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Tail Risk —

A Perspective

by John O’ Sullivan

s | was reflecting upon some of
A the sessions that were held at the

most recent Valuation Actuary
Symposium, it occurred to me that thereis
atrend toward more concern about events
that are not likely to occur, but have avery
adverse impact on a company when they
occur and an emphasis on reflecting the
unique situation of individual companies.
How the industry chooses to react to these
concerns will have abig impact on the
industry over the next decade and espe-
cialy on the demands placed upon smaller
insurance companies. There are three initia-
tivesthat illustrate the trend: the revision
this year of the C-3 formulafor Risk Based
Capital, activity underway to address
liquidity concerns, and the devel opment of
aUnified Valuation System.

The framework for Risk Based Capital
(RBC) has been in place for about 10 years
with only limited change. Thisyear, the
process of evolution has accel erated with the
revision of the C 3 formula. Although very
few companies are expected to be impacted
by this change (primarily larger companies
with significant exposure on annuities and
single premium life), the C 3revisionis
important since it is recognizing that therole
of RBC ismoving from just identifying
weakly capitalized companies to more accu-
rately reflecting the levels of risk being
undertaken by an insurance company (for
example, a duration mismatch).

Under the new C 3 formula, a company
would use cash flow testing on the
covered products, but an upper and lower
bound is placed on the amount of the new
C 3intermsof theold C 3. A standardized
interest rate generator would be used by
all companies, producing a set of 12
scenarios or a set of 50 scenarios. A
company may use either set of scenarios.
For each scenario in the set, the surplus
position would be projected for each year
in the testing horizon. Each shortfall
would be present valued and the largest
present value would be the result of the

scenario. These are then ranked starting
with the worst. If the set of 12 were used,
then the C 3 requirement would be the
average of the second and third worst, but
not less than one-half of the worst
scenario. If the set of 50 were used, then
different weightings would be applied to
the results of each scenario to develop a
composite result.

With the set of 50, the 5" and 17" would
be weighted by 2%, the 6™ and 16" by 4%,
and so forth with the 11" receiving a
weighting of 16%. Another way of looking
at the weighting is that the 9"
through 13" scenario would
together account for aweighting
of 60%.

Conceptually, asset adequacy
testing supplemented the formula
based reserves whilethisnew C 3
approach is supplementing the
factor based RBC. Reserves are
meant to cover 80ish percent of the
risk, while required capital is meant to
cover the 90ish percent of therisk. As prod-
ucts and measurement techniques become
more sophisticated, thereis arealization that
formulareserves and afactor driven RBC do
not capture therisk level in many cases. In
June, Moody’s Investors Service wrote a
paper (which can be found on their Web site)
entitled “ One Step in the Right Direction:
The New C-3aRisk Based Capital
Component.”

One of the points made in the paper is
that insurers should better understand the
risks involved with their products “focusing
on understanding adverse tail risks.” Among
the products mentioned in the paper were
Universal Life products with ano-lapse
guarantee and variable annuitieswith
secondary guarantees.

A second initiative revolves around the
liquidity risk, which has been brought to the
forefront with the General American situa-
tion. Last year, shortly after the Generd
American incident, New York released its
Circular Letter 35, which asked companies
operating in New York to supply informa
tion on their liquidity situation. Since then,
there has been activity at the national level
in addition to New York’s continued interest
inthistopic.

The September Report of the Academy
Life Liquidity Group describes three types
of liquidity needs: day-to-day cash manage-
ment, operational cash flow over the next

one-half to two-year period, and stress
liquidity needs (which is the focus of their
atention). By itsvery nature, aliquidity
crisis should be arare event, but can be very
devastating when it occurs. It could be
caused by arating downgrade or even from
aspillover from another financial ingtitution.
The essence of the solution isfor each
company to analyze its own liquidity needs
aong with the sources of liquidity over
various time frames. Thisinformation
aong with aLiquidity Plan would be
updated periodically. Various regulatory
options were discussed, and some were
‘| seen as possible options, including:
reliance on corporate governance, certi-
fication of aliquidity plan, liquidity
interrogatories, and certification that
the stress risk was manageable on the
date of the certification. An RBC
approach was rejected, since a factor
approach could not handle the complex
nature of liquidity.

The third initiative involves the devel-
opment of a Unified Valuation System. As
part of thiswork, a“viability analysis’ is
being investigated. A viability analysisis
described in an Academy report as “aself-
analysis of an insurer’s ability to identify,
evaluate, and manage itsrisks in executing
adtrategic plan.” The analysis revolves
around a company’s abilities and plans with
the focus being the identification, analysis,
communication, and measurement of risk.

From these threeinitiatives, it seems
like we are moving to aframework in
which the uniqueness of each company’s
operation is being recognized but this flexi-
bility also means that each company is
responsible for customizing the answer to
its own situation. Thiswill place additional
demands on the limited resources of many
companies. Perhaps meetings such as the
Valuation Actuary Symposium could be
used to explore the new most efficient way
for smaller companies to meet these addi-
tional requirements. Any ideas?
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