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Agenda

O i f E t i Ri k M t (ERM)• Overview of Enterprise Risk Management (ERM) process

• What we are seeing from the assessmentsWhat we are seeing from the assessments

• Evolution and Next Steps:

– Non-life Risk controls

– Economic Capital Model Review
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ERM within the S&P Rating Profile
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ERM Evaluation Components

Strategic Risk Managementg g

Risk  
Control 
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ERM assessment framework

Risk management cultureRisk management culture

• How ingrained is Risk Management throughout the organization?

Risk control processRisk control process

• Can risks & potential losses be kept within Risk Tolerance?

Emerging risk managementg g g

• How are they trying to anticipate the next big risk?

Risk & Economic capital models

• Do they provide good enough information on Insurer Risks to Support 
other ERM Processes?

Strategic risks management

• Is risk management used to optimise risk-adjusted returns?
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ERM Evaluation Process

P t f t ti f t (1 2 h )• Part of management meeting, for most groups (1–2 hours), or

• Separate ERM meeting (half or full day), for more complex 
groupsgroups

• Collect actual, internal documentation and “case studies”Collect actual, internal documentation and case studies

• Preparation of ERM summary chart 

• Review by ERM team prior to presentation to a rating committee,Review by ERM team prior to presentation to a rating committee, 
as part of rating review for that group

• Verbal feedback to Company, as part of committee outcome

• ERM section in published ratings report
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ERM Quality Classifications

Á Advanced capabilities to identify measure manage all risk exposures within

Excellent

Á Advanced capabilities to identify, measure, manage all risk exposures within 
tolerances

Á Advanced implementation, development and execution of ERM parameters

Á Consistently optimizes risk adjusted returns throughout the organizationConsistently optimizes risk adjusted returns throughout the organization

Strong

Á Clear vision of risk tolerance and overall risk profile

Á Risk Control exceeds adequate for most major risks

Á Has robust processes to identify and prepare for emerging risksStrong Á Has robust processes to identify and prepare for emerging risks

Á Incorporates risk management and decision making to optimize risk adjusted 
returns

Á Has fully functioning control systems in place for all of their major risks

Adequate

Á Has fully functioning control systems in place for all of their major risks

Á May lack a robust process for identifying and preparing for emerging risks

Á Performing good classical “silo” based risk management

Not f ll de eloped process to optimi e risk adj sted ret rnsÁ Not fully developed process to optimize risk adjusted returns

Weak
Á Incomplete control process for one or more major risks

Á Inconsistent or limited capabilities to identify, measure or manage major risk 
exposures
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Clarified Definition of Strong ERM

M t h ALL fMust have ALL of:

Strong or Excellent

Risk Control

for ALL key risks

Adequate or better

Emerging Risks ManagementEmerging Risks Management

Strong or Excellent

Strategic Risk Management
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Wh i f hWhat we are seeing from the assessments
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ERM Assessments: Europe-Based Insurers - August 2007
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Risk Control Applies To…

Risk Control

Credit Risk Market Risk Insurance Risk Operational Risk
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ERM Assessments: Europe-Based Insurers - Trend
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North American & Bermuda-Based Insurers - Trend
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E l i d N SEvolution and Next Steps
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Two Major Updates
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Personal Lines Commercial Lines

• Four broad risk factors • Five broad risk factors• Four broad risk factors
– Systematic risks (automated pricing, 

automated underwriting, process)

– Risk interaction (correlations

• Five broad risk factors
– Length of liabilities

– Frequency and severity
– Risk interaction (correlations, 

aggregations)

– Distribution demographics (direct vs. 
indirect)

– Customer demographics (account size, 
industry, etc.)

– Risk interaction (correlations, 
aggregations, etc.)

– Claims management (frequency driven)

• Products are still largely

aggregations, etc.)

– Claims management (severity driven)

H d h• Products are still largely 
homogeneous in nature

– Little variation among products (with the 
exception to the high-end market)

• Homogenous and heterogeneous 
products

– Some products and services are very 
customized while ‘commodity type’p g )

– Some trending towards differentiated 
products with exposures normally linked 
to commercial lines

customized, while commodity type  
products are often written for less 
sophisticated buyers
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Reinsurance Catastrophe

• Four broad risk factors (from the • Two broad risk factors• Four broad risk factors (from the 
perspective of the provider)

– Length of liabilities

– Treaty versus facultative

• Two broad risk factors
– Risk correlations (with other Cats or 

with other non-Cat)

– Modeling and data risks (3rd party 
d d i i t l biliti d t– Excess of loss versus quota share

– Catastrophe versus non-catastrophe

– Reinsurance function (surplus relief, Cat 
protection)

dependencies, internal capabilities, data 
integrity)

protection)

– Retrosessions (similar intent, but more 
model/data risk)

• Products largely heterogeneous in
• Programs largely heterogeneous in 

nature
– Reinsurance is often highly customized 

to the needs and exposures of the buyer

• Products largely heterogeneous in 
nature

– Creative products to transfer Cat risk to 
the (re)insurer

to the needs and exposures of the buyer

– Sophisticated pricing and structures are 
common

– Such creativity should exist in the 
management of Cat risk assumed by 
the seller
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Cycle Management New Venture

• All Non life insurers and reinsurers • Applicable to new products• All Non-life insurers and reinsurers 
face some degree of Cycle 
Management risk

• Applicable to new products, 
geographical expansion, JV’s, M&A

• Focus on the process as much as the 

• Four broad focal areas

– Measuring and monitoring the cycle

outcome

• Risk identification and risk 
monitoring

– Cycle management execution

– Standards and guidelines

monitoring

• Risk profile impact

– Compensation and Incentives • Governance and administration

• Implementation

• Impacts both insurance risk controls 
and strategic risk management
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Overview of S&P’s Economic Capital Model Review 

S&P’ E i C it l M d l R i ill h d b ildS&P’s Economic Capital Model Review will enhance and build 
upon S&P’s analysis of insurers’ Enterprise Risk Management 
capabilities.  

ECM Review is the next step in the evolution of our credit analysis

– Deepen our assessment of risk management

– Advance our analysis of insurer’s capital needs

– Develop a more accurate and forward-looking view of credit
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ERM Evaluation Components – where is ECM used?

Strategic Risk Managementg g
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Joining up ERM and ECM reviews
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Qualification Criteria For ECM Review

U T tUse Test:

ü Insurers must have a strong or excellent ERM process used in a 
consistent and diligent manner to hold the risk exposures toconsistent and diligent manner to hold the risk exposures to 
within a predetermined tolerance 

üThe model and the modeling process must have sufficient rigor 
to develop reliable estimates of the risks of the insurer 

üThe ECM result is relied on by the insurer, together with other 
measures to significantly influence the major decisions of themeasures, to significantly influence the major decisions of the 
enterprise; ECM is used as part of strategic risk management
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Process For Each Review

Each company will be reviewed using a 6-step process
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Areas to be reviewed 

• The model set-up and controls A ti tti• The model set-up and controls

• Model validation processes

• Model Documentation

• Assumption setting process

• Resulting assumptions

• Risk Quantum
• Valuation of Assets & Liabilities

• Modelling approaches for each 
risk type

Risk Quantum

• Company specific exposures & 
offsets

risk type

• Diversification approach

• Fungibility of excess capital

• Drivers of differences from S&P 
capital model

• External reviews carried out by
• Risk mitigation activities

• Stress and scenario tests 
completed

• External reviews carried out by, 
e.g., consultants and regulators

completed

• Absolute model results for 
specific risks in specific markets
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Description of ECM Review Process

Economic Capital Model (ECM) Review Steps:Economic Capital Model (ECM) Review Steps:

• Desktop review
– quantitative and qualitative approach q q pp

– detailed review of existing documentation 

– interviews with management 

limited review of the model inputs methodologies and validations– limited review of the model inputs, methodologies and validations

– not an audit of a company’s model 

• Enhanced quantitative analysis
– May include quantitative analysis of sub-components of the model 

– where deemed necessary by S&P

Capital adequacy determined• Capital adequacy determined
– using both the S&P Capital model and insurer ECM results

– modified by analyst adjustments
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Validation Tests

1 Coverage Validations 6 Single scenario model roll1. Coverage Validations

2. Input Validations

6. Single scenario model roll-
forward validation

2. Input Validations

3. Assumption Validation

7. Single calculation validation –
Investment & insurance

4. Random Scenario Validation
8. Intermediate values validation

5. Static Validation – Reproduce 
Prior Year

9. Component reasonability

Prior Year
10.Aggregate Reasonability
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Peer Benchmarking

S&P ill l t d t il f th i i t d t bS&P will accumulate details from the reviews into a database

– Assumptions

– MethodsMethods

– Results 

Á By Market

Á By Coverage

Á As percent of appropriate measure of exposure

Á As percentage of S&P RBCÁ As percentage of S&P RBC

This will be used to help identify areas of common practice & 
results – as well as outliers

Individual Insurer information would NOT be divulged outside of the 
normal S&P processes
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What To Expect Next

Date Activities

May – December 2008 – Perform first 5 ECM reviews through to mid-November 

– Opinion on all 5 companies will be finalized at 1 Rating Committee 
ti t b h ld t d th d f N b Thi timeeting to be held towards the end of November. This meeting 

will include Insurance Analysts and ECM Analysts

– After this meeting, a detailed ECM review report will be delivered 
to the reviewed insurer

– Summary of the ECM review report will be incorporated into the 
reviewed insurer’s Full Analysis article

Fall 2008 Develop plan for involvement of Advanced Analytics

Spring 2009 Publish further Criteria based on first 5 reviews

January – December 2009 Begin new reviews and repeat 2008 reviews
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RatingsDirect - Publications of Interest

Article Name Date of PublicationArticle Name Date of Publication

Insurance Criteria:  Evaluating The Enterprise Risk Management 
Practices of Insurance Companies

October 17, 2005

Insurance Criteria: Summary Of Recent Enhancements To Insurer 
Enterprise Risk Management Criteria

June 2, 2006

Enterprise Risk Management: North American Insurers And 
Reinsurers In Line With Global Trends

November 19, 2007

Enterprise Risk Management: ERM Development In The Insurance 
Sector Could Gain Strength In 2008

March 24, 2008

European Insurers Continue To Develop Their Enterprise RiskEuropean Insurers Continue To Develop Their Enterprise Risk 
Management Capabilities

April 28, 2008

Criteria: Application Guide: Assessing Insurers' Economic Capital 
Models

May 15, 2008
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Q i ?Questions?
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