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Real World

Focuses on realism
Calibration to historical data
Uses: ORSA, ALM, SAA

Market consistent
Calibration to today’s market prices
Uses: MCEV, Pricing
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The real world

Required
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Developing a fit for purpose model

Efficiency

Too simple “Just right”

Too complicated

Model features
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“We've just had a 1 in 1,000 year event happen 3 times last Week”
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Upper and lower tails

only lower tail

Trend or randomness?
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Multi-year real world ESG calibration

. 1 year calibration 5 year calibration Multi-year calibration
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One year real world ESG calibration
+ Companies use a wide range of ions for 1 year risk distributions
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Market-making cycle Economic cycle
Days/weeks/Months 3-7 years.
Regimes Risk premium accrual
10-20 years 100+ years
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" US Treasury bond yields
u Regime
u thinking?
. Typical model
(Sources: Robert Schiller, Bloomberg)
Naive
extrapolation
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One asset class/investor The market The observer
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Stress testing Reverse stress testing
- 95% Events and Contours of Surplus.
o —Probability
Cocus for
N 5550 events
— < VaRReverse
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Scenarios Extreme risks

Projected accounting surplus/deficit (Em)

m  Hyperntator
o - :

9 Protectio

o Euro break-up
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o Ensure your model captures latest developments
o Multiple models can help ensure modelling is “fit for
purpose”
o Incorporating short-term economic conditions
o Dealing with long-term regimes
« Supplement model output with model-independent risk
analysis
« Adopt a framework that controls model risk
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Questions

Expressions of individual views by members of the Institute and Faculty
of Actuaries and its staff are encouraged.

The views expressed in this presentation are those of the presenter.
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