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2. INTRODUCTION

Sovereign Health Care’s SFCR is both a forward and backward looking document which demonstrates how
Sovereign’s Board of Directors has identified and assessed the Company’s risks and capital requirements. It
summarises the Board’s agreed understanding of Sovereign’s risk profile and the processes and measures taken
to ensure that we have in place the necessary controls, which are proportionate, to the nature, scale and
complexity of the risks inherent to the business.

The document details the Company’s risk appetite, i.e. the level of risk that the Board has agreed is appropriate,
how the identified risks are viewed and managed and the regulatory requirements related to ensure the
Company has sufficient financial strength to meet its obligations and the controls in place to safeguard the
retained capital within the business.

This document gives a clear insight into the regulatory requirement for the holding of capital and the position
of the business in relation to these requirements,

The SFCR is an integral part of understanding the business from an external perspective, and will be updated in
accordance with the regulatory requirements to reflect any significant change in our risk profile, capital position,
capital management or systems of governance.

The document covers the legal group as a whole, comprising :
Sovereign Health Care — a company limited by guarantee, and its subsidiaries (directly owned and UK based)

® Sovereign Health and Insurance Services Limited — Third party product sales
e  Sovereign Assured Partners Limited — Introducer Appointed Representative
e Brentserve Limited — Property owner and management company

STATEMENT OF DIRECTORS' RESPONS!BILT!ES

The Directors are responsible for preparing the SFCR in accordance with the Prudential Regulation Authority
{(PRA) rules and Sll regulations.

The PRA Rulebook for SlI firms in Rule 6.1(2) and Rule 6.2(1) of the Reporting Part requires that the Company
must have in place a written policy ensuring ongoing appropriateness of any information disclosed and that the
Company must ensure that its SFCR is subject to approval by the Directors.

Each of the Directors, whose names and functions are listed in the Board of Directors section of the Report and
Accounts, confirm that, to the best of their knowledge :

1. Throughout the financial year in question, the Company has complied in all material respects with the
requirements of the PRA rules and SII Regulations as applicable; and

2. Itis reasonable to believe that, as at the date of the publication of the SFCR, the Company continues to
comply, and will continue so to comply in future.

By Order of the Board on 2" May 2018.
Russ Piper
Chief Executive



4.  AUDITORS’ REPORT AND OPIN

Report of the external independent auditor to the Directors of Sovereign Health Care (‘the Company’)
pursuant to Rule 4.1 (2) of the External Audit Chapter of the PRA Rulebook applicable to Solvency II firms

Report on the Audit of the Relevant Elements of the Solvency and Financial Condition Report

Opinion
Except as stated below, we have audited the following documents prepared by Sovereign Health Care as at 31
December 2017:

e The 'Valuation for solvency purposes’ and ‘Capital Management’ sections of the Solvency and
Financial Condition Report of Sovereign Health Care as at 31 December 2017 (‘the Narrative
Disclosures subject to audit’); and

e  Company templates 502.01.02, $17.01.02, $23.01.01, $25.01.21 and $28.01.01 (‘the Templates
subject to audit’).

The Narrative Disclosures subject to audit and the Templates subject to audit are collectively referred to as the
‘Relevant Elements of the Solvency and Financial Condition Report’.

We are not required to audit, nor have we audited, and as a consequence do not express an opinion on the
Other Information which comprises:

* The ‘Business and performance’, ‘System of governance’ and ‘Risk profile’ elements of the Solvency
and Financial Condition Report;

e Company templates 505.01.02, 505.02.01, $19.01.21;

¢ the written acknowledgement by management of their responsibilities, including for the preparation
of the Solvency and Financial Condition Report (‘the Responsibility Statement’).

In our opinion, the information subject to audit in the Relevant Elements of the Solvency and Financial
Condition Report of Sovereign Health Care as at 31 December 2017 is prepared, in all material respects, in
accordance with the financial reporting provisions of the PRA Rules and Solvency Il regulations on which they
are based, as modified by relevant supervisory modifications, and as supplemented by supervisory approvals
and determinations.

Basis for opinion

We conducted our audit in accordance with International Standards on Auditing (UK) (ISAs (UK)), including ISA
(UK) 800 and ISA (UK) 805, and applicable law. Our responsibilities under those standards are further described
in the Auditor’s Responsibilities for the Audit of the Relevant Elements of the Solvency and Financial Condition
Report section of our report. We are independent of the Company in accordance with the ethical requirements
that are relevant to our audit of the Solvency and Financial Condition Report in the UK, including the FRC's
Ethical Standard as applied to public interest entities, and we have fulfilled our other ethical responsibilities in
accordance with these requirements. We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our opinion.

Emphasis of Matter — special purpose basis of accounting

We draw attention to the ‘Valuation for solvency purposes’ section of the Solvency and Financial Condition
Report, which describe the basis of accounting. The Solvency and Financial Condition Report is prepared in
compliance with the financial reporting provisions of the PRA Rules and Solvency Il regulations, and therefore
in accordance with a special purpose financial reporting framework. The Solvency and Financial Condition
Report is required to be published, and intended users include but are not limited to the Prudential Regulation
Authority. As a result, the Solvency and Financial Condition Report may not be suitable for another purpose.
Our opinion is not modified in respect of this matter.



Conclusions relating to going concern

We have nothing to report in respect of the following matters in relation to which the ISAs (UK) require us to
report to you if:

e the directors’ use of the going concern basis of accounting in the preparation of the SFCR is not
appropriate; or

e the directors have not disclosed in the SFCR any identified material uncertainties that may cast
significant doubt about the company’s ability to continue to adopt the going concern basis of
accounting for a period of at least twelve months from the date when the SFCR is authorised for

issue.

Other Information
The Directors are responsible for the Other Information.

Our opinion on the Relevant Elements of the Solvency and Financial Condition Report does not cover the Other
Information and, accordingly, we do not express an audit opinion or any form of assurance conclusion thereon.

In connection with our audit of the Solvency and Financial Condition Report, our responsibility is to read the
Other Information and, in doing so, consider whether the Other Information is materially inconsistent with the
Relevant Elements of the Solvency and Financial Condition Report, or our knowledge obtained in the audit, or
otherwise appears to be materially misstated. If we identify such material inconsistencies or apparent material
misstatements, we are required to determine whether there is a material misstatement in the Relevant
Elements of the Solvency and Financial Condition Report or a material misstatement of the Other Information.
If, based on the work we have performed, we conclude that there is a material misstatement of this Other
Information, we are required to report that fact. We have nothing to report in this regard.

Responsibilities of Directors for the Solvency and Financial Condition Report

The Directors are responsible for the preparation of the Solvency and Financial Condition Report in accordance
with the financial reporting provisions of the PRA rules and Solvency Il regulations.

The Directors are also responsible for such internal control as they determine is necessary to enable the
preparation of a Solvency and Financial Condition Report that is free from material misstatement, whether due
to fraud or error; assessing the company’s ability to continue as a going concern, disclosing, as applicable,
matters related to going concern; and using the going concern basis of accounting unless they either intend to
liquidate the company or to cease operations, or have no realistic alternative but to do so.

Auditor’s Responsibilities for the Audit of the Relevant Elements of the Solvency and Financial Condition
Report

It is our responsibility to form an independent opinion as to whether the Relevant Elements of the Solvency
and Financial Condition Report are prepared, in all material respects, with financial reporting provisions of the
PRA Rules and Solvency Il regulations on which they are based, as modified by relevant supervisory
modifications, and as supplemented by supervisory approvals and determinations.

Our objectives are to obtain reasonable assurance about whether the Relevant Elements of the Solvency and
Financial Condition Report are free from material misstatement, whether due to fraud or error, and to issue an
auditor’s report that includes our opinion. Reasonable assurance is a high level of assurance, but it is not a
guarantee that an audit conducted in accordance with ISAs (UK) will always detect a material misstatement
when it exists. Misstatements can arise from fraud or error and are considered material if, individually or in the
aggregate, they could reasonably be expected to influence the decision making or the judgement of the users
taken on the basis of the Relevant Elements of the Solvency and Financial Condition Report.

A further description of our responsibilities for the audit of the financial statements is located on the Financial
Reporting Council’s website at: www.frc.org.uk/auditorsresponsibilities.




Report on Other Legal and Regulatory Requirements

Inaccordance with Rule 4.1 (3) of the External Audit Chapter of the PRARulebook we are required to consider
whether the Other Information is materiallyinconsistent with our knowledge obtained inthe audit of
Sovereign Health Care’s statutory financial statements. If, based on the work we have performed, we conclude
thatthereis a material misstatement of this otherinformation, wearerequired to reportthatfact. We have
nothingtoreportinthisregard.

The purpose of our audit work and to whom we owe ourresponsibilities

This report of the external auditoris made solelyto the company’s directors, asits governing body, in
accordance with therequirementin Rule4.1(2) of the External Audit Part of the PRARulebook and the terms
of our engagement. Weacknowledgethatthedirectorsarerequired to submitthereporttothe PRA, to
enablethe PRAto verify thatan auditor’s report has been commissioned by the company’s directors and
issued inaccordance with therequirementsetoutin Rule4.1(2) of the External Audit Part of the PRA
Rulebook and to facilitate the discharge by the PRA of its regulatoryfunctions in respect of the company,
conferred on the PRA by or under the Financial Services and Markets Act 2000.

Our audithas been undertaken so that we might state to the company’s directors those matters weare
required to stateto themin an auditor’sreportissued pursuantto Rule4.1(2) andfor no other purpose. To
the fullest extent permitted by law, we do notaccept or assume responsibility to anyone other than the
company throughits governing body, for our audit, for this report, or for the opinions we have formed.

Aava, pos

Andrew Jones forand on behalf of KPMG LLP
1 Sovereign Square, Sovereign Street, Leeds, LS1 4DA
2May 2018

e The maintenance andintegrity of Sovereign Health Care’s websiteis the responsibility of the
directors; the work carried out by the auditors does notinvolve consideration of these matters and,
accordingly, the auditors accept no responsibility foranychanges that may have occurred to the
Solvency and Financial Condition Reportsinceit was initially presented on the website.

e Legislationinthe United Kingdom governing the preparation and dissemination of Solvency and
Financial Condition Reports may differ from legislation in other jurisdictions.

Appendix -relevant elements of the Solvency and Financial ConditionReportthatare not subject to audit
Solo standard formula
The Relevant Elements of the Solvencyand Financial Condition Reportthatare notsubjectto audit comprise:

e The following elements of templateS.17.01.02

— Rows R0290to R0310 —Amount of transitional measure on technical provisions



The SFCR is a public document and a requirement of the Solvency Il EU directive and formalises the performance
of the business for the year under review, combined with explaining the practical and prudent way in which risk
and capital are managed within Sovereign Health Care (Sovereign) as part of the business strategy and risk
management system. Whilst Sovereign enjoys a significant excess of capital compared to the required solvency
level, the SFCR shows the key business risks are understood by the Board, monitored regularly within the context
of the Company’s risk appetite, and that sufficient capital is allocated against those risks identified and how the
value of capital is determined for Solvency purposes.

The SFCR is both a forwards and backwards looking document. The SFCR is designed to allow interested parties
to understand Sovereign’s historical performance, the specific risks the business faces, how it views and
manages these risks and the value of the business as measured under the Solvency requirements.

We have designed Sovereign’s SFCR process to ensure that it is tailored to reflect the Company’s business model,
organisational structure and the risks faced by Sovereign in a proportionate manner.

The Minimum Capital Requirement (MCR) is the minimum level of security below which the amount of financial
resources should not fall. When the amount of eligible basic own funds falls below the Minimum Capital
Requirement, the authorisation of insurance and reinsurance undertakings may be withdrawn, if those
undertakings are unable to re-establish the amount of eligible basic own funds at the level of the MCR within a
short period of time. It is necessary that the MCR is calculated in accordance with a simple formula, on the basis
of data which can be audited.

The Solvency Capital Requirement (SCR) should reflect a level of eligible own funds that enables the Company
to absorb significant losses and that gives reasonable assurance to policyholders and beneficiaries that
payments will be made as they fall due.

In order to promote good risk management, and align regulatory capital requirements with industry practices,
the SCR should be determined as the economic capital to be held by insurance and reinsurance undertakings in
order to ensure that they are able to withstand the shock from costs associated with and event once every 200

years.

That economic capital should be calculated on the basis of the true risk profile of those undertakings, taking
account of the impact of possible risk mitigation techniques, as well as diversification effects.

The guantitative requirements applicable to the Company ("Pillar I' of the Solvency II framework) are laid down
in six sections:

Valuation of assets and liabilities
Technical provisions

Own funds

Solvency Capital Requirement

e  Minimum Capital Requirement
e |nvestments.

The Pillar | requirements are based on an economic total balance sheet approach. This approach relies on an
appraisal of the whole balance-sheet of the Company, on an integrated basis, where assets and liabilities are
valued consistently.

Such an approach implies that the amount of available financial resources of insurance and reinsurance
undertakings should cover its overall financial requirements, i.e. the sum of un-subordinated liabilities and

capital requirements.



~ BUSINESS AND PERFORM

Sovereign Health Care was founded in 1873 as the Bradford and District Hospital Fund with the purpose of raising
funds for local hospitals. Whilst it has evolved over the years, we remain a not for profit/not for dividend provider
of health care cash plans to around 75,000 individuals. The range of health cash plans are low cost, monthly
renewable policies with the purpose of financially supporting our customers when they incur everyday health
care costs.

In addition to the provision of cash plans to individuals, Sovereign has signed key strategic partnerships with
carefully selected third party providers of complementary products in order to expand the benefit offering to
the current and future customer base.

The businesses, UK only, core operations and profitability remain firmly based in cash plans. Sovereign offer a
number of products which generally fall into two types of schemes which are either funded by individuals from
their own means or provided by employers.

The Health Care Cash Plan gives access to over 20 types of benefit, with cover for dental and optical treatment
being the most popular. In all cases the person covered by the policy benefits is regarded as the policyholder,
regardless of who pays the premium.

All our health cash plans are community and linear priced where we are providing the actual benefit. This means
customers are not disadvantaged by age, health history, occupation or opaque underwriting methods. We
encourage our customers to use their health cash plans and over the past 3 years we have paid out annually an
average of in excess of £7,1m in benefits to our customers.

Policyholders use their plan by arranging and receiving specific types of everyday health care treatment, settling
the bill and if covered by the cash plan submitting the receipt and claim form to us for reimbursement of a
percentage of the costs incurred (product dependent 50%-100%) up to their relevant cover level limit.

The business employs approximately 50 people and all have the objective to provide customers with the best
possible service and value for money. Because we do not have shareholders we aim to give back in benefits as
much as possible, but recognise for long term sustainability the amount we return needs to reflect upon our
operating expenses and overall income. As is traditional for the business, we donated just less than £500,000 to
charitable causes during 2017. For future periods we intend to keep the level of charitable donations at a
minimum level of £500,000.

The business is aware of the ever increasing regulatory burden and the associated costs incurred in response to
ensure compliance. These costs have been of particular note in the 2017/18 operating and budget cycle.

The company acknowledges the cost pressures being placed upon it, and is actively engaged in looking at a range
of solutions to mitigate this, albeit within the framework of remaining an independent entity. For example,
should the opportunity arise where the company can consider options to share some common back office costs
these will be considered, as long as they meet the requirements of reducing the compliance related policy
servicing costs. The focus for 2017 has been to deliver a stable and cost effective operational platform that builds
on the implementation of the recently launched policy administration system. Whilst building our online
capability in relation to policyholder self-service. In addition we have looked to develop internal process and
procedural improvements that allows the company to make a step change in growth while achieving economies
of scale in the supporting back office functions, rather than a related policy servicing cost increase.

The current route to delivering a reduction in the ongoing service costs and provide a competitive advantage in
the market place is through continued investment in our technological solutions. To date this investment has
delivered a new policy administration system, new IT hardware platform, more robust disaster recovery and
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planning and a new accounting platform. in 2017 we have further built on the historical investment in systems
with transition to in-house hosting of all key systems, improvements in our claims processing methodology,
insurance processing platform availability and robustness improvements, delivery of a new hosted website and
joining capability. This is combined with significant steps towards the availability of our on-line self service
customer portal, a corporate portal and improvements within our operations from a staff website. Qur
improvements and investment are all aimed to allow a customer the choice in how they wish to deal with
Sovereign and for Sovereign to deal with any and all enquires in as efficient manner as possible.

The investment in systems will deliver multiple benefits to the company including improvements in costs,
efficiency and customer service leading to successful customer retention activity. Additionally, better use of data
will allow the company to achieve targeted marketing campaigns based upon customer behaviour and
preferences. These developments whilst initially viewed as a defensive measure in retaining our existing core
book of business, will also deliver the ability to meet increased demands but in a cost efficient manner and
without a proportional increase in operating costs. The ability to grow through a chosen strategic direction with
confidence that the back office can support without significant change or enhancement, will place the company
in a position of considerable strength moving forwards.

The development of system capability and flexibility will also allow for products and services to be provided with
selected partners on a white label basis. Historically this type of arrangement, whilst generating additional
income, would also lead to changes of operational procedure and a likely increase in costs. When this
arrangement can be absorbed into a business as usual scenario, it will allow for overall per policy servicing costs
to fall and address the issues of expenses creep caused by the cost of change and increased regulation. We will
also safeguard our core business operating and distribution models to ensure the provision of products on a
white label basis do not naturally compete with our own offering.

When developing the infrastructure, systems and data capabilities of the business we have been careful to
consider the requirements that will arise with the implementation of the General Data Protection Regulation
(GDPR) on 25 May 2018 and ensure all solutions can support the requirements in relation to handling and
utilisation of data combined with the appropriate data subject consent requirements.

The Board of the company are keen to remain focused on the areas where the company has expertise and not
expand beyond our knowledge or capability, as such Sovereign will continue to focus on the provision of good
value, simple, easy to use cash plans within the UK market,

Sovereign, as previously noted, is a company limited by guarantee and has no single controlling shareholders.
The ownership of the company is split amongst the Board in equal shares, with the memorandum and articles
of association of the company determining the operation of the model of control.
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Performance

For the year ended 31 December 2017 the consolidated Sovereign Health Care statutory results show an overall
pre-tax profit of just over £4.3m (2016 : £8.0m), the net underwriting result shows a loss for the year of £393k
(2016 : £97k profit). This loss includes an investment of £663k (2016 : £198k) in technology improvements in the
year that have been charged to the income account. The significant non-technical income for the year of £5,199k
(2016 : £8,426k) related to the performance, both realised and unrealised, of the historical wealth retained by
the company. The company remains mindful that market gains can quickly be lost should circumstances move
against the investment stance taken by the business and as a result we look to ensure that the underlying
business remains profitable and self-supporting.

The volume and value of claims remains the key factor in the overall underwriting performance of the business,
with the claims loss ratio (“CLR") being the key measure identified of monitoring the both the individual books
of business and the overall insurance book. The CLR is the ratio of claims paid to policyholders compared to the
total value of premiums received from policyholders.

2017 2016

£000's £000's
Earned Income
Net Written Premiums 10,764 10,605
Net Commissions Received 70 92
Claims incurred
Net Claims Paid (7,283) (7,057)
Net operating expenses (3,944) (3,543)
Underwriting Result (393) 97
Investment Income - Net 1,095 1,194
Interest payable (2 -
Realised profits on investments 3,887 2,166
Unrealised gains/(losses) on investments 219 5,066
Charitable donation {485) (501)
Surplus on ordinary activities before taxation 4,321 8,022
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The CLR by book type is detailed below. Please note that the Cumulative analysis shown below includes all
books of business rather than just the two main cash plan and corporate plan books that are shown separately
below.
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7. SYSTEM OF GOVERNANCE

The Board is the governing body of the Company and establishes, monitors and controls a framework of
prudential controls to advance the Company in its objectives. Generally, the Board ensures that the Company
acts in accordance with prudent commercial principles, high ethical standards and otherwise strives to meet
stakeholder expectations through maximising long-term value. The Board has delegated authority for the day to
day operational management of the Company to the Executive team.

The responsibilities and functions of the Board include:

e Inputinto, and final approval of, the corporate strategy, including setting performance objectives and
approving business plans and budgets

® Reviewing and guiding systems of risk management, internal control, ethical practice and legal
compliance

e  Monitoring both corporate performance and implementation of strategies and policies

e Approving major capital expenditure, leases, acquisitions, divestitures and monitoring capital
management

e  Ensuring suitability and integrity of both financial and all other reporting

e  Ensuring suitability of policies and processes in important areas, including occupational safety and
health, environment and legal compliance

Enhancing and protecting the reputation of the Company

Matters which are specifically reserved for the Board include:

e Appointment and remuneration of the Chair

e Appointment and remuneration of Directors

e Establishment of Board committees and determining their membership and delegated authorities
To support Board effectiveness and efficiency, the Board has established the following committees:

e Finance and Remuneration committee

o  Audit and Risk committee

e Sales and Marketing committee

e Compliance and Governance committee

e Community funding committee

e Systems and IT committee

Terms of Reference for each committee have been adopted by the Board. The Terms of Reference of each
committee and their membership are reviewed annually by the Board.

14



Board Remuneration

The Company operates a flat rate of remuneration for all non-executive Board members with no variable
element. Executive Board members remuneration is determined by their individual contracts of employment. In
response to the issuance of guidance on the relative levels of senior individuals within the Companies relative
levels of fixed and/or variable remuneration the Company has in 2017 adjusted the bonus scheme and annual
salaries of the appropriate employees in order that the variable element would be in line with the appropriate
guidance.

The flat rate relative to non-executive directors provides simplicity and clarity on the levels of remuneration for
the business. The Standard rate of remuneration is augmented for specific duties undertaken by non-executive
members of the Board and the list of these additional duties eligible for remuneration may vary from time to
time. A flat rate allowance for duties outside of the scope of individual roles and responsibilities has been agreed
and is operated on a per day basis. Any variation would be subject to review and agreement by the Finance and
Remuneration committee for presentation to the Board as a whole. Currently the roles of Chair of the Board and
Chair of the Industry body (now defunct) receive an additional remuneration allowance.

Fit and Proper Requirements

The ‘Fit and proper’ requirement is the standard required by the Financial Conduct Authority (FCA) and the
Prudential Regulation Authority (PRA) when appointing controlled function holders. Sovereign applies the same
requirements when appointing those who effectively run the undertaking or have other key functions. The
Company is satisfied that compliance with the framework is sufficient to ensure that individuals fulfilling
controlled functions meet all relevant regulatory requirements. The framework is regularly reviewed to ensure
that it will meet all the current requirements (as introduced by the PRA’s Senior Insurance Managers Regime
(SIMR)) and any subsequent changes in the regulatory requirements. The company’s key functions and internal
structure are shown below :

)| Chief Executive §

[Finance Director
& Company
__ Secretary

Head'of Sales & Operations
Marketing | Manager

Customer
Relations

bz Finance
Key Function ‘:

In House
Function

e |7 and Systems

The Compliance function adopts appropriate systems and controls in the registration of individuals across the
Company ensuring that identified individuals meet the regulators’ fit and proper criteria at the point of
registration and subsequently, including but not limited to external verification process and internal assessment.
In addition, registered and notified individuals are required to complete an annual attestation confirming that
the Fit and Proper Requirements have been maintained and that they continue to adhere to the Conduct

Standards.
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Own Risk and Solvency Assessment (ORSA)

The ORSA document provides a key pillar to the overall control and understanding of the business from the
perspective of the Board.

The ORSA is updated on an annual basis, for approval in the first half of the year following the period in to which
it refers, i.e. the 31 December 2017 ORSA will be reviewed and approved by the Board prior to 30 June 2018.

The ORSA process will act as a trigger for management actions which the Board will review and authorise as
required. Where risks are identified that are beyond the company’s risk appetite, as detailed in the risk tolerance
summary, actions should be undertaken to bring these back within the defined acceptable levels. Itis recognised
that additional capital will not reduce the risk, it will only provide a financial buffer while management actions
are sought to deal with the risks identified. Sovereign’s risk management framework continues to evolve through
enhanced modelling, monitoring and feedback and provides the basis for the Boards calculation of its own
capital requirements within the business.

Ongoing monitoring of the key items highlighted within the ORSA forms part of Sovereign’s Board meetings.
However, it should be noted that the monitoring of risk and the management of the risks is built into the
operations of the Company. Any deficiencies highlighted through this continual monitoring will be brought to
the attention of the Executives for action, and where required the Board will be informed and/or asked to
approve any resulting action where this falls outside of the current levels of delegated authority.

Internal Controls

The Board view an effective system of internal control as a key mechanism by which they discharge their
fiduciary responsibilities.

Sovereign believes that a sound system of internal control helps safeguard Sovereign’s assets by facilitating safe,
reliable and efficient operations, by assisting us to comply with applicable laws and regulations, and by helping
us ensure the reliability of our internal and external reporting.

All members of Sovereign’s staff have a responsibility to ensure the effective application of internal controls in
their areas of responsibility and to act in a way that safeguards our assets from loss, inappropriate use and fraud.

In addition Article 46 of the Solvency Il directive requires:

“Insurance and reinsurance undertakings shall have in place an effective internal control system. This
system shall at least include administrative and accounting procedures, an internal control framework,
and appropriate reporting arrangements at all levels of the undertaking and a compliance function. “

The Board believes that sound internal control and corporate governance is best achieved by processes firmly
embedded within Sovereign’s operations. Reviewing the effectiveness of internal control is an essential part of
the Board’s responsibilities while management is accountable to the Board for developing, operating and
monitoring the system of internal control and for providing assurance to the Board that it has done so.

The Board has agreed that aspects of its internal control review work shall be delegated to the Finance and
Remuneration Committee, the Risk and Audit Committee and the Compliance and Governance Committee. Each
committee shall report back to the Board who will decide on the adequacy of the committee’s review. It is the
Board’s responsibility to establish the terms of reference of each committee.

In determining the Sovereign Policies and Procedures and thereby providing what constitutes Sovereign’s
system of internal control the Board considers the following factors :

e The Business Principles and related objectives
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e The nature and extent of the risks facing the Company

e The extent and categories of risk which it regards as acceptable to bear

e The likelihood of the risks concerned materialising

e Sovereign’s ability to reduce the incidence and impact on the business of risks that do materialise

e The costs of operating particular controls relative to the benefit thereby obtained in managing the

related risks

Sovereign retain the services of an internal audit function in order that an independent third party view on the
operation of key controls and the oversight of key service providers is maintained with the necessary levels of
rigour. The internal audit function report on a day to day basis to the Finance Director, however they provide
the formal reporting through to the Chair of the Audit and Risk committee to ensure appropriate segregation

and governance is maintained.

Risk Management

As illustrated in the diagram below, Sovereign utilises the three lines of defence model in the management of

its risks.

1* Line of Defence

Day to Day Risk
Management and
Control

Sovereign Board

A

Senior Management

A

Business Units

2" Line of Defence

Risk oversight, policy
and methodologies

Compliance, Risk &

Governance Sub- |-

Group

A
|

Risk Management
function

Independent
Assurance

Finance, Audit &
Remuneration Sub-
Group

Internal Audit

External Audit

The model comprises primary risk owners (first line), independent risk management and control functions

(second line) and an independent internal audit and assurance group (third line).

First line: The vast majority of employees comprise the first line of defence. Examples include service
manager, technology teams supporting the business platforms, client servicing teams and servicing

client enquiries.

Second line: A smaller group of employees comprise the second line of defence. These employees have
duties within the Risk & Control functions and provide independent oversight of the activities

performed within the first line.
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Third line: The third line of defence comprises the outsourced Internal Audit function. The reporting
from this function is direct to the chairs of both the Audit and Risk and Compliance and Governance
committees.

The Risk Management function reports to the Sovereign Board via the Compliance, Risk and Governance
Committee.

Roles and Responsibilities

The risk management framework is supported by the risk management function but is owned by the
management of the business. In order to provide a structure for the continuous review, challenge and updating
of the risk register, a number of key roles have been defined, which run through the entire organisation:

= agree assessment of the risk with the risk management function including gross and net
Risk owner scores

»  sign off any relevant authority levels or limits
o agree all mitigating strategies identified, plus determine if new controls are
required/existing ones can be modified or removed

= operate and maonitor controls identified within the risk register
Controlowner = report regularly to risk management function and risk owner regarding operation of
controls
»  confirm with risk management the on-going appropriateness of control scoring
o recommend to risk owner any changes in control design

All employees’ job descriptions are explicit regarding risk management roles and responsibilities.

Committee responsibilities

In addition to the Compliance and Governance Committee, the Board of Sovereign has delegated responsibilities
to the Finance and Remuneration Committee, the Audit and Risk Committee, the Sales and Marketing
Committee, the Community Funding Committee and the Systems and IT Committee. Each of these groups have
terms of reference which are risk focussed and each play a part in more formal upwards risk reporting on a
quarterly basis.

The formal consideration and risk reporting of the committees is coordinated by the risk management function.

Interaction with Internal Audit

Sovereign is developing an audit plan to be prepared on a 3-year rolling basis. It will be derived by the Internal
Auditor and the Audit and Risk Committee with input from senior management and the Risk Management
function. The audit approach is cyclical, risk based and ensures that all high-risk areas are identified and
prioritised. This ensures that the entire risk and audit universes are considered over time, unless there are
appropriate and agreed reasons for them not being so.

In practice this is achieved by reviewing the risk universe against the current audit plan and to highlight those
areas of the risk universe that are either not covered, or where additional audit may be appropriate. This will
be presented annually to the Audit and Risk Committee, and more frequently if required. The internal audit
leads will also have a private meeting at least annual with the Chair of the Audit and Risk committee in order
that any confidential feedback applicable to the Executive and/or Senior team can be provided formally.

As either the audit plan or risk universe is updated, the Risk Management function will be responsible for
highlighting any material risks which are not covered by the current audit plan.
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Risk and Capital Assessment

The risk management framework is designed to provide management with the information it requires to
maximise up-side risk, whilst acknowledging downside risks, by identifying where capital should be held.

The Risk Management function will work closely with the actuarial function to ensure that assessment of risk is
integral with the ORSA and that management are provided with clear information regarding the capital impact
of the current risk profile. By doing so management will be able to determine where capital is being best
deployed and will have a tool to support business decisions in relation to the utilisation of capital.

Emerging Risk

As well as assessing the current risk profile of the business, the Risk Management function is also responsible
for coordinating the consideration and management of any emerging risks which may be relevant to the business
further down the line.

An emerging risk is defined as “an issue that is perceived to be potentially significant but which may not be fully
understood or allowed for in insurance terms and conditions, pricing, reserving or capital setting”.

o Primarily the focus is on identifying emerging insurance risks and coordinating any mitigation across the
business. This focus is underwriter and claims led who will ensure that emerging insurance coverage
issues are regularly assessed and addressed within the underwriting teams using weekly and monthly
meetings. On a quarterly basis, or more frequently if necessary, reports will be made to the Audit and
Risk and/or Compliance and Governance Committees.

® At a secondary level each of the Sovereign Committees will consider on at least a six monthly basis the
issue of emerging risk. Reporting will be to the Audit and Risk, and Compliance and Governance
Committees.

The following represents the flow of reporting within Sovereign:

® Emerging risks will be assessed according to their likelihood of having any impact on the business given
the current portfolio of business.
° It will be the responsibility of the Risk Management Function to highlight to the Compliance, Risk and

Governance Committee when an emerging risk should be considered for inclusion in the risk register.

Business Performance

Performance review is conducted across all functions of the company including underwriting, reserving, finance,
claims, operations and compliance. Performance review takes place on a continuous and regular basis and is
formalised using a committee structure.

Performance is reviewed against business plan. As the risk framework becomes integrated within the business,
some existing areas of performance review and associated management information will feed into the risk
management of the business.

Management Information

Sovereign is working towards an operating environment where a regular cycle of management information is
provided to the key internal stakeholders of the risk management framework, these being:

° Sovereign Board

° Compliance and Governance Committee
° Audit and Risk Committee

e Finance and Remuneration Committee
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o Sales and Marketing Committee
° Systems and IT Committee
] Risk Owners

The information will provide an overview of the following:

° Top Risks (inherent, residual, dependencies)
o Moving Risks

° Risks by Owner

° Risks by Category

° Risk Appetite Utilisation

Capital management

a

In addition, regular risk reports will be developed to focus on areas of high risk v appetite and ones requiring
improvement in controls. It is expected that reporting requirements will change over time.

Management Information must be appropriate, complete and accurate and comply with the relevant Solvency
Il data standards.

People and Reward

Sovereign has a training programme which encompasses Risk Training across all aspects of the organisation.
Specific training will be provided as required to Risk Owners and Control Owners regarding individual
responsibilities and to promote a general ‘risk v reward’ way of thinking.

Performance Appraisal objectives include specific risk management or control management objectives for the
relevant personnel.

Sovereign has a remuneration policy which has been designed to assist the delivery of both its business strategy
and risk management strategy. No individual is encouraged to take or is rewarded for taking excessive risk, i.e.

outside of stated appetites.

Technology & Infrastructure

The risk framework relies on timely and accurate information and modelling. A strong infrastructure is required

to ensure that:

° Data is accurate, accessible and timely
o Modelling is robust, reliable and timely
° Management information is well organised, relevant and appropriately distributed

Investments and the Prudent Person Principle

In reviewing investments for quality and reporting purposes the company utilises recognised ratings agencies as
the source for each individual investment. Where ratings are unavailable (e.g. Apple and Facebook) a full charge
is taken or the lowest quality of asset is assumed, Ratings for material concentration of assets or significant
counterparties are taken from a number of recognised sources to ensure that the chosen parther rating is
consistent and appropriate for the risk.
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Internal Audit

Due to the size of the business the internal audit process is outsourced to an appropriately qualified third party.
For the work undertaken in 2017 this was outsourced to a local accountancy practice.

The program for internal audit to follow was proposed by Senior management with reference to the key business
risks identified during the course of the ORSA process and internal risk mapping exercise. The internal audit
program is then approved by the head of the Audit and Risk Committee (formerly by the Head of the Finance,
Audit and Risk Committee) with timescales and prioritisation guidance being provided.

The internal audit plan is a rolling 3 year programme designed to cover all material risks to the business, its
operations and reporting, whilst also allowing for any additional work highlighted as a result of business issues
or regulatory requirements to be considered within the scope of the timetable.

In order to maintain the appropriate level of independence Internal audit reporting is undertaken with a direct
line of responsibility to the Non-Executive chair of the Audit and Risk committee. The use of third parties in
undertaking the work ensures an appropriate degree of separation from the day to day activity of the senior
team within the business to ensure objectivity.

Actuarial Function

Due to the nature and lack of complexity within the business, the actuarial function is outsourced to a third party
actuarial consulting practice. Oversight of the requirements and deliverables, as well as holding the appropriate
head of actuarial function, is shared between the Chief Executive and Finance Director as appropriate, based
upon the individuals skills and experience.

Outsourcing

Due to the size of the business a number of key functions have been outsourced in order that the business is
able to benefit from appropriate current expertise without incurring the additional overhead that would be
required to fulfil the function in house. All current outsourced service providers are located within the United

Kingdom.

The outsourcing arrangements are subject to the outsourcing approach policy. Outsourcing is considered
appropriate where the business :

e does not have the required knowledge, resources and/or experience to fulfil a specific function from
its own staff

e requires additional short term resource

e Deems it is cost effective to outsource a specific service

e Deems it is risk effective to outsource a specific service

o Deemsitis a legally or regulatory required arrangement

e Deemsitisto achieve a tangible quality outcome with regards a specific project

The following checks are undertaken when appointing an outsourced partner;

Financial health check

Trade body

e References

e Appropriate fit and proper for purpose check

Outsourced partners are checked regularly, at a minimum annually, to ensure the arrangement continues to
serve the best interests of the company and its customers. All key outsourced arrangements are subject to a
formal contract, approved by the Board —where appropriate and signed by at least one executive director.
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8. RISKPROFILE

The Board have agreed the following Risk Appetite for Sovereign Health Care.

e  Operate within our area of expertise. Any diversification will only take place when we understand the
risks and business models

e Growth is profitable and not loss making, although we understand by the nature of our schemes that
occasionally claims may run higher than premiums on new business

e New products will be underwritten to be profitable within agreed parameters and timescales

e Quality of delivery will always have greater prominence than quantity of delivery

e Principles of insurance and correct customer morals are above the technicalities of the Terms and

Conditions
¢ We will not carry any long term insurance risks, although we will include mediated modules within our

product range

e Qurinvestment strategy is to achieve capital growth and income over the medium to long term through
our investments which are additional to our cash deposits

e Reserves will be held as a mixture of cash type deposits and investment funds as agreed by the Board

of Directors
Key Risks
Key Customer

The business acknowledges the risk of reliance on a small number of large volume clients and works closely with
the relevant customer group to ensure that the offering available continues to meet the requirements. In
addition there is an active renewal of supply contract process which serves to highlight potential issues and
ensure these are addressed in a timely and appropriate manner.

As a business, the risk created due to the success of the product is not one which we would seek to move away
from or limit on a single customer basis. Mitigation is sought through increasing the depth and breadth of the
customer base to ensure that a single customer or small group of customers does not represent an unduly large
proportion of the forecast income generation plans.

Investment Risk

Our investments are managed by an external specialist investment manager who are listed on the Financial
Services Register and authorised and regulated by the FCA. The Board acknowledge that the value of the
invested assets reflects the movement in the active recognised financial markets, which can go down as well as

up.

The Board adopts a low risk appetite by holding high levels of cash or cash equivalents in order to meet any
unplanned or catastrophic risks/events. Currently the Board have agreed to hold cash balances equivalent to
the greater amount of : a) our Minimum Capital Requirement (MCR) (£6.2m) or b) 12 months forecast claims
payments (£7.1m). Note that our MCR is reported quarterly to the PRA as part of our Enhanced Capital
Requirement calculation and the current forecast of 12 months claims is £7.1m. Cash is held in a variety of instant
access, term and notice accounts in order to achieve the correct balance of liquidity needs and desired

investment returns.

Cash investments are also used as a hedge against insurance/operational risk and for liquidity needs or to
facilitate a planned programme of investments in either or both equity and fixed income assets.

With regard to the balance of the Company’s investment reserves, the Board have set investment objectives
that aim to ensure the long term sustainability of the business by achieving capital growth and strong income
returns over the medium to long term through the careful management of our investments.

The Board recognises that the allocation of portfolio assets across broadly defined financial asset and sub-asset
categories (a mixture of cash and fixed interest investments and investment funds) with varying degrees of risk
and return is the most significant determinant of long-term investment returns and portfolio asset value
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stability. Diversification across and within asset classes is the primary means by which the Board expects the
portfolio to avoid undue risk of large losses over long time periods.

It is expected that the Portfolio’s actual asset allocation will vary from its target asset allocation as a result of
the varying returns earned on its investments in different asset classes. In the view of the Board, Sovereign is an
investor with a long term investment horizon and can tolerate the attached short term investment risk to the
Portfolio.

The Board accepts the risk that actual returns may vary from objective across short periods of time. The
investment manager shall act within a reasonable period of time to evaluate any variations and make
recommendations to rebalance the portfolio.

On a periodic basis, independent investment management professionals are approached for current market
trends, views on holdings and to act as a sense check and benchmark of the current advisers.

Capital Position Summary

The Board believes that Sovereign Health Care holds sufficient capital to ensure solvency resilience and
compliance with regulatory requirements whilst allowing the Company to operate within its agreed risk appetite
in order to deliver the agreed strategy and business plan.

The SCR of £25.0m (2016 : £21.8m) reflects a significant increase from the requirements under the previous
Individual Capital Assessment (ICA) regime which delivered a capital requirement in relation to the underwriting
risk. The change in capital requirement is entirely due to the requirement within Solvency 1l to hold regulatory
capital in respect of those assets held that are surplus to the holdings for the underwriting of the business.
Essentially, Sovereign are required to hold capital to back the capital we have as a result of past success but not
considered under the ICA regime.

When the Health underwriting position is considered vs the ICA regime the requirement of £2.5m (2016 : £2.5m)
under the Solvency Il regime is directly comparable to the £2.9m ICA requirement less the £585k held for the
key customer risk identified. The balance of the SCR of £22.5m reflects the costs of having the additional reserves
of c£63m in excess of the £2.5m underwriting requirement.

Risk Profile

The key risks identified by the company are listed below by major category and briefly described below.

Risk Reference Description
Category No

Insurance 1.1 High rate of claims leading to significant trading loss creating pressure
on Solvency margin.

Insurance 1.2 Design of new product leads to claims significantly higher than
expected. Flaw in underwriting process.

Insurance 1.3 Government change rate of Insurance Premium Tax (IPT)
Insurance 14 Bespoke product’s pricing leads to underwriting loss.
Insurance 1.5 Shrinking cash plan market.

Strategy 2.1 Incorrect strategy followed leading to customer losses.
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Risk Reference Description

Category No

Strategy 2.2 Loss of key customer. Loss of key customer would slow growth and
increase costs.

Operational | 3.1 Undesired loss of IT system or specialist personnel. New system
implementation completed.

Operational | 3.2 Loss of key personnel.

Operational | 3.3 Solvency II. Cost of ongoing compliance and/or regulator of the view
that Sovereign not in compliance.

Operational | 3.4 Regulation changes or regulator does not believe Sovereign can comply
with requirements. Board loses the confidence of Regulator.

Governance | 4.1 Inappropriate Board structure with inadequate mix of skills/knowledge
or Board numbers fall below minimum quorate.

Group 54 Unable to provide third party products.

Fraud 6.1 Technology problems cause data to become corrupt.

Fraud 6.2 Customers attempt to defraud through inappropriate/deliberately
misleading/falsified claims.

CreditRisk | 7.1 Existing companies unable to pay Sovereign premiums, or large number
of customers cancel policy.

Liquidity 8.1 Cash flow from investments falls dramatically or unexpected
corporation tax bill/increase in IPT.

Market 9.1 Significant fall in value of reserves.

Liquidity Risk

Counterparty Liquidity Risk

Debt instruments held with credit institutions, including term cash deposits are managed internally. Balances
are placed on deposit for periods of up to 12 months in such a manner to ensure that sufficient funds are always
available to meet the short term operational expenditure, investment decisions and any other liabilities as they
fall due. Total cash deposits of £11.8m {2016: £10.8m) are held with a number of counterparties and different
terms. The balance of £6.2m identified as less than 1 month includes cash immediately available on call of £3.0m.
The company is therefore exposed to risk in relation to the counterparties availability of funds to meet the terms
of the deposits as they fall due. This risk is managed through the careful selection of counterparties and the use
of credit rating agency view of potential partners and the operation of the counterparty risk policy within the

business, limiting the exposure to any specific party and the overall risk at each level of credit rating
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Liquidity Risk

Liquidity risk is the risk that the Company will encounter difficulty in meeting obligations associated with
financial liabilities that are settled by delivering cash or another financial asset.

The Company is exposed to liquidity risk in meeting operating costs as represented by the creditors other than
technical provisions within the Solvency Il balance sheet totalling £2.0m (2016: £2.9m), and in meeting
policyholder claims, represented on the year-end statement of financial position by the technical provision
balances totalling £2.7m (2016: £2.5m). Both of these exposures are due within 12 months of the statement of
financial position date, and in particular the large majority of claims represented by the technical provisions are
generally settled within 3 months. The creditors other than technical provisions includes a contingent liability of
£949k representing the net liabilities of a wholly owned subsidiary company.

The Company seeks to mitigate liquidity risk by holding cash reserves which at any one time enable financial
liabilities to be met for at least a month.

Credit Risk

The company’s exposure to credit risk is not limited to the balances identified in the liquidity risk section, but
also covers the carrying value of certain other financial assets, namely contributors’ premiums due not received
(included within debtors) of £603k (2016 : £698k).

The company is exposed to credit risk through the potential for default on any of the balances due. To mitigate
the risk, the company performs appropriate levels of investigation over potential partners, with credit
institution deposits in particular being subject to the requirements laid out in the appropriate risk polices.

Risk Sensitivity and Solvency Il impact

We are strongly capitalised with a Solvency Il capital surplus of £37.7m (2016 : £37.5m) representing a solvency
cover of 251% (2016: 272%). Capital requirements have increased by £3.0m as a result of growth in the value
of the investment portfolio.

2017 2016
£ £
Own Funds 62,744,553 59,261,523
Solvency Capital Requirement (SCR) (25,011,827) (21,806,409)
Solvency Il capital surplus 37,732,726 37,455,114
Solvency Cover Ratio 251% 272%

The SCR of £25.0m would change by an amount equal or opposite to 15% or less following a:
° 20% rise or fall in equities (surplus would increase by £5.1m/decrease by £5.5m respectively), or
° 100% rise or fall in the volume of insurance underwritten (surplus would move by less than £500k)
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9. VALUATION FOR SOLVENCY PURPOSES

The table below sets out, by material asset and liability class, the valuation of each category under both Solvency
Il and UK GAAP statutory account reported balances.

The assumptions and basis of valuation of each material category of business is considered separately where
they differ from the statutory reporting valuation processes. As a general principle the value of a balance sheet
item should reflect the amount at which the assets and liabilities could be exchanged between knowledgeable
willing parties in an arm's length transaction.

All valuations should be made on a going concern principle, rather than a “fire sale” or insolvency valuation

which by the very nature of the approach would deliver higher liability and lower asset values.

2017 2017
Statutory
Solvency I Account
Assets £ £
Intangible Assets - 17,850
Deferred tax assets 59,539 -
Property, plant & equipment held for own use - 158,207
Holdings in related undertakings, including participations 554,153 10,100
Equities - unlisted 2,519 2,519
Collective Investment Undertakings 53,688,656 53,688,656
Depaosits other than cash equivalents 8,807,353 5,628,064
Insurance and intermediares receivables 567,160 567,160
Receivables (trade, not insurance) 755,000 755,000
Cash and cash equivalents 2,976,195 6,155,516
Any other assets, not elsewhere shown 142,315 295,615
Total Assets 67,552,890 67,279,687
Liabilities
Best Estimate 2,402,151
Risk Margin 313,366 :
Technical Provisions - non-life 2,715,517 1,337,498
Contingent Liabilities 948,667 -
Provisions other than technical provisions 107,721 107,721
Payable (trade, not insurance) 41,137 41,127
Any other liabilities, not elsewhere shown 995,295 995,395
Total Liabilities 4,808,337 2,481,741
Excess of assets over liabilities/Own Funds 62,744,553 64,797,946

Contingent liabilities reflect the excess of liabilities over assets of the participation in a loss making subsidiary.
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The table below details the individual elements of the UK GAAP balance sheet prepared under FRS 102 and
how the valuation methodology differs under the valuation basis for the preparation of the Solvency Il balance

sheet.

Category of Asset

SlI Valuation Basis

Deferred Tax Asset

A deferred tax asset or liability arises on the temporary difference between the
valuation of assets and liabilities (including technical provisions) for the statutory
financial statements. The deferred tax asset reflects the associated reduction in
tax liability that would arise on the results for the company should the higher
Solvency Il best estimate of liability (over the statutory technical provisions) ever
be realised.

Intangible Assets

Write down any value to £Nil to reflect estimated fair market value.

Property, Plant and Equipment

Write down any value to £Nil to reflect estimated fair market value.

Holdings in related
undertakings, including
participations

All participations will be held an adjusted equity valuation on a solvency Il basis.
No adjustments are made to arrive at the adjusted equity valuation from the UK
statutory accounts valuation of participations for Sovereign Health Care as the
assets and liabilities of the subsidiaries are either fair value, or deemed to be fair
value and no inadmissible assets are held.

(where net assets value is negative this is included within contingent liabilities)

Collective investments
undertakings and equities

This includes all financial investments except subsidiaries (these are brought in
through participations).

All investments are measured at fair value with adjustments through the profit
and loss. The methodologies applied to determination of fair value holdings are :

1. Listed/quoted investments are carried at market bid value;

2. Where no quoted market price or suitable proxy is available, alternative
valuation methods are used in accordance with Article 10 of the Delegated
Regulation 2015/35.

The vast majority of the assets held are valued using methodology 1. There are 4
methodologies available, however above are shown the 2 adopted.

Financial Receivables inc.
Insurance Receivables

This covers:

Amounts owed from policyholders.

Debtors are reflected at book value which is deemed equivalent to fair value
equivalent due to short duration of the assets held. The company operates a
provision mechanism for debts in excess of 3 months.
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Cash and cash equivalents and
deposits other than cash
equivalents

No change in valuation methodology. The presentation under cash and cash
equivalents or deposits other than cash equivalents is determined by the ability to
withdraw balances within twenty four hours without incurring a penalty (instant
access) which differs from FRS102.

Any other assets, not
elsewhere shown

Assets are held at fair value or equivalent due to short duration of the assets
held.

Category of Liability

SII Valuation Basis

Technical Provisions

Adjustment required to remove the statutory accounting balances and replace
with best estimate of liabilities and risk margin balances.

Contingent Liabilities

The balance represents the excess of liabilities over assets of a wholly owned
subsidiary that has a negative net asset value.

Other Provisions

Other provisions represent amounts expected to be paid and are held at fair
value.

Amounts expected to be paid (including taxation), liabilities are reflected at book

Payables (trade
¥ { ) value which is deemed equivalent to fair value equivalent due to short duration.
Amounts expected to be paid not shown elsewhere, liabilities are reflected at
Other Liabilities book value which is deemed equivalent to fair value equivalent due to short

duration.
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UK GAAP to Solvency Il Balance sheet walk

The table below identifies the key reclassifications and changes in valuation (using the methodology described
above) that move the Company from its reported UK GAAP Report and Accounts Retained Earning to the
Solvency Il Own Funds.

2017 2016
E E £ £ £ E

UK Statutory Retained Earnings 64,797,946 61,154,090
Deferred Tax Asset 59,539 233,928
Participations 544,053 473,321
Transfer out of cash and cash equivalents (3,179,289) {6,386,802)
Transfer of cash into deposits other than cash and cash equivalents 3,179,289 6,386,802
Change in valaution basis of other assets (330,399) (420,195)
Change in assets 273,193 287,054
Removal of technical provisions 1,337,498 1,270,710
Best estimate current liabilities (2,402,151) (2,190,560)
Risk Margin (313,366) (311,351)
Change in vaiaution basis of other liabilities (948,567) (948,419)
Change in liabilities (2,326,586) {2,179,620)

(2,053,393) (1,892,567)
Solvency Il Own Funds 62,744,553 59,261,523

Technical Provisions

The technical provisions comprise two elements the best estimate of current liabilities and a Solvency Il risk
margin. Both balances are shown in the earlier balance sheet comparison of UK statutory accounts and Solvency
Il balance sheet values.

Both the best estimate technical provision and risk margin contain an in built level of uncertainty within the
calculation of the balance due to the estimated nature of the potential future liabilities of the business. Given
the relatively small value of the best estimate technical provisions within the context of the total SCR and the
volume of historical data available, the levels of uncertainty within the balance are deemed to be low.

The best estimate of future liabilities has been developed over time to include our expected nominal value of
net future cashflows for claims incurred within the underwriting period. This balance excludes the element of
prudence that is contained within the UK GAAP balance. The best estimate also includes our estimate of claims
handling costs for the business over the period over which policyholders are entitled to make claims for events
that have occurred at the balance sheet date.

The net cashflows are calculated using projected payment patterns for gross claims and any associated
recoveries. The patterns utilised have been generated using the historical trend data for the line of business.
Due to the short tail nature of the insurance business the immaterial impact of discounting the future cashflows
has been removed.

Within the calculation of the best estimate of the liabilities there remain some inherent uncertainties within the
calculation. Where items are uncertain historical data has been referenced to obtain a suitable estimate for use
within the calculation. Within the technical provisions as calculated, such uncertainties were identified in
relation to renewal rates, lapse rates, medical inflation (and therefore the claims loss ratio) and future claims
instance rates.

In calculating the risk margin element of the technical provisions we have utilised the standard formula to
calculate the SCR of the business and applied a prescribed market cost of capital at 6% to the balance in order
to arrive at an estimate of the premium an alternative provider would require in order to fund the capital
requirement of the business as a whole.
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When calculating the SCR for the business, the company has taken the decision not to apply the optional
transitional arrangements for the risk charge on the equity held. This decision was taken in light of the capital
strength of the business compared to the capital requirement as calculated under the standard formula.

In the calculation of the Best Estimate of the liabilities no allowance has been made for any of the transitional
adjustments set out in the Delegated acts. We have made no adjustment for matching or volatility in the risk
free rate or any transitional adjustments to overall technical provisions.

The Risk margin is the cost of holding the SCR over the lifetime of the insurance book of business. This cost is
determined by applying the prescribed cost of capital at 6% to the projected SCR, excluding equity risk, over the
life of the insured policies as at 31 December and discounting this balance at the risk free rate.

When viewing the difference between the UK Statutory Balance sheet value and the Solvency Il technical
provisions the key differences relate to :

e Replacement of unearned premium reserve with best estimate of future premium income;

e Solvency Il Risk margin; and

e Requirement to hold reserves to meet the costs of processing claims in the subsequent period

When considering the overall value of the technical provisions the business has viewed any events that may fall
outside of the standard modelling of our required provisions to meet future insurance liabilities {(Events not in
Data) and concluded that these values are immaterial.

Capital management focuses on two main elements :

e Ensuring that the company holds sufficient capital to ensure coverage of regulatory capital
requirements (Minimum Capital Requirement (MCR) and SCR}) over the foreseeable planning horizon
{currently a 3 yearly cycle); and

e Optimisation of the quality of capital available (as all capital currently held is historical retained
earnings, other than deferred tax assets, this is the highest quality available under Solvency II).

Sovereign Health Care’s Own Funds remain a combination the historical retained earnings (Tier 1 Capital),
combined with the deferred tax impact of the 1 in 200 shock on equity investments (Tier 3 Capital).

Reconcilliation reserve 31-Dec-17 31-Dec-16

Excess of assets over liabilities 62,744,553 59,261,523
Other basic own fund items (59,539) (233,928)
Reconciliation reserve 62,804,092 59,495,451

Minimum Capital Requirement and Solvency Capital Requirement

Sovereign Health Care fully complies with the Standard Formula in the calculation of both the MCR and SCR. No
material simplified methods or undertaking specific parameters have been used in the calculation of either the
MCR or SCR. A detailed review of the assumptions within the model were undertaken and these were found to
be appropriate for the firm. Set out below is a summary of our Retained Earnings/Own Funds, the MCR and SCR
together with coverage ratios :
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Own Funds/Retained Earnings

Description

At 31 Dec 2017

Minimum Capital Requirement
Solvency Capital Requirement
SCR coverage Ratio

The MCR, calculated using the standard formula, is detailed below :

Overall MCR calculation

Linear MCR
SCR

MCR cap

MCR floor
Combined MCR

Absolute floor of the MCR
Minimum Capital Requirement

Solvency i UKGAAP  Appendix Reference
£ 0
62,744,553 64,797,946 5.23.01.b
6,252,957 s.23.01.b
25,011,826 S.23.01.b/s.25.01.b
251% s.23.01.b
31-Dec-17 31-Dec-16
619,191 603,645
25,011,826 21,806,409
11,255,322 9,812,884
6,252,957 5,451,602
6,252,957 5,451,602
2,196,325 2,251,250
6,252,957 5,451,602

The SCR, calculated using the standard formula, detailed below :

Category | 31-Dec-17 31-Dec-16
Risk Amount Diversif. Factor Capital Requirements

Risk Component

Basic Operational risk Charge 322,912 322,912 318,151
Interest Rate Risk 32,844 10,432
Equity Risk 20,722,570 18,845,907
Property Risk 188,750 188,750
Spread Risk 117,925 14,973
Currency Risk 7,003,022 6,938,235
Concentration Risk 100,427 178,750
Market Risk 28,165,538 (4,462,544) 23,702,994 26,177,047
Counterparty Risk 1,040,521 1,040,521 871,670
Health Underwriting Risk 3,133,032 (629,565) 2,503,467 2,467,782
Overall Diversification (2,498,528) (2,498,528) (2,345,479)
Solvency Capital Requirement 32,662,003 f (7,590,637) 25,071,366 23,112,552
Loss absorbing impact of Deferred Tax (59,539) (1,306,143)
Solvency Capital Requirement 32,662,003 (7,590,637) 25,011,827 21,806,409

Use of Duration based Equity Risk Sub module in the calculation of the SCR

The duration based equity risk sub module has not been used in the calculation of the SCR.

Difference between Standard Formula and any Internal Model used

No internal or partial internal model has been used in the calculation of the SCR.

Non Compliance with MCR and SCR

The company has maintained Own Funds in excess of the MCR and the SCR throughout the reporting period.
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APPENDIX 1 — SOLVENCY AND FINANCIAL CONDITION REPORT REQUIRED TEMPLATES
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5.02,01.02
Balance sheet

T e
value

Assets - oot
Intangible assets [ ]
Deferred tax assets 60|
Pension benefit surplus T
R e R SR T e S |

Property, plant & equipment held for own use 0
Investments (other than assets held for index-linked and unit-linked contracts) — 63,053
Property (other than for own use) ]
Holdings in related undertakings, including participations § o 554
Equities I
Equities - listed ]
Equities - unlisted j - 3
Bonds ! 0
Government Bonds 0
Corporate Bonds ol
Structured notes ‘L T
Collateralised securities _ o
Collective Investments Undertakings - 53,689
Derf\’ati\/es T -
Deposits other than cash equivalents [ __SWJ
Other investments \ . D
Assets held for index-linked and unit-linked contracts 17 -
Loans and mortgages T 0
Loans on policies — 0

Loans and mortgages to individuals

Other loans and mortgages ‘ -
Reinsurance recoverables from: s 0
Non-life and health similar to non-life Y
Non-life excluding health T o
Health similar to non-life [ I
Life and health similar to life, excluding index-linked and unit-linked L o
Health similar to life ' ]
Life excluding health and index-linked and unit-linked r 7]
Life index-linked and unit-linked ]
Deposits to cedants __ - _(]I
Insurance and intermediaries receivables . 567
Reinsurance receivables QD
Receivables (trade, not insurance) [ 755
Own shares (held directly) [ 9
Amounts due in respect of own fund items or initial fund called up but not yet | O'
paid in |
Cash and cash equivalents } o 2,976
Any other assets, not elsewhere shown N o 142
Total assets ; 67,553
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Solvency I

value
Liabilities oo
Technical provisions - non-life 3‘ a 2,716
Technical provisions - non-life (excluding health) T 0|
TP calculated as a whole b 0
Best Estimate 0
Risk margin -
Technical provisions - health (similar to non-life) - 27'71?
TP calculated as a whole I ‘ 0
Best Estimate T am
Risk margin L 33
Technical provisions - life (excluding index-linked and unit-linked) - 0
Technical provisions - health (similar to life) 5__-*777””””"7”707
TP calculated as a whole ;[__“—“_ -
Best Estimate I:_mA - 77!
Risk margin ! i
Technical provisions - life (excluding health and index-linked and unit-linked) : o 0
TP calculated as a whole ‘
Best Estimate ‘
Risk margin | o
Technical provisions - index-linked and unit-linked 0
TP calculated as a whole -
Best Estimate '
Risk margin
Contingent liabilities i 949
Provisions other than technical provisions f 108
Pension benefit obligations
Depaosits from reinsurers I
Deferred tax liabilities e
Derivatives '
Debts owed to credit institutions i - 1
Financial liabilities other than debts owed to credit institutions :,_ B __i - _1
Insurance & intermediaries payables i
Reinsurance payables i |
Payables (trade, not insurance) 41
Subordinated liabilities | 0
Subordinated liabilities not in BOF | i
Subordinated liabilities in BOF 0
Any other liabilities, not elsewhere shown | 995
Total liabilities 4,808
Excess of assets over liabilities . 62,745J
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5.05.01.02
Premiums, claims and expenses by line of business

Nen-life

Line of business for: accepted non-proportional
Line of Business for: non-life insurance and reinsurance obligations (direct business and accepted proportianal reinsurance) ne P

reinsurance
T T T T T I i .
Fire and A
Motor | _ Marine, | | Te
Medical Income Workers’ ) | ﬁ other General Credit and Legal | | Marine, otal
vehicle  Other moter | aviation and i L Mise.
P | P ! P | f | damage to liability suretyship | expenses Assistance _ . Health Casualty  aviationand  Property
i [ liabflity | insurance | transport | i financial Toss
insurance | insurance _ insurance | _ . property insurance insurance insurance 5 trapsport

' insurance insurance |

| | | | | insurance | ] |

i i i i i 1 ‘ ¥ B .

Lol f tary Cikvh LIHPds Cimpgt e [ FiETa COHE 0T i it i LATIA it [RIA

Premiums written
Gross - Direct Business 10,772
Gross - Proportional reinsurance accepted o
Gross - Hon-proportional reinsurance accepted o
Relnsurers share o
Het 10,772
Premiums earned
Gross - Direct Business 10,764
Gross - Proportional reinsurance accepted 0
Gross - Mon-proportional reinsurance accepted 0

Reinsurers’ share
Het

Claims incurred

Gross - Direct Business

Gross - Proportional reinsuranc & ac cepted
Gross - Hon-proportional reinsurance ac cepted
Relnsurers share

Het

Changes in other technical provisions

Gross - Direct Business

.58
Grass - Proportional relnsurance accepted m_
Gross - Hon-proportlonal reinsurance accepted au
Reinsyrers share o
Het 58!
Expenses incurred

Other expenses

Total expenses 4227
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5.05.02.01

Premiums, claitns and expenses by country

Non-life

Premiums written

Grass - Direct Business

Gross - Proportional remnsuranc e accepted
Gross - Non-proportional reinsurance ac¢epted
Rewmnsurers share

Net

Premiums earned

Gross - Dwect Business

Gross - Proportional reinsurance accepted
Gross - Non-proportianal reinsurance accepted
Rensurers share

Net

Claims incurred

Gross - Direct Business

Gross - Proportional reinsurance accepted
Gross - Non-propartional rensurance accepted
Remnsurers share

Net

Changes in other technical provisions

Gross - Direct Business
Gross - Propertional reinsurance accepted
Gross - Non-proportional reinsurance accepted
Rewnsurers share

HNet

Expenses incurred
Other expenses
Total expenses

58

£

4,217

7224

Top 5 countries (by amount of gross premiums
written) - non-life obligations

0 0.
i
1} 0

36

‘Top 5 countries (by amount of gross'

premiums written) - non-life
obligations

. Total Top 5 and
home country

10,72

! 2

i = =

4227

4.227



$.17.01.02
Non-Life Technical Provisions

Direct butiness and accepted proportional reinsurance Accepted non-proportional reinsurance
Hon- 1
Marine,  Fire and other| t | Non- Hon- proportional Mon- Total Hon-Life -
Medical Income Waorkers Mator vehicle | General | Creditand | Legal
Other motor  aviationand ~ damage to Miscallaneous proportional proportional marine,  proportional  obligation
expense protection  compensation lisbility H | bility suretyship expenies Assistance
imurance transport property | financial loss heslth casualty aviation and property
insurance tnsurance insurance insurance | Insurance Insurance | insurance
insurance fnsurance | | i reinsurance  reinsurance transport | refnsurance
relnsurance
Technical provisions calculated as a whole Q a
] e re
0
e ”
Technical provisions calculsted as a sum of BE and AM
Bast astimate
Premium provisions
Grow | | i m
Total recaverable from re insuranc e 5PV r |
stment for expected (o to | | i
counterparty defal |
Net Best Estimate of Premium Provisions 91 | |
Claims provisions.
yeyand r |
s eted losteraiie 1g | | |
oy Jefau | | | | ! | |
Het Best Estimate of Claims Previsions 2491 : | ' 2,693
Total best estimate - grass 2,402} 1 | 1,402
Total best estimate - net 1402 | | | | 7.407
Risk margin n
Amount of the transitional on Technical Provisians
Techmal Proviions cal-ulated a3 A whole | a
thmate f [
Risk margin T t 4 , | | :
Technlcal provisiens - total .78
le from PV and
Finita Re after the adJustment for expected losses due to o a
counterparty default - total
Technical provisiens minus recoverables from S
Tk Lhe

relnsurance/SPY and Finite Re - total
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5.19.01.21
Non-Life insurance claims

Total Non-life business

Accident year / underwriting year Accident year

Gross Claims Paid (non-cumulative)

tabsalute amount)

Year Development year

In Current Sum of years
o 1 2 3 4 5 [} 7 W& + year (cumulative)
Prios : 0 o} o
2008 _0_ ' _1_)_" 0 c‘ 0 0 0 0 a 9
2009 o 0 0 ) 0 0 0 0 o
2000 o 0 0 0 0 0 o 0
201 0 0 0 0 0 0 i 0
012 o] o 0 o 0 0
2013 o B o 0 o g
2014 0 0 0 0
015 0 0 0 D
2016 648 - 0 643
2017 6,577 6577 8,577
Total €577 7224
Gross Undiscounted Best Estimate Claims Provisions
tabsolute amount)
Ea, = = Go 5 Year end
Year Development year (discounted
0 1 z 3 4 i & 7 10 & - data)
Priat ; 0 o
w008 0 0 0 0 o 0 0 o 0 9
2009 0 a 0 o} 0 0 Q 0 o
2010 0 a o o o 0 o T
2011 0 a 0 0 o 0 0 o
2012 0 o o g o @ .
2013 0 0 0 0 0
2014 o o o ED l
2015 o 0 0
016 o "o -
2017 2,693
’ Total i
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3730101
Owrn Fands

I par financial sector at foreseen In article 68 of Delegated Reguistion 201535

Ordinary share capital (gross of own shares)
" s ek
initial funds, memben’ or the equivalent basic own-funditem for type
Subordinate d murual member accounts
Surplus funds
Preference shares
Share rejated 1o pre fe hares
Reconciliation reserve
Subordinated liabilities
1o the value of netdeferred Lt assets
Other own fund items approved by the supervisory authority as basic awn funds not specified above

Own funds from the financlal that shoutd
Owri funds fram the financial not b

Deductions
Deductions for in financial and credit

Tetal basic own funds attar deductions

Ancillary own funds
Unpaid and uncalled ordinary share tapital callable on demand

Unpaid and uncalled initial funds, members’ contributions or the equivalent basic own funditem for mutual and mutual - type undertakings, cailable on demand

preference th
Alegally and pay for demand
Letters of credit and guarantees under Article 96(2} of the Directive 2000/134/EC
Letters of redit and guarantees othes than under Article 96(2) of the Directive 2009/138/6C

calls under first. Article 36(3) of the Directive 2009/138/EC
Supplementary members calls - ather than under first subparagraph of Article 96(3) of the Directive 2009/ LI8/EC
Other ancillary own funds
Total ancillary own funds

Avallable and eligible owr funds.

Toral availsble own funds o méel the SCR
Total available own funds to meet the MCR
Total eligible own funds 1o meet the SCR
Tozal eligible own funds 1o mee( the MCR

SR

MCR

Ratio of Eligible own funds o SCR
Ratia of Hligible awn funds to MCR

Reconcillation resa rve
Excess of assets over [labilities
Own shares {held dive ctly and indirectly)
dividends, h
Other basic own fund items.
Adjustment for restricted own of manching fenced funds
Reconclilation reserve

Expecued profits

Expected profits induded in future premiums [EPIFP) - Life business
Expected profits included in future premiums (EPIFP) - Non- life business
Total Expected profits included in future premiums (EPIFP)

reserve and do not mert the tritaria to b classhTed as Solvency Il own funds
teserve and do not meet the criteria to be classified as Solvency lowndunds [ a0
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Tier1 Terd
unrestricted restricted

Tlerd

0.00]

.00}

.00}

elolelele

I
1
1
0.00] ig
0.
63,625,024.7]

slg
AR
1812

a.00f o

BIELEE BEEE ||

[ aof

024.77]

53,539.4

elelelelelelelele

%)




5.25.01.21
Solvency Capital Requirement - for undertakings on Standard Formula

Market sk

Counterparty default risk
Life underwriting risk
Health underwriting risk
Non-life underwriting risk

Diversification
Intangible asset risk
Basic Solvency Capital Requirement

Calculation of Solvency Capital Requirement

Operational risk

Loss-absorbing capacity of technical provisions

Loss-absorbing capacity of deferred taxes

Capital requirement for business operated in accardance with Art. 4 of Directive 2003/41/EC
Solvency Capital Requirement excluding capital add-on

Capital add-ons already set

Salvency capital requirement

Gther information on SCR

Capital requirement for duration-based equity risk sub-module

Total amount of Notional Solvency Capital Requirements for remaining part

Total amount of Notiopal Solvency Capital Requirements for ring fenced funds

Total amount of Notional Solvency Capital Requirements for matching adjustment portfolios
Diversification effects due to RFF nSCR aggregation for article 304
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Gross solvency
capital requirement

23,703
1,041
0
2,503

usp

Simplifications



S,28,01,01

Minimum Capital Requirement - Only life or only non-life insurance or reinsurance activity

Linear formula component for non-life insurance and reinsurance obligations

MCRy Result

Medical expense insurance and proportional reinsurance

Income protection insurance and proportional reinsurance

Workers' compensation insurance and proporticnal reinsurance

Moter vehicle liability insurance and proporticnal reinsurance

Other motor insurance and proportienal reinsurance

Marine, aviation and transport insurance and proportional reinsurance
Fire and other damage to property insurance and proporticnal reinsurance
General liability insurance and proportional reinsurance

Credit and suretyship insurance and proportional reinsurance

Legal expenses insurance and propartional reinsurance

Assistance and proportional reinsurance

Mmiscellaneous financial loss insurance and proportional reinsurance
Non-proportional health reinsurance

Nen-proportional casualty reinsurance

Non-proportional marine, aviation and transport reinsurance
Non-proportional property reinsurance

Linear formula component for life insurance and reinsurance obligations
MCR. Result

Obligations with profit participation - guaranteed benefits
Obligations with profit participation - future discretionary benefits
Index-linked and unit-linked insurance obligations

Qther life (re)insurance and health (rejinsurance obligations

Total capital at risk for all life {re)insurance obligations

Overall MCR calculation
Linear MCR

SCR

MCR cap

MCR floor

Combined MCR

Absolute floor of the MCR

Minimum Capital Requirement

41

619]
Net (of
b Net (of reinsurance)
'reinsurance/SPY) best: .
timate and TP | written premiums in
esl
! ! the last 12 manths
| calculated as a whole |
i 2,402/ 10.772
I ————— —
: —t -
- 0
| o - 0 2 )
o
0|
Q
0\
0
_ al
Net (of
b 3 Net (of
I reinsurance/SPY) best
it pe— reinsurance/SPY)
estimate an
| total capital at risk
; calculated as a whole | P
T 3T
25,012
11,255
W TS
=S
2196
S __6725_3_‘





