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Components 

• Motivation for ERM? 
– Hierarchy of corporate needs 

• ERM Principles for insurers 
– Most ERM discussions focus on only 2 or 3 of 

these 
• What next? 

– What can you do with this powerful insight? 
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Insurance cycle 

• Fundamentally, it is the pursuit of SALES over 
•  Profits 
•  Survival 
–  In hopes that more SALES will someday, in the future, 

lead to VALUE GROWTH 
• The Insurance Cycle is the dominance of Strategic ERM 

over Financial ERM 
–  With a decided lack of rigor on the VALUE GROWTH part of 

Strategic ERM 
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VALUE closely tied to 
Profits and Survival  

• VALUE is PV of Future Profits 
– No future if no survival 

• VALUE = SALES x PROFITS per Sale x SURVIVAL rate 

– Can get VALUE GROWTH by increasing any of the 
three 

– Usually there is a trade-off 
• One or two decreases while two or one increase 
• For a net increase in VALUE 
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Principles of ERM 

• Focus on What needs to be done 
– Rather than How to do it 

• Why each of these principles are needed 
• How they can go wrong 
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Seven Principles of ERM  
for insurance organizations 
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Diversification 

Risks must be diversified. There 
is no risk management if a 
company is just one big bet.   
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Diversification 

•  Diversification is the fundamental idea that makes insurance affordable both 
for the insurer and for the customer   

•  “Perfect” diversification requires identical independent risks  
•  Standard Deviation of losses from N risks decreases sqrt(N)/N 
•  Writing 10x as much business requires 3x as much capital 

•  Insurers will naturally drift away from diversification as they develop 
expertise to concentrate on risks that they know best 

•  Adding large risks dramatically decreases diversification 
•  Adding different risks without expertise is a recipe for disaster 
•  Partial dependence is uncertain and unpredictable 

To get Diversification right you need to: 
•  Seek to maintain a portfolio of truly different risks 
•  Set management targets for diversification 
•  Consider lack of experience in a new risk class a multiplier in riskiness 
•  Put low reliance on indications low correlation unless there is a clear driver 



Correlations uncertain 
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Underwriting  

These must be a process for risk 
acceptance that includes an 
assessment of risk quality. Firm 
needs to be sure of the quality of 
the risks that they take. This 
implies that multiple ways of 
evaluating risks are needed to 
maintain quality, or to be aware of 
changes in quality. There is no 
single source of information about 
quality that is adequate. 
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Underwriting 

•  Underwriting is the process of selecting risks and assigning them an 
expected cost and riskiness 

•  Some underwriting processes are driven by statistics 
•  Most are highly reliant on judgment of an experienced underwriter 

•  Insurers are often asked to “give away the pen” and allow third parties to 
underwrite risks on their paper.  Sometimes a very sad ending to this. 

•  Statistical underwriting can spin out of control due to antiselection if not 
overseen by experienced people.  

•  Volume incentives can work against the primary goals of underwriting.   

To get Underwriting right you need to: 
•  Always keep in mind the gatekeeper aspect of underwriting 
•  Make sure that the incentives of the underwriters will not encourage poor 

risk selection 
•  Supervise statistical underwriting processes just like human 21 



Control cycle 

There must be a control 
cycle to manage the 
amount of risk taken. 
This implies 
measurements, 
appetites, limits, 
treatment actions, 
reporting, feedback 

Assess 

Plan 

Take 
Risks 

Mitigate 

Monitor 

Response 

Action 
Steps 

Identify Risks 
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Risk 
Control Cycle 

•  Set a limit/budget/plan for each major risk 
•  Accept risks as planned 
•  Mitigate risks as needed to stay within budget/plan 
•  Monitor regularly 
•  Take action if budget exceeded 
•  Repeat 

•  Frequently allowing limit breaches 
•  Set limits at levels that are twice plan activity 
•  Limits are not well known to employees 
•  No reports that show degree of compliance with limits  
•  Do not explain to board the remifications of higher / lower limits   

To get control cycle right you need to: 
•  Set limits at a level that matters and are tied to good measures of risk 
•  Make sure that everyone knows what the limits are 
•  Frequently and publically review the status of compliance with limits 
•  Make sure that everyone learns from control successes and failures 23 



Consideration 

There must be a process 
for assuring that the 
consideration received for 
accepting risk is adequate. 
For risks that are not 
traded, such as operational 
risks, the benefit of the risk 
needs to exceed the cost in 
terms of potential losses. 
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Consideration 

•  Consideration for accepting a risk needs to be at a level that will sustain the 
business and produce a return that is satisfactory to investors   

•  Investors usually want additional return for extra risk 
•  Most insurers operate in competitive markets that are not completely 

efficient 

•  In the tension between volume of business and margins for risk and profits, 
the margins often suffer  

•  Follow-the-leader pricing can lead a herd of insurers over the cliff 
•  Winners curse sends business to the insurer who most underimagines 

riskiness of business.  

To get Consideration right you need to: 
•  Regularly get a second opinion on price adequacy 
•  Constantly update your view of your risks in the light of emerging 

experience and emerging market feedback 
•  Recognize that high sales is a possible market signal of underpricing 25 
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Provisioning 

There must be 
appropriate 
provisions held for 
retained risks, in 
terms of set asides 
(reserves) for 
expected losses and 
capital for excess 
losses. 
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Provisioning 

•  Insurers need an realistic picture of future obligations long before the future 
is completely clear. This is a key part of the feedback mechanism. 

•  Insurers also need to hold capital for less likely swings in potential losses 
•  Many valuable insights into the insurance business can be gained from 

careful analysis of the data that is input to the provisioning process 

•  Reserves are most often set to be consistent with considerations.  Swings 
of adequate and inadequate pricing is tightly linked to swings in reserves. 

•  When reserves are optimistically set capital levels may reflect same bias 
•  There is often pressure for small and smooth changes to reserves and risk 

capital but information flows and analysis provide jumps in insights 

To get Provisioning right you need to: 
•  Make sure that the sum of reserves and capital is an amount that provides 

the degree of security that is sought 
•  Allow for variations in risk environment as well as the impact of risk profile, 

financial security and risk management systems of the insurer 28 



Portfolio 

There must be an awareness of the 
interdependencies within the portfolio 
of risks that are retained by the 
insurer. This would include 
awareness of both risk 
concentrations and diversification 
effects. An insurer can use this 
information to take advantage of the 
opportunities that are often 
associated with its risks through a 
risk reward management process. 
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Portfolio 

•  The portfolio of risks of an insurer can be looked at just like a portfolio of 
investments for an asset manager. 

•  The risk and reward trade-offs and the extreme power of diversification to 
reduce the aggregate risk for a portfolio below the sum of the risks 

•  Risk becomes a tangible, quantitative component of strategic planning 

•  Model errors and uncertainties are magnified when management relies 
upon the risk model to lever up the business 

•  Strict adherence to theory can whipsaw businesses as the insurer makes 
large changes in business via acquisition and divestitures 

•  Volume incentives can work against the primary goals of underwriting  

To get the Portfolio right you need to: 
•  Use the risk model information to inform strategic decisions without 

overreliance and abdication of management judgment 
•  Push usage of risk and reward thinking throughout the insurer 
•  Study the variability of correlations over time and use accordingly 30 



Correlations unreliable 

31 



Future risks 

There must be a process for 
identifying and preparing for 
potential future emerging risks. 
This would include identification of 
risks that are not included in the 
processes above, assessment of 
the potential losses, development 
of leading indicators of 
emergence and contingent 
preparation of mitigation actions. 
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Future risks 

•  A process to imagine and anticipate the new and forgotten risks that can 
lead to rare but deadly events is needed 

•  Best if a group with different backgrounds brainstorms possible risks 
•  Usually conclude to monitor some potential future risks 
•  Plan to act if risk emergence occurs, quickly for high velocity risks. 

•  Managers dismiss many possible emerging risks as impossible 
•  The unexpected emerging Black Swan risks are sometimes the undoing of 

careful plans to manage risk 
•  Lack of imagination causes some to conclude that the past worst case is 

the outer limit for future losses 

To get Future Risks right you need to: 
•  Be prepared to bear some cost for preparedness, cost may come from 

preparing for risks that never emerge 
•  Expect that skill in identifying key risk indicators will grow over time 
•  Study history of prior Black Swans to learn about possible strategies 33 



ERM Control Cycle 

• The control cycle idea can 
be used to organize 
application of all seven 
principles 

• The flow of the risk 
management  
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What is ERM? 

•  All seven components are helpful to 
manage risks of an insurer 

–  Insurers will place different emphasis 
on each 

•  None of them MUST be in an ERM 
function 

–  All could be assigned to existing 
functions within the insurer 
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•  Some insurers have started ERM to create the new tools to implement 
the Portfolio principle 
–  To assist with Value Growth 

•  Other insurers are less interested in Portfolio and will emphasize other 
Principles 
–  May be more concerned with Survival or Profits 

 
 



What can we do with 
these ideas? 

ERM Profile 
•  Identify where you are 
• Decide where you want to be 
• Plan to get there 
• Work your plan 
• Start again at the top 

36 
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ERM Plan 
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Choosing Emphasis -  
Risk Environment 

39 

Benign Environment 
•  Underwriting 
•  Consideration 

Moderate Environment 
•  Provisioning 
•  Control Cycle 
•  Portfolio 

Adverse Environment 
•  Provisioning 
•  Control Cycle 
•  Future Risks 

Uncertain Environment 
•  Diversification 
•  Underwriting 
•  Future Risks 



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 confidential and shall not be communicated 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.  Willis Re, its parent companies, sister companies, subsidiaries and affiliates (hereinafter “Willis”) shall have no liability in connection 
with any results, including, without limitation, those arising from based upon or in connection with errors, omissions, inaccuracies, or inadequacies associated 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 herein.  Willis 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, reliance on client data and outside data sources, the 
underlying volatility of loss and other random processes, uncertainties that characterize the application of professional 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 application.  Willis makes no representation 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, Willis 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 communication.  A complete communication 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 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. 

40 



SEVEN PRINCIPLES OF ERM 
FOR INSURANCE ORGANIZATIONS 

David Ingram, FRM, PRM, CERA 
EVP, Willis Re 

+1 212 915 8039 
Dave.ingram@willis.com 

 


