The SST Concept: Market Value Margin

Definition: The market value margin is the smallest amount of capital
which is necessary in addition to the best-estimate of the liabilities, so
that a buyer would be willing to take over the portfolio of assets and
liabilities.

Idea: A buyer (or a run-off company) needs to put up regulatory
capital during the run-off period of the portfolio of assets and liabilities

— a potential buyer needs to be compensated for the cost of having to
put up regulatory capital

Market Value Margin = cost of capital of the
present value of future regulatory risk capital
associated with the portfolio of assets and
liabilities
Problem: How to determine future regulatory capital requirement
during the run-off of the portfolio of assets and liabilities?

-> Assumptions on the evolution of the asset portfolio are necessary
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The SST Concept: Market Value Margin

Key ldea:

e The insurer setting up the market value margin should not be
penalized if, after the transfer, the insurer taking over the portfolio
does not minimize the regulatory risk capital requirements as fast as
possible.

e The insurer taking over the portfolio of assets and liabilities should be
compensated if the insurer setting up the market value margin
invested in an illiquid asset portfolio.

Assets: Assume that initial asset portfolio is rebalanced such that it
matches optimally the liabilities. The speed of the rebalancing is
constrained by liquidity of assets (it takes longer to liquidate for real
estate than for government bonds). The time until the optimal
replicating asset portfolio is achieved depends on the asset mix.

Liabilities: Assume no new business
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The SST Concept: Market Value Margin

RM=CoC . Z ES[ARBC(t)] CoC: 6% over risk free

t>2

ES at t=0 does not enter calculation of the market value margin necessary
at t=0 — risks taken into account for 1-year risk capital and market value
margin are completely disjoint and there is no double-counting

< ES with portfolio converging from actual to replicating
portfolio taking into account illiquidity of assets —
Sequence of Achievable Replicating Portfolios
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ES: 1-Period (e.g. 1 year) risk capital =

e Sortall of ek el Future ES entering calculation of MVM at t=0
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Market Value Margin

MVM / Best Estimate vs MVM / ES[RBC], based on provisional data
of Field Test 2005

MVM / Best Estimate vs MVM / 1-Year Risk Capital
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Market Value Margin

Diversification vs MvM / ES[RBC], based on provisional data of Field
Test 2005

Market Value Margin / 1-Year Risk Capital
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MVM : Effect of llliquidity of Assets

The following graph
shows a comparison

Diversification vs MVM / ES[RBC], based on
provisional data of Field Test 2005

of the actual MVM

Market Value Margin / 1-Year Risk Capital

which include the 0.7
effect of illiquidity of Nonlife
assets with 06t ° ;‘fel_f S
- onlire pure Liabil IS
Szgfere;;(;aelzs I\g\r/évl = *  Life pure Liability Risk I
.'5_0.5‘
assumed to be 8
completely liquid and 3
where convergence to %o"" Effective MVM Iﬁ
the optimal replicating s I
asset portfolio were —osf ¢ I
instantaneous = o
2 MVM due to T i% N
For some companies a 0.2 Jémsurance risk only I 9 . Ll
substantial reduction - o o o G
of the MVM could be 0.1} I }:[i il ® l *
achieved by going I ¢ l l
over to a more liquid . | | | | | | |
0 0.05 0.1 0.15 0.2 0.25 0.3 0.35

asset portfolio

Diversification between Insurance and Market Risk

[ 1 1 ]
1 @] ] Bundesamt fir Privatversicherungen BPY
880000@® Office fédéral des assurances privées OFAP
8@ 00088  Ufficio federale delle assicurazioni private UFAP
a8 @ Uffizi federal d'assicuranzas privatas UFAP

6



	The SST Concept: Market Value Margin
	The SST Concept: Market Value Margin
	The SST Concept: Market Value Margin
	Market Value Margin
	Market Value Margin
	MVM : Effect of Illiquidity of Assets

