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Many insurers are not optimising capital and value management, often because they are missing the bigger picture 
view by not using their capital and risk management frameworks to drive their planning and decision taking.

Practical risk management:    
Capital management – an opportunity lost?
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While many insurers have improved the rigour of their 
capital management activities, and practice as a whole 
across the industry has improved, there remain a number of 
weaknesses in the approaches adopted by many insurers.

The newly developed risk management functions and 
frameworks that many European insurers have introduced in 
recent years can support capital optimisation programmes 
and facilitate enhanced strategic decisions. However, our 
experience suggests that effective capital management 
remains a largely untapped opportunity in many quarters  
of the industry.

Introduction

With capital being a scarce resource, putting in place a successful capital management 
programme is essential if insurers are to deliver improved returns, and not just for the short 
term. The risks accepted and sought will often remain with insurers for many years; think 
longevity and asbestos. Added to this, the implementation of Solvency II both necessitates, 
and generates opportunities for enhanced capital management and optimisation.

...our experience suggests that effective 
capital management remains a largely 
untapped opportunity in many quarters of 
the industry.

How to design a rocket...

Imagine, for a moment or two, that you 
have just been put in charge of a new 
space delivery vehicle programme, with 
$1bn budget, for NASA. You need to 
design a space launcher to take satellites 
and other missions into orbit and beyond. 
There are many specialist parts of the launch vehicle 
that need to be designed in the most effective way. 
You could go about the programme in two ways:

�� Agree the overall requirements and objectives 
for the design, a programme structure and 
budget, a framework for how to take decisions 
across the design, such as the interaction of the 
separate parts of the vehicle and how to manage 
constraints such as the weight allocations for each 
component, or 

�� Quickly brainstorm a list of all the parts that you 
will need (for example, rocket motors, fuel tank, 
navigation systems), allocate each part to a 
different specialist team and let them set to work 
to design the best component that they can.

It’s pretty obvious which approach is going to work 
better, but when it comes to capital management and 
optimisation we see many insurers follow the second. 
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Capital 
management

Why is capital management central  
to an insurer? 

Let’s begin by reviewing the benefits of capital management 
for insurers in the first place. Fundamentally, the purpose 
of capital management is to optimise the risk-reward payoff 
for the business. As such, effective capital management is 
central to the insurance business model and is a key driver 
for core business decisions (Figure 1). 

Equally, decisions made in other parts of the business 
will impact the level of capital. Illustrating the symbiotic 
forces at work, actions that the company takes to manage 
its capital will affect balance sheet strength, dividend 
policy, and business and investment strategy. Similarly, 
capital management decisions impact the risk profile of 
the business, and the success of the risk management 
framework in managing risks impacts the ability to 
effectively use capital. Finally, a clearly articulated capital 
strategy, which is consistent with the management 
and relative prioritisation of other KPIs, including cash 

generation and IFRS profits, is a cornerstone for  
value-creating investor relations. 

In the other risk papers in this series, we’ve noted that 
companies’ existing risk management frameworks provide 
excellent building blocks for other activities. We believe 
this thinking can be applied to capital management and 
that elements of the risk management framework and the 
knowledge of those in the risk function should be used for 
making decisions relating to capital.

That is not to suggest that the risk function should take 
on the responsibility for capital management, or duplicate 
tasks with line one (using the ‘three line of defence’ model 
as our point of reference), but that line two’s skills and tools 
can support and improve the decision-making process. As 
always, effective collaboration between the two lines will 
achieve a better result.

Figure 1. Capital management is central to an insurance company, Willis Towers Watson
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In the context of this paper, we are 
considering value as something that 
enhances the company so as to meet or 
exceed its business objectives – whether 
it be through enhanced solvency, market 
value, profitability, or dividends over the 
long term.

Capital management – a 
decision framework

Figure 2. The KPI tradeoff, Willis Towers Watson
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With potentially so many moving parts and possible 
pathways to consider, we believe companies require a 
framework to drive and prioritise capital management 
actions, as well as effective tools to adequately assess  
the impact of these potential actions. That leads us to the 
‘how’ question.

A first step is to scope out the fundamentals – such as 
agreeing the governance and programme accountabilities 
and understanding the business model and balance sheet. 
From there, companies will need to identify the constraints 
and goals, for example, around the risk appetite and 
other KPI metrics, as well as stakeholder expectations. 
This allows for trade-off in the judgements between 
capital and other KPI metrics (such as IFRS), providing a 
capital management framework to identify and prioritise 
opportunities upon which companies can act.

Consideration between different objective timings is  
also important, such as when the return needs to be 
achieved by.

The trade-off between multiple metrics can be complex, 
particularly when it is necessary to consider both the 
immediate effect of a capital management action on each 
metric and the potential future volatility of that metric. 

But this approach is not being used by many insurers, 
typically we see that capital management frameworks are:

�� Not focusing on all measures – for example, the impact 
on IFRS or cash generation

�� Not timely – they are overly focused on the here and now 
impact of management actions on the Solvency II capital 
coverage ratio, rather than future actions

�� Not considering capital generation – especially  
for periods longer than the typical three-year  
planning horizon

�� Not holistic – no consideration of how the capital 
management strategies interact, or how other 
management actions interact
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Use of the risk 
management framework

The risk management framework can help enhance this 
decision-making process. How the capital framework fits 
with the risk management framework depends on the 
structure but, if designed effectively, the components 
of this framework should be the same as for the risk 
management framework (summarised in paper one of this 
series). Effectively, the risk management framework creates 

a broad template for the capital management framework 
where the target outcome is to optimally allocate scarce 
capital resources, reflecting risk exposures, and to deliver 
improved value. 

So, what’s involved and how might the cross-over between 
risk and capital considerations be achieved?

Outcomes 
and 
objectives

Processes 
and control 
cycle

Risk 
identification

Underwriting 
and bespoke 
modelling

Governance 
and culture

Risk 
measurement

Valuation tools/
Economic value

Risk policies 
and standards

Risk 
selection

Business 
optimisation 
tools

Risk appetite 
framework

Monitoring and 
management

Data tools and 
predictive 
analytics

Capital 
allocation

Tools and 
analytic 
capability

Organisational 
ingredients

Adverse events anticipated 
earlier and eectively managed

Scarce capital resources optimally 
allocated delivering improved value

Figure 3. Risk management framework – a platform for driving decision-making, Willis Towers Watson
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Organisational ingredients

Governance and culture

The framework should identify the owners of the capital 
management programme and the process for approval of 
management actions. These should be documented in a 
capital management policy and in relevant risk policies. 

Sound governance and culture support and facilitate 
transparency and open communication, as well as 
independent challenge. These are all needed to ensure that 
the interaction of engagement between line one and two for 
capital management purposes is effective and beneficial.

Risk policies and standards

Risk policies and standards, as well as the general 
governance and sign-off procedures, should support the 
capital management framework.

Risk appetite framework

The capital framework is very much aligned to a  
successful risk appetite framework and the two need  
to be co-dependent, such that everyone in the company is 
working towards common goals. For example, this prevents 
excessive conservatism in methodology and assumptions, 
as well as unnecessary risk taking.

As seen in the other papers in the series, the risk appetite 
framework can incorporate key elements of the capital 
management framework, to give a holistic view of risk:

�� Target areas for capital management activities,  
which should be aligned with the broader strategy  
of the company.

�� Key metrics that reflect the priorities of the company  
and are based on the financial and strategic position of  
the company.

�� Insurers monitor and manage multiple financial 
metrics. Any capital management action is likely to 
have different (sometimes adverse) impacts on other 
metrics. As mentioned in our paper on risk appetite 
in this series (paper 4), this is similar to a holistic risk 
appetite statement, whereby consideration needs to be 
given to all risk dimensions when making a decision to 
mitigate (or optimise) risk.
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The capital framework is very much 
aligned to a successful risk appetite 
framework and the two need  
to be co-dependent...

�� The capital management framework should include 
clear guidance, in line with the company’s broader 
strategy, on what metrics should be prioritised when 
considering capital management actions, along with 
the relative importance of each metric, such as capital 
strength, capital stability and capital fungibility as well 
as others such as IFRS profits or liquidity.

�� Outcome for policyholders

�� The risk management framework should consider 
the impact on customers of any actions. It should 
include principles to ensure that customers are 
not inappropriately disadvantaged by any capital 
management actions, such as from liability 
transformation projects.

Capital allocation

For effective capital management and risk management, 
capital needs to be allocated between risks, product 
types and business units. Allocating capital at this level 
of granularity is somewhat theoretical but a reasonable 
approach is required to ensure informed and practical 
decision-making. Capital allocation is used in many 
elements of business, for example:

�� Strategic capital and investment decisions – to assess 
how to best use, or manage capital within the business

�� Pricing – to incorporate cost of capital into  
product prices

�� Performance measurement – to compare actual income  
to the capital deployed to produce it

�� Risk management – to measure the risk in terms of  
capital intensity

The allocation of capital needs to be supported by the 
other elements of the risk management framework, to ensure 
it is successfully applied.
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In order to support effective decision-making, companies require 
tools to adequately model the impact of capital management 
actions. The first line team responsible for the capital 
management programme will often maintain some relatively 
high-level models to assess the impact of capital management 
actions on a range of metrics. While these models are likely to be 
sufficient for supporting initial decision-making and prioritisation, 
the interaction between different risks and the impact of 
diversification may not be accurately reflected. 

Simplified models by their nature will include a degree of 
approximation, which may be appropriate for initial “screening” 
of potential capital management activities, but more accurate 
modelling is likely to be required prior to final decision-making. 

The risk team will have access to a number of models to assess 
financial impact on the company, typically including:

�� Projection models used for the ORSA (Own Risk Solvency 
Assessment)

�� Capital models used for calculating the capital requirement

The risk team can therefore provide support to assessing the 
impact of capital management actions. 

Tools to support analysis
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Any capital management action will have an impact on the 
risk profile of the company. The risk function is in a unique 
position to assess and analyse the risk profile in order to 
ensure that any actions are in line with the company’s risk 
appetite and to propose areas where there are potential 
capital management opportunities.

Risk identification 

Risk monitoring carried out by the risk function can help 
to identify ‘peak risks’ which do not diversify significantly 
and which could be placed elsewhere more efficiently. It 
can also identify when exposure to certain risks is close 
to breaching limits or when risk capacity is available. This 
can be particularly helpful where the risk and capital teams 
work in collaboration to identify that the return on capital 
for specific risks is out of line, and that the company is not 
being sufficiently rewarded (through return on capital) for 
those risks.

Processes and control cycle

Risk measurement, monitoring  
and management 

Regular measurement and monitoring of risk is key 
to identifying attractive capital management actions, 
particularly on a forward-looking basis to identify any need 
to medium-term capital management actions. The risk team 
can also consider and quantify any new risks resulting from 
capital management actions, ensuring that models and 
assumptions are updated appropriately.

Risk selection 

As well as identifying risks to which the company is 
potentially over-exposed, the risk team can identify where 
there is appetite to take on further risks up to risk capacity, 
particularly where those risks diversify well and can 
increase return on capital.

Monitoring and management

Assessing the financial impact on a range of key metrics 
is crucial to a successful capital management programme. 
However, in some recent client projects, we have identified 
this as an area of weakness, with decisions on capital 
management actions being based on incomplete or 
inaccurate financial analysis. 

The risk function is in a unique position to 
assess and analyse the risk profile in order 
to ensure that any actions are in line with 
the company’s risk appetite...
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From compliance to adding  
value – a role for risk

A core theme of this series of risk 
papers is how risk can evolve from 
primarily a compliance role to become 
a trusted business partner and to add value to the 
business. This approach also supports an effective 
ORSA process.

This simple example illustrates how the risk team can 
transition from a traditional ‘compliance and review’ 
role to contribute to a capital management programme.

Review and control – a traditional risk role
As the risk team ordinarily operates in the second line  
of a three lines of defence model, it has a review and  
challenge role.

The risk team will be responsible for reviewing the 
capital impact of a given capital management action 
as calculated by the first line team in order to provide 
independent review and challenge. It will also be 
responsible for ensuring that the risk exposure remains 
in line with the risk appetite of the firm and that no risk 
limits are breached. It will typically report its findings in 
the ORSA.

In many companies, in this scenario the risk team is only 
likely to see proposals from the capital management 
team when it comes to procedures for final sign-off, 
or when writing the ORSA, with limited opportunity for 
meaningful input.

Supporting a capital management programme – 
assisting with identifying opportunities  
for improvement
The risk team does not just have to carry out a 
review and challenge function. If there is an ongoing 
engagement between the risk function and line one, the 
risk function can be involved in identifying opportunities 
to optimise capital and improve business performance, 
as well as highlighting any risks and offer independent 
challenge.

The risk management team has insight on how the 
capital requirements are calculated and how risk 
exposure compares to risk appetite. The risk appetite 
framework, with its related management information 
and analysis, can identify risk preferences and targets 
for capital opportunities. This insight can be used to 
identify peak risks where a reduction in exposure would 
lead to a significant reduction in capital requirements 
or where, as a result of diversification, more risk can 
be taken with a limited impact on the capital required. 
Consequently, the ORSA report can leverage off 
this engagement to encompass both capital and risk 
management decisions.

If there is an ongoing engagement 
between the risk function and line one, the 
risk function can be involved in identifying 
opportunities to optimise capital and 
improve business performance...



Capital management options

Let’s now think about the capital management options 
available to companies and how they have changed 
in recent years, for example, due to the transition to 
Solvency II and the wider competitive insurance market, 
and why a solid capital management framework is 
important to take advantage of these options.

At the same time as there has been a change to the 
regulatory environment, the maturity and lack of organic 
growth opportunities in some European insurance 
markets, combined with low interest rates, has also had 
a profound effect on profitability and capital efficiency.

Inevitably, ‘locked’ capital linked to regulatory, economic 
and capital management policies, such as buffers, 
will restrict the strategic choices available to insurers. 
In addition, regulatory or internally-set constraints 
frequently determine that assets backing much of this 
‘locked’ capital must be held in certain asset classes 
– reducing the ability to maximise investment returns. 
Nonetheless, there are still a wide range of restructuring 
and optimisation actions open to businesses to 
strengthen the balance sheet, reduce volatility or 
improve capital fungibility. 

These options can be grouped under seven broad 
headings:

�� Quality of modelling

�� Methodology and assumptions

�� Business management

�� Investment and ALM

�� Capital solutions

�� Business reorganisation

�� Reinsurance

Quality of modelling

In order to identify key areas of capital allocation and 
volatility and guide strategic choices about capital, it’s 
vital that reliable and relevant ‘what if’ management 
information is available in a timely manner. 

Management needs to be able to quantify the impact 
of given capital management actions across a range of 
metrics. Firms should strike the right balance between 
a full and accurate recalculation of such actions, which 
could be time-consuming and a proxy calculation, which 
will be less accurate.

In our experience, this is an area where there is scope 
for some firms to significantly improve processes. The 
modelling of the financial impact of capital management 
actions is often limited to a sub-set of the financial 
metrics used to manage the business, and the impact 
on capital requirements can be overly simplified.

Methodology and assumptions

Another aspect is the variety of methodologies and 
assumptions employed to value the balance sheet, 
including the Solvency II solvency capital requirement 
(SCR) and risk margin, as well as those used for other 
purposes, such as the ORSA stress and scenario tests 
and projections. 

Ensuring that the various methodologies and 
assumptions are fit for purpose, without excessive 
prudence (either directly or through approximations 
within the modelling), will enable sound decision taking. 
It is important that the limitations of the approaches 
are understood thoroughly, so that these do not lead to 
inappropriate action (or inaction).

12   willistowerswatson.com
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Business management

A business might choose to manage or more efficiently 
deploy its capital by changing its risk exposures through 
product redesign and pricing – for example, into less capital 
intensive products, changes in business volume, expense 
control including outsourcing possibilities, and underwriting 
and claims management. These strategic choices can 
enable a company to release capital required to meet a 
certain risk class and use it for other purposes.

In the current competitive market, some insurers have 
chosen to close or exit certain product lines, particularly 
those that have involved guarantees. 

Investment strategy and ALM

Solvency II will have changed insurers’ perceptions of 
risk and reward for different asset classes, as well as the 
correlations between them, especially for those insurers 
who have had to carry out their own analysis to build an 
internal model. The sensitivity of regulatory balance sheets 
to market conditions has increased under Solvency II, for 
example, the recent fluctuations in the size of the Risk 
Margin for many firms, and there is additional complexity 
arising for Matching Adjustment portfolios and from 
transitional measures. All of these factors are leading 
insurers to reassess their strategic asset allocation, 
consider the merits of alternative asset classes and 
evaluate and improve their hedging of interest, equity and 
credit risks. 

In addition, the current low interest rate environment has 
led to many companies seeking higher investment returns 
by widening the range of assets in which they invest, such 
as alternative classes, geographies or credit rating profiles. 
In addition to the risk management implications of these 
changes, companies are faced with a trade-off between 
the potential higher returns and the associated capital 
implications.

Capital solutions

Sometimes, a more direct approach to restructuring capital 
may offer a solution. Raising new equity, restructuring debt, 
turning to sources of contingent capital, or reorganising 
group capital support arrangements are all options that 
should be on the table when evaluating a company’s  
capital position.

Reinsurance

The specifications of Solvency II mean that, for most 
companies, the optimal balance between retaining and 
reinsuring risks has moved significantly. As a starting point 
all companies should investigate whether their existing 
reinsurance arrangements remain appropriate from the 
perspectives of both risk and capital management – for 
example consistency of risk retention across exposures, 
and the use of quota share or stop-loss reinsurance.

Equally, revisiting risk transfer strategies in areas such as 
longevity risk, lapse risk and reinsurance arrangements, 
including more widely available financial reinsurance and 
securitisation, can support improved capital optimisation. 
Notably, under Solvency II this could include monetising 
expected future profits that don’t appear on the regulatory 
balance sheet because of the contract boundary rules.

In the risk transfer arena, the continuing growth of 
insurance-linked securities (ILS) has helped to establish 
potential new sources of capital for insurers, while a 
generally soft reinsurance market over a period of a number 
of years has also made traditional risk transfer options 
potentially more affordable, and therefore more attractive.

Business reorganisation

From an organisational point of view, corporate 
restructuring, decisions about domiciles and branch 
structures, the use of captives, and potential business sales 
or purchases can all contribute to capital management 
objectives (such as enhancement of risk diversification 
benefits and capital fungibility levels). 

...there are still a wide range of 
restructuring and optimisation actions 
open to businesses to strengthen the 
balance sheet, reduce volatility or improve 
capital fungibility. 
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Companies need to improve their value management and gain a complete view of the options 
and impact on the business both now and in the future. Risk management techniques that 
have been developed can support this. Effectively, risk and capital are two sides of the same 
coin for insurers. The implications of how insurers approach both and the actions taken in 
each area are heavily bound together. Consequently, it makes sense that insurers should 
manage risk and capital holistically – rather than perhaps choosing or prioritising between the 
two in ‘heads or tails’ style. 

A well-considered and strong risk management framework should provide the platform for 
doing just that, but it also requires capital management and risk teams, that will typically have 
operated independently in many insurers, to work more closely together to achieve mutually 
beneficial outcomes.

Risk and capital: two sides of the 
same coin

14   willistowerswatson.com
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