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What is Operational Risk?

‘Operational risk is the risk of loss, resulting from 
inadequate or failed internal processes, people 
and systems or from external events’ - FSA

“External events” doesn’t mean insurance losses
Needs to be more detailed for effective identification, assessment 
and modelling
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Drivers for Op Risk measurement

Regulatory pressures 
FSA

Solvency I & II
Basle II

Strategic benefits
Best practice
Better risk management
Better info about 
organisation
Smooth earnings

Op Risk
Measurement



Evolution of Operational Risk Practices

Traditional Awareness Monitor Quantify Integration



Sources of information

Expert Opinion

Internal loss 
database

Verify?

Completeness?

Rogue Trader

External loss 
database

Relevance?
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Case Study

Fictional
Pragmatic
Not cutting edge
Unrealistic
The only option



MELG plc

Started as small life office in Midlands (c1900)
Taken over by US multinational
3 strategic businesses

Commercial,
Personal intermediary
Personal direct

Several Issues…



MELG plc – Loss eg 1

Outsourcing of claims handling
Personal direct claims handling outsourced to 
Personal intermediary business
Projected cost - £10m
Actual cost - £50m
Due to – attention distracted from underwriting 
and inadequate monitoring of claims handling



MELG plc – Loss eg 2

External Supplier fraud
Fraud of third-party service provider went 
unreported
Despite junior manager aware of irregularities
Actual cost - £5m
Due to – lack of confidence in whistle blowing 
procedures



MELG plc – Loss eg 3

Claims leakage
Investigation into fraudulent and 
‘misrepresented’ claims leakage
Led to assessment of significant overpayments
Actual cost - £27m over 7 years



MELG plc – Loss eg 4

Reinsurance failure to respond
Grp mgmnt overrode local mgmnt on 
reinsurance policy
Major loss recovered less than expected
Expected recovery - £50m
Actual recovery - £10m
Due to – failure of implementation and review 
process and lack of communication



MELG plc – Strategy loss

Mgmnt want to Increase commercial business
But personal lines are more profitable
Strategy leads to poorer results
Whose fault?
Is it Operational Risk?



Soft Issues

People; people; people
Understanding
Communications
Ownership
Culture – open, honest, blame free??
Reward environment



Risk Maps – Outsourcing of claims handling

Underlying causes –
internal

Poor governance 
procedures
Clash of cultures

Underlying or trigger causes – external
Adverse claims experience

Failed processes
Failure to set/enforce 

service standards
Poor expense control
Inadequate underwriting 

control
Sub-standard claims 

management

Risk decisions
Inappropriate decisions on
claims
underwriting
expenses
customer service

Financial outcomes
Loss of revenue
Extra expenses
Higher loss ratio
Loss of goodwill



Causal modelling

Cause Consequence

EVENT



Bayesian Causal Modelling

Weather forecast

Sun/Cloud/Rain

Weather

Dry/Rain

?

Take Umbrella

Leave at home

?

Satisfaction



Bayesian Umbrella Decision: 
untrained causal model



Bayesian Umbrella Decision: if 
forecast is Sunny



Bayesian Umbrella Decision: if 
forecast is Cloudy



Bayesian Umbrella Decision: if 
forecast is Rainy



Bayesian Causal Modelling

Pricing model

High/Med/Low

True price

High/Low

?

To write or

Not to write

?

Profit



Bayesian Causal Modelling

A risk map showing cause-effect relationships, a belief network, an 
influence diagram

Belief network can be developed via discussion between members 
of key business units

Incorporate feedback control loops – Control Cycle

Can help

Apply beliefs about a system to a model and test fit

Describe relationships between trigger causes and controls



Bayesian Causal Modelling for 
Enterprise wide risk management

Underlying causes - internal
(management, governance and 

ownership)

Underlying or trigger causes – external (wider 
changes as well as event or insurance market 

specific changes

Inadequate or 
failed internal 

processes, people 
or systems

Inapprop-
riate
risk

decisions

Financial
outcomes

(market/
reputation
al/credit)

Policyhold
er 

harm
(losses,

insolvency)

Incorrect evaluation of 
financial outcomes

Risk appetite decision



Bayesian Causal Modelling



Risk Appetite  

Funnel plot 
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Discussion

Questions & observations?
Areas of further investigation?
What are you doing now?
What should the industry be doing?  
How will Op Risk modelling develop?

Measurement accepted?
Focus on soft issues and monitoring & controls?
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