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CROs and CEOs want progress

The robust logic behind effective risk management
means that it is desirable for all businesses. Ensuring
that risk management frameworks are effective seems
to be the next big risk management challenge for
businesses because:

« CEOs and CROs want their risk capability to be
effective.

» There are regulatory drivers requiring it. For
example, Article 44 (1) of the Solvency Il Directive
contains statements such as, “The risk management
systems shall be effective and well integrated into
the organizational structure and in the decision
making process... Proper consideration of the

persons who effectively run the undertaking or have
other key functions.”

Understanding the degree of effectiveness is
important, but often hampered by the lack of a
comprehensive structure for the assessment. As a
result, assessments can sometimes be too general or
overly subjective.
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Some initial feedback

Thanks for this - very interesting. Happy
for you to contact me in due course.
- Regional CRO of a bancassurer

| thought it was a very good summary.
Happy to talk at some stage.
- UK CRO of a global insurer

Thanks for forwarding interesting
report. | agree with most of findings.
- Global CRO of Europe based
Insurer

A very interesting and challenging area
for Risk and the business. | certainly
recognise the imperative, and | really
liked the CEO/CRO Iinterface
component. Happy to talk through the
paper.

- Head of Op Risk, bancassurer
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Framework for assessing effectiveness

Risk Management Effectiveness
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Some extracts... commercial rationale

Given the fundamental business benefit to be derived from more
effective risk management frameworks, effectiveness improvement
should be desirable to CEOs and CROs even in the absence of
regulatory pressure.

This type of effectiveness framework provides a useful way for these
forward-thinking businesses to harness greater value from their risk
management investment.

Page 5 Ell ERNST & YOUNG

Quality In Everything We Do



Some extracts...CEO desire

Common questions from CEOs include:

“Now | have suitably skilled people in my risk function, how can we
make sure they are focused on the right areas of business
uncertainty?”

“Now that we have a good risk management framework by design
across all three lines of defense, how can | make sure it is actually
effective in practice, globally?”

“I've spent a lot of money on risk management, so how can | make
sure | get maximum benefit from it?”
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Ideas for improving CEO/CRO Interface

CEO actions

CRO actions

Challenge the CRO to ensure that contributions to
uncertainty/scenario planning are focused on likely
business challenges in the period ahead and not just on
extreme events.

Ensure that discussions regarding contingency planning (far
disaster management purposes) and scenarios for capital modeling
are distinct from dialogue relating to month-to-month business
uncertainties and, more likely, situations resulting from client,
competitor or distribution channel actions.

Request that past and future risk management investment
is evaluated with direct reference to specific goals of the
business.

Relate all discussions reharding change in risk levels to specific goals
of the business.

Challenge your business units to ensure risk information
provided by the risk management function is taken into
account for strategic and operational decisions.

Use the first line of defense to ensure that risk management
instructions to the business units do not come from the second line.

Encourage your CRO to actively engage with CFOs around
balancing risk and return.

Avoid pursuing de-risking without sufficient consideration of
potential upside or economics of increased contraol.

Ensure your firm's risk appetite is properly articulated when
making decisions.

Highlight any deficiencies in expressions of, and/or use of, risk
appetite and risk tolerances.

Ensure that good “tone at the top” follows on from staff
communications and is also evidenced in high-level
management and board meetings.

Discuss ways in which you might be able to support the CEO further
in ensuring the tone from the top stays consistent behind closed
doors at the senior level.

Ensure that you are clear on what you expect from your
second line of defense and also that first line of defense
has sufficient capability to enable the second line to remain
firmly in its intended role

Challenge the CEO if you believe the first line capability is
insufficient, making it clear why that interferes with your ability to
deliver on your second line responsibilities.

Page 7

Ell ERNST & YOUNG

Quality In Everything We Do



benefit org...

IOUTS...

: CEO behavi

SIG Survey

YoF ¥

%l 19

%l 19

Yol 9t

YB'E9

%8 LT

%005

] ERNST & YOUNG

3)0) papusiul SY Ul Ay

UIBLIS] 0} SUI| PUDIRS SUY) SKJEUS

o) Aypgedes usiyns sey aauajap
102Ul 1811 1B} 0SB PUE SaUajap
103Ul puodas Jnof wol padxa
nNoA JBLYM UD 1830 SU8 NoA aunsuDg

shunaaw piecg pue uswsafeusw
|[2aai-ubiy u paouspias

0OS[B S| pUB SUOTEIIUNLILLICD

HEJS WOy UD SMO[|0)

Aoy 2yl 18 2ucy, poob 1Byl sunsug

suoisIzap Duew usym
Iny2sn 2q o} peignape ybnous [l2m
51 aadde ¥su s,uuy Jnof sunsug

Linad pue ysu
Busuejeq punocue =040 yum abebua
Aaanae o] oMo Inof sbeinoaug

suoisiaap |eucnesado

pue 31G2)1e015 104 JUNOIIE Ul
uayel sl uonIung Juswsbeuew
Y1 2yl Ag papiaocid
UOIELLIOJUl Y51 SINSUS O
spun ssaulsng ok abusgeys

SE3UISNg 2Y) 1o geob swsads

0] 23UBI8§al 18P YUM p3JEN|BAS
81 Juaisaaul Juswsbeuew

¥eu aumny pue jsed eyl 1sanbay

SJUSAS BRI
uo snl Jou pue pesye pousd
21w ssbus|ey ssauisng A2
uo pasnaoy ase buuued cueuads
JAuiepEsuUn 0] SUoHNGUIUGD

Jeu) sunsua o} gD 30 abus|eyD

Quality In Everything We Do



Some extracts... absence from Sll plans?

It is interesting to note that while Solvency Il requires risk management
frameworks to be effective, many Solvency Il readiness programs are only
really dealing with the design and implementation of components and, as a
result, many insurers are not yet planning to assess or ensure effectiveness

as part of their readiness programs.

There would seem to be a gap, but the extent of challenge from supervisors
IS likely to be a key determinant in the degree of focus that firms give to
such programs.

Page 9 Ell ERNST & YOUNG

Quality In Everything We Do



Solvency Il readiness recommendations

Action

Comment

Assess risk management effectiveness using a robust framework in
order to ensure that readiness plans and activities are complete.

Very few Solvency |l readiness programs are using a structured
framework for understanding effectiveness.

Address the effectiveness of all components of the ERM
framework required by Solvency Il (frequently referred to as the
“Risk Management System™ and related components) for all risk
categories.

Many programs are focused only on design effectiveness of
the RMS components, rather than including their operating
effectiveness.

At a minimum, address the effectiveness of the key individuals
operating the framework.

Vacant roles/resource needs tend to be addressed in Sl
programs, but the capability of those already in place is not yet
frequently addressed.

Consider how senior executives will describe the effectiveness of
their framework in the own risk and solvency assessment (ORSA)
documentation.

High level of awareness on the need to describe effectiveness
but more limited consideration so far of the potential impact of
describing anything other than “fully effective”

Consider the process by which those making effectiveness
“attestations” in the ORSA and other documentation will obtain
sufficient information to make their statements.

Once ownership issues relating to these “attestations” are
resolved, it is likely that there will be more activity relating to the
methods and routes by which assurance will be provided on an
ongoing basis.

Use dry runs for assessing both the readiness of processes, as well
as the way in which the process output is interpreted and used (as
this is a key aspect of the use test

Although dry runs are being built into readiness plans, the focus
tends to be towards the production of the ocutput rather than on
the use of the output.

Ensure risk management effectiveness progress can be linked to
remuneration structures.

Many programs are ensuring that remuneration structures
"don't encourage inappropriate risk taking” but many have
not yet worked out how risk management effectiveness
improvement would be linked to remuneration.
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Some extracts... measurement approaches

We have seen two types of approaches being used internationally to measure
risk management effectiveness.

One approach tends to be subjective, principles-based and flexible, and the
other tends to be more process-driven and rules-based.

Whatever a firm’s preferred approach, there is the need to understand the level
of effectiveness in proper context.

We think it is important that the coverage is comprehensive and that the
conclusions are constructed properly.
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About Ernst & Young

Ernst & Young is a global leader in assurance,
tax, transaction and advisory services.
Worldwide, our 144,000 people are united

by our shared values and an unwavering
commitment to quality. We make a difference
by helping our people, our clients and

our wider communities achieve their potential.

Ernst & Young refers to the global organization

of member firms of Ernst & Young Global Limited, each
of which is a separate legal entity.

Ernst & Young Global Limited, a UK company

limited by guarantee, does not provide services

to clients. For more information about our
organization, please visit www.ey.com.

© 2011 EYGM Limited.
All Rights Reserved.
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This publication contains information in summary form and

is therefore intended for general guidance only. It is not intended to
be a substitute for detailed research or the exercise of professional
judgment. Neither Ernst & Young LLP nor any other member of the
global Ernst & Young organization can accept any responsibility for
loss occasioned to any person acting or refraining from action as a
result of any material in this publication. On any specific matter,
reference should be made to the appropriate advisor.
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