letters in 2012, we have developed separate indicators for life (excluding with-profits),
with-profits funds, and general insurance business, incl. London markets.
Life and general insurance business, excluding with-profits
We consider the ratio between the modelled Solvency Capital Requirement (SCR) and the Solvency II
pre-corridor Minimum Capital Requirement (pMCR) to be an appropriate EWI for life (excluding withprofits) and general insurers. In the interim period we will use firms’ Individual Capital Guidance (ICG) as
the capital requirement, and the pMCR will be calculated using the long-term guarantees assessment
specifications published by EIOPA in January 2013.
Based on further analysis of data provided by firms, the ICG to pMCR indicator threshold has been set at:



300% for life business (excluding with-profits); and
175% for general insurance business, including London markets.

These thresholds have been set at a level which should mean that approximately 10% of firms will fall
below them. This will allow the PRA to understand better the behaviour of the EWIs.
With-profits business
The data submitted by firms based on a 2011 year end and responses from firms to my previous letters
have suggested that the simple pMCR may not be appropriate for with-profits funds as it does not
accurately take into account the economic cost of contractual guarantees or the nature and composition of
free assets or non-profits business contained within the fund.
In addition to the simple ICG to pMCR ratio, we will therefore also use the interim period to test an
alternative modified indicator that reflects these factors. At the end of this period we will assess whether
the additional complexity in the with-profits EWI is warranted. I attach a technical note with the details of
the modified indicator which you may wish to share with others as appropriate.
Based on analysis of data provided by firms, the with-profits indicator thresholds have been set at:



125% for the original (ICG to pMCR) ratio for with-profits business; and
200% for the alternative modified indicator.

Next steps
From September 2013 onwards we expect you to be aware of the performance of your internal model
against the EWIs and to be prepared to discuss it with your supervisor. You should also be prepared to
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discuss reasons for any significant actual or projected change in position and the causes of those
changes, especially any actual or projected fall below the thresholds.
For the first calculation we plan to use the information contained in a data request being sent to a number
of life and general insurance firms on 31 May 2013. In future we will need to request a small amount of
relevant data to calculate the EWI but we will seek to rationalise this as part of other requests.
In addition to the six monthly reviews across sectors, we plan to use the indicator as an input to ICAS or
ICAS+ review panels. However, we do not intend fundamentally to alter the way in which the PRA sets
ICG.
EIOPA is also considering early warning indicators as part of the tools to be developed to monitor the ongoing appropriateness of internal models post approval in a Solvency II regime. We are contributing to this
work.
Please continue to discuss your developing internal model, and any questions you may have, with your
usual supervisory contact.
Yours sincerely

Julian Adams
Deputy Head PRA
Executive Director Insurance
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Technical note to the alternative with-profits indicator
We want to investigate whether a more reliable EWI can be constructed for with-profits funds. To this end,
we are proposing to test an alternative indicator based on the following three key factors that contribute to
the variability in the economic capital position of with-profits funds:
1. the cost of contractual guarantees within the fund;
2. the level of free assets; and
3. the amount of non-profit business written in the fund.
Our analysis shows that variability in these three factors across with-profits funds caused highly dispersed
results against the original pMCR-based EWI indicating that this may not be a sufficiently reliable indicator
for our purpose.
1. Economic cost of contractual guarantees
The cost of guarantees is the key driver of risk-based capital requirements for with-profits funds.
In stressed economic conditions, declining asset values in a with-profits fund lead to a reduction in
policyholders’ discretionary benefits. The extent to which this reduction impacts the cost of guarantees
and hence the capital requirement depends on whether the guarantees bite, i.e. whether the guarantees
are in the money or not.
We believe that the reliability of the EWI could be improved if an approximate allowance was made for
both the cost of the guarantees and the extent to which they are in the money.
Management actions can be taken to reduce the capital impact of the stress scenario on with-profits
business in both the ICA and the realistic balance sheet and can differ between these assessments. For
EWI purposes no adjustments should be made to the management actions assumed under either
assessment.
2. The level of free assets
For assets that back policyholder liabilities, in stressed economic conditions, generally the fall in asset
values is offset in part by a fall in liabilities (the difference broadly being the capital requirement). For ‘free
assets’ there are no associated policyholder liabilities and hence the impact of economic stresses flows
straight through to capital requirements.
Our analysis shows that an allowance for the level of free assets could enhance the reliability of the EWI
for with-profits funds.
It is worth clarifying the treatment of the level of free assets in respect of closed with-profits funds. For
such funds, free assets are included in realistic balance sheets as “planned enhancements” rather than
excess capital. For the alternative EWI, such planned enhancements should be treated in the same way
as excess capital in the fund.
3. Non-profit business
Non-profit business within the with-profits fund is usually backed by assets that are well matched to the
liabilities so its contribution to the capital requirements is often comparatively modest compared to the size
of the business. Despite this, we feel that due to the wide range of the proportion of non-profit business
written in with-profits funds, an allowance for the level of non-profit business improves the reliability of the
EWI for with-profits funds.

The alternative with-profits EWI formula
In order to reflect these factors contributing to capital requirements in with-profits funds, the alternative
EWI formula has been developed as the ratio of the capital requirement to:
15% x

Cost of guarantees
+10% x size of the free assets + 2% x Non-Profit Liabilities
Moneyness of guarantees

As with our other EWIs, the ICG will be the capital requirement for the interim EWI.
The percentage weights (15%, 10% and 2%) have been chosen to reflect the relative importance of the
data item as described above in its contribution to the overall capital requirement and the sensitivities to
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changes in stress scenarios. The percentages were derived so that EWI factor calculated for most withprofits funds lay in the range 1 to 5.
The factor which attempts to capture the extent to which guarantees are in the money is calculated as the
formula in the table below. This is an approximate formula to represent the average moneyness of
guarantees of the different types and generations of with-profits business in the with-profits fund.
For clarification, the source of the data and their descriptions are given in the table below.

Description

Calculation

Cost of guarantees

Cost of contractual guarantees held on the
balance sheet (£)
(1 + 5 x cost of contractual guarantees held
on the balance sheet / with-profits benefit
reserve)
Excess assets, i.e. planned enhancements
plus reported excess assets

Moneyness of guarantees

Size of the free estate

Non-profit liabilities

Non-profit
liabilities
taken
mathematical reserves for
business written in the fund

as
the
non-profit

Source of information
(Regulatory Return, form
and line no.)
Form 19. Line 41
Form 19, Line 41,
Form 19 Line 31
Form 19 Line 34 + (Form
19 Line 29 – Form 19 Line
59)
Form 18 Line 13

