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emerging from a period of massive change

Regulatory \Risk Capital Risk Value
Compliance Measurement / Conservation /Management /Measurement

® Risk strategy ~ ® Profit m Capital

sources allocation
—  ®iFfRS = Realistit — & Hedging ™ Riskappetite
balance m Value m Target setting
®m Bonusrates  m Risk Y g
sheets metrics
governance aximising in-

m Economic force value
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m Solvency I franchise value
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minimisation ___Performance Management
Framework

Companies-are beginning

consider when developing a risk
————=® Assessingresults—Howsheuldwe ————————————————~
» B t our appetite?

isiness? #—ALM=How do we-understand-if ALM

m  Measuring risk — What benefit will we
get from developing internal capital O What do we need to do to

vale of new busines: Risk management — What do we
need to do to ‘embed’ our framework?

m  Targeting — Should we introduce an
IRR targe Plannini Can you explain to us

to infroduce a value-based plannin
m  Capital availability — How can we P 9
process?

factor capital constraints into our
— metrits?——— = Hedging-Howshouldweusea
value framework to evaluate the
impact of hedging decisions on risk
and value?

m  Consistency — What approach should
we adopt to compare our life and non-
life businesses?
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nd risk, capitaland value

nconsistenc

RORAC
I RAROC
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overload

Local

Capital
Regulation allocation

mework that links risk, capital and value

It is theoretically robust Business benefits

\— of the required framewor
It drives consistent value = q
focused decisions 0

. . m  The ability to proactively and
Itis bro?dly applicable across all I ‘ consciously manage the
CIEED €l G relationship between risk,
capital and value

Itis practical to implemel

The ability to drive desired
behaviour at all levels of the
business

Risk Management — Embedding in the business

Risk Measurement — Linking risk, capital and value
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To maximise value, companies

®  What business are we in?

Risk

®  Where do we have a competitive advantage?
Strategy

®  Which risks are we looking to take?

What risk of ruin should we work to?

Risk ’;:’:f'“‘e How much exposure do we want to individual

Appetite | Tolerance risk types?

Where do we want our risk exposures to be?

‘What return should we expect on our risks?
Risk /
Reward
Balance

How do we identify the optimal portfolio of
risks to hold?

. and must decide which risks to tak

Enterprise Risks

— i
[ | companydoes

wants to take not want to take

m Core business risks N "
Risks transfer No efficient
through efficient market exists
m Retenfions markets for risk transfer

m “Portfolio” risks

A ERM frameworkshouldbe

Governance:
Bo: Risk / Reward untabilty /
Appetite Responsibility

Management input

Policies:

BUSINess input an Policies ant

Procedures

—
Business outputs / decisions
with referral Management Business
to and/or review from Information Decision:
Board / Senior Management

Monday, 03 July 2006



Presentation Title

companies have found that

Step 1: \ Step 2: | Step 3: Step 4:

Set out your Understand and Agree your risk Align business
overarching risk your company’s tolerance and processes with
management risk exposures determine your your risk appetite —
framework required return ALM, pricing, etc

rganisational Responsibil

= Board u Executive ® CFO/CRO u Risk /
. Executive management u Risk g"‘)’;slmee”e‘
management = CFO/CRO/ Committee

® Operational
® Investment management
Committee

. methodologies and anal

= Risk strategy = EC/ICA u Target return
senlbarey u MCEV  EC/ICA Link to da

= Risk appetite = Franchice allocation risk manageme
statement o . tools, processes

u High-level
policies

and reporting

to develop capabilities in parallel ...

Policy Governance

Risk strategy, accountabiliy,
tisk appetite committees

Risk
<
Tools / Monitoring
models and
EC/ICA, A
MCEV,
franchise ay-to-day activity
value, cing, ALM, hedging, re
sensitivities,
metrics

Ultimately, companies need

______accurate, consistent, granular and regular MI

Risk Category
Interest rates

Share prices

Monitoring
Report

Solvency

Market Risk Dashboard
coverage

Sensiviies:

Key Interest rate shift parallel -100pbp
Sensitivities
Report

€ vs all other currencies -10%
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Risk Management — Embedding in the business

Risk Measurement — Linking risk, capital and value

capital and give less thought to value

Decision 1: Decision 2: Decision 3: Decision 4: Decision 5: Decision 6:
Period for Definition Measure Risks Quantification [ ] Aggregation
assessment of capital of risk to include methodology

Rl Stochastic

One year Credit modeling

I Additive

Stress

Run-off Insurance Testing

Variance/
Covariance

Operational e

based

Stochastic
Liquidity

There is not necessarily a ‘right’ framework - approach taken should
reflect the nature of the company’s risks and management’s objectives

Leading-edge = e —

companies maximise ~ Vvalue )7

value by relating \_ Creation
eSlor=or ke

hefsle————————————— 4
they take to the
decisions on the capital et

they use to finance their © Value
I Management

Portfolio of ™
... they also explicitly Enterprise
consider how best to )
balance the interests of
shareholders and

N What type
policyholders by of capital do

capital requirements and
value creation [Ea—
Capital )
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Using a market-consistent approach

Risk exposure The market price of

of the risk distribution

Capital utilisation has a frictional cost and hence reduces value creation

Value is created when performance exceeds the price of risk and the
frictional cost of capital employed

and value management information

Required
Regulatory Capital
Value Management /
Reporting || Risk Management / Reporting

_. Required
I Expected ret . "
EPEBEE I Economic Capital
MCEV Sensitivities

The framework allows insurers to use the same tools to
measure and manage risk, capital and value

. SO you can understand where

alysis of Movement in MCEV

Unexplained

New
S

Investment results
Insurance results
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which allows risk-based

Economic balance sheet

Strategic Asset Allocation
st

Investment results

Insurance results

Stock picking

® Actual mis-match ® Experience
variances

variances relative variances
Cost savings to expectations

m Changes in
Identification of niche assumptions
opportunities

accurate, consistent, granular and regular Ml

———————— ALM Risk Pricing Product Planning/
— Processes
transfer design  Targeting

1o take actions that w alue
without further group intervention.

Tools Valuation  Capital
model model

the structure of the framework.

A clear and consistent methodology links

Methodology MCFM risk, capital and value. This ensures that

The framework is relevant for and has implications at
every level of an insurance company

©2006 Towers errin

butyou stilFhave to decide

Return

Matched Mismatched

Different strategies will create different risk / return profiles — but
they may not add additional value
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