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In our last paper, “Validating Your 
IFRS 17 Program”, we provided 
readers with a description of the 
three review activities insurers use 
to reduce model risk: development 
testing, validation and audit. We 
described how they differ but also 
can work together to minimize the 
risk of error. In this paper, we look 
in more detail at what it means for 
the three lines of defense to work 
together. We also describe why the 
work of the second line, validation, 
is the linchpin that maximizes the 
value of the total effort. 

Two common 
misconceptions about  
the work of the three 
lines of defense 

It will be helpful to first address 
two common misconceptions about 
the three review activities. The 
most pervasive one is that the three 
activities are three versions of the 
same thing: in effect, a checker 
(development testing), a checker 
checking the checker (validation), 
and another checker checking the 
work product and the work of  
the other checkers (audit). 
Unfortunately, the commonly used 
term “three lines of defense” tends 
to foster this misconception. It 
conjures an image of three lines of 
defenders, standing one behind  
the other waiting to engage, in 
sequence, in the same activity. 
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A common misconception about the 
three lines of defense is that they’re 
three versions of the same thing. 

Furthermore, when insurers first started 
performing model risk management (MRM) 
activities, they did most validation work on 
“legacy” models (i.e., models that had been 
operating for many years). There was no 
documentation of first line development 
testing for most of these models, making it 
impossible to assess whether the development 
testing was adequate. As a result, it often fell 
to second line validation to reconstruct the 
lost development testing. In effect, the 
validator conducted work that the model 
developer should have completed. But, this 
shouldn’t be accepted as normal practice. The 
validator did the work because the first line 
had not, not because the second line needed to 
do the work a second time. 

In fact, if properly done, especially for new 
models now in development, the three 
activities should not repeat the same work. 
For example, the first line should be check and 
document the accuracy of the calculations. 
The second line should ensure that the first 
line did this work, review it, and validate its 
accuracy and comprehensiveness. Frequently, 
in order to conduct the validation, some 
samples will need recalculation, especially at 
the boundaries. However, the second line 
shouldn’t need to do a complete set of 
recalculations if the model developer did his 
work properly. Similarly, neither the internal 
or external auditor would typically expect to 
redo all the calculations of the first and second 
line, but instead make use of already complete 
and documented work. 

Likewise, as it relates to conceptual 
soundness, the model developer should 
consider different methodology choices, 
modelling approaches, and key assumptions. 
Then, he should objectively assess which are 
best suited to the model’s task and fully 
document the selection process and outcome. 
The second line should not have to redo these 
activities from scratch. Instead, it should 
review and validate the effectiveness of what 
has already been done and undertake and 
document additional work when warranted. 
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The three lines should not operate in a 
vacuum; the work of each should be 
available to and utilized by the others. 

The second misconception about the three  
lines is that they each operate in a vacuum, 
disconnected from each other. Again, this 
should not be the case. As we note above, the 
work of each line is available to and should  
be utilized by the others. The validator and  
auditor are not engaged in a game of “gotcha,” 
looking to surprise and embarrass the  
model developer by revealing errors. All three 
parties, while maintaining their independence, 
should be open in their communication. The 
developer and validator should have a clear 
understanding of each other’s roles and 
expectations. The developer should know 
ahead of time what the validator expects in 
terms of model documentation and testing, 
including how the testing should be 
documented. An effective way to share these 
expectations is for the validator to share  
his testplan, ideally highlighting model 
developer’s tasks.  

Why validation is the linchpin 

Validation is well positioned in the middle of 
the development and review process, both in 
terms of timing and connectivity, to provide an 
effective organizing device for the entire review 
process. MRM departments typically have 
developed a standard validation process, the 
policies for which often are described through a 
playbook or sample validation report. As we 
note below, for a process as significant and 
complex as implementing IFRS 17, it makes 
sense to customize this standard to develop a 
testplan appropriate to the particular 
circumstances and modelling decision 
requirements of IFRS 17 implementation. 

With a testplan available early in the 
development process, the IFRS 17 development 
team can plan for documentation and testing 
consistent with the validator’s needs. With 
effective communication between the developer 
and validator, the validator can provide helpful 
feedback as the developer begins the actual 
development and testing process. Similarly, 
with a testplan in hand, the auditor can more 
effectively organize the audit process. The audit 
plan can provisionally incorporate additional 
testing as required, or communication between 
the auditor and validator could lead to more  
extensive validation testing. 
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Validation is well 
positioned between the 
development and audit 
review process to 
provide an effective 
organizing device for the 
entire review process. 

Validation can commence after 
development has started but before 
it is completed. Interim validation 
findings and recommended 
changes can be delivered to the 
development team in time to  
make corrective adjustments cost 
effectively. Validation can typically 
be organized so that a report is 
available in time for the auditor to 
use in its review. In comparison, 
audit review is typically conducted 
too late in the development process 
to take significant corrective  
action without costly and time-
constrained development rework.

 

 

Validation is the 
linchpin that 

maximizes the value 
of the total effort.

The validator can provide 
helpful interim feedback, 
including recommended 
changes, in time to take cost 
effective corrective action.

Communication between the 
auditor and  validator leads to 
more coordinated and 
productive validation testing.

With a test plan in hand, the 
auditor can more effectively 
organize the audit process.

Developers can organize their 
conceptual soundness 
assessment and calculation 
testing to conform to the 
validator's expectations.

Development 
Testing

Audit

Validation
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The IFRS 17 development process consists of many phases and activities. Development testing is only one part of this process, and needs to fit into the 
overall timing and resource planning of the IFRS 17 development program. Like all other parts of development, it needs to be adjustable to any delays and 
cost over-runs in other parts of the program. 

It also is important to keep in mind the difference in purpose between validation and an audit. An audit operates following a predetermined plan and more 
or less fixed target completion date. Its objective is error detection but the auditor is constrained by independence considerations from advising on the best 
way to resolve these errors. On the other hand, validation focuses on confirming that a model is fit for purpose. Its sole goal is detecting errors and providing 
advice on their resolution. Its starting point is typically a standard playbook or a more customized testplan that cover the program from beginning to end. 
The assessment encompasses the model input, whether data, assumptions or output from other models, through the calculations’ conceptual soundness and 
accuracy on to the ultimate disclosure and use of the output. Validation work is informed by an expectation of “what should be there” and validates what has 
been developed and how the development has been conducted against a standard. In this way, it addresses not just accuracy but also completeness and 
sufficiency. In this way, it is supposed to capture errors of omission, not just commission. 
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Steps to get the most out of validation 
To minimize the risk of error and maximize the use and cost of scarce resources, we encourage insurers to undertake the following initiatives early in their 
IFRS 17 development process: 

 Develop a validation testplan. IFRS 17 is complex and the impact of an error could be significant. Building the validation on a generic chassis, like a 
standard playbook or sample validation report, is inadequate. Validation should use a testplan that incorporates IFRS 17’s specific features and 
requirements. 

 Coordinate activity across model development, MRM and audit. The three lines of defense should work together in a non-duplicative way. Early planning 
is necessary to coordinate tasks across these groups. 

 Use the testplan to inform development testing and deliver useful and useable information to the auditor. Validation and the validation testplan can form 

the linchpin that provides a comprehensive list of the required review work. It this way, validation can serve as an effective way to separate work across 
review activities and contribute to the timely and successful completion of IFRS 17 implementation. 
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