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Stress and Scenario Testing

"If the enemy should be
upon that hill, and we
should find ourselves here
with our army, with whom
would be the advantage?”

Philopoemon (253-183BC)

Strategos (General) of the
Achaen League



https://en.wikipedia.org/wiki/File:Philopoemen_David_Angers_Louvre_LP1556.jpg

Overview

» Recap: purpose of scenario analysis

» Review, challenge and approval of scenarios
» The scenario assessment process

» Review, challenge and approval of results

» Reverse Stress Testing




Stress and Scenario Testing

‘No plan survives contact 2y
with the enemy.” T

Helmuth von Moltke the
Elder (1800-1891 AD)

Prussian (later German)
Chief of Staff



https://en.wikipedia.org/wiki/File:Helmuth_Karl_Bernhard_von_Moltke.jpg

Purpose of scenario analysis

» Meet regulatory requirements (e.g. GENPRU 1.2)
including EIOPA FLAOR/ORSA requirements

» Understand the implications of strategy on
financial strength in adverse conditions

» Refine risk appetite

» Inform strategy development




Scenario review and challenge

» Compare initial assessment of scenario macro
impacts vs Standard Formula (/Internal Model):

- Adjusting for confidence level (e.9.95% vs 99.5%) and
> Diversification between risks

» Discrepancies would not automatically
invalidate either the scenario or the SF/IM

» Key is to have a feedback loop between
scenario analysis and capital modelling




Scenario review and challenge

» Another issue is whether events could move
faster than scenario process (e.g. Grexit) ?

» Practical limits to how many scenarios can be
assessed in terms of:

- SME time required to assess scenarios;

- Actuarial and Finance resource to project scenario
financials; and

> Senior management to review and approve results
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Scenario review and challenge

» Large insurers may also look for BU specific
scenarios to understand BU specific risks

» May need an upside scenario to consider
impact of higher volumes on financial strength

» Prioritise but don’t discard scenarios




Scenario approval

» Ultimately what scenarios are to be used
should be a matter for the Board...

» ...who may have their own scenarios they want
to be assessed!

» Board ownership of scenarios in this way helps
demonstrate their ownership of the wider ORSA




Scenario Analysis Timeline

» Ideally, scenarios would be assessed in parallel
with plan development to help inform strategy

» Requires scenarios to be developed and
approved by the Board before the business
planning process begins

» Clear, comprehensive guidelines also need to
be developed prior to this — preparation is key
to avoiding errors during the scenario process




Scenario Analysis Timeline

» ORSA stressed financial projections rely on
scenario results so these need to be delivered
in line with ORSA timescales

» Working back from ORSA report target dates,
results need to be delivered allowing time for:
- Results to be reviewed and challenged;
- Stressed financial projections to be produced;
> Incorporating these into the wider ORSA report;

- Review and challenge of the overall ORSA report prior
to going to Board for final approval.




The Scenario Analysis Process

» Note multiple stakeholders:

- Sales and Marketing assessing impact on new
business volumes;

- Actuarial assessing financial impacts;
> Finance processing results into reporting systems.

» Scenario analysis may be viewed as low
priority

» Proper project management is essential
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The Scenario Analysis Process

» Revisions to base plans may undermine
scenario assessments - there is a need for
flexibility and proportionality

» Standard template for result submissions to
aid comparison and ensure consistency

» ldeally results should be entered into financial
reporting systems to help produce ORSA
stressed financial projections




The Scenario Analysis Process

» Scenario analysis results generally subjective -
there is a need for review and challenge,
particularly of management actions

» The 2" line will usually play a key role in this,
though there may also be a case for BUs
sharing results for these to be peer reviewed

» With Profit Committees should be consulted on
cuts in bonuses, EBRs etc.




The Scenario Analysis Process

» Senior management should be held
accountable for the quality of scenario analysis
results and ideally sign off on these

» Scenario results should be reviewed and
approved by the Board as part of their
ownership of the ORSA...

» ...and also to make them aware of risks and
vulnerabilities identified by scenario analysis




Reverse Stress Testing (RST)

» Outcome is broadly known (the business
model is no longer viable) but sequence of
events leading to this are not

» Probability of ruin calculation unlikely to
suffice as insolvency also determined by
liquidity and fungibility

» Also need to consider scenarios where firm is
solvent but business model becomes unviable




Stress and Scenario Testing

“Plans are worthless, but
planning is everything.”

Dwight D.Eisenhower (1890
- 1969 AD)

Supreme Commander of
Allied Forces in Europe
(1943 - 1945); President of
the USA (1952 - 1960)



https://en.wikiquote.org/wiki/File:EisenhowerChiefofStaffPortrait-Edit1.jpg

Concluding remarks

» Done properly, scenario analysis can yield
valuable insights into strategy and other risks

» Scenarios can help assess Standard Formula
(/IM) appropriateness, and vice versa)

» Essentials:

> Preparation;

> Tight project management;
- Review and challenge; and
- Board ownership.




For more...

Including our Guide for
Non-Executive
Directors to Strategy

and Risk in UK Life
Insurance, visit:

http://www.crystalrisk
consulting.co.uk/
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