








ECONOMIC CAPITAL: RECOGNIZING THE VALUE OF RISK continued

events and managing solvency
to enabling the optimal
deployment of capital in pursuit
of value producing returns.
Well-developed and validated
internal models provide the
essential information required to
support management’s evolution
from functionally-focused and
tactical to enterprise-focused
and strategic.

For those companies that are in
the early stages of realizing the
value of economic capital through
the use of internal models,

there are three distinguishing
keys to success:

1. Early stage internal models
should be practical and
transparent, focused on
providing the output sought
by management in a timely
manner but also responsive to
the requirements of external
stakeholders. Model soundness
and validity are essential;
added granularity will emerge

as management’s confidence in
the results and broader internal
demand increases. Avoiding
unnecessary model complexity
will be critical to meaningful
acceptance within the
organization.

. The economic capital values

produced by internal models
are in fact expressions of

an organization’s view of the
risks assumed - in effect
management’s ‘best estimate’
of the capital required to
produce anticipated returns for
investors and stakeholders.
Given that internal models are
often compilations of highly
sophisticated individual risk
models and less granular
components, management’s
collective agreement on and
comfort with the economic
capital output will require time
and use. Developing a program
of internal training and
opportunities for frequent
feedback will be essential.

3. Internal models need to be
flexible and able to evolve
over time. Recent years have
brought rapid changes to
modeling standards and best
practices, and there are many
more developments to come.
Regulatory and rating agency
requirements are beginning
to crystallize, but will continue
to evolve. Standards for risk
disclosures and external
reporting of risk are expected
to increase. Companies will
need to be deeply familiar
with these changes and their
internal models will need
to respond.

While remarkable progress has
been made towards attaining

an industry-consistent framework

for measuring economic capital,
significant work continues.
Through the efforts of those
insurers who have begun to
realize the value of economic
capital combined with the
motivating demands of rating
organizations and regulators
around the world, the insurance
industry is likely to witness
extraordinary advancements in
the measurement, acceptance,
and use of economic capital at
the core of strategic decisions
over the next several years. [
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