





Conditional on its occurrence, a given scenario’s
outcome is certain = discount at the default-free
rate

nfing is too clumsy



Experience fund
From Finite Reinsurance
~ Fund into which goes all revenue, from which
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Example 1
Experience Fund for Long-tailed Contract
120% Loss Ratio Scenario
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Example 1A
Experience Fund for Short-tailed Contract
120% Loss Ratio Scenario

Investment Rate
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Loss Ratio
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Chart 1. Capital Consumption Profile Over Time

Short versus Long Tail with 120% Loss Ratio
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The entire surplus is available to every policy
to pay losses in excess of the aggregate loss
omponent.

CAPITAL CALLS

(PHILBRICK /PAINTER)



We can think of a capital allocation method as
determining a charge to each line of business that
Is dependant on the need to access the surplus

vant 1o allocate a
O ACcCess the

CAPITAL CALLS
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Risk-based overhead expense loading
Pncmg decision variable
lon of utility theory




Make the implicit explicit

Express your preferences explicitly, in
atical form, and apply them via a
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Preferences buried in Kreps' “Marginal
Standard Deviation” risk load approach:

CII’QIHGI impact on the portfolio standard
hosen funchonal form for
ilon of outcomes




PROPERTY CAT EXAMPLE

Example 4

Property Catastrophe Contract

Premium
Limit

Probability

Premiums

Expenses

Losses

Capital Call Amount

Capital Call Factor

Capital Call Charge
Expected NPV

Expected Capital Call Cost
Expected Risk-adjusted NPV

$
$

1,000,000
10,000,000

No Loss Scenario

Loss Scenario

98.0%
1,000,000

0.0%

2.0%
1,000,000

10,000,000

9,000,000
400.0%

36,000,000

800,000

/720,000

80,000




How would you do this with capital allocation?

Allocate a percentage of the limit —say 5% --
Jsed on marginal portfolio capital

e



Pricing via probability measure change -
from voluminous capital markets literature

> INn pricing — from Halliwell,



“tually IS capital
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