2nd Seminar on

Enterprise Risk Management
Risk management in the new normal

Kshitij Sharma & Kunj Maheshwari, Towers Watson
11 December 2013

TOWERS WATSON (A_/

© 2013 Towers Watson. All rights reserved.


Presenter
Presentation Notes
Sincerely apologize on Mark’s behalf for not being able to travel to Delhi due to sudden unavoidable circumstances


Agenda

n The ‘New Normal’

n How is the world now different?

n How is risk management evolving?

n Value creation through ERM
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Presenter
Presentation Notes
I will briefly discuss origin of the term new normal and views on whether it is a myth or reality.  I will then try and cover some of the key areas where the world is different or is expected to be in future for life insurers from an Indian perspective.  I will then handover to Kunj who will be talking about how risk management is evolving and value creation through ERM, based on the results from our global ERM survey conducted in 2012.  We will be specifically focusing on the Indian perspective as the survey did have significant participation from India.
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The ‘New Normal’

A term coined by PIMCO in
2009:

“the world is travelling on a
bumpy road to a new
destination”

“to move the discussion
beyond the notion that the
crisis was a mere flesh wound
... iInstead the crisis cut to the
bone”

“when the US and global
economy reset after the crisis
[the global economy] will look
different”

“the financial system will be
de-leveraged, de-globalised
and re-regulated”

o

F
=

) Lt

Proprietary and Confidential. For Towers Watson and Towers Watson client use only.



Presenter
Presentation Notes
Pacific Investment Management Company – global investment firm, one of the largest active global fixed investment managers in the world


Is there ever really a ‘New Normal’?

o “[people] interpret the terrible economic conditions resulting from the
financial crisis as the ‘new normal...”

o “This obsession with a ‘new normal’ lends some momentum for the
current catastrophe or craze, but nonetheless subsides as things
eventually return to their long-run trend”

Source: The New York Times, Jan 2011, citing Professor David Liabson (Harvard, economics)

o And the term “New Normal” is not as new as might be thought ...

Use of the Phrase “New Normal” over time
A\ Source: Google book word-search
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A question to the conference:
What most characterises the “new normal” for the insurance sector?

Changes in the:

Economic environment
Physical environment
Technological environment
Regulatory environment
Other changes

There is no “new normal”

o 0k wwbhPE
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How iIs the world now different?

» Economic environment

» Physical environment

» Technological environment
» Regulatory environment
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Economic environment

Economic Growth

12

India real GDP %

10

T

2006 2007 2008 2009 2010 2011 2012 2013

7000

Share Price Performance
CNX Nifty Index

3000 -

- WMMMW

2000

2006

towerswatson.com

2007

2008

2009

2010

2011

2012

10

10 year govt. bond yields

2007 2008 2009 2010 2011 2012 2013

INR:USD Exchange Rate

~_ /‘W'

2006 2007 2008 2009 2010 2011 2012 2013 2

Proprietary and Confidential. For Towers Watson and Towers Watson client use only.


Presenter
Presentation Notes
Mention uncertainty in India about future interest rates, with rates currently around 9% but expected to fall in future
UK interest rates at around 10% on average between mid 1970s – mid 1980s, currently close to 0%.  Japan stuck on 0% interest rates since mid 1990s
If risk returns become lower then should insurers go for the more risky assets to generate higher returns?  This will bring a whole host of additional risk management issues and responsibilities 


Physical environment

» Climate change — more extreme
and less predictable weather

» Geological uncertainties — how
good is our understanding of
earthquakes

o Supply chains becoming more
diverse and extended
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Technological environment

Technology and its impact continues
to advance:

» Relentless increase in computing
power and efficient access to it
(eg cloud) — much more is possible

o The Internet — a key communication
tool, for social interaction, buying,
data access and data capture

» Data availability and the power of
data analytics

o Mobile technology — computers in
many pockets

» Faster internet speeds, bigger screens
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Marketing and sales method - Amazing how technology friendly kids are these days (learn to use i-pad before they can talk), which is going to be a big change in future given they are the next generation 


Regulatory environment

o Product guidelines L-____-,
» Product mix

— Group versus Individual

— Linked versus Non-linked

Sales practices

System requirements
» Reinsurance

o Increase in FDI limit

o Direct Tax Code (“DTC")

o Risk-based Capital (“RBC")
o Distribution regulations
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Increase in FDI limit – will impact companies’ decision on listing, which in turn will impact the goals of the company atleast in the near term
Direct tax code – Besides change in value of insurance companies, can shake-up the market and popularity of products based on taxation of policyholders
RBC – Exposure draft in early 2013 suggesting regulator is thinking about RBC.  Depending on the form in which it is implemented, might change the fundamentals.  E.g. capital efficiencies of participating products might come under pressure
Distribution regulations – Identified as a problem area and hence under constant scrutiny.  There can be a big changes, e.g. dismantling of agency with only IFAs allowed to operate
Others – Demography, ageing population is a major concern


How Is risk management evolving?

The role of models

The role of expert
judgement

The importance of people
- and training
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Our 2008 global ERM survey was titled
“Embedding ERM — A Tough Nut to Crack”

Embedding ERM is proving to be a significant challenge
Size matters

European insurers are better positioned

ERM is influencing decisions

Economic capital standards are emerging

Operational risk remains a weak spot
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Embedding ERM is proving to be a significant challenge. Although companies have made progress in integrating ERM into their business, challenges remain. 55% of insurers believe that significant work is required in utilizing EC in decision making and 60% in utilizing EC in performance management
Size matters. Larger insurers are significantly more advanced in most aspects of ERM implementation and are increasingly looking to realize their competitive advantage. 40% of large companies are already using EC in product design and pricing decisions, with another 42% planning to do so within two years
European insurers are better positioned. North American insurers are trailing their European counterparts in key aspects, such as EC implementation and its use in decision making. Under Solvency II, these capabilities are expected to lead to lower capital requirements and therefore competitive advantage
ERM is influencing decisions. In spite of the challenges of embedding ERM, significant numbers of respondents indicate that their ERM program has resulted in key business changes, including such aspects as risk strategy or appetite (36%), asset strategies (35%) and product pricing (31%)
Economic capital standards are emerging. EC methodology is moving toward a one-year VaR approach, with the majority (56%) using a market-consistent terminal balance sheet
Operational risk remains a weak spot. Just 7% of participants believe they have an appropriate capability in place, and 37% indicate that significant work is required. Operational risk also lags behind other risks in terms of setting risk limits and EC calculation methodology



Our 2012 ERM Survey concluded:
“Keep Your Eye on the Prize”

Insurers see the value in ERM

ERM'’s business impact continues to grow, albeit slowly
Those who stay the course reap the rewards

Risk culture is critical to long-term ERM success
Defining/monitoring risk appetite are top short-term priorities

The potential of economic capital is yet to be realized

ORSA/FLAOR is seen as beneficial by participants globally
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The role of models in decision-making

o The world is complex, ever-changing and imperfectly understood
o No model will be complete; nor will it be a perfect representation
» All models incorporate judgements and approximations

o The model should challenge the business, but the business should
also challenge the model

» Models represent but one part of the decision process
» Models need to be designed to support decision-making

» Robust, timely, granular results
Subjective output

Subjective input

: Model results
« Data analysis Model Model One part supported by
« Historic inputs outputs of the qualitative
experignce - - - bus!n_e sS knowledge and
analysis vl nderstanding
» Expert making
judgement protess
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Economic Capital risk modelling approaches are relatively
uncomplicated in India

» Stress testing and factor-based approach predominant in assessing individual risks
» Stochastic approach used only for market risks by a few companies

» Globally, more than 50% companies use stochastic approach for market and credit
risk and nearly 30% for life insurance risk

Market Risk 18%

Life insurance risk

Credit risk

6%

Operational risk 12%

Stochastic approach m Stress testing m Factor-based Other

Source: Towers Watson 2012 ERM survey, Indian respondents
Q.26. What methodology do you use for your economic capital calculations for each of the following risks?
15
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Is Solvency Il appropriate as a risk
management and measurement system?

Depends
on final
regulations

25%

Good or
very good
46%

Poor or
very poor
14%

Neutral
15%

Source: Towers Watson 2012 ERM survey, European respondents
S.7. How would you rate the Solvency Il framework in terms of appropriateness for measuring and managing risk in your company? 16
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The role of expert jJudgement in model calibration

» Data cannot be ignored, but
There is rarely, if ever, enough data
Multiple analytic approaches are generally available
Is past data representative of the future?

» In practice expert judgement is a critical part of the
calibration process

» Looking back over a long period of history can open our
eyes to more of the possibilities

Source: Bloomberg.
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More than two-thirds of senior management would
significantly benefit from further ERM training

o The expected benefit of further training for senior management is substantially
greater for Indian companies (68%) compared to their global counterparts (47%)

Senior management

Executive board members

Nonexecutive directors

@ Little or no benefit B Moderate benefit [ Significant benefit

Source: Towers Watson 2012 ERM survey, Indian respondents
Q.14. To what extent do you think the following groups in your organization would benefit from the additional training or education in
relation to ERM? 18
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CROs typically have ownership of risk reporting, set policy for
the ERM program and have a broad oversight role

ERM Program (framework, governance etc) 58.8% 23.5% 17.6%
Risk culture training and education 29.4% 41.2% 23.5% 5.9%
Aggregate risk quantlflcan_on and control (incl risk o —— LA E—
appetite)
Allowance for risk in th in r .g.
owance for risk in t e business processes (e.g — SG .20 ——
capital management, performance...
Individual risk quantlflga'Flon and control (incl risk T LT pp— LA
limits)
Business unit risk management programs 11.8% 35.3% 52.9%
Risk reportin h rd, risk commi r
sk reporting to.t e board, risk co ttee o Ey— E—— —
senior management
Reserve adequacy |5.9% 23.5% 23.5% 47.1%
Capital management |5.9%  11.8% 35.3% 47.1%
Economic capital [5.9% 5.9% 29.4% 58.8%
Scenario testing/planning 17.6% 41.2% 41.2%
Policy setting/development Day-to-day ownership/implementation Monitoring/oversight No role

Source: Towers Watson 2012 ERM survey, Indian respondents
Q.12. For each of the following ERM activities, which set of terms best describe the role the CRO or equivalent plays? 19
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Value creation through ERM

Dt

W
W
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RM is expected to enhance
business in a number of ways qw
» Emergence of use of EC in key
decision making, despite g
challenges | ‘1
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ERM is expected to enhance
business performance in a number of ways

Increase shareholder value through enhanced risk/return decision making
Avoid large unexpected losses

Reduce costs through efficiency

Reduced valuation haircut / cost of capital through enhanced
shareholder/analyst perception

Reduced capital / cost of capital through enhanced rating agency
perception

Reduce impact of day-to-day losses

'HIIH

Reduced capital / cost of capital through enhanced regulator perception

Source: Towers Watson 2012 ERM survey, Indian respondents
Q.3. How do you expect your ERM capabilities will enhance business performance? Please select all that apply.
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Economic capital faces a range of challenges
In gaining acceptance as a decision-support tool

Developing a clear view on how to improve risk-adjusted
returns by using economic capital

Improving the reliability and robustness of results

Creating management buy-in (e.g. educating the decision
makers on the role and uses of economic capital)

Producing results at a sufficient level of granularity for use
in the business

Producing results in timeframes that allow utilization in the
business

Source: Towers Watson 2012 ERM survey, Indian respondents
Q.34. What do you see as the key challenges to making economic capital more widely accepted in the business as a decision tool for
risk taking? Please select all that apply.
22
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2010 data available for comparison (q34)



...Despite challenges,
emergence of use of EC in key decision making in India

Product design and
pricing

Capital adequacy
assessment/capital
management

Annual business planning

Asset/investment strategy
(e.g. hedging)

Risk transfer (e.g.
reinsurance,
securitization)

Strategic planning and
capital allocation

Performance
measurement

Incentive compensation

M&A and divesture

25.0%

45.0%

40.0%

25.0%

40.0%

35.0%

15.0%

10.0%

= Currently use economic capital Plan to use economic capital in the next 24 months = Do not use economic captal and have no plans to use

Source: Towers Watson 2012 ERM survey, Indian respondents
Q.33. Do you currently use economic capital in decision making for the following areas, or plan to use it in the next 24 months? 23
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Overall satisfaction with ERM remains reasonably high

Dissatisfied/ Very
Dissatisfied

9%

Neutral

32% Satisfied / Very Satisfied

59%

Very satisfied/Satisfied 59% 53% 35% 57% 62% 62% 66%
Neutral, neither satisfied nor dissatisfied 32% 32% 50% 33% 25% 28% 24%
Dissatisfied/Very dissatisfied 9% 15% 15% 10% 13% 10% 10%

Source: Towers Watson 2012 ERM survey
Q.1. How satisfied have you been with the performance of your ERM capabilities over the last 24 months?
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2010 data available for comparison (q1)
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