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Pragmatist

Diversification

Plural Rationality Theory suggests four environments, four attitudes and

four strategies. This discussion will concentrate on the strategies



Risk Strategy: R Re
Diversification

Oldest type of risk management strategy

— Spread exposures across different classes of risks
— Avoid large risk concentrations

Formal diversification programs set targets for the
spread of risk

— Maximums and minimums for various classes of risk
Uneven growth



Risk Strate gy. Willis RE | wuenc s

Most traditional form of risk management strategy

— ldentify and mitigate the most significant risks
Commonly practiced by non-financial firms
— Also applies to financial risk
Careful underwriting of loans / insurance policies
Claims management & credit workout
Low growth



Risk Strategy: |
Risk trading Ml

Newer risk strategy

— Arose from trading desks and the insurance industry
Focus on getting the price of risk correct

— Requires complicated models of risk, reward, and
economic capital

Can be applied on a transaction-by-transaction or other
“siloed” basis

— If these firms use Economic Capital, they allocate it to
the case level

Seek high growth



Risk Strategy: Willis RE | wuenc s

Applies the ideas of risk trading at a macro level to the major
strategic decisions of the firm

— Seeks the optimal risk / reward balance

— Tries to steer the firm in that ideal direction
Fundamentally an enterprise-wide approach
Almost always tied to Economic Capital Model
Some seem to think that only risk steering is “real” ERM
Moderate growth — grow with market
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. . Willis Re | wussoermas
Audience Polling Results —_—

The predominant risk strategy of my firm is:

Firm Risk Single Insurer
Strategy Managers Employees Actuaries
Diversification 27% 31% 18%
Loss Controlling 41% 6% 29%
Risk Trading 8% 12% 27%

Risk Steering 25% 51% 25%




Preferred strategies for different risk Willis e
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Study Objective

Look across risks within companies
— How are these risk strategies applied?
— Are there any patterns?
— Or are all risk strategies bespoke?
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Company risk approach:
8 case studies

Wl I I l S Re MANAGING EXTREMES

Surveyed and interviewed senior officers at 8 insurers

— Geographies: US, Canada, Australia, Peru, Korea, UK,
Germany and Bermuda

— Included life, non-life and combined insurers

— Interviewed highest-ranking officer with primary
responsibility for risk management

Asked about key risks:

— Insurance, reserves, investments, operations and
enterprise-level coordination

Goal: measure degree to which firms used one strategy for
all risks, or different strategies for different risks
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Survey instrument

43 items covering the 5 risk types (response = degree of agreement)
Sample insurance risk statements

— Risk models tend to understate risk, so therefore add a significant margin to model
outputs before using. (Loss Controlling)

— Diversification targets are an important part of risk management. But may not be
specific.

— Pricing controls are flexible and frequent exceptions are granted
— Risk models are important. (Risk Steering)

— Likely to expand risk appetite if there is good return for the additional risks that
exceeds appetite.

— Have strict limits for maximum loss exposure. (Loss Controlling)
— Wil be quick to decide to drop or add a new line of business or territory.

— Underwriting policies and procedures are very clearly documented. (Risk Steering)
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Insurance risk findings:
survey

Wl I I l S Re MANAGING EXTREMES

Insurance risk management goal
— 4 firms: achieve better return on risk (risk steering)
— 1 firm: limit losses from insurance risk (loss controlling)
— 1 firm: risk steering and loss controlling
— 2 firm: risk steering and
Detail of one firm’s response to insurance risk items
— Agreed / disagreed evenly with loss controlling statements

— Disagreed or were neutral with all risk trading and diversification
statements

— Agreed or were neutral with all risk steering statements

— Categorized as one of the 4 firms using risk steering strategy for

Insurance risk
14



from the interviews

Insurance rISk flndlngS: WIIIIS Re MANAGING EXTREMES

Insurers who favored risk steering for insurance risk:

— “we set boundaries within our risk appetite as well as zero
tolerance qualitative risks where we will not go”

— “If warranted, the risk appetite could be revised, would require
exec and board approval first”

— “we consult models for all risk related decisions, but no longer rely
solely on models”

— “aspire to calculate and allocate capital by line of business for risk-
reward decision making”

Insurers with loss controlling approach to insurance risk:

— “written risk appetite that we will not accept any risk that is not
understood at senior exec level (regardless of potential return)”
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Investment risk findings: WJ|_|.5 Re ...

survey

Investment risk management goal
— 1 firm:
— 1 firm: loss controlling
— 1 firm: risk steering
— 1 firm:
— 1 firm: and loss controlling
— 1 firm: risk steering and loss controlling

— 2 firms: , loss controlling and risk
steering
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MANAGING EXTREMES

Investment risk findings: V\/__|¥|'|IS Re

from the interviews

Insurers with approach to investments
— *“active management and trading”
— “exploit opportunities in the market”
Insurers with risk steering approach to investments
— “low risk investment portfolio could actually increase total risk”
— ‘“very important to match liabilities”
Insurers with loss controlling approach to investments
— “we want a low risk investment portfolio”
— “do not want to lose any money from taking investment risk”
Insurers with approach to investments
— “high scrutiny of largest exposures”
— “make sure we hit diversification targets”
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Insurance and InveStment rISk: WIIIIS Re MANAGING EXTREMES

observations

Insurers are quite comfortable talking about these risks

— See themselves as having made conscious choices to
exploit some risks, manage others, avoid a third group

— Have a language for discussing these risk and reward
choices

Most did not have consistent approach for these two risks
— 5 of the 8 had a mixed strategy
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Reserve a'nd Operatlonal rISkS: WIIIIS Re MANAGING EXTREMES

survey

Two major risks not directly associated with revenues: no upside
Reserve risk
— 3 firms: loss controlling (conservative reserves)
— 3 firms: risk steering (use models to carefully predict reserves)
— 2 firms: agreed / disagreed equally with these approaches
Operational risk
— 2 firms using a risk steering approach
— 3 leaned heavily towards loss controlling
— 3 did not answer survey questions about operational risk
Also were not willing to discuss during the interview
Possibly, officer not involved in operational risk management
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Interviews

Reserve a'nd Operatlonal rISkS: WIIIIS Re MANAGING EXTREMES

Insurers with a loss controlling approach
— *“very proud of track record of few or no reserve strengthenings”
— “zero tolerance for operational losses”

— “take extra care to avoid losses from operational risks, even if it
costs more and slows things down”

Insurers with a risk steering approach
— “our reserve process is highly technical”
— “operational risk management based on limits and a control cycle”

— “formal methodology to deal with reputation risk...we do periodic
polling of the public, and are proactive about negative press”
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Enterprlse |eve| rISk: WIIIIS Re MANAGING EXTREMES

survey

Enterprise-level risk strategy
— 3 firms: risk steering
— 1 firm: loss controlling
— 1 firm:
— 2 firms: risk steering and loss controlling

— 1 firm: combination of , loss
controlling and risk steering
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Interviews

Enterprlse |eve| rISk: WIIIIS Re MANAGING EXTREMES

Revealed that risk steering strategy was aspirational for 4 of the 6 firms that
indicated using it (had not yet fully developed an economic capital model)

Insurers with an enterprise level risk steering approach

— “we have (or will soon have) a formal economic capital model and capital
budgeting process”

— “we use the regulatory risk factor formula to estimate aggregate risk and
allocate capital”

— “collaborating across risk silos to proactively mitigate effects of
combinations of risk and interactions of risks is important”

Insurers with a loss controlling approach at the enterprise level

— “focus is on maximum loss and keeping a wide margin above that level”
Insurers with an enterprise-level approach

— “ERM is not exclusively about economic capital”

— “we do not have a strong belief in the accuracy of correlation assumptions”
22
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Single insurer’s self-assessment

Senior risk officer divided up the firm’s risks according to the
variations in risk strategy

— Nat cat: by EQ vs. wind, etc; diversification
of locations

— Other insurance risks: strategy — work hard to
ensure selling insurance at the right price, risk is low
concern

— QOperational risk: purely loss controlling. Since not paid for
taking these risks, did not want more risk than absolutely
necessary.

— Investment risk: risk steering efficient frontier approach to
long term goals, with tactical variations based
upon short-term view of markets
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Ove ral I reS u |tS : WIIIIS Re MANAGING EXTREMES

combinations of strategies

Only 1 firm had a single strategy (loss controlling) for all four risk types
plus enterprise level

1 used an overall strategy, incorporating multiple
strategies for each type of risk

2 firms used two different risk management strategies

— Both used risk steering for some risks, for others
4 firms used three strategies

— 2 using risk steering, loss controlling and

— 1 using , risk steering, and

— 1 using , risk steering, and loss controlling
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Conclusion

This small study suggests that insurers do not adopt a
single strategy towards all of their risk

Supports the possibility of a conclusion that firms in
the risk business consciously choose which risk
strategy that they prefer for each major risk, varying
that strategy risk by risk

25
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Legal disclaimer

This analysis has been prepared by Willis Limited and/or Willis Re Inc (“Willis Re”) on condition that it shall be treated as strictly confidential and shall not be communicated in
whole, in part, or in summary to any third party without written consent from Willis Re.

Willis Re has relied upon data from public and/or other sources when preparing this analysis. No attempt has been made to verify independently the accuracy of this data. Willis
Re does not represent or otherwise guarantee the accuracy or completeness of such data nor assume responsibility for the result of any error or omission in the data or other
materials gathered from any source in the preparation of this analysis. Willis Re, its parent companies, sister companies, subsidiaries and affiliates (hereinafter “Willis”) shall have
no liability in connection with any results, including, without limitation, those arising from based upon or in connection with errors, omissions, inaccuracies, or inadequacies
associated with the data or arising from, based upon or in connection with any methodologies used or applied by Willis Re in producing this analysis or any results contained
herein. Willis expressly disclaims any and all liability arising from, based upon or in connection with this analysis. Willis assumes no duty in contract, tort or otherwise to any party
arising from, based upon or in connection with this analysis, and no party should expect Willis to owe it any such duty.

There are many uncertainties inherent in this analysis including, but not limited to, issues such as limitations in the available data, reliance on client data and outside data sources,
the underlying volatility of loss and other random processes, uncertainties that characterize the application of professional judgment in estimates and assumptions, etc. Ultimate
losses, liabilities and claims depend upon future contingent events, including but not limited to unanticipated changes in inflation, laws, and regulations. As a result of these
uncertainties, the actual outcomes could vary significantly from Willis Re’s estimates in either direction. Willis makes no representation about and does not guarantee the
outcome, results, success, or profitability of any insurance or reinsurance program or venture, whether or not the analyses or conclusions contained herein apply to such program
or venture.

Willis does not recommend making decisions based solely on the information contained in this analysis. Rather, this analysis should be viewed as a supplement to other
information, including specific business practice, claims experience, and financial situation. Independent professional advisors should be consulted with respect to the issues and
conclusions presented herein and their possible application. Willis makes no representation or warranty as to the accuracy or completeness of this document and its contents.

This analysis is not intended to be a complete actuarial communication, and as such is not intended to be relied upon. A complete communication can be provided upon request.
Willis Re actuaries are available to answer questions about this analysis.

Willis does not provide legal, accounting, or tax advice. This analysis does not constitute, is not intended to provide, and should not be construed as such advice. Qualified
advisers should be consulted in these areas.

Willis makes no representation, does not guarantee and assumes no liability for the accuracy or completeness of, or any results obtained by application of, this analysis and
conclusions provided herein.

Where data is supplied by way of CD or other electronic format, Willis accepts no liability for any loss or damage caused to the Recipient directly or indirectly through use of any
such CD or other electronic format, even where caused by negligence. Without limitation, Willis shall not be liable for: loss or corruption of data, damage to any computer or
communications system, indirect or consequential losses. The Recipient should take proper precautions to prevent loss or damage — including the use of a virus checker.

This limitation of liability does not apply to losses or damage caused by death, personal injury, dishonesty or any other liability which cannot be excluded by law.

This analysis is not intended to be a complete Financial Analysis communication. A complete communication can be provided upon request. Willis Re analysts are available to
answer questions about this analysis.

Willis does not guarantee any specific financial result or outcome, level of profitability, valuation, or rating agency outcome with respect to A.M. Best or any other agency. Willis
specifically disclaims any and all liability for any and all damages of any amount or any type, including without limitation, lost profits, unrealized profits, compensatory damages
based on any legal theory, punitive, multiple or statutory damages or fines of any type, based upon, arising from, in connection with or in any manner related to the services
provided hereunder.

Acceptance of this document shall be deemed agreement to the above.
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