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ost companies have begun to con-
sider implementing enterprise risk
management (ERM) in some form.

ERM is a process that includes several steps,

including:

1) Establishing an ERM framework and risk
governance

2) Riskidentification

S
e

Risk assessment
Risk response

%)

Incorporation into performance
measurement/management
6) External risk reporting

Some companies are more advanced along this
process than others, though few have mastered
all of the steps above. However, many insurance
companies have become overly focused on one
of these steps in particular, risk assessment.
Many insurers hear ERM and immediately
think Economic Capital (EC)— the process of
building a model to quantify the amount of re-
quired capital based on an internal assessment
of company-specific risks and correlations.
This is partly because EC has the compelling
potential to reduce required capital by recog-
nizing risk diversification benefits, as well as
many other applications. Also, the actuaries in-
volved in ERM are attracted by the challenge of
such a complex modeling exercise.

Such companies also tend to begin the EC effort
very early in the ERM process, effectively
jumping ahead to the risk assessment step (step
3). ECtakes alongtime, so there is atendency to
get started in a hurry. Insurance companies typ-
ically have a highly complex set of risks and
some very long-term contracts. Quantifying
these risks often involves advanced tools and
techniques, which can push the envelope of
modern data/projection systems.

EC can be a valuable component of the ERM
process for insurance companies. However, an
over-emphasis on EC, to the point of neglect of
other steps in the ERM process, can reduce the
effectiveness of an ERM program. This is analo-
gous to building a critical machine part without
first considering how it will mesh with its neigh-
boring parts and gears. At best, this will cause

friction; at worst, the process will grind to a halt.
These ERM programs typically suffer from an
incomplete integration of EC into decision-
making processes and a lack of buy-in from in-
ternal and external stakeholders. As a result,
these ERM programs are experiencing difficul-
ties, regardless of how sophisticated, complete
and accurate their EC models may be.

To successfully implement an ERM program
supported by EC, insurance companies must
build the EC model only after carefully consid-
ering its interaction with each step in the ERM
process.

ERM Framework

This step involves defining the ERM process
steps and how they will interact, developing an
implementation plan, and defining the metrics
and procedural structures for key strategic
ERM decisions—those made by the ERM
committee.

Building the EC model without an ERM frame-
work in place requires assumptions as to the ex-
tent and timing of each ERM process step. This
can easily result in the EC model being unable
to support other ERM steps in a timely fashion.
One mid-size insurer was in the midst of build-
ing a robust EC model when the ERM frame-
work was revealed requiring that EC support
product pricing within a very short time period.
The ECmodel being developed was too robust to
complete within the required time frame.
However, had the overall framework and plan
been known in advance, the EC model could
have been built in advancing stages of robust-
nesstoprovide atleastadequate pricing support
in the near term.

Another implication of putting EC modeling
ahead of this step is that EC may be unable to
support a key strategic ERM decision—manag-
ing enterprise risk exposure to within risk ap-
petite. The capital-only basis of the EC measure
may be inconsistent with the ERM framework
definition of risk appetite. For example, risk ap-
petite may be expressed as a measure of share-
holder value volatility (based on a discounted
projection of distributable earnings) rather than




ameasure of capital alone as provided by the EC
model. This would cause delays while the EC
approach is adjusted to support this, though the
length of the time needed will vary depending
on the specific EC methodology employed.

Risk Governance

In this step, management establishes the orga-
nizational and functional risk governance
structure, including identifying the executive
risk owners and defining their roles. Not in-
volving the executive risk owners early on in
the EC process can foster opposition to EC.
Without input from executive risk owners, the
model results will be suspect. However, this
can be quickly remedied once they are en-
gaged, simply by revising model assumptions
and other inputs. Of more concern though is
the lack of political buy-in from internal stake-
holders. Most executive risk owners are from
the business segments. Excluding these stake-
holders from early involvement may give the
impression that EC is an effort that will be con-
trolled and imposed by corporate, with few
useful applications for management. This will
cause resistance in every arena of ERM in
which EC is intended to operate. The longer
this notion is allowed to take hold, the more
challenging it is to overcome. Because EC is
primarily intended as a tool employed by the
risk takers in the business segments, the earli-
er these stakeholders are involved and receive
this message, the better.

Risk Identification

If the EC model precedes the risk identification
step, the EC model may be incomplete, having
ignored certain risks. For example, key risks (to
include in EC quantification) may have been
defined in this step using qualitative criteria,
whereas the risks included in the EC model may
have been based on quantitative thresholds.
This canresult in delays while the missing risks
are introduced into the EC approach and EC re-
sults are revised based on new risk correlation
factors. If this is not corrected, the EC model
will be unable to support decisions involving
the risks excluded and the EC amount for the re-
maining risks will be based on an incomplete
correlation covariance matrix.

Risk Response

This step includes the full range of decisions
that will be supported by risk information in the
ERM process. Prior to building the EC model, it
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is important to understand the scope of deci-
sions that the model must support. Without this,
the integration of EC into key decision-making
processes may be incomplete. There are a num-
ber of issues that must be addressed in advance,
including the following:

At what level of the organization will EC be ex-
pected to support decisions—enterprise, busi-
ness segment, product line, etc.? This impacts
EC model structure and required data and as-
sumptions. For example, assume that the EC
model was constructed to support only business
segment-level decisions—
the level for which this com-
pany has existing financial
data and supporting alloca-
tions (e.g., investment in-
come, expenses, etc).
However, once the risk re-
sponse step is defined, there
is arequirement that EC sup-
port product-level decisions.
This will cause significant
delays to produce the re-
quired data inputs and model
enhancements and to satisfy
other requirements, such as

training an additional layer of
management in the use of EC.

What types of decisions will be supported—
strategic (e.g., strategic planning, capital man-
agement, etc.), tactical (e.g., retention efforts,
hedging programs, etc.), pricing, etc.? This im-
pacts the processes with which the EC effort
must be coordinated. This involves coordina-
tion of people and processes, integration of sys-
tems and building applications that support the
specific decisions. One large multi-line insurer
developed its EC model inisolation, without the
coordination needed to integrate the model into
decision-making processes through the compa-
ny. As a result, after a lengthy and costly EC
model development exercise, the model was
only used by the corporate area and remained
disconnected from decision-making processes
in the business segments.

What risks must be reflected in the decisions
supported—ijust financial risks or also opera-
tional risks? This may impact the EC modeling
approach. At many companies, the EC ap-
proach uses a shortcut method (e.g., a fixed per-
centage of capital) for assessing operational
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Companies believing
that EC can operate

in a vacuum will likely
find their ERM program
soon running out of air.
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risks. Some of these companies later realize, in
the risk response step, that there is a need for a
more robust approach to operational risk con-
sistent with that used for financial risk. This re-
sults in delays while the EC model is enhanced
to address operational risks in the same way it
addresses financial risks. At companies where
this issue is not addressed, the EC model is un-
able to support decisions involving operational
risks, e.g., evaluating alternate risk mitigation
techniques.

Performance
Measurement/Management

EC measures should not be integrated into per-
formance measures and certainly not into incen-
tive compensation until the EC model is fully
developed and stabilized. However, to secure
internal stakeholder buy-in and support for the
EC effort, itis important to clearly communicate
early in the process that EC measures will ulti-
mately be incorporated into performance meas-
urement/management. This demonstrates
senior management commitment and will align
internal stakeholder interests with the EC effort.
In addition, credibility with external stakehold-
ers such as rating agencies will, in part, depend
on whether this is being done. A lack of internal
stakeholder buy-in to the EC effort is an indica-
tion that the company will not have a strong
ERM program.

Although EC measures will not be incorporated
into incentive compensation for some time, the
EC approach should consider its implications.
One important consideration is that EC is high-
ly sensitive to assumptions. To maintain a cred-
ible EC measure, a disciplined process should
be established for the setting and changing of as-
sumptions. This may include a combination of
providing incentives (disincentives) for accura-
cy (inaccuracy) and establishing corporate
guidance and review protocols for any material
changes.

External Risk Reporting

Similar to the performance measurement/man-
agement step, EC measures should not be used
in external reporting until the EC model is cred-
ible. However, internally communicating the in-

tent to eventually incorporate EC into external
reporting conveys management commitment to
the EC approach and can be an additional tactic
for securing internal stakeholder support.

In successful EC programs, EC measures are
likely, at some point, to be included in external
reporting—whether implicitly as a part of busi-
ness segment earnings (i.e., interest on allocat-
ed EC) or in a segment-level Return-on-EC
(ROEC) measure or in some other manner. As a
result, itis useful to think through how and when
the EC measures should be so employed, and the
likely implications of doing so, during the EC
development process. This can assist in discus-
sions with stakeholders and in various choices
made in the EC development process. If this is
not done, there is a chance that risk disclosures
will not be in synch with EC, which may be inter-
preted by external stakeholders as a signal that
the ERM program is not being implemented as
well as it could be.

As insurance companies begin implementing
EERM, there are many steps in the process that
must be considered. The risk assessment step,
often represented by EC, is a critical step in
this process, and when done correctly can be
the catalyst for a powerful ERM program.
However, companies believing that EC can op-
erate in a vacuum will likely find their ERM
program soon running out of air. In contrast,
companies realizing and proactively address-
ing the inter-dependencies between the risk
assessment step and other ERM process steps
will more quickly reap the benefits of a suc-
cessful ERM program. +




