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A major loss often causes management to
question past decisions. They might even
reverse some of them, but this may be an
overreaction. The Chief Risk Officer
improves the discussion by bringing a
systematic review of the risk related
decisions that preceded the loss.
In
many cases potential problems can be
fixed without taking drastic and dramatic
actions. By Dave Ingram

No Free Lunch Page 6
We all remember when new asset classes
like junk bonds and subprime mortgages
promised high returns without too much
risk only to find that the risk premium
was insufficient to provide for actual
losses. Modelers need to adjust for
incomplete investment cycles that
include the positive part (e.g., high
spreads) but not the defaults and
liquidity crises typical at the end of a
cycle. By Max Rudolph

Leverage: the flip side of risk
management Page 11
Leverage, or borrowing via whatever
means, is not always considered in terms of
its impact on the risk profile of a firm. It
should be, because when examined at the
enterprise level we see leverage increasing
risk by accelerating returns in both
directions. By Dave Ingram

Jargon – Have you been
framed…? Page 9
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We all do it. We all use jargon and
acronyms to speed communication. But
there is a danger that the jargon will lead
us to miscommunications and even to
wrong conclusions. Spelling it out in
appropriately plain language may slow
things down but will actually help us to
avoid
improperly-informed
decisionmaking. By David Ensor

A volcano erupts somewhere, on average,
every week. Eruptions large enough to
impact the global environment happen
much less frequently, but they have
happened. The “Year without a Summer” in
1815 affected crops and immigration, and
similar events will happen again. These
Super Volcanoes tend to have numerous
knock-on effects. By Max Rudolph
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To Our New Subscribers
Thank you to our new subscribers and welcome to the third issue of the ARM quarterly
newsletter! We hope to make this publication valuable to you with several brief articles
that provide unique insights, some ideas about how to address specific problems and
introduce potential risks that may not yet be on your radar.
The primary authors are Dave Ingram and
Max Rudolph. In this issue we add David
Ensor as a guest author. We are active
participants in the risk management,
actuarial, investment and insurance spaces,
and have been for many years.

Published by Actuarial Risk Management (ARM),
the Strategic and Risk Solutions for Executives
(SRSE) subscription will consist of two paid
tiers. The newsletter is free to all.
A webcast is available at either the company or
individual level, as well as a follow-up one-onone discussion with the newsletter authors that
extends the general webcast. More info can be
found at the final page of this newsletter.

Subscribers can suggest topics for articles
and ask questions of the authors during our
follow-up webinars and discussion sessions.
Ever cognizant of regulatory requirements,
leveraging them to add value to your
company in practical ways will be our focus.

We hope you find a solution that works for you!

For more details
Visit actrisk.com
or
Contact Marc Altschull
maltschull@actrisk.com
We hope you will join us on our journey!
Sign-up to receive future newsletters automatically at
https://www.surveymonkey.com/r/AMRSRSE
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Learning from Loss
A CEO was meeting with their CRO, CFO along with several members of business unit
management a few months after the close of a year that included an unexpected loss by
that same business unit that reduced reported group income by almost 75%. They asked
if there was any good reason that they should continue the business unit that had created
the loss with the current management. Of course, a wild melee started with everyone
talking at once.
It was obvious from this chaotic scene that no
one had planned for any loss, ever. That is not
uncommon. Overconfidence is often highly
valued, until it isn’t.
When companies first started to add the Chief
Risk Officer (CRO) position along with risk
departments, there were several functions that
they immediately assigned to the CRO.
Designing and implementing the new risk
management system, risk assessment and
reporting, presenting risk and risk management
reports to the board are several of the most
common responsibilities. Looking backwards
and assessing the compliance with and
effectiveness of the risk management system is
sometimes a part of the CRO’s responsibilities
and sometimes that role falls to auditors under
a “three lines of defense” approach.
But usually that review is not the sort of
“failure analysis” needed after a major loss.
That regular oversight function is often too
gentle to produce the kinds of information to
answer the natural question that the CEO
asked above, basically should he terminate just
the management, should he just close the
business, or is there something salvageable
here?

This sort of investigation could be assigned
to the CRO well in advance of any major
loss. If that assignment has happened, then
the CRO has a good reason to accumulate
the sorts of background information that is
essential to getting to real insight as to the
reason for the loss.
That background
information basically is the answer to the
question: What is it that management of a
business unit expects to happen in a
seriously adverse situation?
More specifically, here are a dozen
questions that the CRO should answer about
the business unit and the loss:

1. Was the strategic risk trajectory for the
business unit appropriate for the
company’s financial situation, the risk
environment and the primary strategic
objectives of the organization?
Here, risk trajectory means the choice of
either:

• Increasing risk faster than surplus
• Increasing surplus faster than risk
• Balancing the growth of risk and capital.

3

+1 512-345-5200

info@actrisk.com

www.actrisk.com

NEXT PAGE

5914 West Courtyard Drive, Suite 190. Austin, Texas 78730

Actuarial Risk Management
Global Actuarial Consultancy

Learning from Loss (cont’d)
5. Was

the company in compliance,
especially for the business unit that
had the major loss?
6. If risks exceeded their limits, were
actions
taken
to
get
back
in
compliance?

The wrong choice of risk trajectory may
leave a company in too fragile of a
situation and therefore more sensitive to
losses. Or, the losses might be just the
inevitable consequence of being in the
risk business.

2. Did the specific plans of the business
unit in the years prior to the loss
support the chosen trajectory?
Companies can make good decisions but
execute them poorly. A major loss might
result from a bad decision, a good
decision and poor execution, or simply
bad fortune.

3. Were the risk appetite and tolerance
for the group and limits for the
business unit set through a robust
process that considered the pertinent
factors?
4. Was compliance with risk appetite,
tolerance
and
limits
monitored
regularly?

The choice of risk appetite, tolerance and
limits can have a major impact on risk
taking activities, but only if compliance is
monitored and if there are real actions
taken as a result of breaches or nearbreaches. If a company does not have an
active appetite/tolerance/limit system,
then it is really hard to honestly say that a
large loss was outside of expectations.

7. Did the risk assessment process expect
to use the best available methodology?

8. Was that methodology actually used?
9. Were the risk assessments performed
and reported in a timely manner?

The best risk management
the best risk assessments
actions are taken at the right
in the right direction and of
intensity. There is often a

trade-off
between the accuracy and timing of risk
assessments. The best number, delivered
too late for corrective action, is of little
value.

10. Were the planned mitigations capable
of reducing the frequency and/or
severity of losses in the manner
expected?

Did you know that a Tier 2 subscription enables everyone
at your company to participate in a webinar covering the
same topics as you are reading about in this newsletter?
+1 512-345-5200

info@actrisk.com

www.actrisk.com

requires
so that
moment,
the right

4

NEXT PAGE

5914 West Courtyard Drive, Suite 190. Austin, Texas 78730

Actuarial Risk Management
Global Actuarial Consultancy

Learning from Loss (cont’d)
11. Were the planned mitigations carried
out as expected?
Mitigations are your defense. If you chose
the right mitigations and executed them
well, then you would have expected to be
safe. And finally:

12. Did your peers suffer comparable
losses?
There are several parts to the answer to
that one, like were they similarly exposed
and did they use the same mitigations to
similar effect (or lack thereof).

If there was a flaw in your approach to this
risk that resulted in the major loss, these
12 questions ought to help find it for you.
And if the CRO can lead the company
through the process of answering these
questions and finding that flaw, then
management will be able to continue with
the intended strategy and corrections as
needed, rather than abruptly fleeing their
strategy and seeking some other path.

For more information about how the authors can
help with various Enterprise Risk Management
(ERM) Services please visit
www.actrisk.com/erm-program-development
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No Free Lunch
The sign at the head of the path promises “Free Lunch – This Way.” Free lunches are
generally hard to find. But lately, signs like this one have been popping up more
frequently.
Recent monetary and fiscal stimulus has inflated
what some call an everything bubble. This
article highlights areas in risk modeling, both
assets and liabilities, that help build resiliency.
For insurers, reflecting consistent methodologies
and conservatism into their internal models
builds resiliency and enhances solvency.
In the late 1980s the new asset class was junk
(high yield) bonds. Spreads were in the hundreds
of basis points while historical defaults were in
the dozens. As we know, it did not end well for
concentrated owners of junk bonds. In the 2000s
mark-to-model accounting generated low capital
requirements on complex (often collateralized
or illiquid), highly rated, assets derived from
home mortgages. These securities failed to
perform after promising large spreads and low
defaults. The recent era of low nominal yields
has seen investment managers reach for yield,
assuming that adding risks like reduced liquidity
leads to consistently higher returns.
Some are concerned that recently developed
asset classes will follow this playbook, initially
paying out but eventually stressing a portfolio.
History doesn’t repeat, but it does rhyme. It
feels like a buy now pay later scheme, with
models employed that don’t always include the
pay later part of the cycle. The lack of built-

in redundancy increases the likelihood of asset
defaults causing cash flow problems for insurers.
Your firm may be considering buying these new
asset classes. How can a model align the
potential risks with the promised returns when
little historical data is available? The goal is to
accurately predict future assumptions. Over long
time horizons that cover a full cycle (e.g., credit,
liquidity, government stimulus) you can’t have it
both ways. There is, unfortunately, no free
lunch.

Financial models are used internally at insurance
companies to manage the company, including
exercises such as income statement projections
and pricing. Using historical data would seem to
leave little room for manipulation, and efficient
market theory suggests that bubbles are
6
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No Free Lunch (cont’d)
theoretically impossible. But we continue to
seek out a free lunch when we should instead be
looking for consistent methodologies that align
with company risk expectations. We model
mortality with increasing complexity, including
trends and mortality improvement factors, while

As the song says – “Sign, sign, everywhere a
sign.” Which sign will we follow?
Assumptions in these models should reflect
best estimates regarding the future. What
methods will build resiliency for those who
trust insurers with their savings?
Principle-based methods align with
narrative scenarios, allowing a holistic
view of the quantitative results versus
rule-based
methods
that
build
conservatism
into
each
individual
assumption.
Historically, insurers have become
insolvent due to concentration of risk that
goes bad – either small geographic
concentrations
covering
health
or
property insurance, or going big on a
specific asset class. It’s important to fully

an asset assumption like default charge has a
simple level basis point charge even though
events like pandemics and recessions both occur
periodically and impact net income in similar
ways. We need to use consistent methodologies
between risks and use narrative scenarios that
require aligned assumptions. Some say “It’s
different this time!” but it’s not. It is the risk
manager’s job to challenge so-called paradigm
shifts that invariably revert back to prior norms.

reflect the asset risk in your strategy.
Modeled investment strategies perform best
when spreads and defaults reflect a full
credit cycle. This can be difficult to
implement when a new asset class has
enjoyed early success.
One
person’s
reasonable
statistical
technique may be another’s cherry picked
result. The challenge is to build out full
cycle (e.g., credit, liquidity) results prior to

Did you know that your company can schedule an hour with the speakers where you
drive the agenda with a Tier 1 subscription? For more information contact Marc
Altschull at maltschull@actrisk.com
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No Free Lunch (cont’d)
the downside part of the cycle playing out.
These new asset classes tend to be complex,
making it difficult to test or challenge
assumptions. Focusing on initial positive returns
and ignoring assumptions calibrated over a full
cycle may lead a model to reflect a “free
lunch,” or riskless profit. This methodology will
work until it doesn’t. Cycles eventually
complete the circle. What becomes an asset
crisis often starts off with excellent returns
before a trigger event changes expectations and
liquidity suddenly dries up.
Common sense is in the eye of the beholder.
Conservatism can only be verified in hindsight.
In this environment conservative modelers can
lose business and, if things go sour, aggressive
modelers say it was just bad luck.
An insurer should internally strive to model risk
levels more conservatively than the floor
required by regulators.

• Pandemic risk
• Junk bonds
• Aggressive asset ratings
• Combinations of emerging risks
• Bubbles created by government stimulus
Historical investment and liability data should
be looked at critically and at times adjusted.
Change in the world of finance is accelerating
and climate change as a threat multiplier
changes
the
relationship
between
assumptions. The best analysts will revert to
first principles rather than relying on rules of
thumb. Beware of risk concentrations and
aggressive assumptions that seem too good to
be true.

What can those modeling a block of business do
to ensure solvency under plausible adverse
scenarios? For example, why do houses built in
forests known to be tinder boxes overdue for a
major fire event have to wait until historical
data “proves” rates should increase? Why are
rising tides in Miami not driving flood premiums
and mortgage rates up?

The definition of credible data should be
expanded to allow anticipated changes to
historical data. Disclosure of data that
conflicts with market-driven prices should be
encouraged,
including
future
mean
reversions,
trends
or
tightening
of
government policy. Modelers, risk managers,
actuaries and investment professionals should
work together to build the appropriate level
of conservatism, disclosure and transparency
into the process.

Modelers should use common sense to model an
unknown known, where historical data may not
be predictive. Disclosure and transparency are
key for internal use. Some examples from the
past that may rhyme with future situations
include

Some modelers will follow the signs,
expecting a risk-free profit, following the
path until it suddenly falls off into the abyss.
Then they see another sign. It says, “There is
no free lunch.” Build resiliency and survive.
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Jargon – Have you been framed…?
“The limits of my language means the limits of my world.”
― Ludwig Wittgenstein
Jargon is supposedly a neutral term (although it
has assumed pejorative overtones), used to
describe a particular sub-set of a language
whose use is shared by a particular group, based
upon their profession or interests. Here are two
of the definitions from the American Heritage
Dictionary:
“The specialized language of a trade,
profession, or similar group, especially when
viewed as difficult to understand by outsiders;
and
Nonsensical or incoherent language.”
Militaries have jargons (polite, DAP, or Deltoid
Auxiliary Protection, a.k.a. shoulder armour;
and impolite -SNAFU…); doctors have jargons
(myocardial infarction, a.k.a. heart attack);
lawyers have jargons (affirmation); and so do
business people and economists, including
(re)insurers (“manuscripted”…) and actuaries
(“normal cost”).
Jargon is intended to describe a concept, fact or
item as clearly and succinctly as possible- to act
as a form of shorthand between its users.
There is just one problem- it often distorts or
inhibits clear thought, as well as acts as a
barrier to communication and understanding
outside the “insider group”.

In a famous essay (Politics and the English
Language- published in 1946), George Orwell
argued (amongst other points) that the use of
“slovenly” language degraded the ability to think
clearly.
The problem with jargon is that it can not only
obscure or deflect meaning, but it also causes
those using it to fall into the trap of “framing”,
meaning that the use of a word or phrase inhibits
the ability to think beyond the boundaries of
what we think the jargon means.
At present, for example, the term “stagflation”
([economic] stagnation coupled with inflation)
has returned to prominence as an adequate
descriptor of the current economic environment,
while what seems like a neologism, “infession”
(inflationary recession) is also increasingly
popular. Apart from their ugliness, can either
9
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Jargon (cont’d)
word truly describe what are complex
circumstances? There is the risk that confining
the examination of reality to whatever meaning
either term is seen to have will limit the ability
of governments and central banks to act without
bias or prejudgment, because Term X leads to
the unquestioned decision to require use of Tool
Y from the existing “toolkit”, rather than an
examination from first principles of what might
actually work best.
Meanwhile, in the world of risk management we
“measure” risk. The term seems useful, but is it
really? Measurement tends to imply that a level
of certainty, or quantum, can be obtained, thus
giving a false sense of comfort and security.
Whereas, by definition, we are trying to
“measure” risks which we expect to exist in the
future, when, very often, there are no facts or
certainties, merely opinions.

Far better, perhaps, to use the term “assess” or
“estimate”, as they imply an element of
uncertainty which seems appropriate. After all,
as the Great Financial Crisis amply demonstrated,
many carefully constructed and calibrated risk
models not only failed to “measure” anything,
but were actually harmful because they inhibited
the approach of any thoughtful risk manager in
asking: “But what if we are wrong?” Using the
term “measure” causes mental “framing”, and,
ironically, a false sense of security that a risk is
fully understood.
In short, jargon may have valid professional uses
for the mundane, predictable or clearly bounded.
It is, however, a “thoughtcrime” when used
beyond its limits. Like Orwell, we should try to
use appropriate language, not something that
may have outlived its usefulness; acts to obscure;
or degrades properly-informed decision making.

Would your company be interested in personalized
continuing education on risk management topics for your
board or C-suite members? We’ll work with you to develop
the program you need for the audience desired.
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Leverage: the flip side of risk management
It is quite tempting, when interest rates are so very low, to take on debt just because you
can. But that might not be the best thing for an organization, especially from a
risk/reward perspective.
A common definition of risk management is the deliberate act of systematically avoiding,
reducing, transferring or retaining risks. Generally, an organization would add potential
risks by adding risky activities, decreasing risk reducing activities, accepting transfers of
others’ risks and generally retaining more risks.
Leverage, or borrowing, is not usually mentioned in this context however it can have a
major impact on the risk profile of an organization that is not usually considered when
talking about risk management. Leverage, it turns out, is actually the flip side of risk
management.
By
adding
leverage,
an
organization
potentially
reduces the stability of their
expected future in return for a
single
payment
thereby
decreasing the future expected
earnings compared to future
expected volatility.
In most cases, a business will
borrow with some potential use
in mind. It might be to expand
the business in some way, like
entering a new territory,
adding a new product line or
buying another business. These trade-offs will
often be made because the expected return from
the new activity exceeds the all-in cost of the
funding.

But sometimes this seemingly simple relationship
between funding amount and returns gets foggy.
Minsky famously describes three levels of
borrowing: Hedge, where the loan principal and
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Leverage (cont’d)
interest can be repaid out of the new activity;
Speculative, where the loan interest can be
repaid out of the new activity but the principal
is only repaid by rolling over the loan and;
Ponzi, where returns from the new activity are
insufficient to pay all of the interest so that
rollover loans must be found to capitalize
unpaid interest along with the original
principal.

their earnings will find that over an extended
time, they are replacing more and more of their
stable income with variable income, making the
business more and more risky and therefore more
fragile.
Looking at the picture below, you might notice
that what we have at the far right is the picture
of a derivative, most of which have had all of the

As interest rates are now rising
quickly, we need to be careful.
As borrowers, we will feel the
pressure on the ability to get
funding that will provide for our
investments at a cost that the
investors can support. As
lenders, we need to make sure
that a lending program does not
accidentally slip from Hedge to
Speculative or from Speculative
to Ponzi.
In addition, each of those
activities would have their own
risk reward profile. So the businesses that are
borrowers trading to obtain a variable stream
of funds in return for a fixed stream will likely
increase the amount of risk relative to
expected income. A business with growth
plans that need funding that is in excess of

stable cashflows stripped out and some or all of
the variable cashflows (the risk) left behind.
Derivatives can usually be replicated by
combinations of other securities, one of which is
often a loan, which is why derivatives are often
called highly leveraged.

Did someone share this newsletter with you? Sign-up to receive
future newsletters for free at
https://www.surveymonkey.com/r/AMRSRSE
12

+1 512-345-5200

info@actrisk.com

www.actrisk.com

5914 West Courtyard Drive, Suite 190. Austin, Texas 78730

Actuarial Risk Management
Global Actuarial Consultancy

Strategies & Risk
Solutions for Executives

Super volcano
The series of earthquakes recently felt in South Carolina, called a swarm, are reminders
that dormant risks can return, but typically have few global implications. A different type
of seismic event, the super volcano, would be much more impactful.
There are two types of super
volcanos. One results in magma
flowing over large areas, creating
large plateaus and simultaneously
releasing greenhouse gases. These
events don’t happen often, but can
create a mass extinction event. The
second type creates the large
eruption(s) that we associate with a
volcano, while displacing a large
amount of matter. The caldera
remaining after the most recent
eruption (631,000 years ago) above
the hotspot that forms Yellowstone
National Park covers much of the
region. Ash that fell from an earlier
event created Ashfall fossil beds,
where animals at a watering hole
were killed by breathing the ash,
creating a snapshot of that time and
place.
While the Yellowstone region has
had three major events over the last
2.1 million years, with the largest
displacing 600 cubic miles of
material, four other global events
since 1800 provide context. Mount
St. Helens (0.24 cubic miles) in 1980
dropped ash far away but had
limited global impact. Mount
Pinatubo (2.4 cubic miles) in 1991

+1 512-345-5200

info@actrisk.com

and Krakatoa (4.3 cubic miles) in 1883 are familiar to many,
but Mount Tambora (36 cubic miles) in 1815 had global
impact.
The Indonesian volcano that erupted in spring 1815 was the
largest during the Holocene period (since the last ice age).
The local impact was severe, with many lives lost. Sulfate
aerosols released by the series of eruptions spread widely
after entering the stratosphere. This reflected the sun’s
energy and light, dropping temperatures an additional 1°
Celsius during a period from about 1810 where the natural
cycle also led to lower temperatures.
NEXT PAGE
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Super volcano (cont’d)
This created the Year Without a Summer, as
crop failures and famine led to mass migration
in Europe and America. Six new states were
rapidly added to the United States as people
moved west toward Illinois and Mississippi.
The earth’s ecosystem progresses through
interactions between plants, animals and other
organisms with weather and landscapes in a
complex adaptive system. In addition, there are
interactions
prevalent
between
science,
agriculture, finance, technology, demographics,
culture and politics. Every action has a reaction.
The decade starting in 1810 led to high costs of
food and transportation (horses had to be fed),
likely leading to the invention of the bicycle.
Napoleon’s brief return led to political
uncertainty in Europe. 1816 was the year Mary
Shelley wrote Frankenstein and Lord Byron
wrote the poem Darkness, with the first
sentence “I had a dream, which was not all a
dream. The bright sun was extinguish’d.”

to sourcing cotton from India rather than
America. The crop failures stressed his debt
balances, but the new bank initially followed
loose policy until clamping down in 1818. His
loans were called during the Panic of 1819, a
deep recession. Upon his death in 1826 much of
Jefferson’s property was sold to pay off these
debts, making it impossible for him to free all
of his slaves late in his life.
While few knew the origin of the conditions
experienced at the time, the Year Without a
Summer provides a good example of the need
for resiliency and to build up redundant supplies
as a global community. Today, just-in-time
supply chains are being replaced by just-in-case
plans that reshore some manufacturing. We
should learn from the past, when a stress of
only 1° Celsius fall in temperatures led to
famine and other difficulties.

The
web
of
interactions,
and
their
consequences, is personified by Thomas
Jefferson. He advocated for the Louisiana
Purchase in 1803, while president, resulting in
gold payments due starting in 1818. In addition
to his own debt, he co-signed a loan for an
extended member of his family. The War of
1812 pressured the young nation’s finances. A
second national bank was formed in 1816,
following the disruption from Britain’s transition
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Tiered subscription service advising insurance company executives on
risk topics and sharing solutions and mitigation strategies.

Tier 1

Tier 2

Tier 3

Discussion + Webcast
+ Newsletter

Webcast + Newsletter

Newsletter

• Adds private one-hour
discussion with
newsletter authors to
Tier 2 webcast and
newsletter

• Adds access to onehour live webcast to
Tier 3 newsletter

• 3 to 6 articles quarterly

• Unlimited seats for
$3,000 annually* or
$1,000 quarterly

• Webcast includes brief
presentations and
interviews with authors
• Unlimited seats for
$1,000 annually* or
$300 quarterly

• Written by Dave Ingram,
Max Rudolph and other
ARM consultants focusing
on risks faced by insurers
and risk management
strategies
• Available for no charge
on the ARM website

* Annual subscriptions available for individuals at 50% discount

“

While insurers have been challenging by low interest rates and the pandemic, the next few years
will see a radically changing environment for insurers. We will be using this provocative platform
to identify emerging risks and delve into what we see as the drivers of future success.
DAVID INGRAM | SENIOR ERM CONSULTING ACTUARY

Sign-up to receive future newsletters automatically at
https://www.surveymonkey.com/r/AMRSRSE
+1 512-345-5200

info@actrisk.com

www.actrisk.com

”
15

5914 West Courtyard Drive, Suite 190. Austin, Texas 78730

