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ERM:

Virtues and
Limitations




Enterprise Risk Mgt

The origins and virtue of ERM
mMy first boss
m1989: Dennis Weatherstone, J.P. Morgan

m2005-7: Rating agencies embrace ERM

mThe virtue of ERM: its emphasis on total
risk
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Enterprise Risk Mgt

Weaknesses of ERM
mEXxcessive focus on measurement
BENo answers to capital management

mRisk appetite/risk tolerance/utility are
slogans, not answers

mCost vs. lack of demonstrated value
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Beyond ERM:

Value Based Capital
Management




Value Based Capital Mgt

VBCM makes value the central focus
of ERM

mVBCM is based on an explicit model of
an insurer’s value

mValue reflects the firm’s future, not just
Its current balance sheet

mReinsurance and capital management
options are chosen for their value
Impact
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The Components of Value

Liquidation versus franchise value

mLiquidation value = value of firm In
runoff

Approximately = book value
Reflects past decisions
Relatively fixed
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The Components of Value

mFranchise value = value of firm as a
going concern

e Reflects anticipated future earnings
e Discounted for time value
e Adjusted for potential impairment

e Can be enhanced by management
decisions
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Threats to franchise value

Adjustment for impairment is crucial

EImpairment:
e Diminution of ability to produce future

earnings
e Temporary or permanent
e Partial or complete
e Typically has multiple sources
e As in ERM, total risk matters
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Threats to franchise value

Potential sources of impairment
mUnderwriting losses

mAdverse loss reserve development
mStock market decline

mFixed income defaults

mReinsurer failure

mThese may In turn trigger rating agency
actions
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The Objective of VBCM

ldentify the capital and risk management
strategy that maximizes franchise value
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Key Features of VBCM

Value of firm = impairment-adjusted
present value of future earnings

mTradeoff between earnings & safety

mHeavy emphasis on capital, ratings
mincludes all major risks, not just U/W
mValue as basis for choice
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VBCM versus

Dynamic Reinsurance

Optimization




An Example Firm

Expiring
Reinsurance
Retention ($M)

Business | Gross Written Max Limit Average Limit
Unit Premium ($M) Offered ($M) Offered ($M)
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Gross Loss Modeling

Standard actuarial analysis
mEXxperience and exposure analysis
mApply credibility weighting

mDevelop frequency/severity model
mApply to business units and total firm
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Gross Loss Modeling
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Conventional Analysis

Focus on efficient frontier

mSelect several reinsurance programs
mEstimate pricing/cost for each
mSimulate earnings & volatility results
mReject the Inefficient alternatives
mChoose among the remainder
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Simulated U/W Results

Underwriting Result Percentiles
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Retained Volatility
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The Risk-Volatility Tra
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How to choose?

We can invent and add constraints
that limit choice

mRule out combined ratio > 99%

mRule out 1-in-250-year loss > 10% of
GWP

mAre these arbitrary?
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Adding optional constraints
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How iIs VBCM different?

Focus on value
minclude all principal risks, not just U/W
mldentify impairment threshold

mSimulate multiple future years

mEMeasure impairment-adjusted PV of
future earnings (franchise value)
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How iIs VBCM different?

Simplifications to VBCM made here:
mincorporates only underwriting risk
mimpairment threshold Is represented

as a cliff, not a slope
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Retained Volatility
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VBCM Results

0 - Expiring

Expected Reinsurance Premium (reflecting profit share) -

Net Premium

Net Retained Losses
Expenses

Net Underwriting Result (A)
Net Income (B)

Value At Risk (1 in 250 years)

Time-Weighted Capital (= VaR x life of capital)
5% Cost of Capital (C)

Economic UW Result (A-C)

Economic UW Return on Capital

Total Economic Return on Capital

Probability of Impairment
Impairment-Adjusted Discount Factor (D)
Perpetuity Multiplier = D / (1-D)

Franchise Value = B * Perpetuity Multiplier

Benefit to Franchise Value

501.0
328.0
150.3
22.7
100
65.4

Risk-Adjusted ROE Calculations

196.1
9.8
12.9
6.6%
11.6%

VBCM Calculations

1.0%
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2,475.0
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Conclusion




Conclusion: Why vVBCM?

It provides a compelling criterion
for deciding how much capital a
firm needs to support its risk

mAvoids vague criteria (risk tolerance)
or Imitation of supposed peers
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Conclusion: Why vVBCM?

It enables decisions that benefit
shareholders or stakeholders and
can be explained, to them & others

mNote that maximizing return on
surplus may not be the best criterion
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Conclusion: Why vVBCM?

It focuses on measuring and
managing the future (franchise
value) rather than the past

mIn contrast to reliance on statutory
accounting measures, which focus on
liguidation value
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Managing the Invisible

At many firms, franchise value Is
Invisible

mit Is not measured or estimated

mlt Is therefore not managed explicitly

m\VBCM makes franchise value visible
& attempts to explicitly identify actions
that will maximize it
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Disclaimer

© Copyright 2007 Willis Re Inc. Some information contained in this report may be compiled
from third party sources and we do not guarantee and are not responsible for the accuracy of
such. This report is for general guidance only and is not intended to be relied upon. Any
action based on or in connection with anything contained herein should be taken only after
obtaining specific advice from independent professional advisors of your choice. The views
expressed In this report are not necessarily those of Willis Re Inc., its parent companies,
sister companies, subsidiaries or affiliates (hereinafter “Willis”). Willis is not responsible for
the accuracy or completeness of the contents herein and expressly disclaims any
responsibility or liability for the reader's application of any of the contents herein to any
analysis or other matter, or for any results or conclusions based upon, arising from or in
connection with the contents herein, nor do the contents herein guarantee, and should not be
construed to guarantee, any particular result or outcome. Willis accepts no responsibility for
the content or quality of any third party websites to which we refer.

The contents herein are provided for informational purposes only and do not constitute and
should not be construed as professional advice. Any and all examples used herein are for
illustrative purposes only, are purely hypothetical in nature, and offered merely to describe
concepts or ideas. They are not offered as solutions to produce specific results and are not to
be relied upon. The reader is cautioned to consult independent professional advisors of
his/her choice and formulate independent conclusions and opinions regarding the subject
matter discussed herein. Willis is not responsible for the accuracy or completeness of the
contents herein and expressly disclaims any responsibility or liability for the reader's
application of any of the contents herein to any analysis or other matter, nor do the contents
herein guarantee, and should not be construed to guarantee, any particular result or
outcome.
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