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Objectives

« EXxplore the categories of risks faced by insurers, and their
consequences

« Summarise the basic principles of risk management
« Describe how risk management is integral to Solvency Il

 |dentify the fundamental processes and tools of risk
management/quantification/mitigation/funding

« Differentiate between working capital, economic capital and
solvency capital

« Outline the responsibilities for risk management across the firm

* Apply risk management principles to conduct risk and what
contributes to it




Key Messages

« Capital absorbs risk in its widest sense: but
relies on risk management and governance

 RIisk Is at the heart of the insurance business
model

* Risk management is now a core competence

* Risk management is not just “models”: models
rely on judgement and intelligent use

 Solvency Il only puts a “regulatory wrapper”
around what is good business practice

« Conduct risk: “an inherent risk to your balance
sheet”




Risk Management:
Learning from
Fallure



The Challenge

Management complacency — excessive risk appetite — lack of

competence
Aspirational

Lack of iInvestment

underwriting Ambitious

discipline _ diversification
Lack/ignorance of and acquisition
management
Information

Inadequate,

Catastrophe/cumulative

optimistic reserving loss aggregation
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Why risk management is a priority for insurers

Operational

Business
Strategic
Reputational

Corporate governance/
management failure
Regulatory starts a causal chain

y which makes the
Underwriting organisation vulnerable
Market to external trigger events

Credit
Liquidity

Group



Risk Management
Directions



Risk Management in the spotlight

« Raised visibility of corporate governance
* Risk management in banking
« The banking and credit crisis

« Solvency Il
proving risk management tools
 International regulation
er failures/near failures

lons systemically
discounted

Accepted management practice!



What is Risk Management?

“Business risk arises as much from the likelihood that
something good won’t happen as it does from the threat
that something bad might happen”

“‘Risk Management is about taking risks knowingly. An
effective risk management structure allows an organisation
to understand the risks in any initiative and take informed
decisions on whether and how the risks should be
managed. Corporate governance and risk management is
about how an organisation can better understand its risk to
improve and deliver its objectives.”
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“An opportunity or constructive

event which if exploited could bring

us benefits, but which is  Opportunity: “Upside”
accompanied by threats”

Uncertainty
Nature

Hazard: “Downside”

“The threat that an event will
adversely affect our ability to
achieve our objectives and
execute our strategies”




The Risk Universe.

IR risk universe



An Insurer’s risk Universe..............

Economic Characteristics
Systemi

Specific / Regulation, capital, macro economics, Investment
performance, natural catastrophes, talent, long tall
liabilities, corporate governance, distribution channels,
political risk, cost management, reputation, back office,
reinsurance, fraud, terrorism, pollution, mergers and
acquisition.

Reliance on broker business production, poor credit control, ForEx
volatility, risk transfer, outsourcing, dependence on delegated authorities
guality of management controls, the insurance cycle, contract certainty,
computer failure, emerging risks: political, legal, market, environmental,
business continuity, business strategy, loss of key staff/key skills, brand
risk...etc



Insurance Banana Skins
Top risks facing the insurance industry
The Centre for the Study of Financial Innovation

1. Regulation 14.

2. Capital 15. Risk management
3. Macro-economic trends 16. Reputation

4. Investment performance 17. Back office

5. Natural catastrophes 18. Retail sales practices
6. Talent 19. Complex instruments
7. Long tail liabilities 20. Climate change

8. Corporate governance 21. Reinsurance

9. Distribution channels 22 Fraud

10. Interest rates 23. Terrorism

11. Political risk 24. Product development
12. Actuarial assumptions 25. Pollution

13. Managing costs 26. Managing mergers



Solvency Il

An EMBEDDED culture of risk
based capital management.

“Although Solvency Il may appear to be the preserve of actuaries
and risk management, it is far reaching and affects all areas of the
business: it necessitates culture change”

Risk management:
“Built-in not Bolt-on”




The Lineage of Solvency Il

Banking and
Insurance An EMBEDDED culture of
convergence risk based capital
(Basle Il) management.

“Why Insurers ‘ Solvency Il
Fail”

Solvency Il capital adequacy
applies to all EU Insurers
whose gross income exceeds
EUR 5M or whose gross
technical provision exceeds

EUR 25M.
(Particular rules for run-off/legacy firms)

IAS/IFRS



The 3 Pillars of Solvency Il

Minimum Governance, Reporting &

Capital & Risk, Controls Disclosure
Solvency



Liabilities/

Tiers Assets Capital and reserves -
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Assets at E——— . MCR ---- -{ Funds
Fair Value 1 I
Risk Margin ORSA gives
Technical Best Economic

o Capital
Provisions Estimate




The Balance

Sheet

Any Insurer Plc

Note 20... 20...
£m £m

ASSETS
Intangible assets 40 35
Financial Assets

Land and buildings 10 5

Financial investments at fair value 2385 2200
Reinsurer’'s share of contracts 160 140
Debtors

Direct insurance operations 340 220

Reinsurance operations 30 20

Deferred tax 80 10
Other assets

Property and equipment 10 5

Cash at bank and cash equivalents 50 40

Deferred acquisition costs 120 80
Total assets 3185 2720
LIABILITIES
Technical provisions 2250 1800
Provisions for other risks 25 20
Subordinated debt 60 60
Total liabilities 2335 1880
Net Assets 850 840
EQUITY AND RESERVES
Called-up share capital 120 120
Share premium account 500 500
Retained earnings 230 220
Total equity and reserves 850 840
Total equity, reserves and liabilities 3185 2720




An Insurer’s “Graphical” Balance Sheet

Assets

Intangibl
Fixed tangible

Financia

Reinsurers share of tec
provision

Other assets

Liabilities

Debt

Called-u

| provisions
Liabilities
ovisions
psharecapital
Capital and

Share premium account Reserves

Retaineq

1 earnings




The Assets & Liabilities ‘Solvency Il balance

sheet’ Liabilities/

Assets Capital and reserves

Assets at
Fair Value

Risk Margin

Technical Best
Provisions Estimate




Liabilities/
Capital and reserves

Assets
SCR D ey IR
Assets at  E——— MCR 44—
Fair Value 1
Risk Margin
Technical Best

Provisions Estimate




Risk Management
Process



The Risk Management Process Risk Universe

What th i i
";‘.3[‘2‘;% © Risk Appetite
MONITOR s J
AND Likelihood?
MEASURE IDENTIFY _
Risk Impacts? lﬂ Severity?
Risk Volatility?
Management _
Risk controls Physical
Financial
MITIGATE 223‘535 ——
onitoring. do
AND MANASR EVALUATE] controls work?

Economic Fundinc
Capital

PROFESSIONALISM



Risk Appetite

Risk Appetite

Risk Seeking

Entrepreneurial

Risk Acceptant

Risk Intolerant



Risk Appetite.....and Risk Classes

7 N

Risk
Classes

Deciding on “risk appetite” ... but done in conjunction with
cannot be done in isolation.......... the risks an organisation might —
can — does face




Tolerance

Risk
appetite Rjsk
— a Universe
Performance | . = T
Tolerance
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Solvency Il Risk Classes which
determine the SCR

Risk assessment, pricing, volatility,

o _ reinsurance; reserving, catastrophe
Underwriting Risk

Asset values interest rates, foreign

Market Risk exchange, equity‘volatility
Credit/Counter Party Debtor and/counter party default:

Risk reinsurers, intermediaries

Liquidity Risk The cash to meet creditor and contract

obligations*when they are due

Operational Risk _ o
Risks arising from human error, systems

Group/Capital Risk failure, inagdequate procedures and
controls and external events.

Intra group conflicts of interest,
provision/allecation of capital
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Understanding Risk

Opportunity
Nature { Hazard
Uncertainty

Likelihood
Impact Severity

Volatility

Controllability Internal

External



“Modelling” Risk

Expected Unexpected

l l

Severe

Catastrophic

Probability
of loss

Severity of loss
Working Economic Insurance,

capital (regulatory) capital
capital markets



The Risk Register

Probability
3 Years

2 Years

1 Year

25K 50K /5K




Physical Risk Measures

Cause ‘Event mm)> Consequences

PREVENTATIVE DETECTIVE CORRECTIVE

Address risk
and mitigate
the
consequences

Stop the risk
from
materialising




The Risk Framework

Inherent

Risk Control

Risk ]

Risk Control

Indicator | | Indicator The
Impact

Residual

Risk

Control

Net impact

Key Performance Indicator




Capital Categories

Economic Regulatory
Capital Capital

Working
Capital

Risk based capital management




Own RiIsk and
Solvency
Assessment

Practical risk management and
governance
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Operational risk....and beyond

Risks arising from human error, systems
failure, inadequate procedures and
controls and external events.

Business Risk

Strategic Risk ?

Operational Risk Regulatory Risk

Reputation Risk
Conduct Risk



ORSA Process

Business
Planning,
, Strategy ’
Risk Profile,
Governance Mitigation
& Tolerance
Monitoring g(t;(r;sasri
& Tracking Analysis

‘ Forward ‘
Looking
Capital
Assessment



ORSA Report Content

ORSA process

» Description of the

Independent review 'Elﬂ"‘-‘"dﬂ“:-‘ PrOCEss SeSiness context
. aroun ORSA, # Description of legal
+ Independent review including challenge and m:tmgatmg:l
report on the ORSA and debate structure, core
ORSA position pracess _ ; business activities Risk management
during the period . : and market strateqy and appetite
» Description of : » Description of how risk
assessments during management strategy
the period driven by : : ‘ supports business;
“material changsas" — . appetite statements,
or risk indicators current profile and
monitaring
» Descriphion of how
rizk and capital
management v Descriphion of risk
activity is integrated governance, risk
into operational universe and risk
activity policies

Risk management process

Capital and
liquidity plan _
i . R 3 : X » Description of firm's
» Capital and liquidity | - _ : , .| process and procedures
plans under base : for identifying
case and stress and ; : assessing, controlling

SCENENoS Capital and and prioritizing risks.

Stress tests : solvency position
4 .
SHE SEENSTES Forward-looking = Point in time
¥ Future capital/ capital and sobsency {reporting date)
dmﬂi::;e stress and  Projected capital st =nd 'mhmcl;
! and sobvency O E-OMOIMIC ind
SCEnarios position over regulatory basis

business plamning




Solvency Il Governance

|

— Key Functions —— Key Functions

Policy  Appetite Replrting

Organisational Adequacy of §kills Management Risk Procedures Internal Model
structure and and expertise Information management control ,
reporting ’ i
| } — |
_ Individual Inf system Risk strategy =~ Key Decisions |— Compliance
Committees | | adequacy ’ ‘ :
ToRs Board Key functions | UNIVERSE Activities —— Actuarial
Members | gzecord | Risk i
Frequency Colljctive a eqluacy Management .
Reporting _ Security of — Internal audit |
Fit and Proper information ‘ !

interest Knowledge Systems/Procedures Three
Expertise N ' - N Lines of
Reinsurance | Credit Liquidity Defence
Prescribed responsibilities Insurance ALM Market Operational

|
Governance Map | | |

Underwriting  Reserve Cat

Contingency Strategic? Business? Reputation/Brand? Emerging risk

— Operations Integrity \‘/ !
— Conflicts of Skill : Use test....



Designing a Monitoring Programme

Opportunity

Nature Hazard

Uncertainty
Type
Likelihood

Monitoring Severity

Impact

Intensity Volatility

mmr — T O X T

Internal

Controllability External
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Monitoring Options
Desk based

Systems

MI, Parametric
Exception reporting

Intrusive, Expert Sampling

Inspection

Scenario Analysis




Conduct RiIsk

“The new kid on the block”



Sources of Conduct Risk

:mm Inherent

asymmetries

Environmental

Technologlical Conflicts
developments of Interest

Economic Culture

& market
& & Incentives

Ineffective
competition Structures

and

Source: FCA Risk Outlook 2013 i
behaviours



Conduct risk: some definitions

“The risk that we or our agents will fail to pay due regard to the
Interests of its customers or will fail to treat them fairly at all
times”

“The risk that firm behaviour will result in poor outcomes for
customers”.

“The risk of not meeting the fair and reasonable expectations of
our customers from unfair treatment, our behaviour and the way
we operate in the market.”

Preventing poor outcomes or achieving good ones ?

Risk appetite?



Governancg

The Conduct Risk
Landscape
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MODIFIED Deloitte’s view of extended
WHOLESALE conduct risk.....

Distribution
Distribution

Distribution

Firms in a Supply Chain (Example)

o - - o

Personal Lines

Regulated Entities
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Lloyd’s Minimum Standards: A life cycle
approach?

Fair treatment of Lloyd’s Role of the Board
Customers Management and staff

Assessing and recording product risk

Product Design — General Product Design - High Risk Products
Conduct

Management Distributor Appointment, Review and Audit

Information Obtaining assurance from others

Application based on product risk , which starts with customer risk




Product Governance achieves........

50

»Approval - Sign off and appropriate due diligence
undertaken.

» Sale - Suitability, understanding of customer needs, value
for money.

*»Ongoing suitability - Assessed as customer needs and
expectations change.

» Claims and Complaints - Handled promptly, fairly and no
unreasonable rejection of claim or complaint.

Appropriate? Proportionate?



Conduct Risk “Diagnostic Signposts”:

Conduct risk defined

Business model: documented/understood. Customer segments
identified. Competitive and customer risk recognised

Strategy and strategic decisions consider customer perspectives
Assessment of exposure to conduct risk drivers
Client/product risk assessments

Determine life cycle product governance: proportionate processes
and controls

Risk appetite/risk tolerances to balance capabilities and aspirations

Control environment and oversight: LEADING and LAGGING
management information, audit and assurance

Ancillary aspects and controls: financial crime/conflicts of interest
Training: ensuring knowledge-competence-attitude

Cultural alignment and gaps: “Join the dots” v direct “health check”
Cultural leadership



Considering fairness at the outset leads to a
successful business

Business model

Business strategy

Cus faction

Culture
Retention Product development

Sales process
A successful business

Customer Centricity?

" The excellent companies stay close to their customers.*
Peters & Waterman “In Search of Excellence”



Enterprise Risk
Management



Enterprise-wide Risk Management?

Risks
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Risk management —is it worth it?

“Never in all history have
we harnessed such
formidable technology.
Every scientific
advancement known to
man has been
incorporated into it’s
design. The operational
controls are sound and
foolproof.”

Captain EJ Smith,
Captain of the Titanic



..or the benefits of scenario analysis, stress testing and reverse stress
testing




Insurance RiIsk
Management

Thank You




