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A Brave New World

Risk Measurement and Capital Management
in the Insurance Industry

VER A REMARKABLE THREE-YEAR PERIOD OF WORLD HISTORY, a num-
ber of events occurred that, in a variety of ways, have triggered long-term
changes in the business risk environment in which the insurance industry

operates.

Against a broad geopolitical backdrop of global terror-
ism, businesses and individuals have had to deal with a
protracted economic decline, a bear equities market, and
poor credit conditions, all of which put a sharp brake
on the world economy. The risk environment was only
intensified by the collapse of several highly visible corpo-
rations and financial services organizations, triggered by
extreme credit risk and lack of disclosure transparency.

These events and their aftermaths have led investors
and Fortune 1,000 boards of directors to try to measure
and understand how much risk companies—and par-
ticularly insurance and other financial services com-
panies—are facing today. For insurance organizations,
well-accepted paradigms and assumptions about how
they quantify and manage risk on their balance sheets
are now in question.

The insurance industry has entered a new age—a new
world of risk and opportunity. Without question, new
kinds and dimensions of risk are now being identified.
Old assumptions about risk, cost of risk, and return on
capital are being re-examined. Recognized risk manage-
ment tools and processes, to the extent that they were
formally codified at all, are under scrutiny, and many are
being either discarded or reworked.

Historically, insurers have done a good job in under-
standing risk at the level of individual product lines. At
this level, they have drawn on their experience and his-
torical performance data within business units. However,
organization-wide risk measurement has not been the
key driver in capital allocation and performance mea-
surement programs. That is now changing.

Expectations Are Rising

Pressure on insurance companies from analysts, rating
agencies, and investors to improve their financial per-
formance will only intensify. It critical for insurance
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companies to implement new
risk measurement processes
that will support the accurate,
understandable, and transpar-
ent public reporting of their risk. Investors will want to
understand how they're being rewarded for the risk com-
panies are taking. Equally as critical will be refined and
strengthened risk-adjusted return on capital investment
strategies at the enterprise, business unit, and product-
line levels.

Information technology is another driver of the new
world of risk measurement and capital management. The
emergence and convergence of transaction systems have
not only improved operational efficiency and customer
service but also have enabled the accumulation of enor-
mous amounts of data. The abstract concept of “enter-
prise-level information” is now a reality. However, risk
data aggregation is still not a universal practice. One road-
block to completing development of new risk frameworks
is data availability. Bridging information silos and making
robust use of enterprise-wide data warehousing systems
require a behavioral change that will take time.

Beginning the Journey

Ernst & Young Insurance and Actuarial Advisory Services
recently conducted a survey among the world’s leading
insurance companies to determine their current perspec-
tives, perceptions, and approaches to measuring risk and
managing capital.

Insurers were asked to describe their status on imple-
menting a holistic risk and capital management frame-
work, and a majority (66 percent) indicated that despite
the recognized need to quantify risk and allocate scarce
capital resources, they’re less than halfway through
implementation.

A majority of companies (75 percent) have a formal
risk measurement and management framework at the
corporate level, but only 15 percent have the capability
of aggregating risk across risk elements, product lines,
and business units.

Risk measurement frameworks are also relatively re-
cent developments—with only 15 percent of respondents
having them for more than three years and a full 60 per-
cent saying their frameworks have been in place for three
years or fewer.

While most respondents (90 percent) feel the benefits



of a sophisticated risk measurement/capi-
tal management system were worth the
cost, they acknowledge that implementa-
tion is difficult. Some of the most signifi-
cant challenges cited were automation/
streamlining (73 percent), resources (63
percent), data limitations (40 percent),
and cultural acceptance and buy-in (43
percent).

Taking Numerous Paths

Just as insurers address the issue of risk
accountability and reporting in differ-
ent ways, they also measure their risk in
different ways. Unlike in other sectors
of the financial services industry, there
are no mandated standards or accepted
norms. At a macro-industry level, this
current state of affairs makes it impos-
sible to characterize current risk issues
with much specificity or to identify best
practices.

Sixty percent of the companies sur-
veyed said their risk measurement efforts
were driven by three key issues: earnings
volatility (29 percent), operational risk
(18 percent), and solvency (13 percent).

Predictably, stock companies were
most concerned with earnings volatility,
while mutual companies were interested
in operational risk and solvency. On the
other hand, 32 percent of respondents
volunteered other issues as of most im-
portance to them—including capital risk,
credit risk, and market value volatility.

Its also clear that companies have spe-
cific risk metrics they use predominantly.
For example, to measure the overall im-
pact of risk factors on their firm, they pri-
marily do not use earnings at risk (EaR)
or value at risk (VaR) but rather turn to
the impact of risk on statutory surplus
(46 percent), GAAP income (41 percent),
economic capital/economic value (34
percent), and other internally developed
risk measures (34 percent).

We also asked, separately, respondents’
views of the usefulness of the statutory
surplus measure (risk-based capital and
minimum continuing capital and surplus
requirements). The strong majority re-
sponse (90 percent) was that it’s valuable
but needs modification to be truly useful.

However, it’s important to note that only
50 percent of property/casualty compa-
nies and 29 percent of multi-line compa-
nies selected it. Further, 25 percent of the
property/casualty companies said these
measures were of no value to them, and
an additional 13 percent indicated they
were a burdensome requirement. Of the
multi-line companies, 57 percent agreed
that the statutory surplus measures are a
burdensome requirement.

With growing understanding of the
particular risks companies measure, we
also wanted to learn how they quantify
risk sensitivity. From the responses, it’s
clear that companies use multiple tools
to quantify risk—and, perhaps not sur-
prisingly, they range from the traditional
to more complex and leading-edge. Of
course, while measurement tools are
critical, at the end of the day, business
judgment, a blend of experience, indus-

-Do you

try knowledge, and basic intelligence,
comes into play—being cited by a strong
68 percent of respondents overall and
over 70 percent of life, multi-line, and
health insurers.

The next most used are assumption
sensitivity testing (63 percent) and mul-
tiple scenario testing (56 percent).

A strong minority of companies to-
day are doing some sort of stochastic
sensitivity modeling (43 percent), and
our experience suggests that stochastic
analysis will be increasingly used because
companies are recognizing the benefits of
how risk elements can work together in
different combinations and weightings.
To date, however, companies are still
more likely to do basic stress testing (75
percent for health, 95 percent for life, 50
percent for property/casualty, and 50 per-
cent for multi-line) or business sensitivity
(75 percent for health, 72 percent for life,
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50 percent for property/casualty, and 88
percent for multi-line).

Nearly every company selected mul-
tiple risk options, so clearly insurers are
expecting to be able to measure several
different risks simultaneously. Life com-
panies are focused on those risks that
drive the profitability of their products—
namely, 90 percent expect to measure
ALM risk (includes interest rates, equity
market exposure, policyholder behav-
ior, etc.), 100 percent expect to measure
credit risks (e.g., default risk, migration
risk, sector concentration risk, counter-
party risk, etc.), and 84 percent expect to
measure market risks (shrinking spreads,
changing market prices, etc.).

In contrast, property/casualty com-
panies are predominantly focused (77
percent) on managing underwriting risks
(mortality, morbidity levels and trends,
fluctuations in frequency and severity
of claims, specific perils, etc.) and credit
risk (63 percent).

While multi-line companies are inter-
ested in many of these risks, a signifi-
cant number of multi-line respondents
pointed to additional risks that concern
them, including reputation, customer
retention, talent retention, headline risk,
and catastrophe risk.

Driven to Succeed

Companies also showed significant aware-
ness of the benefits of holistic risk mea-
surement and capital management frame-

works such as increasing the awareness
of risk across the organization, adding
discipline to the product development/
pricing process, communication with rat-
ing agencies, operational improvements,
strategic asset allocation, and improved
hedging techniques.

Already showing a mixture of suc-
cess in assimilating risk management
into their corporate cultures, half of
the companies surveyed suggested
that they have some integration of
risk for the total company. More im-
portant, 78 percent of the companies
have been able to incorporate risk
management for pricing, product de-
sign, and reserving. This suggests that
at the corporate level companies are
making considerable improvements
in recognizing and managing pricing
and reserving risk.

As insurance companies are increas-
ingly scrutinized, the ability to aggregate
risk across the entire organization will be
crucial, many companies are looking to
streamline the process through frame-
works as well as empowering specific in-
dividuals to take accountability for com-
pany-wide risks.

The recent rise of the chief risk officer
(CRO) is one example of how insurance
companies are starting to elevate and
consolidate accountability for risk mea-
surement and management. A quarter of
insurers said they have a full-time CRO,
and of that group, nearly 80 percent have

been in the position for less than three
years.

In addition to the CRO, insurance com-
panies are establishing formal risk mea-
surement committees focusing on:

B Cross-functional corporate risk (46
percent)

W Board-level risk (22 percent)

B Line of business (34 percent)

B Geographic business unit level (12
percent)

In today’s complex environment, in-
tegrating risk into operating strategies
and bridging risk silos are no longer op-
tions but an imperative for competitive
advantage and survival. It requires more
sophisticated measurement frameworks
and tools, as well as new approaches to
transparent risk disclosure.

This will take time. Insurance com-
panies, unlike other areas of the finan-
cial services industry, have no standard
methodology or metrics. Companies are
using different tools in different ways
to measure and manage risk and apply
those results to capital management.

Combining holistic risk measurement
and capital management is a new way
of thinking for the insurance industry.
While major changes can't and won't
happen overnight, insurance executives
must steer their organizations toward
greater transparency. Those who do will
be recognized and rewarded, while those
who fail to evolve will not be here when
the new day dawns. °
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