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Editor's Comment

IAN DILKS: CHAIRMAN, EUROPEAN INSURANCE GROUP

Risk management,
and the need for
enterprise-wide
risk management
(ERM) in
particular, is now
firmly on the
boardroom
agenda of many
insurance groups,
but this is a relatively new development.

A few months ago PricewaterhouseCoopers
carried out a wide-ranging survey involving
a number of major insurance groups around
the world, which has found that many
insurers are still grappling with the practical
challenges of developing effective ERM
capabilities. In the first article we consider
why this is and look at the actions being
taken by many companies.

In all of the recent editions of European
Insurance digest we have considered some
aspect of the rapidly changing reporting
environment for insurers, and particularly
those aspects driven by International
Financial Reporting Standards (IFRS).

The experience of firms in coping with the
challenge of implementing IFRS varies
widely and in this edition we consider

the experience of Dutch insurer Interpolis,
which has been acknowledged as one of
the leaders in transition to IFRS, and
consider what lessons can be learned.

But of course the move to IFRS is not the
only change facing the industry and our
second article in this edition of European
Insurance digest reviews the launch of
European Embedded Value (EEV) principles.
The launch of the first internationally-agreed
guidelines for EEV by the European
Insurance CFO Forum was a major step
forward for transparency and comparability
in insurance company disclosure, and is a
development which is likely to be closely
watched by life companies around Europe
and beyond which are not members of the
CFO Forum. The development is also a rare
example of industry-sponsored reporting
guidelines and should enable companies to
achieve a degree of consistency of reporting
throughout a period of considerable change
in other areas brought about by the move
to IFRS.



Continuing our series of articles on the
insurance industry in different parts of Europe,
we consider in this edition the developments
and challenges in the South African insurance
market. The insurance industry in South Africa
has seen some significant changes since the
1994 democratic elections. Insurers are now
faced with more complex challenges. This
article examines these challenges and other
recent developments in the South African
market. We have previously reported on the
Spanish market, but in this edition we also
have a special article which considers the
impact of the tragic events of March 11 on
the Spanish insurance industry. This terrorist
attack in Spain had a similar social impact to
that of September 11 2001 in the United
States. Nonetheless, the effects on the
insurance industry differed significantly
because of the Spanish formula for covering
extraordinary risks, including acts of terrorism.

Finally, we consider the benefits of effective
capital allocation for general insurers. Capital
allocation is a key element of effective capital
management. Our article examines the
benefits to be gained from capital allocation

and demonstrates the technique through
a simple case study.

| hope you find this wide range of articles of
interest. If you have thoughts on other topics
you would like us to consider in the future,
please let us know. On-line copies of both
this publication and the sister Americas and
Asia Pacific editions are available from our
website (www.pwc.com/financialservices).

. /’J

Hle A

lan Dilks
Editor-in-chief

Tel: 44 20 7212 4658
ian.e.dilks@uk.pwc.com
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Embedding risk management
into the DNA of the business

AUTHORS: PAUL HORGAN, FELIX SUTTER AND MARK TRAIN
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The most extensive study ever conducted into enterprise-wide risk
management (ERM) in the insurance industry has found that many
companies are still struggling to get beyond the design and planning
stage of ERM. Paul Horgan, Felix Sutter and Mark Train look at what
the study reveals about the challenges facing insurers in developing
effective ERM capabilities.

EMBEDDING RISK MANAGEMENT INTO THE DNA OF THE BUSINESS

Since the 1990s, many forward-
thinking insurers have been looking
to develop a more holistic and
sophisticated approach to risk
management. However, it is only
lately, in the wake of escalating
claims, solvency scares and
governance scandals, that ERM
has come to wider prominence.

ERM has long been seen as

a valuable safeguard against
operational risks, earnings
surprises and reputational
damage. Now, more and more
companies are exploring how
ERM can enhance the basis for
decision-making through a better
understanding of the trade-offs
between risk and reward, leading
to smarter capital allocation,

a swifter response to market
movements/opportunities

and hence to more sustainable
shareholder value creation.
Indeed, a number of insurers are
already using their ERM data to
challenge their underwriting and
investment assumptions and
enhance their understanding of
realistic risks, for example those
risks associated with guaranteed
death benefits.

Looking ahead, a fresh wave of
regulation including Solvency Il and
the 8th EU Directive on Statutory
Audit, the European version of the
US Sarbanes-Oxley legislation
(‘Euro-Sox’), is likely to provide a
further catalyst for the development
of ERM. In particular, ERM can
provide an infrastructure of

information and control capable
of strengthening governance
and facilitating compliance with
different regulations across a
variety of jurisdictions. Moreover,
by providing a common platform
for regulatory observance,

ERM can prove more robust,
systematic and cost-effective
than the often cumbersome

and duplicating piecemeal
approach to compliance.

In short, ERM helps break

down the standalone silos of risk
management to create a common
control network and ‘language’ of
risk. Indeed, if today’s silos could
be likened to a musician playing
solo, then ERM represents a
whole orchestra through which
individual musicians transcend
the sum of their parts.

However, ERM is still an evolving
discipline and many companies
face significant challenges in
implementing and fine-tuning their
ERM programmes. Earlier this
year, PricewaterhouseCoopers
published Enterprise-wide Risk
Management for the Insurance
Industry, one of the most detailed
studies of ERM ever conducted
within insurance worldwide,
aimed at pinpointing what

makes ERM work in practice.

The study draws on an in-depth
survey of 44 companies from
Asia, Australia, Europe and North
America. All the participants are
recognised as leaders in their

respective markets, with the
turnover of 30 of the 44 being
more than US$5 billion and

20 more than US$10 billion. The
questions covered infrastructure
and analytical issues including
organisation, governance, risk
aggregation, capital allocation,
data and systems. They also
looked at specific risk categories
including credit, investment and
operational risk, along with

the issues facing particular
industry sectors including
property and casualty and life and
health underwriting.

The survey confirms that risk
management is now a Board/CEO
priority, with the protection of
shareholder value emerging as
the main benefit (see Figure 1
overleaf). However, it also
revealed a mixed picture of
attainments and expectations
from ERM programmes (see
Figure 2 overleaf). In particular,
only 5% of respondents felt

that ERM was fully integrated
with strategic business decisions.
Similarly, only one of those
surveyed described their
organisation as proactive in ERM,
which is arguably the essence of
effective ERM. Significantly,
almost all of the participants
would like to be proactive in ERM
within five years.

Hurdles to overcome

Clearly, one of the key challenges
is translating the boardroom vision
of ERM into a programme that is
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EMBEDDING RISK MANAGEMENT INTO THE DNA OF THE BUSINESS continued

FIGURE 1 Main benefits

of risk management

FIGURE 2

Mixed ERM attainments and expectations

Shareholder value protected

Improved capability to predict
enterprise risk

Awareness of enterprise risk increased
Cross-enterprise risk identified
Quality or service improved

Losses reduced

Strategy clarified

Common risk language established
Reputation protected

Process improvement facilitated

Regulators satisfied

Complete/consistent operational
risk information

Too early to say

Control breakdowns reduced

Soundness of corporate management
and stable growth and profits

Balanced risk capabilities

M Main

Source: PricewaterhouseCoopers Global ERM Survey, 2004
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% of respondents who strongly or slightly agree that

Risk management is a
board/CEO priority

Clearly defined standards
exist for risk-taking activities

ERM programme is an
important part of our
interaction with regulators,
rating agencies and investors

Common terminology and
processes for all risks
are well understood

Risk systems produce
information that supports
risk management objectives

ERM is fully integrated
with strategic L4
business decisions

0 20 40 60 80 100
B Strongly agree [l Slightly agree

Source: PricewaterhouseCoopers Global ERM Survey, 2004

embedded and valued
throughout the organisation.
However, as Figure 3 highlights,
many respondents are finding it
difficult to make headway in ERM
in the face of uncertain direction
and understanding. Only two-
thirds of participants felt that the
roles and responsibilities driving
ERM were understood within the
organisation as a whole. Only
around 50% or less of those
surveyed acknowledged that

the strategy, processes, mission
and objectives or tools and
technologies underpinning ERM
were even partially understood.
In short, if we see ERM as an
orchestra, then many key players

are out of time or struggling with
the score.

A rich vein of consistent and
comprehensive data is the
lifeblood of ERM. However, it is
evident from the survey that the
communication of risk
information around the enterprise
is generally weak, with only one
participant describing risk
reporting as very effective and
less than 50% of those surveyed
believing that it is quite effective.

On a portfolio level, these
shortcomings tend to stem from
gaps in systems capabilities and
data availability. Only a third of
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respondents were either very or
quite satisfied that their current
information technology systems
can meet the required frequency
of risk management reporting.
Similarly, only a third of those
surveyed rated their data
strategy as good.

Any technical and organisational
stumbling blocks will naturally
impact on the performance of
ERM. While most of those
surveyed are making strenuous
efforts to put risk controls in
place, only 39% feel that their
limits and exceptions monitoring
are quite strong and only two
participants very strong.

Similarly, systems hurdles and
problems in sourcing timely and
reliable risk information mean
that most of those surveyed are
still struggling with the data and
modelling challenges of creating
effective risk aggregation and
risk-based capital allocation.
Only 6% of respondents
aggregate across all risk factors
and business lines. The
difficulties in developing viable
capital allocation methodologies
can be seen in the fact that
more than 40% of respondents
required between three and

five years to implement their
current systems.




EMBEDDING RISK MANAGEMENT INTO THE DNA OF THE BUSINESS continued

FIGURE 3

Firm-wide understanding of key components

of the ERM programme

% of respondents who stated that certain aspects of their
ERM programmes are understood throughout the organisation

Scope of each
risk committee

Roles and responsibilities

Terminology
(e.g. definition of risk)

Mission and objectives

Strategy

Processes

Tools and technology

| | | | | J

0 10 20

30 40 50 60 70 80

. Completely understood [l Understood

Source: PricewaterhouseCoopers Global ERM Survey, 2004

While data management is a
problem in all financial services
sectors, the difficulties faced by
insurers in sourcing the right
information are especially acute.
In part, this stems from the
continuing lack of investment in
claims systems, which not only
tends to make data hard to
source, but also difficult to
compare. Insurance data
currently lacks the common
language or ‘notation’ that could
make risk integration far easier
to achieve. The move to an
XRBL coding language, ideally
across all enterprises, would not
only speed up the dissemination
of information, but also improve

comparison and aggregation.
The banking industry has already
paved the way through its ORX
system, which enables
institutions to pool, analyse and
aggregate empirical data.

Important strides

While the survey highlights some
of the difficulties to be overcome,
it also demonstrates how many
insurers are beginning to bring
greater clarity to their ERM
mission and integrating their
programmes into the overall
management of the enterprise
(see Figure 4 overleaf) — practice
is paying off.

Insurance digest e PricewaterhouseCoopers
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EMBEDDING RISK MANAGEMENT INTO THE DNA OF THE BUSINESS continued

FIGURE 4 At what level is your ERM programme operating?
Enterprise risk management practices that are in place and are operating
effectively or have certain aspects that are not operating effectively
An enterprise risk committee is established 16% 35%

and actively managing risks

The ERM unit is responsible for setting o o
firm-wide standards for risk management 21% 28%
Internal audit and other oversight functions review

risk events based on predetermined criteria 26% 19%

A clear vision and goals have been established for
ERM and business units are involved in defining 7% 33%
the risk management initiative

Escalation triggers are tiered from the ®
CEO level down through the organisation 7% 33%
Service contracts are effective in transferring

all appropriate risks to the third party

Process improvements or mitigation based

on analysis of risk events are developed

and implemented

All risk management processes and controls are
evaluated according to frequency, completeness,
timeliness, consistency and sophistication

The company utilises an effective self-assessment
process annually as part of the strategic

planning process

Correlations between indicators and losses are
understood and leading indicators are utilised

for predictive analysis

Technology and process improvement are viewed
as long-run business enablers and not as a cost
to be controlled

8% 26%

A risk management training programme is
established and operating effectively

Enterprise risk indicators are available to
management at any time during the month

| | | J
0 10 20 30 40 50 60

. Practice is in place and operating effectively

. Practice is in place however certain aspects are
not operating effectively or as intended

Source: PricewaterhouseCoopers Global ERM Survey, 2004

successful ERM that have
emerged from both

the recent survey and
PricewaterhouseCoopers
continuing work and dialogue
with the insurance industry:

e Sound governance underpins
stable rewards and sustainable
shareholder value creation.
Senior management needs to
ensure that risk management is
a priority and manage business
activities in a way that
produces consistent and
predictable returns;

Senior management is
responsible for defining and
communicating the company’s
risk appetite including setting
targets for shareholder value
creation and tolerances for
earnings variance that are then
cascaded down to individual
business units;

to correlate ERM indicators and

Roles, responsibilities and
accountabilities should be
clearly defined. Business units
are responsible for identifying,
taking and mitigating risks.
The risk management function
is responsible for ensuring
that appropriate limits, policies
and procedures are in place
within the business units.

The audit function verifies
that controls are in place

and operating effectively;

As they tackle the technical and
organisational challenges of ERM
implementation, they can marry
their deeper understanding of
the risks faced within the
organisation with new insights
into the risks and opportunities
facing them in the external
environment. For example, one
particularly advanced company
already has procedures in place

losses and use these indicators
for predictive analysis. However,
it should be stressed that no
single participant, nor indeed
particular country or industry
sector, was universally strong

in all areas of ERM.
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Key drivers for success

It is clear from our experience
that there can be no ‘one size
fits all’ solution for developing
effective ERM in such a diverse
business as insurance. However,
Enterprise-wide Risk
Management for the Insurance
Industry identified a number of
guiding principles underpinning

Active management of risk is
ideally delegated to corporate risk
committees, either at a portfolio
level or relating to specific risk
categories as appropriate. These
can be supported by business
unit representation or further
committees at the business

unit level;



EMBEDDING RISK MANAGEMENT INTO THE DNA OF THE BUSINESS continued

e |t is critical to agree and apply
clear policies and standards
covering risk identification,
monitoring, analysis and
reporting across all risk types
and business units;

* The measurement and
aggregation of risk(s) across the
enterprise needs to be based
on consistent methodologies.
Companies will need to discern
an appropriate balance between
quantitative and qualitative
approaches. They will also
need to capture all volatility
and correlation variables;

Companies need to be able
to turn timely, reliable and
comprehensive data into
decisive management action.
Some companies are now
developing executive
‘dashboards’ that combine
key risk and performance
indicators; and

Systems capabilities need to
provide the necessary quality,
integrity and timeliness of data.
Key applications include risk
detection, measurement,
escalation and analysis of
risks and returns.

Knowing the score

Many of the findings of this
survey are echoed in the
recently published Uncertainty
tamed? The evolution of risk
management in the financial
services industry, the latest

in our series of pan-financial
services briefings, carried out

in partnership with the
Economist Intelligence Unit.
Both Uncertainty tamed? The
evolution of risk management
in the financial services
industry and Enterprise-wide
Risk Management for the
Insurance Industry highlight the
vital importance, and the
challenges, of developing a more
rigorous and coherent approach
to risk management. However,
once insurers begin to overcome
these hurdles and enhance their
ability to measure, analyse and
respond to risk, ERM is likely

to play an ever more proactive
role in identifying the strongest
sources of earnings and
strengthening the execution

of the strategic plan. The
effectiveness of ERM is therefore
likely to emerge as a key
competitive differentiator.

However, ERM is not an end in
itself, rather an integral part of
the effective governance and
management of the business.
Indeed, most of the key drivers
outlined in Enterprise-wide Risk
Management for the Insurance
Industry can be achieved by
breaking down the risk silos and
improving the co-ordination of
existing capabilities rather than
creating an additional and
potentially redundant tier of risk
management. Nevertheless, to
be successful, people at all levels
of the organisation need to
understand their responsibilities
and appreciate the true nature/
extent of the risks they are taking.

We will begin work on a follow-
up study later in 2005 and it will
be fascinating to see how the
industry has progressed. In the
meantime, we would be pleased
to help companies to complete
the questionnaire and provide a
‘scorecard’ and comparative
analysis of their progress in ERM
compared with the earlier survey
results. We would also be
pleased to help previous
participants to update their
scores, either across all sections
or in specific areas. [

To download a copy
of Enterprise-wide
Risk Management
for the Insurance
Industry or
Uncertainty tamed?
The evolution of risk
management in the
financial services
industry, please visit
www.pwc.com/
financialservices
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European Embedded Value

AUTHORS: IAN DILKS, MUKESH MITTAL AND GARY HIBBETT
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European Embedded Value (EEV) is the first set of financial reporting
principles to be developed by the insurance industry for use by the

insurance industry across Europe and beyond. lan Dilks, Mukesh Mittal

and Gary Hibbett look at how EEV could help insurers to bridge the

‘information gap’ and enhance their credibility in the financial markets.

EUROPEAN EMBEDDED VALUE HERALDS NEW ERA FOR FINANCIAL REPORTING

Financial reporting is rising up the
corporate agenda in the face of
growing analyst and investor
dissatisfaction with the information
they receive from insurers and
the potential for uncertainty and
upheaval created by the move to
International Financial Reporting
Standards (IFRS).

In Europe, embedded value (EV)
is seen by many companies,
analysts and investors as an
important form of supplementary
disclosure, particularly in relation
to life and other long-term
insurance business. EV is used
to estimate the earnings from
insurance policies that are
attributable to shareholders.
Projections are designed to
reflect expected future experience,
including investment risks/rewards,
potential changes in customer
behaviour and other factors that
could influence future returns.

EV is primarily used by insurers
as a predictive basis for judging
pricing, capital allocation and risk
management strategies. In turn,
EV information can help analysts
and investors to assess the
validity of such decisions and

the return on capital they are
likely to generate. The investment
community in Europe has become
accustomed to and supports

the use of EV methodologies.
Accordingly, companies publishing
EV now include Europe’s ten
largest listed insurers.

However, some analysts and
investors have expressed
concerns that the disparity in

EV methodologies and disclosure
practices can create difficulties

in making valid comparisons
between companies. While some
national industry bodies, including
the Association of British Insurers
(ABI), provide guidance for EV,
there have up to now been no
internationally-agreed principles.

Moreover, conventional EV
techniques have been criticised
for failing to take proper account
of changes in asset mix or the
potential cost of ‘out of the
money’ financial options and
guarantees. Such concerns have
been heightened in recent years
as sliding share values and low
interest rates have triggered ever
more option/guarantee obligations
and raised question marks over
the reliability of the risk
assumptions that underpin the

Members of the CFO Forum involved in the EEV project

EV projections. As a result,
analysts sometimes apply an
often marked risk discount to
published EV numbers.

Speaking with one voice

The European Insurance

Chief Financial Officers (CFO)
Forum was formed in 2002 to
discuss issues relating to new
accounting regulation and how
to improve transparency for
investors. The Forum now brings
together CFOs from Europe’s
leading life insurers, with a
combined capitalisation of more
than €300 billion (see Figure 1).
Members are able to bring their
industry experience to bear in
seeking ways to promote stability,
credibility and consistency

in accounting and financial

reporting. PricewaterhouseCoopers

provides the Forum with
professional expertise and
administrative support.

Aegon Hannover Re Skandia
Allianz ING Standard Life
Aviva Legal & General Swiss Life
AXA Lloyds TSB Swiss Re
Credit Suisse Munich Re ZFS

Fortis Old Mutual

Generali Prudential

Source: PricewaterhouseCoopers

e
Sk
The Forum now

brings together
CFOs from

Europe’s leading

life insurers...
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EUROPEAN EMBEDDED VALUE HERALDS NEW ERA FOR FINANCIAL REPORTING continued

FIGURE 2

The 12 Principles of European Embedded Value

Principle 1:

Embedded value is a measure of the consolidated value of shareholders’ interests in the
covered business.

Principle 2:

The business covered by the embedded value methodology should be clearly identified
and disclosed.

Principle 3:

Embedded value is the present value of shareholders’ interests in the earnings distributable
from assets allocated to covered business after sufficient allowance for the aggregate risks in
the covered business. The embedded value consists of the free surplus, the required capital
and the value of future cash flows.

Principle 4:

The free surplus is the market value of any capital and surplus allocated to, but not required
to support, covered business at the valuation date.

Principle 5:

Required capital should include any amount of assets attributed to the covered business over and
above that required to back the liabilities for covered business whose distribution to shareholders
is restricted. The embedded value should allow for the cost of holding the required capital.

Principle 6:

The value of future cash flows from in-force covered business is the present value of future
shareholder cash flows projected to emerge from the assets backing liabilities of the in-force
covered business. This value is reduced by the value of financial options and guarantees as defined
in Principle 7.

Principle 7:

Allowance must be made in the embedded value for the potential impact of future shareholder cash
flows of all financial options and guarantees within the in-force covered business. This allowance
must include the time value of financial options and guarantees based on stochastic techniques
consistent with the methodology and assumptions used in the underlying embedded value.

Principle 8:

New business is defined as that arising from the sale of new contracts during the reporting period.
The value of new business includes the value of expected renewals on those new contracts and
expected future contractual alterations to those new contracts. The embedded value should only
reflect in-force business, which excludes future new business.

Principle 9:

The assessment of appropriate assumptions for future experience should have regard to past,
current and expected future experience and to any other relevant data. Changes in future
experience should be allowed for in the value of in-force when sufficient evidence exists and
the changes are reasonably certain. The assumptions should be actively reviewed.

Principle 10:

Economic assumptions must be internally consistent with observable, reliable market data.
No smoothing of market or account balance values, unrealised gains or investment return
is permitted.

Principle 11:

For participating business the method must make assumptions about future bonus rates
and the determination of future profit allocation between policyholders and shareholders.
These assumptions should be made on a basis consistent with the projection assumptions,
established company practice and local market practice.

Principle 12:

Embedded value results should be disclosed at consolidated group level using a business
classification consistent with the primary statements.

Supporting guidance and more details about the thinking behind EEV are available on the CFO Forum website
www.cfoforum.nl

Source: PricewaterhouseCoopers
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In May 2004, the CFO Forum
launched European Embedded
Value (EEV), its most far-reaching
initiative to date. EEV is a set of
12 principles that aim to build on
the strengths of existing
embedded value methodologies,
while addressing the key
concerns of investors described
earlier (see Figure 2).

Risk-sensitive

The new EEV is designed to be
more reliable and risk-sensitive
by taking account of all the
aggregate risks in the covered
business. Evaluations combine
allowances for financial options
and guarantees, the prudence

of the liability valuations, the cost
of holding the capital needed to
support any mismatching of
assets and liabilities and a risk
discount rate to determine the
present value of future cash flows.

Companies are required to

use stochastic projections

to evaluate the cost of options
and guarantees over time.

Such projections need to reflect
the likelihood of a range of
scenarios and outcomes,
including the variability of
long-term economic assumptions
and possible changes in
management/customer behaviour.

Conventional methodologies tend
to base their assessments of the
required level of capital on
statutory minima. Through EEV,
the CFO Forum wants such
evaluations to be brought more
into line with internal
management objectives and
credit rating criteria. In particular,
the principles permit the use of
company specific economic
capital models that can provide



EUROPEAN EMBEDDED VALUE HERALDS NEW ERA FOR FINANCIAL REPORTING continued

a more precise evaluation of the
capital needed to support the
risks being run and hence the
efficiency with which capital

is being deployed.

The discount rates used to
determine the present value
of future cash flows should
include the risk-free rate plus
an appropriate risk margin.
This margin should reflect
any risk associated with the
emergence of earnings
distributable to shareholders
that is not covered elsewhere
in the valuation.

Enhanced disclosure

Companies using EEV will need
to identify and disclose the
business covered by the
valuation. While life insurance is
the key focus, the EEV principles
are designed to widen the

possible scope of embedded
valuation to other long-term
business such as asset
management or accident and
health cover. In principle, EEV
could be extended to non-life
business and would then, arguably,
be the first accounting ‘standard’
for all lines of insurance.

Reconciliation of the free surplus
of the covered business to the
reported equity will help to
identify the covered business
more clearly. EEV’s extensive
new disclosure requirements
also include detailed analysis

of the return on EEV, along with
in-depth sensitivity analysis that
will enable users of accounts to
judge the sustainability of the
reported EEV results.

Among the other disclosure
principles is the need to ensure

that segment reporting is
consistent with the primary
statements, which for the larger
listed groups would normally be
the segments determined in
accordance with the new IFRS
requirements. Companies will
also need to provide information
on the amount and cost of
required capital and the nature
and techniques used to value
options and guarantees.

All such information will need

to be validated by an external
review. In keeping with the latest
regulation on senior management
‘ownership’ of financial
disclosure, executives will be
expected to certify personally
that the statements have been
prepared in accordance with
EEV principles. Where this is

not the case, they will need to
identify any departures and

clearly explain why they have
been used.

Greater consistency

As we have indicated, EEV is
principles-based, which allows
some room for discretion at a
company-level in areas such as
the setting of key assumptions.
However, EEV will achieve

a much greater degree of
consistency than hitherto in

a number of important ways.
First, companies adopting

EEV need to use the principles
in their entirety; cherry-picking is
not permitted and the principles
offer no choices. Secondly, the
principles require the disclosure
of key assumptions and
sensitivities, which will enable
the markets to make their own
assessments about how
companies should be compared.

Insurance digest ® PricewaterhouseCoopers |13



EUROPEAN EMBEDDED VALUE HERALDS NEW ERA FOR FINANCIAL REPORTING continued

Next steps

The EEV principles will help
meet analysts’ and investors’
demands for a more credible
and informative basis for
supplementary disclosure that
reflects the key value drivers
within the business. As a
consistent framework for
reporting, they will also provide
the investment community with
welcome stability and
comparability during the
transition to IFRS Phase | and
through to Phase Il for primary
financial reporting. In particular,
they will provide a common basis
for the valuation of insurance
contracts that during the interim
Phase | will continue to be
covered by a disparate array of
national accounting principles.

The companies represented in
the CFO Forum will use the
principles to prepare their 2005
year-end figures; some may
publish EEV information in
advance of this. Moreover,
companies outside Europe may
review their existing embedded
value methodology with a view
to adopting the principles.
Indeed, in the spirit in which EEV
was designed, the Forum would
welcome wider adoption in

Europe and beyond, though it
will retain ownership and control
over the principles to ensure that
they are not adjusted by other
bodies.

PricewaterhouseCoopers is
currently assisting a number of
companies in the application of
the EEV principles. This work has
highlighted certain challenges,
not least in meeting the detailed
documentation and disclosure
requirements. A key practical
issue will be how to set risk
discount rates to take into
account aggregate risks not
reflected elsewhere. Companies
will also need to develop data
retrieval and scenario modelling
systems capable of generating,
calibrating and validating the
necessary risk projections.
Above all, firms need to take
full account of the governance
implications of EEV, including
ensuring that senior management
understands enough about the
basis for the preparation of the
new numbers to be able to
endorse them and explain them
to the markets.

Growing support

However, once the systems are
in place, EEV provides insurers

and the users of their accounts
with far greater certainty about
the sources of profit and whether
management is adding value,
along with the ability to compare
such judgements with other
companies. As a result, EEV is
winning growing support among
analysts. Most encouraging of all,
EEV heralds a new and largely
unprecedented level of co-
operation within the European
insurance industry, as it seeks to
develop workable reporting
standards capable of meeting the
demands of all its stakeholders.

‘The launch of European
Embedded Value marks a very
important step forward for the
European life assurance
industry,” said Jos Streppel,
Chairman of the Forum and
CFO of Aegon, in the introduction
to the EEV principles on the
CFO Forum website
www.cfoforum.nl. ‘We are
determined to do everything we
can to provide investors with
financial information that is both
transparent and consistent
across the major companies.
We believe that this new
approach represents a sound
basis for the future of life
assurance company reporting.” [
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Imagine that your conversion to International Financial Reporting Standards
(IFRS) is winding down, you have produced multiple periods of IFRS
accounts, the audit of your opening balance sheet is substantially complete
and your management is reviewing a full set of IFRS ‘numbers’ within

15 days of the month-end. Dutch insurer Interpolis has already achieved
what for many others remains a distant dream. Bill Marsh, Deann Frost
and Rinco Happee look at the secrets of Interpolis’ success.

SECRETS OF IFRS SUCCESS

‘We are an ambitious organisation,
which is why we wanted to be
ready for IFRS early,” said Math
Creemers, Finance Controller

of Interpolis.

With revenue in 2003 of some

€5 billion and assets of around
€20 billion, Interpolis is the
insurance and pensions subsidiary
of the mutually-owned Rabobank
group. Interpolis began work on the
move to IFRS in the spring of 2002,
as part of a co-ordinated group-
wide implementation strategy.

‘Our initial gap analysis confirmed
that IFRS was far more than just

a technical accounting exercise
and would have significant
implications for the operations

of our business,’ said Jan-Willem
Meeuwissen, who heads Interpolis’
IFRS implementation team. ‘Our
immediate priorities were therefore
to raise awareness about IFRS at
all levels of the organisation and
get moving as quickly as possible.’

Bringing senior management and
business units on board at the
outset helped give the IFRS
project the necessary profile,
impetus and resources.
Accordingly, some 20 members of
staff have been dedicating at least
half of their time to IFRS since
2002. Practical implementation
and embedding are co-ordinated
by a series of work streams
covering investments, insurance
contracts, real estate, employee
benefits/pension plans, financial

reporting and other balance sheet
items. ‘It pays to be thorough,’
said Math. ‘Cutting corners only
stores up trouble for later.’

Smart moves

While Interpolis’ IFRS project has
certainly benefited from its early
start and what for many companies
would be enviable resources, it is
the smart use of such resources
that has proved crucial. Finance
and actuarial staff from around the
organisation have been seconded
onto the IFRS team, where they
have been able to gain practical
experience in how the new
standards will work and impact
on the business. A key advantage
is also involving people that
understand the business over and
above the technical accountants.
Accordingly, while people have
been recruited to cover for the
seconded staff, Interpolis has not
had to hire what are increasingly
scarce and costly IFRS
specialists, as is often the case

in many other companies. The
seconded staff can go back to
their units and use their expertise
to train their colleagues and
oversee the smooth operation

of the new standards.

Similarly, Math and Jan-Willem
were keen to ensure that their
IFRS Technical Review Committee
included a broad range of internal
and external stakeholders. This
included the heads of Interpolis’
internal audit and actuarial
departments, along with

representatives from the company’s
investment management partners.
Such personnel have been able to
offer their input and perspectives
on IFRS and then take the lead in
educating and communicating key
messages to their staff.

Math and Jan-Willem also

believe that Interpolis’ relatively
straightforward change-over to
IFRS owes much to its earlier
investment in a centralised and
flexible company-wide accounting
system. In contrast, many of its
peers have been hamstrung by
what are often a diffuse array

of general ledger and financial
reporting systems and procedures.
‘Although it may be too late for
most companies to install integrated
accounting systems in time for
IFRS in 2005, we would certainly
recommend this in the long run,’
said Math.

Interpolis decided early on to make
IFRS the basis for its general
ledger and adjust to local GAAP
where necessary, rather than

the other way round. While this
route can prove more difficult to
implement in the short term, it will
certainly make life easier in the
long run, especially once IFRS
has completely taken over from
local GAAP and there is no need
for adjustment.

With the right team and the
systems in place, Interpolis has
been able to carry out a thorough
and ongoing analysis of the
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SECRETS OF IFRS SUCCESS continued

precise material impact of
particular aspects of the new
standards. While such detailed
evaluations clearly take time and
effort, they have enabled Interpolis
to prioritise its resources in

the most effective way. ‘While
many aspects of IFRS will have
significant implications for our
business, in certain other instances
we concluded that the impact of
the new rules is relatively minor,’
said Jan-Willem. ‘In some cases,
we actually found that the amount
of work needed to comply with

IFRS was not justified by the value
to our business. For example,
we decided that it would be
easier to sell our convertible
bond holdings than make all
the necessary adjustments to
our accounting procedures,
especially as the value of such
bonds was a mere €6 million out
of an overall investment portfolio
of some €18 billion.’

Another key advantage has been
the strong input from the parent
group. Rabobank’s reputation for
foresight and thoroughness is
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reflected in its being the only
banking group in the world

to earn an ‘AAA’ credit rating.
Such meticulousness has also
underpinned the group’s model
IFRS implementation project.
Interpolis has been able to draw
on expertise and experience
from across the group. The parent
company has also provided a focus
and framework for the Interpolis
project, including a timetable and
criteria for component evaluations
and supplying IFRS numbers for
consolidated accounts.

PricewaterhouseCoopers has
been closely involved in both the
Rabobank and Interpolis IFRS
projects. This has included
technical guidance and
assistance in the preparation of
the implementation plans. As the
projects have evolved, we have
also been able to provide updates
on developments in the standards
and industry best practice in their
application. However, both we
and Interpolis have always
recognised that embedding

IFRS into the organisation



requires effective staff training
and knowledge-sharing.

‘We always knew that we needed
to look beyond conversion and
compliance at how to make IFRS
benefit our organisation in the
long-term,” said Jan-Willem.
‘Therefore, we were determined
to ensure that our people gained
sufficient know-how to work with
the new standards. Now that our
people have acquired this
understanding, our advisors,
PricewaterhouseCoopers, can
step back and provide a useful
reviewing role.’

Navigating the pitfalls

Moving to IFRS is always bound
to throw up its fair share of
challenges and surprises, even
within such a thorough and well-
resourced conversion project.
‘The best advice we can offer is
never underestimate the amount
of work that is involved in IFRS,’
said Math. ‘It has certainly required
more time and effort than we
had originally envisaged.’

Product classification has proved
to be one of the biggest hurdles
faced so far. ‘We realised that our
central team did not actually have
a complete list of the products
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we were selling and so we had to
source vast amounts of data from
our operating divisions before
sifting through a huge part of
the portfolio to discern whether
policies should be classified as
insurance or investments and
how to account for them.’

The Interpolis team has also
found that some of the guidelines
set out in IFRS 4 are actually less
clear cut than ED 5, particularly
with regard to disclosure. ‘IFRS

4 provides no check list for

risk disclosure, which offers
considerable discretion to
individual companies,’ said
Jan-Willem. ‘We welcome

this freedom as it will give us
an opportunity to enhance
transparency and provide our
stakeholders with the information
they need to develop a true
understanding of our company
and its risk-profile. However,
such discretion could undermine
comparability in the market as

a whole.’

Overall, however, Interpolis
believes that the IFRS project
has provided a valuable catalyst
for evaluating and improving the
systems and operations of the
business. ‘Thanks to work we
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SECRETS OF IFRS SUCCESS continued

have undertaken on product
classification, for example, we
now have a better understanding
of our business on the ground.
The finance team is also now
routinely consulted on the
development and launch of

new products,’ said Math.

The success of Interpolis’ IFRS
conversion underlines the value
of thorough analysis, effective
co-ordination and smart use of
resources. However, perhaps the
most important lesson we can
draw from this case study is that
conversion is just the beginning.
The real challenge going forward
is how to make IFRS work in
practice and ultimately benefit
the company, which can only
come with hands-on experience
and understanding. ‘We now
provide senior management with
monthly IFRS/Dutch GAAP
figures, which is helping to
acquaint them with the new
numbers and how to interpret
them. More generally, IFRS is
becoming part of the vocabulary
and day-to-day routine of our
people,’ said Jan-Willem. ‘Having
gained what we believe is a
valuable early mover advantage
in embedding IFRS Phase |, we
now can’t wait for Phase Il.’

Deann Frost
Manager, Global Capital Markets Group
! Tel: 44 20 7804 0310

deann.l.frost@uk.pwc.com
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No changes are envisaged in the Spanish insurance market since
terrorist attacks, whatever their origin and nature, do not a priori affect
insurance companies’ results owing to the coverage guaranteed by
Spain’s ‘Consorcio Compensacion de Seguros’ (Spanish Insurance
Compensation Fund, CCS).

The terrorist attack of March 11
2004 in Spain had a similar impact
to that of September 11 2001 in
the United States. The millions of
Spaniards that invaded the streets
in cities and towns nationwide
have many things in common with
the millions of Americans that
filled New York churches and
Ground Zero in Manhattan.
Solidarity reached high levels in
both cases. The fire fighters and
police officers who ran into the
World Trade Center did not think
twice about risking their lives, and
the professionals from all fields
and thousands of volunteers

who flocked to Madrid gave

a tremendous display of faith

in humanity.

As regards the economic aspects
of these tragic events, a number
of studies have sought to measure
the impact of terrorism on the
economies of the countries in
which indiscriminate attacks

have taken place, having drawn
the conclusion that the actual
economic impact of such crimes
is limited, although a permanent
terrorist threat does cause
investment and consumption to
fall, bringing lower than expected
economic growth. In the case of
the Madrid bomb attacks, it is still
too early to quantify accurately
the economic cost. In the absence
of official data and based on

the number of victims and their
evolution (192 deaths and
approximately 2,000 injured),
technical and human resources
employed in rescue and aid

THE IMPACT OF MARCH 11 ON THE SPANISH INSURANCE INDUSTRY

activities, forecasts of material
damage and protection afforded
to victims of terrorism by existing
Spanish regulations, the cost is
expected to reach approximately
€180 million, relating basically to
compensation payable to victims.

In relative terms, estimated
financial costs are low,
representing only 0.02% of
Spain’s GDP. In comparison with
September 11, where the
economic impact is estimated at
between 0.5% and 1% of the US
GDP, according to some analysts,
the Madrid attacks have caused
financial losses that are between
25 and 50 times lower. Although
there are signs that both the direct
and indirect economic effects are
limited, the attacks in Madrid
could eventually have much
broader consequences. Various
international bodies have signalled
a potential loss of confidence in
consumers and European
investors and certain private
financial institutions have even
envisaged a cut in economic
growth forecasts.

In general, the emotional impact
of the attacks has been intense.
A recent study by one of the most
prestigious Madrid universities,
Universidad Complutense, stated
that two weeks after the tragic
events one half of Madrid’s
population was affected and 17%
felt that loneliness and grief were
present in their daily personal and
professional lives. This emotional
impact could turn into mistrust

and fear if, as would appear to be
the case, terrorism is perceived as
a long-term phenomenon.

Setting aside the differing
magnitude of the two tragedies,
the effects of March 11 and
September 11 on the insurance
industry are not at all comparable,
despite the fact that these events
and the possibility of new terrorist
attacks have swept away the idea
that such situations are improbable.

This probability factor combined
with the economic significance

of events of this kind have forced
insurance companies to rethink
their contracting terms and prices
in certain lines of business. The
resulting price rise is due basically
to pressure from the reinsurance
sector, which has increased rates
exponentially and restricted
coverage provided, in addition

to a general unwillingness to
accept policies that insure
against terrorist attacks.

Companies are therefore seeking
solutions to overcome the negative
impact on the insurance industry
of increasingly serious acts of
terrorism. In other European
countries, initiatives had already
been launched prior to
September 11 to cover the risk

of terrorist attacks. In fact, in the
United Kingdom, Pool Re was
created in 1993 in response to the
IRA attacks in London. The New
York tragedy has, however, forced
the industry to review terrorist risk
coverage, which has inevitably
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THE IMPACT OF MARCH 11 ON THE SPANISH INSURANCE INDUSTRY continued

entailed participation and active
collaboration in the search for
solutions on the part of the
governments of states

that feel threatened.

In general, the formulae
conceived to cover these

risks are based on the creation
of pools such as Austria’s
‘Osterreichischer Versicherungs-
pool zur Deckung von Terrorrisiken’,
France’s ‘GAREAT’ or Germany’s
‘Extremus AG’, which focus
largely on property insurance
through industrial, commercial
and private lines of business and
have been driven by the relevant
insurance industry associations.

In Spain, no changes are
envisaged in the insurance
market as terrorist attacks,
whatever their origin and nature,
do not a priori affect insurance
companies’ results, since insurance
coverages are guaranteed by the
‘Consorcio Compensacion de
Seguros’ (Spanish Insurance
Compensation Fund, CCS).

FIGURE 1

Unlike the solutions implemented
in other countries, the CCS is a
public institution administered by
the Finance Ministry. It was created
in 1941 to provide compensation
for victims of the Spanish Civil
War (1936-1939) and has been
maintained ever since. The Fund
provides coverage for extraordinary
risks as the core component of

a compensation system for
catastrophe damage that is the
only one of its kind in the world.

At present, the CCS is engaged
in both insurance and non-
insurance activities. Its primary
purpose is to act as a private
insurance provider in the
absence of private sector
involvement in the coverage

of certain risks. Secondly, it
guarantees insurance coverage
in certain circumstances, such
as uninsured risks, insurer
insolvency and the extraordinary
circumstances of the frame of
reference. Recently, and after the
September 11 attacks, the
Pool’s coverages have been

extended to include loss of profit
arising from extraordinary risks,
a coverage that the Spanish
insurance industry had been
demanding for many years.

Figure 1 contains a breakdown of
claims paid by the CCS for
extraordinary risks, including the
cause of the claim, during the
period 1987 to 2002.

The CCS'’s public duties as
guarantor consist of paying
damages arising from
extraordinary or catastrophe
risks, including natural risks
such as floods or earthquakes
and sociopolitical risks such
as terrorist attacks. The CCS
therefore covers extraordinary
risks excluded by Spanish
insurance companies, the only
requirement being a valid
insurance policy.

The CCS is financed through a
mandatory system of surcharges
averaging 1/3000 of premiums
for certain lines of business,

Breakdown of claims paid by the CCS by extraordinary risks (1987-2002)

Cause N° Claims Payments (In €) % Avg Cost
Flooding 198,035 1,288,931,334 84.31% 6,509
Earthquake 10,728 16,136,564 1.06% 1,504
A typical cyclonic storm 8,659 28,612,454 1.87% 3,304
Falling sidereal bodies & airborne debris 3 41,470 0.00% 13,823
Terrorism 15,344 151,995,961 9.94% 9,906
Riots 146 668,966 0.04% 4,582
Disturbances 4,958 41,241,779 2.70% 8,318
Actions by armed forces 644 1,212,800 0.08% 1,883
Total 238,517 1,528,841,328 100.00% 6,410
Source: Consorcio Compensacion de Seguros (Spanish Insurance Compensation Fund, CCS)
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excluding life. The surcharge is
applied by insurance companies
through their policies (bodily
injury and damage) for the
coverage of extraordinary risks.

From 1987 to 2002, the CCS

has paid terrorism indemnities
amounting to nearly €152 million.
Figure 2 shows a breakdown of
claims paid by year of occurrence.

Of the total cost of the March 11
attacks, an estimated €40 million
will be paid to victims’ families
by the public administration,

the minimum indemnity being
€209,000 per person. This figure
includes the compensation
provided by the Law on the
Protection of Terrorism Victims
and the Social Security
contributions that give rise

to benefits and pensions

paid directly by the public
administration. Indemnities
under the mandatory passenger
insurance policies taken out by
the state railway company
RENFE and any compensation
payable to the victims under
private policies will be paid by
the CCS.

Calculations made to date
include damage caused by the
bombs, which will be covered
by the CCS. Compensation
encompasses repairs to railway
lines and electricity power
cables owned by the railway
company RENFE, and blast
damage to more than 110
homes. Trains are not, however,
covered by the Pool, as RENFE
had not renewed the damage
insurance policy.



The CCS envisages that
approximately €20 million will
be paid to beneficiaries of the
deceased and to injured victims
suffering after effects. According
to Pool sources, benefits relate
mainly to the mandatory

FIGURE 2

train ticket (€50,000 for

the victims.

by year of occurrence (1987-2002)

THE IMPACT OF MARCH 11 ON THE SPANISH INSURANCE INDUSTRY continued

passenger coverage that all the
victims obtained by buying their

death

and €55,000 for permanent
disability) and to any additional
private accident policies covering

Breakdown of terrorism indemnities paid by the CCS

Year Ne° Claims Payments (In €) Avg Cost
1987 1,620 13,056,267 8,059
1988 960 4,532,893 4,722
1989 552 2,674,684 4,845
1990 1,098 9,069,273 8,260
1991 1,350 8,535,394 6,323
1992 772 8,031,385 10,403
1993 509 5,266,176 10,346
1994 470 2,980,968 6,342
1995 678 8,272,201 12,201
1996 600 11,023,050 18,372
1997 883 138,775,775 15,601
1998 505 5,275,080 10,446
1999 628 5,001,494 7,964
2000 1,980 19,795,385 9,998
2001 1,922 23,737,137 12,350
2002 817 10,968,800 13,426
Total 15,344 151,995,962
Source: Consorcio Compensacién de Seguros (Spanish Insurance Compensation Fund, CCS)
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As regards private policies,
payouts are not expected to

be high, reflecting the socio-
economic status of many of the
March 11 victims and the fact
that many did not have accident
insurance providing high sums
insured. It should be noted that
many victims were illegal
immigrants but the government
has decreed that their direct
family members and victims
suffering after effects will be
granted automatic Spanish
citizenship. In this respect, the
National Insurance Pool has
stated that many victims may
have taken out insurance policies
that have not yet been identified,
such as coverage obtained under
mortgage loan agreements, credit
card agreements and corporate
group insurance policies. For the
first time, the CCS will take a
proactive approach to the payment
of benefits by processing all
indemnities ex officio based on

a list of deceased and victims
suffering from after effects to

be provided by the government.

In short, setting aside the direct
economic effects of March 11,
from which no major claims
against insurance companies
are expected, it is clear that the
attacks have set the alarm bells
ringing once more in the
international insurance industry.
However, thanks to the coverage

provided by the CCS for these
extraordinary risks, the Spanish
insurance market will not,

in principle, be affected by
international concerns. The
Spanish solution, which relies on
the government’s full commitment
to covering terrorism risks as part
of extraordinary risks, could
therefore be adopted by other
countries so as to minimise the
potential economic impact of
reprehensible terrorist attacks on
the insurance industry, which is
so critical to social welfare in
western societies.

Pedro Diaz-Leante Sanz
Senior Manager, Audit Business and
Advisory Services

Tel: 34 915 684 000
pedro.diaz.leante@es.pwc.com
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Developments and challenges in
the South African insurance market

AUTHORS: ILSE FRENCH AND FRANCOIS MILLARD
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The southern-most tip of Africa is where the Indian and Atlantic Oceans
meet, with the warm Agulhas Current coming up from Mozambique in
the Indian Ocean, joining the cold Benguela Current swirling in from the
Atlantic. It is a wild and desolate stretch of coast, swept by fierce winds
and blanketing fog, but it is a unique place of stark beauty. The South

African insurance market is just as unique and represents a complex
marriage of developed and emerging market features.

Background

The South African insurance
market has seen some significant
changes since the 1994
democratic elections and shift

in political paradigms. Local
insurance companies have
developed a renewed focus on
the corporate entity, processes
and the need to raise capital

to compete and expand in
international markets. This
resulted in the demutualisation
of the two biggest life insurance
companies, with a combined
market share of 55% of premium
income, in the late 1990s.

Although the opening up of the
South African market created
opportunities for globalisation,
local markets became more
competitive, with new players
entering the market. The economy
has also impacted on insurance
companies. The annual
percentage growth in GDP in the
post-1994 election period peaked
at around 4.3% in 1996, but then
steadily declined to below 1% in
1998, showing some signs of
improvement to 2002, only to
drop below the 2% level again in
2003. The financial environment
has further been characterised

by a volatile currency and
predominantly high interest rates.
However, interest rates have been
declining to historic low levels as
the South African monetary policy
became focused on inflationary
targets, while equity markets have
forsaken most of the gains

DEVELOPMENTS AND CHALLENGES IN THE SOUTH AFRICAN INSURANCE MARKET

accumulated in the early 2000s,
as shown in Figure 1.

Conditions started to improve

in the latter half of 2003 and
indications are that this will
continue during 2004. Immediate
industry concerns have shifted
somewhat from economic issues
to political drivers of change such
as the Financial Sector Charter,
allied to the topics of black
empowerment and the emerging
black insurance market.

The market capitalisation of the
insurance industry was 7.4%

of the total market capitalisation
of the JSE Securities Exchange
at 30 June 2003. South Africa has
the most penetrated insurance
market in the world in terms

of premium as a percentage
of GDP. This is illustrated in
Figure 2 overleaf.

However, only an estimated

20% of the population has life
insurance cover and around

10% has short-term cover.

This reflects South Africa’s
disproportionate concentration of
wealth. A significant reduction in
income inequality seems unlikely
to materialise at low economic
growth levels. The demographic
profile of policyholders is shifting,
with a greater focus on sales to
previously uninsured markets.
Unemployment remains a concern,
with the unemployment rate
increasing to an estimated 28.2%
in 20083, from 20.3% in 1996.
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DEVELOPMENTS AND CHALLENGES IN THE SOUTH AFRICAN INSURANCE MARKET continued

Life penetration 2002 Analysis of gross premiums per policy type
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Overview of the short-term
insurance market

The short-term market is well
developed, with a diverse
product offering in a historically
competitive market. The net
premium income of the 86 active
direct insurers amounted to
almost R21bn in 2002. The top
six short-term insurers write on
average half of the total short-
term insurance premium.

The short-term insurance
industry has recently benefited
from favourable economic
conditions, benign weather and
no large fires or explosions in
what insurers call a ‘hard’
market, where premiums
increased more than the cost
of claims. In the first quarter

of 2004 underwriting margins
were 14% compared with 4% for
the first quarter of 2003. This
resulted in spectacular earnings
increases during 2003 and
indications are that earnings in
2004 will continue on this trend.
However, aside from premium
increases, there has been very

little growth in the market for
some time. Recent increases in
premiums have been in line with
international trends and latest
available industry figures show
an 18% increase in 2002. The
market is focused primarily on
motor and property insurance,
as illustrated in Figure 3.

A recent and innovative feature
of the market is the introduction
of progressive no-claim bonuses,
involving cash payments to
policyholders who do not claim.

Overview of the long-term
insurance market

The long-term insurance market
has traditionally been dominated
by a few large companies,
offering investment and risk
products to a broad market
segment. However, a large
proportion of existing
policyholders are from middle
and upper income classes.
Some of the small to medium
companies focus on niche
markets, either at the low income
or upper income segments, with
the latter being focused on
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providing comprehensive wealth
management services. More than
60% of premiums written in this
market are in respect of
investment products, where

tax benefits arise for higher tax
paying individuals if certain
conditions are met. Some
insurers have also utilised the
partial relaxation of exchange
controls to offer innovative
offshore investment products.

The net premium income of the 55
active direct insurers amounted to
almost R175bn in 2002. The five
largest long-term insurers write
approximately two-thirds of total
long-term insurance premiums
and the ten largest long-term
insurers write nearly 85% of total
life insurance premiums.

The long-term market is relatively
mature with slow growth, but
opportunities still exist in certain
market segments. Although total
premium income on individual life
policies has decreased in recent
years, recurring premium income
has been increasing. This reflects
the large decline in single

premium inflows. In a saturated
savings environment, competition
from an efficient and innovative
banking sector, poor short-term
investment returns and recent
low interest rates have
contributed to the decline in
long-term insurance single
premium income. Policyholders
have not yet become
accustomed to low guaranteed
returns in the current low interest
and inflationary environment. In
addition, low guaranteed rates of
return previously thought to be
negligible have now become
costly to some insurers. The
more stable and lower interest
rate economic environment has
required a much greater focus on
investment performance and
product structures.

An increasing trend in policy
lapses is concerning and has
resulted in an investigation into
churning activities. Statistics
show that lapses and surrenders
are getting worse, especially at
the lower end of the market,
where economic circumstances
have contributed to the



deterioration in lapse and
surrender experience, as some
policyholders can no longer
afford the premiums.
Furthermore, the government’s
temporary cessation in 2000 of
all non-statutory payroll
deductions for its workforce
(covering items such as
insurance premiums) forced
many financial services
companies to re-examine the
attractiveness of certain target
markets. The deductions have
since been reinstated, but under
conditions less favourable

to insurers.

The threat of HIV and AIDS in the
early 1990s resulted in a decline
in the availability of protection
policies. Insurance companies
need to maintain substantial
reserves to cover claims resulting
from the pandemic. AIDS
research has contributed to a
better understanding of the likely
impact of this disease on the
insured population. This has
partly contributed to a re-
emergence of protection policies,
some with innovative and
complex designs, fuelled by a
growing appetite for pure risk
products, as opposed to the
traditional universal life policies
where protection and investment
elements are combined in a
single product offering. Although
HIV testing at inception is a
common underwriting practice,
some protection policies contain
AIDS exclusion clauses, and
there is a need for more
accessible product offerings to
benefit the alarmingly growing
number of infected people.

DEVELOPMENTS AND CHALLENGES IN THE SOUTH AFRICAN INSURANCE MARKET continued

Overview of the reinsurance
market

Most of the world’s leading
reinsurers have a presence in the
South African market. They cover
a broad range of product types,
including group and individual life
and disability business.

The long-term reinsurance
market has reduced in real terms
over recent years, with
consolidation in the direct market
leading to lower reinsurance
demand. Partially as a result, the
market has seen a relative
increase in financing reinsurance
and capital management deals,
as direct companies focus more
attention on capital management
and reinsurers look to generate
revenue from operating outside
their traditional field.

The short-term reinsurance
market has a few more players
than the long-term market. There
is also a certain amount of South
African business written with
Lloyd’s syndicates.

A feature of the South African
short-term market is the South
African Special Risks Insurance
Association. Following political
riots and violence in the late
1970s, direct writers were no
longer willing or able to
underwrite certain perils. As a
result the government entered
as a reinsurer of the last resort.

Emerging trends and
strategic issues in South
African insurance

Financial Sector Charter

The Financial Sector Charter
requires all financial institutions
to have 25% black ownership by

2010, of which at least 10%
must be a direct holding.

It also requires 25% black
representation at executive level
by 2008. The targets set by the
Charter are challenging. The
Charter’s requirements result

in a high demand for black
shareholders and scarce black
management talent in the
insurance industry. Emphasis will
be placed on identifying talent,
recruitment and training to meet
black economic empowerment
requirements by 2008.

Regulatory environment

The Financial Services Board
(FSB) regulates the insurance
industry within South Africa.
All offshore companies selling
insurance products in South
Africa must have a registered
company in South Africa.

Insurance companies must
obtain approval from the FSB for
all classes of business they
intend to sell. Insurance
companies cannot sell health
products covering the actual cost
of treatment. These products
may only be sold by medical
schemes and are regulated by
the Department of Health.

The solvency of long-term
insurers is regulated through the
Statutory Valuation Method
(SVM) and the Capital Adequacy
Requirement (CAR). The SVM is a
prospective discounted cashflow
methodology using a ‘best-
estimate plus margins’ basis to
set the statutory liabilities of the
insurer. The CAR is a risk-based
capital approach to setting the
required minimum level of the
excess of the market value of
assets over statutory liabilities.

Current solvency capital of
short-term insurers is calculated
as a percentage of net premiums.
It is expected that the current
solvency requirements will be
replaced by a more sophisticated
risk-based capital system in the
next two years. This could result
in substantial changes in the
amount of capital required for
some lines of business.

All businesses, not least of

all insurers, have suffered
from legislative overload over
the past few years. Insurance-
specific legislation recently
passed includes:

* The Financial Sector Charter;

e The Amendments to the
Long-term and Short-term
Insurance Acts of 1998;

e The Promotion of Equality and
Prevention of Unfair
Discrimination Act of 2000;

e The Policyholder Protection
Rules of 2001;

e The Financial Intelligence
Centre Act of 2001; and

e The Financial Advisory and
Intermediary Services Act
of 2002.

Current legislation changes under
consideration by the FSB:

e Regulation of insurance
group solvency;

¢ Financial condition reporting
for short-term insurers;

¢ Requirements in respect
of with-profit insurance
policies; and

e Deregulation of commission
payments to brokers.
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Many industry players have
raised concerns about the cost
implications of compliance.

Distribution channels

The typical distribution model is
somewhat traditional and
intermediary-centric. Commission
payments are relatively high and
this makes the market vulnerable
to direct marketing. In the short-
term environment there have
recently been successful moves
towards direct marketing, while
long-term insurers still distribute
primarily through agency and
broker forces. Distribution
channels are expected to move
towards worksite marketing,
direct sales and bancassurance,
although strategies on this front
have been slow to crystallise.

Policyholders and prospective
policyholders now have rights
regarding disclosure of relevant
information by product providers
and their intermediaries. The new

FIGURE 4

Financial Advisory and
Intermediary Services Act
requires all financial service
intermediaries to be licensed.

Consumerism

Transparency and better-
educated policyholders have
resulted in a demand for needs-
based product advice. Insurers
need to invest in understanding
the demands of the market.
Although statistics have shown
that South Africa is an extremely
under-insured market in terms of
population coverage, affordability
plays an important role. Research
indicates that there is an increase
in the use of informal financial
services, such as burial societies.

Mergers and acquisitions

Many familiar names have
disappeared from the South
African insurance market. After
the initial flush of new entrants to
the market following the 1994
elections, economic realities have

resulted in industry realignment.
Foreign players such as Allianz,
St Paul and CGU have left the
local market.

Mergers and acquisitions in the
short-term market resulted in the
largest two companies controlling
47% of the market and the
largest three long-term
companies controlling 45%

of the market. This is illustrated
by Figure 4.

The industry believes that
mergers and acquisitions will
continue, but that the
Competition Board may prevent
or slow mergers amongst the
largest players. In contrast with
some international insurers,
merger and acquisition activities
are not viewed, by the majority of
the insurers, as central to their
business strategies. The focus
for the next few years will be on
joint venture strategies as a result
of the Financial Sector Charter.

Conclusion

The South African insurance
market is an innovative market
that has responded well to
economic challenges and
changes in customer needs.

The increasing focus on bottom
line earnings and expense
controls may reshape the market,
as mergers and acquisitions
become more attractive.

There are still unique challenges
facing this market and future
success will depend on the
effective implementation of the
Financial Sector Charter, new
regulatory and reporting
requirements, and realignment of
distribution channels and product
offerings to suit the needs of the
emerging market.

Market share of top five long-term and short-term companies for 2002 (Total gross premium)

Rest of long-term
industry 38.08%

Liberty Group 7.95%

Source: Financial Services Board

Market share of top five long-term companies for 2002
(Total gross premium)

Old Mutual 19.16%

Investec 13.30%

Sanlam 12.55%

Momentum Group 8.96%

Market share of top five short-term companies for 2002
(Total gross premium)

Rest of short-term
industry 28.4%

AlG (SA) 5.4%(

Hollard 9.0%

S A Eagle 10.2%

Santam 28.6%

Mutual & Federal 18.4%
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Capital allocation is a key element of effective capital management for
general insurers. Here we examine the benefits to be gained from capital
allocation and demonstrate the technique through a simple case study.

ECONOMIC CAPITAL: AN INTRODUCTION FOR GENERAL INSURERS TO CAPITAL ALLOCATION AND ITS BENEFITS

Economic capital: the benefits
of effective capital allocation
for general insurers

With the movement of EU
countries towards Solvency I
and the potential introduction

of new risked-based solvency
regulation many European insurers
have a fresh focus on the
management of capital within
their organisations. While many
insurers have basic capital
management procedures in place
fewer firms are realising the full
potential benefits.

Rather than looking on these new
regulatory requirements as the
cost of doing business in the
European market, regulators are
encouraging firms to embed their
capital management function and

FIGURE 1

to move towards using the
models for strategic decision
analysis and to ultimately add
value to the business decisions.
Buy-in to the new models and
methods at a senior management
and board level is seen as critical.

Due to this changing focus

on integrating capital and risk
management, insurers are
having to review their approach
and integration of their capital
management functions.

Many are finding their current
practices inadequate for the
intended purpose.

In a previous Financial Services
e-briefing ‘Economic Capital:
At the heart of managing risk
and value’ (available from

www.pwc.com/financialservices)
we emphasised the benefits

of managing capital effectively
and demonstrated that a key
step was capital allocation
(see Figure 1). Below we

look at why insurers should
allocate capital effectively,
examine the benefits of capital
allocation and provide a simple
worked example.

...many European
insurers have a
fresh focus on the
management of
capital within their
organisations.

Why allocate capital?

Industrial companies have for
many years been in a position to
assess alternative investment
projects on the basis of risk return
trade-off. Corporate and project
finance techniques have
developed to enable companies
to use mean-variance analysis to
allocate their resources.

Economic Capital: At the heart of managing risk and value

Ensure market
understands
risk-adjusted
performance

Design executive
remuneration to
align management
and shareholder
interests

Investor/
rating agency
communication

Reward
schemes

Strategy
selection

Economic
capital

Performance
reporting

Source: PricewaterhouseCoopers/EIU briefing Economic Capital: At the heart of managing risk and value

Capital
allocation

Set value targets
to satisfy investor
and analyst
expectations in line
with risk appetite

Set performance
measures to drive
value creation
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Insurers, meanwhile, have mainly
used more basic return
measures, such as underwriting
result, return on premium or
combined ratio for general
insurance in order to assess the
relative merits of writing different
classes of business, or assessing
the benefit of moving into new
business lines. These measures,
while very good for communicating
targets, have usually not been
adjusted to take into account the
risk of writing a class of
business; that is, the capital
required, or the length of time for
which this capital will be tied up.

Capital allocation provides the
means through which insurers
can examine the risk of writing
different classes of business,
and hence put themselves in a
position to determine the risk-
adjusted profitability for each
class of business.

Corporate finance techniques
for project evaluation commonly
recommend risk-adjusting the
rate of return required on
alternative projects as a method
to evaluate projects on a
consistent basis.

The same concept can be used
in insurance with one important
change — we do not adjust the
rate of return, rather we adjust the
capital required to support the
class of business. Thus we use

a rate of return on risk-adjusted
capital (or RORAC) approach.
The steps involved are:

1. The risk-based capital
required at the company level
to protect the company to a
defined risk appetite is
determined. For example,

this may be defined as the
capital required to be held

to ensure that the probability
of insolvency is less than 1%
over the next five years.

2. The capital is allocated down
to class of business or
contract level where the
allocation will depend on the
relative riskiness of the line of
business/contract. Allocating
more capital to a class of
business effectively changes
its risk profile (in the same
manner as adding cash to an
equity portfolio to lower its
Beta) such that all classes then
have the same risk profile.

Effective capital allocation
drives an efficient business

Many companies are now
finding out how effective
capital management and
allocation can help to give
competitive advantage:

e By identifying the most
appropriate mix of business
for the coming year, satisfying
both regulatory capital
requirements, risk-appetite
and return on capital criteria;

e Defining performance
measures that reflect senior
management goals and
hence allow rewards to
be aligned to those goals.

For example, by risk-adjusting
class of business returns to
demonstrate which lines are
adding shareholder value and
reflect it in pricing; and

¢ Providing senior management
with additional information
regarding the overall strategy
for its business going forward.



ECONOMIC CAPITAL: AN INTRODUCTION FOR GENERAL INSURERS TO CAPITAL ALLOCATION AND ITS BENEFITS continued

In short, allocation of capital
allows risk-based measures to be
developed that can allow for the
inherent risk within each class of
business. The use of risk-based
measures can therefore lead

to direct and meaningful
comparisons between business
lines and provide answers to key
questions regarding the most
efficient business mix, taking risk
and return into account.

For example, once an appropriate
allocation of capital has been
determined by adjusting for risk,
we can calculate the combined
ratio to which underwriters need
to write. This provides a simple
way of communicating targets
across the company as well as
which classes of business can
viably be written that accurately
reflect the shareholders’

risk preferences and return

on capital requirement.

Capital allocation can also help
management identify the most
appropriate strategy for either
sections of the business, or the
company as a whole. Using risk-
based capital measures to
evaluate reinsurance efficiency
and pricing can ensure that the
most risk-efficient reinsurance
programme is put in place.
Similarly, the risk-return
calculated for sectors of
business, or geographical
regions, can help in deciding
whether business sectors should
be increased or scaled back at a
higher level, subject to overall
strategic goals.

Maijor insurers in the market
have been applying the principles
of capital allocation in the day-
to-day running of their business,
using this to their competitive
advantage. For example:

e Pulling out from lines which
were shown to be unprofitable
on a risk-adjusted basis, and
directing the capital underlying
these to more profitable
lines; and

e Reducing lower layer
reinsurance spend where this
was demonstrated not to be
lowering risk effectively.

Practical capital allocation
example

In order to demonstrate the
principles of capital allocation we
have used an example based on
a hypothetical insurer,
Europelnsure (see Figure 2).

Europelnsure writes €450 million
of premiums, split between three
classes of business. Its internal

capital modelling has determined
that it needs to hold €250 million
of risk-based capital, considering

Europelnsure capital allocation

Class A Class B Class C Total

Business planning data

Premium (actual) 100 150 200 450

Expected claims and expenses 90 150 220 460

Expected combined ratio (%) 90% 100% 110% 102%

Expected underwriting result 10 0 -20 -10
Dynamic financial analysis (DFA) model outputs

Risk-based capital required (1) 250

TVaR (99%) (2) (3) -20 -25 -80 -125
Allocation calculations

TVaR (99%) (4) 16% 20% 64% 100%
Allocation results

Capital (TVaR basis) 41 50 159 250

Capital (TVaR basis) % Premium 41% 34% 79% 56%
Required break even combined ratio (%) 94% 105% 101%

Source: PricewaterhouseCoopers

its risk tolerance of a maximum
of 1% probability of insolvency

in the next five years. In order to
determine the capital supporting
each class of business (illustrated
in Figure 2) the following steps
are undertaken:

1. Determine what capital to
allocate — this may be risk-
based capital, regulatory
capital or actual capital held.
In our example we are
allocating risk-based capital.

2. Determine how to measure
the risk associated with each
class. To do this, we need to
select an appropriate ‘risk
measure’. In the example, we
have used Tail Value at risk
(TVaR) see Figure 3 overleaf.

3. Determine what class of
business financial variables
the risk measure will be
applied to. This is commonly
the distribution of underwriting
results or of unexpected
losses (being the distribution
of actual claims less expected
claims). In the example, we
have used the distribution
of underwriting results for
allocating capital and have
generated the TVaR at the
99" percentile for each class
using a capital model.

4. Calculate the proportion of the
total capital required by each
class and thus allocate the
total capital accordingly. Thus
Class C accounts for 64%
(80/125) of the risk, and
therefore used €159 million of
our total capital of €250 million.

We note that capital required
at a class level is a function
of both variability and
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ECONOMIC CAPITAL: AN INTRODUCTION FOR GENERAL INSURERS TO CAPITAL ALLOCATION AND ITS BENEFITS continued

profitability. As Class C has
an expected underwriting
loss this adds to the capital
requirement attributable to
its variability alone.

In order to communicate targets
throughout the business, return
on capital requirements and
capital requirements at a class of
business level can be converted
into target loss ratios or

Measuring risk: Standard deviation, value at risk
and TVaR

VaR

TVaR l

Auligeqoid

Capital downside of class
Expected losses

—
1
1
1
1
1
A 4 1
R
1
1
1
1
1

Capital at risk
Source: PricewaterhouseCoopers

While standard deviation (SD) — a measure of variability around the mean —
is widely used as a measure of the volatility of investment returns, it is less
suitable to insurance applications. The reason for this is that SD looks at
the overall ‘spread’ of outcomes, whereas insurance solvency is about
extreme adverse events.

Value at Risk (VaR) is a measure that provides capital such that any losses
will be covered up to a certain specified probability, for example enough
capital to be assured of solvency in 99% of possible future outcomes.
The Tail Value at Risk (TVaR) at 99% is the expected capital loss given the
company is not solvent.

combined ratios. These can be
produced using technical pricing
formulae and capital allocated on
an unexpected loss basis (in
order to remove the effect of the
current premium rates). We note
that in the example the only
pricing factor that is different
between the classes is the capital
required — this demonstrates the
significant impact of capital
allocation on break even
combined ratios by class.

The price of risk

Insurance is the business of
pricing risk, and needing to
provide a return on capital to
shareholders. If an insurer cannot
allocate capital according to the
risk taken on, or determine how
much capital a new project will
require, then it is not possible
to determine if capital is being
used efficiently to achieve
shareholders’ required rate of
return and to add excess
shareholder value.

Any tools or technologies that
can be introduced to enable

a company to allocate capital
more accurately, more effectively
and more equitably should be
welcomed. Capital allocation,
even in its simplest
implementation, is such a tool,

and it is important to realise that
it can bring immediate and
quantifiable benefit to a business.

However it is important to
consider the implication of
selecting any given allocation
methodology. For example if
allocation was done simply
taking into account the business
volume written it would fail to
allocate capital to lines of
business in run-off.

We have scratched the surface
of the techniques of allocating
capital in this article. There are
many deeper theoretical methods
than in our example, which bring
different benefits with them.
However, even implementing

a simple algorithm on the back
of a reinsurance model or
economic capital model can
bring significant benefits,
including raising awareness
within your organisation of

what levels of performance

are acceptable from each

class of business and how to
move towards these. With the
move in many insurers towards
integrating capital models in their
business, there has never been

a better time to start looking at
capital allocation, and the rewards
- risk-adjusted or otherwise —
could be significant. [
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