g e
|I'f!i-il “ifjl’ﬂlul

o5 -;‘Efli’ ﬁf?' =
el "

e ([
rvm =

.
n

= |

AIRMIC 2018
Enterprise Risk Management: (How) Does It Create Value?

Liverpool, 12 June 2018
Steven Schmidt, Dirk Schaefer, Wolfgang Boffo
Corporate Insurance Partner Munich RE



Our survey Munich RE =
Thank you very much for your support, quite some participation

16 people have participated which allows us the opportunity to draw some conclusions:

= |n half of the companies, Risk Management is split into Insurance Risk management and Enterprise
Risk management

= A minority of the companies perform only ERM required to obtain audit approval
» |n only 25% of the companies, ERM is seen as a “necessary evil”

= Half of the respondents indicated that Risk Management is not just qualitative, but also has significant
guantitative tasks

= Most respondents say that their RM is proactive
» According to half of the respondents, RM is coordinated with Finance and Strategic planning

» Top Management is frequently involved in Risk Managements processes, for which most companies
have an established process

= Most companies’ Risk Management is not only concentrating on “minimizing the downside,” but are also
involved in “realizing the upside”
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Corporate insurance market Munich RE
This is how and now — but not the future!

Insurer(s) Corporate(s)

Property

Casualty

Marine

Experts in their
discipline

Get paid commission Optimising an
per transaction annual budget
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Risk Management can be executed actively and passively Munich RE
Obviously, it is not only about insurance, but conscious decision making

\\’ That is only

» one option!

active

Risk acceptance passive

Risk provision
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Appropriate new risk solutions demand a holistic view Munich RE
Quick access to liquidity is crucial in a severe risk event beyond control

way more than
Water, Earth, Wind & Fire

on
Sales, Profit, Costs, Market Share, Financing Costs

Loss Scenario with

max impact

Optimised Working Capital = Liquidity Need

Base = Individual Risk Solution

Rather for operational unit ... for Finance Department or captive ... ... where we come in!

Schmidt, Schaefer, Boffo: Munich Re CIP Workshop at AIRMIC 2018 on ERM & its strategic value 12 June 2018 5



Knowing your risks and your Risk Bearing Ability leads into ... Munich RE =
. capital reserving that doesn’t come for free, but at a price!

WACC (after corporate taxes) per CGU by industry QEEE
(in percent) IATA
IATA Economics’ CHART OF THE WEEK
Automotive 72 _ a5 8 DECEMBER 2017
. . AIRLINES FORECAST TO CREATE VALUE FOR INVESTORS FOR 4™ YEAR
Chemicals & Pharmaceuticals i3} _ 101
) ) 12 % of invested capital
Consumer Markets 63 _ 93 Return on capital invested in airlines
Energy & Matural Resources 4] _ 82
) : ) 10 Return on capital
Financial Services nim (ROIC)
Health Care 61 N 5
bl
Industrial Manufacturing 66 _ 93
Media & Telecommunications 63 _ 105 & Cost of capital
Real Estate nja (WacCc)
Technology 72 I 00 a
Transport & Leisure o I 15
Total 63 [ o0 2
6 8 10 12
) 4]
Source: KFMG, 2016 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018
Source: IATA

= These Capital Cost number are per cent, not per mille.
= |n afinance department as well as to the outside finance world, this is common knowledge. :
= Any capital releasing action below such (internal) cost of capital per se is economically worthwhlle
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Risk Management Munich RE =
It adds most value when it supports (top) management decision making

It is problematic if risk management, most

Transparency over risks is a necessary, notably risk analysis and risk monitoring,
but not sufficient precondition, for economic only observe the current risk situation of the
value added through risk management. company, without also analysing its future
risks.

—~—g—

We think that significant value added can only be
created if companies use risk analysis to evaluate
which actions actually lead to an improvement of
the ratio of expected returns and the risk exposure

of a certain company.

Based on a research papers of Prof. W.Gleissner,
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What projects to pick and to invest in? Munich RE
A framework for a decision support orientated risk management

Risk Risk
tolerance bearing capacity
4 Expected

BT Investment zone PR C

T,

® Project B

4—"

ProjectA @

Non-Investment zone

M » Risk

Based on a research papers of Prof. W.Gleissner,
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Elements of a traditional risk management cycle Munich RE

It concentrates on the status-quo and hardly reflects on the future

Risk Analysis — Status Quo

= Risk identification
» Risk quantification
= Risk measures

Monitoring — Controlling and Reporting

= Continuous risk reporting
= Gathering, assessment and reporting:
= Transparency over single risks

Based on a research papers of Prof. W.Gleissner,
Technical University Dresden

Risk Aggregation — Status Quo

Calculation of group overall risk exposure

> Rating prognosis for basis- and stress
scenarios
» Risk adjusted cost of capital as return

requirements

Risk Mitigation — Implementation of
measures

= |deas for risk mitigation measures

A

» Rating prognosis for basis- and stress scenarios
» Risk adjusted cost of capital as return
requirements

Schmidt, Schaefer, Boffo: Munich Re CIP Workshop at AIRMIC 2018 on ERM & its strategic value 12 June 2018 9



What is forward looking?
A decision support risk analysis approach is

Ideas / Concepts for the improvement
of the risk / return profile:

Measures e.g. investment, acquisition.
strategy change, projects

Analyses from:

e Strategy

*  Production

e Marketing/ Sales

Yes

No

Risk Analysis — Status Quo Risk Aggregation — Status Quo

= Risk identification .
= Risk quantification _———

= Risk measures
nitoring — Controlling and Reporting

Calculation of group overall risk exposure
Rating prognosis for basis- and stress
scenarios

= Risk adjusted cost of capital as retum
requirements

Risk Mitigation — Implementation of
measures
= Conlinuous risk reporting

= Gathering, assessment and reporting: = |deas for nsk mitigation measures

= Transparency over single risks = Raling prognosis for basis- and stress scenarios
= Risk adjusted cost of capital as retum
requirements
No
Implementation of the “ Decision iro implementation of the /
|
measure Yes measure

Based on a research papers of Prof. W.Gleissner,
Technical University Dresden

—_—
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Planning of the measure

Risk Analysis Status quo plus

measure
¢ Under consideration of the
measure

P

Risk Aggregation Status quo plus

measure

* Assessment of the risk exposure
under consideration of the measure

-

Risk adequate assessment of the measure

* Risk adequate cost of capital and value
added of the measure

* Implications for rating

12 June 2018
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What is the problem? Munich RE
Risk aversion due to a lack of decision support seems to be rather common

Research results from a CEB (2018) Global study:
= Senior Leadership has become more risk averse when funding projects
= Chief Risk Officers observe decisions that are inconsistent with the firms risk appetite

Three factors seem to have led to the current level of risk aversion

Rise of the Assurance Growth “Anchors “ in

Lingering effects of the

Functions Finance and HR

financial crisis

How can you overcome this risk aversion?

= Effective collaboration between Strategy Planning, Risk Management and Finance
= Define risk appetite in a proper context

= Set a dynamic not static, risk appetite

= Complementary risk transfer

Based on
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What can help? Munich RE =
Targeted risk transfer can improve the business model of a company or its divisions

Search for all risks that significantly “unbalance” your business model

By transferring certain risks you can improve your business model!
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Example Swiss Federal Railways Munich RE
A classic: business interruption paid by insurance only if there is physical damage

VERAGE CONCEPT FOR RAIL TRAFFIC

he trains stop running

Vﬁﬁeﬁf

= Keep in mind: traditional property insurance only pays-out if there is ‘physical damage’.
» Had the rock fallen into gorge directly, NO track damage, NO pay-out, BUT still 30 days of interruption.
» This bizarre, hard to understand circumstance did catch the CFO'’s attention!
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Example EasyJet Munich RE
Air-traffic business interruption: cancellation of (all) flights — all risks

« Airlines generally require a significant liquidity - Commercial Risk
buffer to manage the impact of temporary shock Handelsblatt Iurince  Risk Management News
events to revenues. Billigflieger sichert sich All- Munich Re and easyJet develop
e This is usually done through a combination of inclusive-Versicherung groundbreaking cancellation cover

cash reserves and a revolving credit facility.

* However, holding large amounts of cash on
the balance sheet is costly and unproductive.

easyJet annual report 2017

“easyJet holds business disruption insurance which provides some cover for
some of these very significant shock events such as extreme weather, air traffic
management issues and loss of access to key airports.”

= The cover allows to partially replace an airline’s liquidity cash reserve.
» |[nsurance is less expensive.
» |nsurance even allows to save on financing costs and to free-up liquidity.
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Example Equidate Inc. Munich RE =
Investors liked the business case, but, at first, were reluctant to invest

Start-up employees often
have most of their wealth

Employees’ shares cannot be sold, due to the terms of the

share distribution, until a “liquidity event” occurs, such as an
IPO

locked up in their employer’s
equity

Start-ups stay private
for much longer
these days

J i'Aﬁr-a z{h

The Equidate platform enables
start-up employees to liquidate These circumstances usually result in inconveniences
part of their wealth prior to a at important stages in their personal life cycles (e.g.

liquidity event house purchase, marriage, divorce, children, etc.)

= Equidate’s business model contained counterparty risks.
= Such counterparty risks were not in the investors’ risk appetite.
» Once these collateral risks were taken out of the business model, i.e. transferred, they invested.
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Example reterro Munich RE
Our Substitute Performance Cover clearly improved their competitiveness

reterro

“We are very excited about the value that this partnership with Munich Re brings to
our remediation clients. The substitute performance cover assures that remediation
can be completed to agreed-upon standards at agreed-upon costs”

said Reterro CEO Tom Doyle.

» The cover supports reterro by paying additional costs for using the next best remediation method, if they
fail to deliver on their promise.

» The partnership addresses financial uncertainty and restores the value of distressed properties, without
exposing property owners to new or residual risks.

Schmidt, Schaefer, Boffo: Munich Re CIP Workshop at AIRMIC 2018 on ERM & its strategic value 12 June 2018 16



Example Fraugster Munich RE =
This, again, is about increasing competitiveness with a unique cover

INTELLIGENT Munich Re validates start-up Fraugster's Al-
INSURER based platform

23-04-2018

Max Laemmle, founder and CEO of Fraugster:

“With several million transactions passing through Fraugster’s system
each day, our Al technology ensures that the product offered is very
secure. The cooperation with Munich Re will make a significant
contribution to our new Al-based product reaching e-commerce markets
around the globe.”

Munich Re has tested and insured the frand
prevention solution of German and Israeli start-up
Fraugster, which uses artificial intelligence (AI)
technology to detects payment frauds and improve
the security of online sales.

= The cover enhances their artificial intelligence (Al)-driven algorithm that detects fraudulent online
payments.
= The algorithm can separate a fraudulent online payment from an authentic payment within milliseconds.

Schmidt, Schaefer, Boffo: Munich Re CIP Workshop at AIRMIC 2018 on ERM & its strategic value 12 June 2018
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Don‘t get trapped in existing processes, but started to show added value!

Steven Schmidt
Head of SER Business Development
Corporate Insurance Partner

Telephone: +49-89 3891 2667
Email: sschmidt@munichre.com
Web: www.munichre.com/cip

Dirk Schaefer
SER Senior Risk Analyst
Corporate Insurance Partner

Telephone:  +49-89 3891 3180
Email: dschaefer@munichre.com
Web: www.munichre.com/cip

Wolfgang Boffo
Head of Asia
Corporate Insurance Partner

Telephone: +65-63180463

Email: wboffo@munichre.com
Web: www.munichre.com/cip MU"'Ch RE




Appendix Munich RE =
Self assessment of workshop attendees re their risk management positioning

Quantitative Modelling, e.g. .“

Risk Tolerance '
Qualitative Approach, e.g. ‘. ’
interview based assessment ‘ ‘ ‘ .

Audit Driven Risk Management

Approach .

Risk Inventory
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CES Level of RM Integration in Culture, Corporate DNA, Strategy and Decision Making

Insurance Buying, : : Risk Capital Discussion
Budget Driven Risk Management Enterprise RM with CEO or ED

»
'
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Appendix
Munich Re interview series 2017 with corporates on risk management posmonlng
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Quantitative Modelling, e.g.

Risk Tolerance

Qualitative Approach, e.g.
interview based assessment

Audit Driven Risk Management
Approach

Risk Inventory

Munich RE =

turnover: <USD 1 bn > USD 1 bn O

A regions: Europe, North"America, L APAC

v

Level of RM Integration in Culture, Corporate DNA, Strategy and Decision Making

Insurance Buying, Risk Capital Discussion
Budget Driven Risk Management Enterprise RM with CEO or FD
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Appendix Munich RE =
Pre-workshop survey on strategic importance of risk management (I/11)

Hypothesis — In my company ... Yes / No

We have two clearly separated functions:

1 An Insurance Risk Manager AND an Enterprise Risk Manager.
Management

Functions of Risk

a) Manage insurance related tasks.

Main Tasks in Risk . ) .
2 Management: b) Updating the Risk Repository.

¢) Risk Reporting to Senior management and external stakeholders (e.g. investors).

3 ERM is a rather audit Our ERM processes are mainly geared towards acceptance/sign-off in the context of the
driven task yearly corporate audit.

4 I SETETE) O RS Risk Management is rather seen as a necessary evil ......
Management

5 Character of ERM All our Enterprise Risk Management tasks are rather qualitative than quantitative.

6 Emerging Risks Risk Management is proactively searching for new risks that put Corporate targets at

risk.
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Appendix Munich RE =
Pre-workshop survey on strategic importance of risk management (11/11)

Hypothesis — In my company ... Yes / No
Resilience requires a 360 Risk Management is actively involved in assessing opportunities and challenges from
7 degree view of risk in the mega trends (e.g. shifts in world power, increasing protectionism, Brexit, I
Risk Management Digitalization).
. We have metrics to track the Return of Investment (Rol) of our ERM efforts; including _
g SR VIR 6 ER Strategic Value and Costs and Benefits related to the RM framework.
Our Risk Management, Controlling and Finance units are well coordinated. _
9 Integrated set-up
Risk Management also provides input for Corporate Strategic Planning. e
a) Our Top Management is regularly involved and there is a process for this _
10 :\r/}\éolvement of C-Suite/ b)  Our Top Management is regularly involved but on an ad hoc basis I
c)  Our Top Management is only involved to a minimum degree e
1 Upside Our risk management function is expected to protect primarily against downside but _

nor so much for realizing the upside.
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