The use of multi-year internal models for management decisions
in multi-year risk management
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Abstract

Increasing natural catastrophes, recent dynamics in capital markets, and fundamental changes
in regulatory requirements (Solvency II for European Union member countries) have placed
increasing challenges on management strategy in insurance companies. As a result many
companies are developing modern management techniques such as value and risk-based
management.

While in the Solvency II framework the time horizon is one year, the strategic risk-return
profile of the insurer should be set according to multi-year calculations. In this context multi-
year internal models are essential. In the actual literature several questions concerning the use
of internal models in a multi-year management context are not answered to date. The aim of
this paper is to give a helpful contribution to this emerging and important field of research. So
in this paper we present a multi-year model approach to quantify the risk-return situation of
one calendar year or several years by assuming a multi-year risk-capital concept that can be
used as a general condition in strategic corporate management. This multi-year approach can
help management to answer the essential question: How many years of catastrophe risks or
extreme developments at the capital markets can the company economically withstand at a
certain confidence level without needing external capital sources?

We give an example of strategic risk-adjusted performance management in practice. The aim
of this paper is not only grounded in academic research, but also of high importance for
insurance practice. The study wants to give a realistic and helpful idea of management
processes in order to define a suitable balance between reinsurance cover and asset allocation.
We close with the presentation of the iterative strategic management process in order to
demonstrate and encourage the use of internal models in strategic corporate management as a
basis for decision-making.
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