Solvency II: An update on implementation
Introduction
This update will be of primary interest to firms intending to apply to use an internal model under
Solvency II. The PRA published PRA Solvency II: An update on implementation on 25 July 2014
which provided clarity on the progress towards Solvency II implementation. This preceded CP16/14
Transposition of Solvency II: Part 3 which was published on 11 August 2014. This note provides
further clarity on two areas: (i) the relationship between the risk margin and the calibration of nonhedgeable risks; and (ii) assessing credit risk for matching adjustment portfolios. As mentioned in the
latest update letter from the PRA’s Insurance Directors, further communications will be issued in 2014
Q4.
Relationship between the risk margin and the calibration of non-hedgeable risks
The Solvency II Directive defines technical provisions as the sum of a best estimate of (re)insurance
obligations towards policyholders and beneficiaries of (re)insurance contracts and a risk margin. The
risk margin is designed to ensure that the overall value of a firm’s technical provisions is equivalent to
the amount that would be expected to be required in order that a third party can take over and meet
the insurance and reinsurance obligations of the firm.
The internal model reviews that the PRA has conducted to date indicate that some firms include the
risk margin when validating the strength of their longevity risk calibrations and when considering the
total amount of capital held in respect of longevity risk.
The PRA considers that firms’ internal model longevity risk calibrations, and the amount of capital
held in respect of longevity risk, should not be influenced by the presence of the risk margin. The
Solvency II Directive clearly defines the risk margin and the solvency capital requirement (SCR) as
separate concepts and the PRA does not consider that the Directive envisages the risk margin being
used to offset longevity risk calibrations for SCR purposes. The PRA considers that any approach that
treats the risk margin as a substitute for capital requirements would be contrary to the intention of the
Directive.
Firms should note that the same principle applies to the calibration of all other non-hedgeable risks
which contribute to the risk margin calculation.
Assessing credit risk for matching adjustment portfolios
The PRA is currently considering how firms that intend to use an internal model propose to
demonstrate their compliance with Solvency II in respect of their credit risk calibration.
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Within the own risk and solvency assessment (ORSA), firms must make their own assessment of the
amount of credit risk capital they should hold. The PRA views such an assessment as a fundamental
part of a firm’s risk management framework. In addition, firms must demonstrate that they have
adequate systems to identify, measure, monitor, manage and report all of their credit risks, regardless
of how those risks are reflected in the regulatory balance sheet or SCR.
Within the SCR, the PRA’s preliminary view is that the amount of credit risk capital should not be
dictated by the matching adjustment calibration that applies to the calculation of technical provisions.
The PRA has not yet seen any evidence to demonstrate that a mechanistic re-application of the
matching adjustment following a stress would meet the Solvency II requirements, including the
requirement that the model allows for all quantifiable risks. In the absence of this evidence, but
recognising that this is a developing area, the PRA expects firms to maintain flexibility in their
modelling methodologies while considering carefully whether there is sufficient justification for their
intended approach.
Further, firms will need to perform a robust assessment of whether they would continue to meet the
conditions for applying the matching adjustment in the post-stress scenario, and what actions they
might have to take in order to continue satisfying those conditions. This applies to any stress scenario
that may have a bearing on matching adjustment eligibility (for example longevity stresses).
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