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Abstract:

Internal models are a key component for the measurement of required risk capital, i.e. risk.
They alow to assess the risks an insurance company is exposed to and to feed them into a
consistent financial management framework.

Internal models build typically on market-consistent valuation of assets and liabilities and
analyze how the net value, which is the difference between assets and liabilities, may change
over time due to the risks the company is exposed to.

There are different metrics how thisrisk is measured (e.g. as Value at Risk (VaR) or expected
shortfall), different time horizons considered (e.g. 1 year or until run-off) and different
purposes of the risk measurement (e.g. policyholder protection or measuring shareholder risk)

It is typically intended to include all dimensions of risk into an internal model, i.e. market,
credit, insurance and operational risk.

Internal models can be used to fulfill regulatory requirements (Solvency I, SST), where they
are required in some cases (e.g. for reinsurers) but their main application is for interna
management purposes.

Internal models can be used to allocate capital, risk-adjust returns, measure risk, perform
ALM, determine reinsurance prices and many more tasks.

Setting up an internal model is a non-trivia task from a methodological as well as from an
implementation point of view.

Producing robust and timely results is a challenging task and is actually only a smaller part of
the effort. Management needs to understand the results and be able to take action based on



these results — this typically requires a new financial reporting framework and a change of
mindsets.

Several best practice approaches for internal models exist which serve different purposes best
and have their advantages and disadvantages.

Over the next few years, companies going for internal model approval will have to either
build new models or enhance existing models and put a framework in place to use the model
that will meet both regulatory requirements and business requirements. Some of the key
decisions to be made are to find the right balance in the Internal model between granularity
and ease and speed of use, and how well the model is embedded within the business and the
way it isused. And the bar on documentation will be raised, not just the model itself but also
documenting how it meets the regulator’ s requirements and how it is used within the business
— and this needs to be done in such away that it is useful to the business.



