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What is economic capital? 

Prevalence 

Uses 

Discussion topics 

2 



© 2013 Towers Watson 

• The economic resources required to 
protect against unforeseen events up 
to a given risk tolerance 

• An insurer’s internal view and 
quantification of risks 

• Can form part of an insurer’s 
enterprise risk management 
framework 

• Can be used as part of business 
planning as a driver for decisions on 
where to invest capital 

What is economic capital? 

Assets 

Liabilities 

Required capital 

Free capital 

Available 
capital 
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Context for economic capital 

Enhanced 
business 

management 
based on EC 
driven ERM 

Economic Capital 
Calculation methodologies and 

system 

Risk Strategy  
Risk appetite document, tolerances, 
policies, procedures 

Risk Governance 
Organisational structure, 
roles and responsibilities 

Risk Monitoring 
Monitoring, reporting and 
management information 
requirements 

ERM goes far beyond the calculation of a number 
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Calculating economic capital 

Required 
economic capital 

Risk appetite 

Complexity of business 

Management levers 

Industry practice 

Base balance sheet 

Period of assessment 

Measure of risk 

Level of security 

Risk universe 

Quantification of risks 

Aggregation 
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Calculating economic capital 

Required 
economic capital 

Risk Appetite 

Complexity of business 

Management levers 

Industry practice 

Base balance sheet 

Period of assessment 

Measure of risk 

Level of security 

Risk universe 

Quantification of risks 

Aggregation 
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Base balance sheet 

• The starting point from which economic 
capital is calculated 

• Form of the balance sheet (e.g. MCEV, 
regulatory, IFRS, GAAP) depends on how 
the measure will be used 

• The form of the balance sheet will impact 
which risks are relevant 

• In theory, items should be measured on an 
“economic” basis 

Policy 
Liability 

Net Assets 

Assets 

IFRS view 

Adjusted 
Policy 

Liabilities 

Assets 

Regulatory view 

Required 
Capital 

Free Capital 
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Calculating economic capital 

Required 
economic capital 

Risk appetite 

Complexity of business 

Management levers 

Industry practice 

Base balance sheet 

Period of assessment 

Measure of risk 

Level of security 

Risk universe 

Quantification of risks 

Aggregation 
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Expression of aggregate risk 

 Risk level 

 Driven by risk appetite and 
tolerance 

 Should be expressed in a manner 
that is easily understandable to 
stakeholders 

 Consider how results compare 
against other insurers 

 Regulatory capital bases seem to 
be converging to a one-year VaR at 
99.5% 

Period of assessment 
 One year 
 Liability run off 

Measure of risk 
 Value at risk 
 Tail value at risk 

Level of security 
 Target probability level 
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Calculating economic capital 

Required 
economic capital 

Risk appetite 

Complexity of business 

Management levers 

Industry practice 

Base balance sheet 

Period of assessment 

Measure of risk 

Level of security 

Risk universe 

Quantification of risks 
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Risk allowances 

Risk universe Quantifying risk factors 

• Consider all risks that the company 
faces 

• Choose risks to be shocked 

• Requires consistency with base 
balance sheet 

• Focus on the most material risks 

 

How will the risk factor be represented 
in the model? 

Quantification methodology should 
consider how the risk will be 

measured and calibrated 

Ensure consistency between all 
business units 

Risk 
factors 
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Calculating economic capital 

Required 
economic capital 

Risk appetite 
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Aggregation considerations 

Key considerations are: 

• What are the requirements for capital reporting? 
• What are the risk metrics that will be used by management both at group and business 

unit level? Will required capital be allocated across geography, business unit, product 
groups, risk type or a combination of these? 

• What information is available from current systems? Can the type and granularity of 
data available support the production of the output required? 

• How often will economic capital need to be calculated and in what timeframe? Will ad-
hoc and what-if calculations be required? 

Aggregated results are key to embedding economic capital into the ERM framework 
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What is economic capital? 

Prevalence 

Uses 

Discussion topics 
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54% 

10% 

24% 

12% 

No, but we are considering 
or planning this  

Yes, but further development 
is planned within the next 12 
months 

No, and we are not planning 
or considering this 

Yes, and there are no plans 
for further development over 
the next 12 months 

Q: Does your organisation calculate economic capital? 

Towers Watson 2012 Global Enterprise Risk Management Survey (n=539) 

• Large companies (96%) are 
more likely to calculate EC 
than small or medium-sized 
companies (59%) 

• Driven by Solvency II in 
Europe 

• Methodology remains the top 
challenge in the calculation of 
EC (58% of participants), 
while management buy-in 
(62%) and robustness of 
results (61%) are the key 
challenges to greater use of 
EC in decision-making 

Prevalence of economic capital 
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Economic capital in Australia 

• Economic capital concepts are widely used in Australia 

– Current regulatory capital requirements under the life insurance Standard Method 
incorporate a number of key economic capital concepts 

– Target surplus is a form of economic capital, but is assessed against the regulatory 
balance sheet 

– Several Australian life companies that are part of a larger group calculate economic 
capital, although primarily for reporting to the parent entity 

– Some determine economic capital for internal purposes 
• The strong regulatory capital framework and target surplus practices mean that a pure 

economic capital calculation is unlikely to exceed the combination of regulatory capital 
and target surplus 

• Provision for internal models exists but guidelines have not been set for life insurers 
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What is economic capital? 

Prevalence 

Uses 

Discussion topics 
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Embedding EC in decision-making 

62% 

61% 

56% 

50% 

50% 

5% 

3% 

Creating management buy-in (e.g., 
educating the decision makers on the role 

and uses of economic capital) 

Improving the reliability and robustness of 
results 

Developing a clear view on how to improve 
risk-adjusted returns by using economic 

capital 

Producing results at a sufficient level of 
granularity for use in the business 

Producing results in timeframes that allow 
utilization in the business 

Other 

None of these —  we already use economic 
capital to inform all of our key decision-

making processes 

Base: Those calculating economic capital n = 347 
for Q.34. What do you see as the key challenges 
to making economic capital more widely 
accepted in the business as a decision took for 
risk taking? Please select all that apply. 

 69% for life insurers 

 62% for reinsurers 

 58% for multiline 
insurers 

 72% for Asia-
Pacific 
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EC in performance measurement 

• Economic capital itself is not a measurement of performance but a representation of risk 

• Can be combined with a measure of value or return 

• Allocation of economic capital, available capital and return down to business unit / 
region / risk type provides a picture of the performance of each segment against risks 
faced 

• Scenarios and business planning strategies can be assessed against a measure that 
reflects value generated adjusted for the change in risk profile 

• Use of risk-adjusted return measures as a KPI for executive compensation is a sign of 
the embedding of economic capital and ERM culture 
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Value from economic capital 

ICAAP requirements Adding value 

#1: Risk 
Governance 
and Controls 

#2: Risk 
 Identification 
and Inventory 

#6: Portfolio 
Optimisation 

#5: Risk  
Selection 

#4: Risk 
Measurement 

#3: Risk 
 Assessment / 
Prioritisation 

• Economic capital can be the basis on which risk is measured 

• A realistic, economic basis for capital would allow certain risks to be targeted or 
mitigated by optimising both investments and product offerings 
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Questions 

? 
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Contact details 

Towers Watson 
Level 14, 60 Margaret Street, Sydney NSW 2000 
+61 2 9253 3333 (switch) 
www.towerswatson.com 
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