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What is Strategy Risk ?

» Issues
- Multiple definitions in use
- Different names e.g. Business Risk in banks
- Confusion with Operational Risk




Enterprise Value view

Enterprise Risk Management

Frictional Risk
Regulatory capital and accounting rule
changes will affect how profits flow back to
shareholders and hence opportunity costs. Goodwill Strategy Risk
This could be exacerbated by inefficient Covering internal (e.g. brand damage, inadequate
canital structures tvin uy funds Value of future new business, plus future product range) and external (e.g. economic
p ying up - v initiatives to drive down costs, improve dobwn_turn, regulaltlory rule cha[\gkes);fhregts to new
) - istency and improve the risk : reward profile usiness as well as project risks affecting new
Finally, tax changes and the impact of - persis roducts and other initiatives.
existing tax rules will have a marked bearing [*, P
on profits flowing back to shareholders.
Value In-Force (VIF) \
R i Market Risk
Value of existing business relating to future
3| income less costs, including the cost of capital . i
Y Credit Risk
Insurance and
Demographic Risk
Embedded Value < Shareholder net assets Including the impact of higher
lapses or expenses on VIF.
Assets less liabilities ] )
3 Operational Risk
Including regulatory and other threats
\ to future income and VIF.
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Liquidity Risk
Covering liquidity related losses e.g. from
assets sold at a discount to meet liabilities;
and the risk that in extremis there may not
be enough liquid assets to meet liabilities
as they fall due. /
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What is Strategy Risk ?

» Definition: Strategy Risk encompasses risks
affecting the realisation of goodwill from:

> New business sales; and
- Change programmes to educe costs, improve
persistency and optimise risk.

» This will cover:
- Risks leading to actual strategic outcomes differing
adversely to expectations;
- Risks which may inhibit strategy and strategic
choices; and
> The risk that the strategy chosen is sub-optimal.




External Strategy Risks

» Adverse market movements e.g. impact of
FTSET100 falls on equity ISA sales

» Macroeconomic

» Claim experience - impact of higher claim costs
and premium rises on sales

» Fiscal
> Product specific e.g. pensions tax relief
- General tax rises

Political e.g. Brexit
Regulatory e.g. RDR
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External Strategy Risks

» Social, demographic and technological trends
» Trends in product market e.g. LISA

» Competition

» Distributor issues

» 3d party providers e.g. reinsurers, investment
banks




Internal Strategy Risks

» Product range

» Service

» IT systems

» Outsourcer and other strategic partners
» Pricing capability

» Project / Change Risk

» Cost base including acquisition costs

» Poor planning

» Poor leadership




Reputation and Brand Risks

» Reputation damage - causes:
- Operational failings...
> ...and other operational risk events e.g.data breaches

> Impact of market, credit and insurance losses on
financial strength;

- “Collateral damage” from other firms failures e.g.
Tesco burgers

- False / malicious rumours
> Self-inflicted




Reputation and Brand Risks

Excepts from Gerald Ratner’s speech to the
Institute of Directors, April 23rd,1991:

‘..We also do cut-glass sherry decanters complete with
six glasses on a silver-plated tray that your butler can
serve you drinks on, all for £4.95. People say, "How can
you sell this for such a low price?’, | say, "because it's

total crap™

‘..[Ratner’s earrings are/ cheaper than a M&S prawn
sandwich but probably wouldn't last as long’




Reputation and Brand Risks

» Reputation damage - impacts:

- Lower sales - exclusion of goodwill and future new
business profits from S2 own funds implicitly allows
for this;

- Higher lapses - covered under Insurance Risk

- Higher per policy costs due to lower in-force volumes
- again covered under Insurance Risk

» Brand risk goes beyond reputation damage and
encompasses where our brand does not
support our desired strategy.




Reputation and Brand Risks
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How do we manage Strategy Risk ?

» Product diversification e.g. offering GEBs as
well as equity ISAs
- Downside: lack of focus

» Rigorous market analysis and planning

» Robust review and challenge
- 2" |line review
> Transparency of assumptions




How do we manage Strategy Risk ?

» Stress and Scenario Testing
- Broad macro-economic scenarios as part of ORSA
stress testing

- Stress testing individual initiatives e.g. project
overruns, lower volumes than expected

- Reverse stress testing initiatives e.g. minimum sales
to break even

- Upside scenarios e.g. competitor leaves market
» Board review and approval
» Monitoring and management of execution




Concluding remarks

» Enterprise value = embedded value + goodwill

» Goodwill = future new business profits +
initiatives to drive value from the back book

» Strategy Risk = impacts on goodwill
» Mixture of internal and external threats
» Include Reputation and Brand Risk

» Mitigated by a diverse product mix, rigorous
planning, robust review and challenge, stress
and scenario testing and firm execution

» NEDs have a key role to play!




For our Non-Executive
Director’s Guide to
Strategy and Risk in
UK Life Insurance
Companies, please
Visit:

http://www.crystalrisk

consulting.co.uk/docs
/Strategy-and-Risk-
UK-Life-Insurance-
Companies.pdf
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