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contribute to the margins included 
by the market, even if such risks 
are difficult to quantify or model. 

Finally, few models reflect ‘black 
swan’ events, which are rare, 
high-impact, hard-to-predict 
events. While difficult to model, 
such ‘unknown unknowns’ are the 
major drivers behind many business 
failures. As Nassim Nicholas Taleb 
wrote in The Black Swan: The 
Impact of the Highly Improbable, 
‘Almost all consequential events in 
history come from the unexpected.’

While economic capital modeling 
may effectively portray the 
carrier’s risk, it is uniquely 
calibrated and not transparent to 
investors, policyholders, or other 
stakeholders for reasons ranging 
from the complex nature of the 
economic modeling process, the 
intricate nature and longevity of 
the products, and additional risks 
that are difficult or impossible to 
reflect in the cash-flow models.

Moreover, even industry insiders 
question the quality of their 
economic capital analyses.  
A recent survey of insurers by 
PricewaterhouseCoopers found 
that 50% of the respondents 

believe their economic capital data 
lack completeness and quality, 
while 75% believe their data 
timeliness needs improvement. 
Moreover, many analysts believe 
that insurer internal models lack 
comparability, consistency, and 
auditability and are too theoretical 
and subject to management 
manipulation. Consequently, any 
further modifications of value 
measurement would do well to 
focus on increasing transparency 
and addressing analyst concerns.

Ultimately, economic capital,  
and the cost of capital as 
contemplated and implemented 
today, is not sufficiently market-
based to measure whether an 
insurer can expect to earn more 
than its cost of capital. Economic 
capital modeling is a valuable and 
powerful tool to understand the 
risks and rewards of an insurance 
enterprise, but it has limits: it is 
not a way to capture all risks or 
replace business judgment. 

Rethinking the performance 
measurement approach

Insurers can best reflect the 
condition of their businesses 
through the use of a performance 

measurement approach that 
incorporates the market’s  
view of risk and the level of 
compensation the market 
demands to accept that risk. 

In defining an approach to 
performance measurement, the first 
step is to determine the appropriate 
level of economic capital in a way 
that maximizes transparency and 
the use of market information. 

Several sources can provide 
guidance. The most direct of these 
is the minimum capital to satisfy a 
target debt rating. Other sources 
include the capital set-aside in 
securitization deals or in financial 
reinsurance transactions and the 
economic capital created from an 
internal projection of cash flows, 
which can be adjusted for risk 
premiums observed in more liquid 
markets. Through disclosure of 
methods and assumptions 
employed, the market ultimately will 
reach a consensus on such values.

In addition, any changes in these 
values from one period to the next 
need to be transparent. Depending 
on the underlying products, 
companies will need to develop 
stable and understandable 

analytics to enable this work.  
For example, these analytics could 
split the market and non-market 
information or could attempt to 
address each of the relevant risk 
margins individually.

Measuring the performance, or 
change in capital adequacy of an 
insurer, depends on the type, 
amount, and transparency of 
information that is provided to 
investors, regulators, and the 
public. Just as in the shift from 
embedded value to market-
consistent embedded value – in 
which market views replaced 
management views – economic 
capital based on a market view of 
risk can be more transparent and 
comparable across entities. 

The insurance industry has many 
tools available to assist it in 
providing clearer, cleaner, and 
more useful information to 
interested parties. Whether the 
approach is ‘gain at issue’ or ‘no 
gain at issue,’ more information 
and disclosure around capital 
needs and risk returns are 
necessary. With this information, 
the move to market-based 
performance measurement can 
begin in earnest. 
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