INTRODUCTION TO
LI £\ TERPRISE RISK MANAGEMENT

2014

Session A1

What is ERM really AT prer—
about? ™M)

Enterprise Risk Management

Compliance Practices

What How
do regulators do companies
and rating manage their

agencies risk?
expect?




Definitions of W N e—

Risk Management

A.M. Best
— Risk management is the process by which companies
systematically identify, measure and manage the various types of
risk inherent within their operations. The fundamental objectives of
a sound risk management program are:

- To manage the organization’s exposure to potential earnings
and capital volatility
- To maximize value to the organization’s various stakeholders.

Casualty Actuarial Society
— The discipline by which an organization in any industry assesses,
controls, exploits, finances and monitors risks from all sources for
the purpose of increasing the organization’s short- and long-term
value to its stakeholders.
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Economic Capital

Actuarial Standards Board

— The amount of capital an organization requires to survive or to
meet a business objective for a specified period of time and risk
metric, given its risk profile.

Solvency |l

— Time Period — 1 Year

— Risk Metric — 99.5% Value at Risk (VaR)
A.M. Best BCAR

— Time Period — 1 Year

— Risk Metric — 98% Tail Value at Risk (TVaR)




What is an ERM \/ Willis Re | wueneemmes

Framework?

NAIC

— A risk management framework assists the insurer with
identifying, assessing, monitoring, managing and reporting
on its material and relevant risks.

An effective Enterprise Risk Management (ERM) Framework
should at a minimum include the following key principles:

— Risk Culture and Governance

— Risk Identification and Prioritization
— Risk Appetite, Tolerances and Limits
— Risk Management and Controls

— Risk Reporting and Communication

Identify risks

Internal model
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Rating Agency (ELF
and ERM A IRy e—

ERM is ingrained in A.M. Best ratings

— A.M. Best is drilling down into management’s ability to identify,
manage and measure risk across the enterprise

— Terrorism risk is analyzed on a deterministic basis

— Investment strategies remain a focus given economic concerns.
BCAR scores stressed for investments

— A perceived weakness in these areas can affect rating in terms of
Best's view on ERM

ERM is a major category in S&P ratings
— First introduced in 2005

— Now includes review of Economic Capital Models




AMB ERM evolution | 247 prvwrmeammm

and importance

January 2008
» Whitepaper on ERM and Ratings

2008 — 2009

» Discussions with companies
2010
+ ERM SRQ questions added

2011
» ERM required for insurers to regain rating

2012

* ERM questioned for any insurer with negative
experience

2013

» Emerging risks, capability characteristics, and risk
management findings on ratings report
014

*  SRQ ERM questions dropped. Want discussion in

meetina with comnanv

S&P ERM

“ Risk Manag nt Culture B
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Larger insurers must perform Own Risk and Solvency
Assessment (ORSA)

Some smaller insurers are performing voluntary ORSA

Three parts:
— ERM process assessment
Demonstrate clear evidence of reliable risk control
— Risk assessment
Risk capital determination
— Solvency assessment
Compare surplus and future sources of surplus to risk capital
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RISK CAPITAL




Risk Capital

1pltd Willis Re | waonssamnes
Determination Methods

Standard factors
USP Models
Stress tests
Simplified stochastic
Partial internal models
Full internal models
Multi-year models with Management Actions
Willis Re eCCM
— Economic Capital Coefficient Method

13
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Enterprise Risk Management

Capital Management
Maintaining retained risk at a level that is supported by capital
Assist with decisions on use of capital via capital allocation, capital budgeting & return on risk
Making strategic choices regarding business mix that produce superior risk adjusted returns
Strategic Asset Allocation

Risk Management
Identification of risk concentrations to improve ability to avoid large losses
Control processes over total risk for business units or product lines or territories
Understanding, communicating and tracking of risk profile
Demonstrating ERM program to Rating Agencies

Performance Management
Measurement of risk adjusted returns
Designing strategies for business units to produce superior risk adjusted business returns
Goal Setting, management and monitoring of risk adjusted performance
Risk adjusted incentive compensation

Product Management
Apply uniform standards across a large organization for product risk and returns
Product Pricing that is a fair price for the risk taken
Large case pricing




WI l l l S Re MANAGING EXTREMES

' ERM PRACTICES

Willis 20 ERM Practices

14 are needed for ORSA
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Key Practices

Risk Identification

Risk Limits and Controls
Risk Measurement

ERM Policies and Standards

Risk Organization

Stress Testing

Risk Capital

Risk Appetite and Tolerance
Risk Reporting

Risk Management Governance

Risk Management Culture

Risk Learning

Change Risk
Risk Disclosure

Risk Strategy

Risk Optimization

Risk-Adjusted Performance
Measurement

Risk-Adjusted Compensation
Model Validation
Emerging Risks

Required for ERM review portion of ORSA

Required for Risk review portion of ORSA 16
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Five ERM Basics

Risk * Key Risks
Identification + Heat Map
Risk + Risk Measures
Measurement for all Key Risks
3 « Mitigations
Cori:%ll(lin « Checkpoints
. Limits

. « Risk Officer

Risk ) )
Ol « Risk Committee

gapzelo « Risk Owners

* Risk Framework
Risk « Insurance Policy
Policies + Reinsurance Policy
* Investment Policy

ERM basics

Willis Re workshops (5)
Identify Risk
— Create a full risk control — m
cycle Resea
— Reasonable level of ERM
practice for many I‘
companies

— 3 to 6 month
implementation process
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Introduction

Willis Re analytics research revealed some basic ideas
about risk attitudes (propensities) and risk strategies

— Many of you already use these ideas every day

— This session will offer some structure and terminology
We will discuss applications of these ideas to

— Risk management strategy

— Managing through the insurance cycle

— Enterprise risk management
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Introduction

The theory of plural rationalities
Risk attitudes and risk strategies
Seasons of risk

Risk attitudes & ERM

Four views of risk

WI I l l S Re MANAGING EXTREES

Maximizers Conservators

Pragmatists

Managers
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Maximizers’ view

Risk is not very important —
are important

It’ s fine to accept large risks,
as long as the price is right

Risk is mean reverting:

— Gains will always follow
losses

— The best companies will
have larger gains and
smaller losses over time
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Conservators’ view ——

Increasing profit is not as
important as avoiding loss

Need to tightly limit risks

The world is in a delicate
balance

— Any major change could
send things into ruin
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Managers' view

Risk is measurable and
controllable

Risk and reward should be
carefully balanced

Experts are best suited to

— Help find risks offering
the best rewards

— Manage these risks to
keep firm safe
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Pragmatists’ view

The future is totally
unpredictable

You can’ t control risk so
there is no point in trying

It is usually best to

— Avoid major
commitments

— Keep options open

— Seek
to changing conditions
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Introduction

The theory of plural rationalities
Risk attitudes and risk strategies
Seasons of risk

Risk attitudes & ERM

WI I l l S Re MANAGING EXTREES

Risk strategies

Diversification

Loss controlling

Risk trading

Risk steering

10
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Favorite risk strategies ———

Conservators favor Loss Controlling

favor Risk Trading

Managers favor Risk Steering

favor Diversification
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Introduction

The theory of plural rationalities
Risk attitudes and risk strategies
Seasons of risk

Risk attitudes & ERM




MANAGING EXTREMES

Four seasons of risk

Nominal House Prices

Recession Case-Shiller National Index (Quarterly) w=Corelogic HPI wnCase-Shiller Composite 20 Index
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Four seasons of risk o
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Four seasons of risk
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impacts risk attitude

During the BUST

Attitudes shift towards
Conservator

In UNCERTAIN times In MODERATE times

Attitudes shift towards Attitudes shift towards
Pragmatist Manager

In the insurance industry, this shifting can be delayed due to the
time it takes to recognize losses — especially for long-tailed lines 17
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Introduction

The theory of plural rationalities

Risk attitudes and risk strategies
Seasons of risk & the insurance cycle
Risk attitudes & ERM
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MODERATE

Rational adaptability

BUST

Risk o .

Attitude Maximizer Conservator Pragmatist Manager

Ri

isk Risk Loss o Risk

Management . . Diversification .
Trading Controlling Steering

Strategy

A perfect ERM program will adapt to the risk environment

19

Harmonization

Practical alternative to Rational Adaptability “perfection”
— An inelegant solution
Keep all four risk attitudes in the discussion
— Create compromise strategies
Must be more than superficial
— Important to truly value all views of risk
— Really believe that there is no totally wrong view
Keep your eye on the rational adaptability ideal

— Operate somewhere between “stay the course” and rational
adaptability

— Over time getting closer and closer to the ideal

20
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Risk Attitudes and Enterprise Risk Management

David Ingram, CERA, FRM, PRM
+1212 915 8039

ave.ingram@willis.com
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Legal disclaimer

This analysis has been prepared by Willis Limited and/or Willis Re Inc (“Willis Re") on condition that it shall be treated as strictly and shall not be in whole, in
part, or in summary to any third party without written consent from Willis Re

Willis Re has relied upon data from public and/or other sources when preparing this analysis. No attempt has been made to verify independently the accuracy of this data. Willis Re
does not represent or otherwise guarantee the accuracy or completeness of such data nor assume responsibility for the result of any error or omission in the data or other materials
gathered from any source in the preparation of this analysis. Wills Re, its parent sister and affiliates ( “Willis”) shall have no liability in
connection with any results, including, without limitation, those arising from based upon or in connection with errors, omissions, with the data
or arising from, based upon or in connection with any methodologies used or applied by Willis Re in producing this analysis or any results Contained heroin. Wills expressly disclaims
any and all liability arising from, based upon or in connection with this analysis. Willis assumes no duty in contract, tort or otherwise to any party arising from, based upon or in
connection with this analysis, and no party should expect Willis to owe it any such duty.

There are many uncertainties inherent in this analysis including, but not limited to, issues such as limitations in the available data, refiance on client data and outside data sources, the
underlying volatiity of loss and other random processes, uncertainties that the of judgment in estimates and assumptions, etc. Ultimate losses,
liabilities and claims depend upon future contingent events, including but not limited to unanticipated changes in inflation, laws, and regulations. As a result of these uncertainties, the
actual outcomes could vary significantly from Willis Re's estimates in either direction. Willis makes no representation about and does not guarantee the outcome, results, success, or
profitability of any insurance or reinsurance program or venture, whether or not the analyses or conclusions contained herein apply to such program or venture.

Willis does not recommend making decisions based solely on the information contained in this analysis. Rather, this analysis should be viewed as a supplement to other information,
including specific business practice, claims experience, and financial situation. Independent professional advisors should be consulted with respect to the issues and conclusions
presented herein and their possible Willis makes no or warranty as to the accuracy or completeness of this document and its contents.

This analysis is not intended to be a complete actuarial communication, and as such is not intended to be relied upon. A complete communication can be provided upon request.
Willis Re actuaries are available to answer questions about this analysis.

Willis does not provide legal, accounting, or tax advice. This analysis does not constitute, is not intended to provide, and should not be construed as such advice. Qualified advisers
should be consulted in these areas.

Willis makes no representation, does not guarantee and assumes no liability for the accuracy or completeness of, or any results obtained by application of, this analysis and
conclusions provided herein.

Where data is supplied by way of CD or other electronic format, Willis accepts no liability for any loss or damage caused to the Recipient directly or indirectly through use of any such
CD or other electronic format, even where caused by negligence. Without limitation, Wilis shall not be liable for: loss or corruption of data, damage to any computer or communications
system, indirect or consequential losses. The Recipient should take proper precautions to prevent loss or damage — including the use of a virus checker.

This limitation of liability does not apply to losses or damage caused by death, personal injury, dishonesty or any other liability which cannot be excluded by law.

This analysis is not intended to be a complete Financial Analysis A complete can be provided upon request. Willis Re analysts are available to answer
questions about this analysis

Willis does not guarantee any specific financial result or outcome, level of profitabilty, valuation, or rating agency outcome with respect to A.M. Best or any other agency. Willis
specifically disclaims any and all liability for any and all damages of any amount or any type, including without limitation, lost profits, unrealized profits, compensatory damages based
on any legal theory, punitive, multiple or statutory damages or fines of any type, based upon, arising from, in connection with or in any manner related to the services provided
hereunder.

Acceptance of this document shall be deemed agreement to the above.
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Legal disclaimer

This analysis has been prepared by Wills Limited and/or Willis Re Inc (“Willis Re") on condition that it shall be treated as strictly and shall not be icated in whole, in
part, or in summary to any third party without written consent from Wilis Re.
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any and all liability arising from, based upon or in connection with this analysis. Willis assumes no duty in contract, tort or otherwise to any party arising from, based upon or in
connection with this analysis, and no party should expect Wilis to owe it any such duty.

There are many uncertainties inherent in this analysis including, but not limited to, issues such as limitations in the available data, reliance on client data and outside data sources, the
underlying volatiity of loss and other random processes, uncertainties that the of judgment in estimates and assumptions, etc. Ultimate losses,
liabilities and claims depend upon future contingent events, including but not limited to unanticipated changes in inflation, laws, and regulations. As a result of these uncertainties, the
actual outcomes could vary significantly from Willis Re's estimates in either direction. Willis makes no representation about and does not guarantee the outcome, results, success, or
profitability of any insurance or reinsurance program or venture, whether or not the analyses or conclusions contained herein apply to such program or venture.

Willis does not recommend making decisions based solely on the information contained in this analysis. Rather, this analysis should be viewed as a supplement to other information,
including specific business practice, claims experience, and financial situation. Independent professional advisors should be consulted with respect to the issues and conclusions
presented herein and their possible Willis makes no or warranty as to the accuracy or completeness of this document and its contents.

This analysis is not intended to be a complete actuarial communication, and as such is not intended to be relied upon. A complete communication can be provided upon request

Willis Re actuaries are available to answer questions about this analysis

Willis does not provide legal, accounting, o tax advice. This analysis does not constitute, is not intended to provide, and should not be construed as such advice. Qualified advisers
should be consulted in these areas.

Willis makes no representation, does not guarantee and assumes no liability for the accuracy or completeness of, or any results obtained by application of, this analysis and
conclusions provided herein.

Where data is supplied by way of CD or other electronic format, Willis accepts no liability for any loss or damage caused to the Recipient directly or indirectly through use of any such
CD or other electronic format, even where caused by negligence. Without limitation, Wilis shall not be liable for: loss or corruption of data, damage to any computer or communications
system, indirect or consequential losses. The Recipient should take proper precautions to prevent loss or damage — including the use of a virus checker.

This limitation of liability does not apply to losses or damage caused by death, personal injury, dishonesty or any other liability which cannot be excluded by law.

This analysis is not intended to be a complete Financial Analysis A complete can be provided upon request. Wilis Re analysts are available to answer
questions about this analysis.

Willis does not guarantee any specific financial result or outcome, level of profitability, valuation, or rating agency outcome with respect to A.M. Best or any other agency. Willis
specifically disclaims any and all liability for any and all damages of any amount or any type, including without limitation, lost profits, unrealized profits, compensatory damages based
on any legal theory, punitive, multiple or statutory damages or fines of any type, based upon, arising from, in connection with or in any manner related to the services provided
hereunder.

Acceptance of this document shall be deemed agreement to the above.
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