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Model Risk e

Three dimensions of model risk:

o Parameter Risk

o Parameters (aig), (8) ngg), etc.) must be estimated, resulting in

sampling inaccuracy.

o Misspecification Risk
o Choice of model might be wrong.

o ldentification Risk

e Even if a model represents the past well and accurately, future might be
different from past, i.e., past might not be representative for the future.

Process risk refers to the risk that the process evolves different than
expected (e.g., generating too many paths outside the 95% confidence
intervals).

Christoph Hambel (TiSEM) Life Insurance Spring Term 2023 142 /190




TILBURG + UNIVERSITY

[llustration Process Risk

School of Economics and Management

,gig)
-450 T T
— Males
-500 Females |
-550 - b
-600 - .
-650 |- a
-700 | R
-750 - ~_ 7 A
SN Process
-800 |+ ~o 4 Risk
~
-850 [« =kl +txc@ + (8, + -+ 61 ) ~N (K(Tg) +txc@, tx (06(‘”)2) IS
_900 Il 1 1
1950 2000 2050 2100 2150

Year

Christoph Hambel (TiSEM) Life Insurance Spring Term 2023




[[lustration Model Risk

,;ig)
-450 : : .
— Males
-500 Females |
-550 - <= R
:\.\\_\_: S.o
-600 |- Syt ]
\\ \\\\\\ TE. S e
-650 - SNUOSoSs L SRIaol VAN
SN Ss AR Model
-700 |- SO0 T Ss STl Risk
SSsel Tesol T T
-750 - sl T ]
RN NN Process
-800 I NN I 7 Risk
K9, = k@ + txc@ + (6&‘1)1 et 6}‘&) ~N (;c;g) +txc@, ¢x (n{s@)) ) Nl
-850 - S l
-900 - : . AV MRo.d]e;I
1950 2000 2050 2100 2150 R
Year

Christoph Hambel (TiSEM) Life Insurance Spring Term 2023 144 /190



