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Insurance companies need to continuously fullfill a minimum level of
capital to satisfy regulatory requirements established to protect policy‐
holders. In addition, capital management needs to ensure efficient capi‐
tal usage by balancing risk and return. The amount of (available) capital
largely depends on how assets and liabilities are valued. This differs by
valuation standard. The following article provides insights - also in the
context of IFRS 17 - and outlines some pitfalls CRO and CFO functions
should understand.
Different valuation stan‐
dards to be fullfilled
Insurance companies, in par‐
ticular with multiple jurisdic‐
tions are obliged to file vari‐
ous valuation standards for
different target groups. These
groups may include regula‐
tors, shareholders, tax author‐
ities and rating agencies.
Each of them has a different
objective: While regulators
protect policyholders, share‐
holders and hence interna‐
tional valuation standards
target for the “true and fair”
view. Therefore, regulators
may apply more conservative
valuations to assets and liabil‐
ities while other standards
follow a more market view for
both, investments and insur‐
ance contracts. As a conse‐
quence, insurance compa‐
nies have to satisfy the princi‐
ples of the individual valua‐
tions on a regular basis.
Economic view as an addi‐
tional perspective
While external stakeholders
are interested in comparisons
across peers, valuation stan‐
dards are often principle
based or even relatively pre‐
cise in how to value the onand off-balance sheet items.
However, the management
of the company may even
have an own view and regu‐
larly introduces an economic
valuation. This allows a more
transparent perspectives to
identify profitable lines of

business, regions or any other
dimension of a typical profit
center view. In particular, cost
of capital and other items
can be parameterized follow‐
ing the strategic goals and
risk contributions senior
management has defined
strategically. The company’s
strategic perspective will re‐
sult - assumed economic
principles are applied - in an
additional economic (capital)
value.
Capital figures vary (signifi‐
cantly) by valuation standard
The effects on the amount of
capital by valuation standard
may vary signficantly. Apply‐
ing typical more traditional
valuation principles makes
the difference obvious: While
assets, in paritcular invest‐
ments, are rather repre‐
sented by fair values (markto-market), liabilities, i.e.
claims net of premiums and
commissions are represented
as book values including any
differals which are set-up to
earn profits over the life of
the insurance contract. The
consequences from an AssetLiability-Management (ALM)
perspective becomes obvi‐
ous: Interest rate changes are
immediately recognized on
the asset-side while the liabil‐
ities appear non-sensitive. As
such, the capital would sig‐
nificantly fluctuate although
the insurance company’s
treasury may follow an ALMmatching stategy from an

economic perspective.
The economic perspective as
the basis for capital man‐
agement
Given these effects outlined
before, capital management
should focus on the eco‐
nomic capital, usually driven
by internal valuation princi‐
ples. Only this view will en‐
sure in the long run the capi‐
tal will be stable and share‐

holder value creation is
made transparent.

IFRS 17 does not replace
the internal view
IFRS 17 intends to value in‐
surance contracts in a
more economic way. Sim‐
plifed, it discounts ex‐
pected cash flows around
premiums, claims and
commissions adjusted for
a risk margin (the risk ad‐
justment) to calculate the
present value of a contract
or a portfolio (cohort). Al‐
though this is in line with
the typical economic ap‐
proaches, the standard in‐
troduces components the
internal view would not
necessarily follow. For in‐
stance, there is the con‐
cept of the illiquidity pre‐
mium. The intension is to
account for the lack of
fungibility on insurance
positions. From an eco‐

nomic perspective, this is
less of relevance: The
hedging is usually per‐
formed using risk-free in‐
struments, or interest rate
swaps and hence, dis‐
counting would generally
be limited to such rates.
An even more extreme
principle under IFRS 17
which disagrees with an
ecnomic valuation is the
concept of Contractual

IFRS 17 can be adjusted to
bridge to the economic
perspective
Despites IFRS 17’ lack of
courage to fully apply an
economic true and fair
view, it is closer to the eco‐
nomic perspectives com‐
pared to US GAAP or other
standards. As such, the
walk between IFRS 17 and
the economic view and

Overall, capital and assetliability-management de‐
cisions need to be estab‐
lished on an economic va‐
lutation basis. However,
capital figures from other
valuations have an exter‐
nal impact. Therefore,
they have to be monitored
and potential interven‐
tions to be executed to
avoid reputational risks.

Assumed interest rates increase and the insurance company matches assets and liabilities
economically (i.e. Duration of assets is hedged by the duration of liabilities), the following capital
effects can be observed:
Traditional
valuation

market
value

book
value

Traditional
valuation
Traditional valuation standards will result in a
decrease in capital. This can be explained by the
fact that assets are valued mark-to-market while
(insurance) liabilities are represented by the book
value.
Traditional capital decreases.

market
value

market
value

Economic
valuation

Economic
valuation
The economic capital remains the same in case
of matching assets and liabilities: Market value
losses on the investments are compensated by
the market profits on insurance contracts.

Economic capital remains.

Service Margin (CSM). The
present values calculated
in a first step are eventu‐
ally
- in case of profitable con‐
tracts - deferred over time.
This is more in line with
the traditional valuation
standards requiring earn‐
ing patterns in addition.

hence also the acceptance
within the company
should be easier than be‐
fore. However,
the mismach
in hedging ac‐
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