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Disclaimer

• The purpose of this presentation is to provide information, rather than advice or opinion. It is 
accurate to the best of the speaker's knowledge as of the date of the presentation. Accordingly, 
this presentation should not be viewed as a substitute for the guidance and recommendations of a 
retained professional. In addition, CNA does not endorse any coverages, systems, processes or 
protocols addressed herein unless they are produced or created by CNA.

• To the extent this presentation contains any examples, please note that they are for illustrative 
purposes only and any similarity to actual individuals, entities, places or situations is unintentional 
and purely coincidental. In addition, any examples are not intended to establish any standards of 
care, to serve as legal advice appropriate for any particular factual situations, or to provide an 
acknowledgement that any given factual situation is covered under any CNA insurance policy. 
Please remember that only the relevant insurance policy can provide the actual terms, coverages, 
amounts, conditions and exclusions for an insured. All CNA products and services may not be 
available in all states and may be subject to change without notice.

• CNA is a registered trademark of CNA Financial Corporation. Copyright © 2010 CNA. All rights 
reserved. 
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Step 1 – Pick a Frame of Reference
or… “Never confuse an accounting convention with reality”

Accounting is important to consider

– Drives regulatory capital models

– Drives rating agency capital models

– Drives investor views

– Drives management views

But current U.S. accounting frameworks have issues…

– GAAP / Statutory accounting fail to recognize underlying economics / cash flows

– The IRS recognized the value of discounting P&C reserves in 1986, FASB still hasn’t

– Fails to recognize prudent risk management

– Matching long duration liabilities with long duration assets manages interest rate risk

– Matching long duration liabilities with long duration assets increases volatility in GAAP 
Equity and Statutory Surplus

What accounting / economic framework do you want to use?
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Step 2 – Make a Decision on Taxes
or… “Heads – the IRS wins; Tails – the company loses”

How do you want to treat taxes in your economic capital model?

– The Deferred Tax Asset includes operating and capital loss carry-forwards

– Serves essentially as the “Tax-Affecting” item in the balance sheet when tax accounting 
and statutory / GAAP accounting disagree, converting a $100 pre-tax loss into a $65 after-
tax loss via a $35 increase in the DTA (vastly oversimplified accounting here!)

– The DTA exists until the company doesn’t, so to speak

– GAAP applies a “more likely than not” test to realizability

– Statutory follows this, but applies additional limitations (1 year realizable/10% of surplus)

– At some magnitude of loss the DTA goes from being worth a lot to being worth nothing
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Step 3 – Incorporating the Time Value of Money
or… “Everything looks fine if you just change the discount factor”

The only clear consensus on discounting is there is no clear consensus.

– RBC – No adjustment to stat surplus for embedded discount, reserve risk charges reduced for 
investment income offset (less capital needed because of discounting)

– S&P – Embedded discount calculated using 10-year treasuries, and reduced by 1/3; discount 
added to surplus (the company has more actual capital because of discounting)

– A.M. Best – Tax-effected embedded discount added to surplus; capital factors applied to 
discounted reserves as well (the company has more capital and needs less)

– International Actuarial Association Risk Margin Working Group “Risk Free” Alternatives

– Government bond rates

– Government bond rates plus an adjustment to approximate corporates

– Corporate bond rates minus an adjustment for defaults 

– Swaps / Adjusted Swaps
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Step 4 – Parameterizing and Backtesting a Model
or… “It’s probably not 1 in 1000 if it happened last Tuesday”

How do I know my model is reasonable?

Sources of data

– Internal company volatility

• Most appropriate but how credible is all the data?

– Rating agency / regulatory analyses

• Schedule P line level limitations, but a broad swath of data

– Other sources? 

But, how do you incorporate correlations and systemic estimation errors across lines?

– Generic correlation matrices and copulas are useful for thickening the tail of the distribution, 
but are they useful for managing risk?

– Can you build a model that parameterizes the shared sources of uncertainty?

– Loss trend across lines

– Expansion or contraction in terms & conditions

– Management bias
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Step 5 - Uses
Or… “If you build It, will they come?”

• Risk-adjusted performance measures

– By line, by geography, etc.

• Reinsurance purchasing

– How much risk is too much?

– How best to lay off risk

• Commutation pricing

– Reserve risk / credit risk trade-off

• M&A

• Share buybacks

• Others?  
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Step 6 – Fungibility of Capital
or… “Who ordered mushrooms?”

• Does group capitalization matter?

– Clearly it does if you’re a shareholder

– Not so clearly if you’re a local regulator and said group capital is in another country

• How should you recognize a modeled capital shortfall in a subsidiary?

– Do you assume the parent makes up shortfalls?

– Do you assume the parent makes up shortfalls… to a point?

– Do you assume the parent lets the subsidiary go?
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Step 7 – Operational Risk
Or… “What do we do if there are parts left over?”

• No standard definition of operational risk for insurance companies

• Banking definition (Basel II) includes:

– Intentional mismarking of position – isn’t this underreserving?

– Model error – two words…. Hurricane Katrina

– Outsourcing – delegated underwriting authorities, anyone?

– Fraud – we’ve got that one too!

– Lack or Failure of Internal Controls – anyone ever read the Dingell report, “Failed 
Promises”?

• Significant aspects of operational risk are embedded in insurers’ underwriting results already

• Adequate backtesting and incorporation of parameter risk / market cycle effect encompasses 
many areas considered operational risk
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