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Enhancing Insurance
Companies' Risk Management

Gunther Thallinger

Three discussion points

1 what risk management should do
2 Which challenges do insurers face
3 Where can regulators help
1
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Objectives and elements of risk management

Governance

Value creation
and going

concern

Processes

Measurement
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Examples

Are we already there?

Insufficient Advanced

CLIENT EXAMPLE*

Governance

Measurement

Processes

Source: Interviews

* Risk culture

* Risk appetite

* CRO-mandate

* Business strategy

* Performance

* Heat map

* Contingency plans
* Reviews

* Core processes

* Skills

* Risk committee

¢ Risk function

¢ Rating management
¢ Capital management

* Not necessarily representative for industry
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Change management is necessary

"l will change my behavior if ..."

"...lknow what
is expected of me

"...lsee
superiors, peers

Cascaded implementation

Concept Pilot Wave 1 Wave 2

— | agree with it, and
and it is subordinates
meaningful”

behaving in the
new way"

"...lhave the "...The structures,

skills and processes and

competencies systems reinforce BUs

to behave in the change in

the new way" behavior | am being
asked to make"

_-|-|'|'||

-ll
i 7
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Common language is key to drive change

"Sharpe
ratio"

Equity trader Reinsurance

manager
Under-
writer -
‘ i :
Risk
Treasurer manager

Internal views on risk External views

"Capital

"Solvency
margin”

Regulator

"Earnings
volatility"

Investor

5
2006 © McKinsey & Company, Inc.

4-3




The Geneva Association Etudes et Dossiers no. 313

External views need to be managed in integrated way
== Resulting
requirement
Risk factor
Percent o GDV/BaFin
model
10 A
8 1 S&P
6 -
4
2 -
0 T T T T T T T d
0 1 2 3 4 5 6 7 8
Duration gap
Years .
Source: S&P, GDV/BaFin 2006 © McKinsey & Company, Inc.

CRO only leading risk management?

Usual types of CRO-mandates

"Measure" &+ "Control" "Approve"

* Be informed *\eto * Approve

* Aggregate/ * Sign-off transactions
analyze risk data * Set guidelines

* Advise * Actively decide

Change leader?
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Regulator with three main objectives

Policyholder
protection

/°To achieve \

objectives trade-
offs must be
accepted

* Trade-offs can be
managed by
focusing on: roles,
responsibilities,

skills, processes
- /

Market
stability

Competitive
efficiency
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Regulatory complications example | — level playing field
Percent of assets
Solvency Il *
(GDV model 2005) Bzl [
Fixed income
AA 0.225 - 4.350
Fixed income
BBB 0.475 - 4.350
Equity 12.0-16.0
(unsecured)
Equity
(secured at 20%) 7010
* Maturity band of 3 - 4 years assumed 9
Source: GDV, amendment to the Capital Accord to incorporate market risks (Basel Committee, 2005) 2006 © Mckinsey & Company, Inc.
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Regulatory complications example Il — capital market stability

Citations from academia

" [...] proposed regulations [Basle I1] fail to consider the fact
that risk is endogenous. Value at risk can destabilize an
economy and induce crashes when they would not
otherwise occur

— Embrechts (ETH), Danielsson, Goodhart (LSE) et al. i

(European insurancD
industry has
investments of
nearly EUR 6 billion
(for comparison:
volume of European
investment market:

EUR 28 billion)*
\§ /

n LTCM's problems were compounded by regulations that
required banks to use risk management models to set
capital. This virtually guaranteed that a volatility spike
would lead financial institutions to shrink their trading
portfolios [...]. As a result financial institutions had turned
from being stabilizing to destabilizing forces

— Stulz (Ohio State) ||

" What is at issue is whether such bouts of turbulence will
subside as more sophisticated versions of current risk
management techniques become more widely adopted,
or whether the more widespread adoption of such tech-
niques merely serves to increase the fragility of the system

— Morris (Yale), Shin (Oxford) ||

* Estimated at market value for 2004 10
Source: CEA, BIS, FIBV, academia 2006 © McKinsey & Company. Inc.

Three discussion points

Ensure value creation and

1 What risk management should do .
going concern

Run company wide change

2 Which challenges do insurers face
management

Guide process setup and
governance

3 Where can regulators help
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