Insurer “Collapse”: Learnings for P&C Boards

Preparing Directors to avoid serious adverse impacts to
Stakeholders - by Stephen Mallory

Introduction

In this article, we explore P&C Insurer “collapse,” which we define as a material adverse impact to
stakeholders, such as shareholders, bondholders, brokers, employees, pensioners and regulators.

Boards have two key duties to ensure that collapse risks don’t occur: Regulatory; and Statutory-
Fiduciary/Care. While P&C directors must keep one eye on solvency and capital requirements
(amongst other insurance industry regulatory requirements), they must keep the other eye on
satisfying the best interests of stakeholders and preventing collapses such as significant share price
drops. Despite newer challenges facing P&C boards, such as Cyber, Al, and Geopolitics, oversight
governance lessons from the past quarter century can still help carrier boards in fulfilling today’s
duties. In this article, we review regulatory and statutory duties of P&C boards and analyze two types
of collapse scenarios: A) Insolvencies and Wind-ups; B) +20% public company share price drops
(insurer-specific rather than general market-related). With both, we provide high-level observations on
governance missteps. Last, we offer eight actions to guide boards in governance and oversight of the
many risks which can lead to collapse.

Regulatory and Statutory Duties of Directors

Directors of Canadian P&C Insurers have a dual responsibility. First, they must fulfill their governance
oversight obligations, defined by the authorities which regulate their financial institution. Amongst

the many essential functions of these regulators, the most important is to make sure that there is
adequate capital to satisfy solvency requirements. Regulators generally provide principles-based,
outcome-driven governance guidance that places clear accountability on boards to oversee such
things as risk appetite, resilience, and long-term viability. Below in Exhibit A are “Select OSF/
Guidelines relating to Board Risk Oversight Duties” with some of the key responsibilities of directors
of P&C carriers highlighted therein. Provincial and Territorial regulators have similar responsibilities
outlined in their guidance. Key is that OSFI (and other regulators) require that boards prioritize
“‘Approval and Oversight” of risk management, strategy, audit plans, and “Oversight” functions, clearly
placing the onus for oversight of governance on directors.

EXHIBIT A

Select OSFI Guidelines relating to Board Risk Oversight Duties
The following is a brief overview of some of OSFI’s Board Expectations - it does not cover all aspects of the OSFI
Guidelines.

For Federally regulated insurers, OSFI's 2018 Corporate Governance Guideline scopes board
duties. In 2024, OSFI| updated how it assesses and rates board effectiveness in matters such as
risk management.
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2018: OSFI Corporate Governance Guideline
Primary board responsibilities include approving and overseeing:

» Strategy

* Risk Management and Oversight

* Board, Senior Management and Oversight Functions
* Audit Plans

Additionally, challenge, advise and guide senior management in:

* Operational and Business Policies

» Business Performance and Effectiveness of Risk Management
* Risk Culture

* Board Diversity

» Corporate Groups

2024: OSFI Enhanced Supervisory Focus
+ Updated approach materially elevates expectations for board effectiveness
» OSFI changes how it assesses, monitors and intervenes on risk

» Boards of P&C insurers to adapt their oversight to align with the framework’s enhanced
supervisory focus.

But besides regulatory responsibilities, Canadian P&C directors, along with other board members,
have equally important statutory duties defined by the Supreme Court of Canada’s decision in BCE
Inc. v. 1976 Debenture holders (2008 SCC 69). This case is codified in Canadian federal legislation,
specifically section 122(1)(a) of the Canada Business Corporations Act (CBCA) which requires
directors and officers to “exercise the care, diligence and skill that a reasonably prudent person would
exercise” and to “act honestly and in good faith with a view to the best interests of the corporation.” “In
the best interest of the Corporation” includes consideration for stakeholders such as: shareholders,
employees, retirees and pensioners, creditors and others. So, while P&C directors must comply with
solvency and capital mandates, they must also satisfy stakeholders and prevent collapses such as
reputational harm and share price drops.

A) Insolvencies or Wind-Up Collapses

Of interest to P&C directors will be a brief review of some past PACICC research into why insurers
fail, including the fact that between 2000 and 2024, 965 insurers failed, in 71 different countries.
“Why insurers still fail, Mapping the road to ruin: Lessons learned from four recent insurer failures”
(2022) co-authored by Grant Kelly, lan Campbell and Zhe Peng compares the failure of four
international carriers from 2018 to 2021, with the failure of six (6) Canadian insurers: Advocate
General (1989); Maplex (1995); Canadian Miller’s (2001); HIH (2001); Reliance (2001) and Markham
General (2002). Despite generally improved governance practices and some better risk management
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by executive teams, the authors conclude that common causes include failures in: internal operations;
organizational structure; and adequacy of regulator supervision.

In Darrel Leadbetter’s 2011 PACICC research paper entitled “Why insurers fail: Determinants of
survivability of new entrants to the P&C industry,” there is a noteworthy summation “Whether it was
inexperience, underwriting misjudgment, capital management decisions (or in some cases, fraud),
in the end strategic choices and risk appetites were at the root of all causes of distressed exits.” He
concludes with three key observations:

* Executive Experience: experience matters, and greater experience of senior management
reduces the likelihood of involuntary exit

* Market Strategy: a market entry strategy needs to include a transition plan from that of a new
entrant breaking into the market to a recognized market participant

* Internal Controls: strong internal controls and financial reporting reduce insolvency risk. New
entrants that exited involuntary demonstrated clear breakdowns in internal controls.

B) Share Price Collapses +20%

While voluntary and involuntary wind-ups and insolvencies of P&C carriers obviously affect
stakeholders, so too do other collapses. One example of a serious shock to a P&C carrier is when its
share price drops significantly due to irregularities (not simply from cyclical stock market volatility). In
this section, we examine five (5) cases of share price drops greater than 20%, with observations on
the suspected governance shortcomings which contributed to such “collapses.”

Case 1: AlG Accounting Manipulation (2005), Shares drop +20%

AlIG’s share price fell over 20% March—April 2005. The SEC charged the company with securities
fraud involving improper finite reinsurance and other transactions that distorted its reported financial
condition. The SEC found that AIG used sham or misleading transactions to manipulate earnings and
bolster reserves, prompting restatements and enforcement action.

Observation: These findings raised serious questions in 2005 about the effectiveness of AIG’s
internal oversight and control environment, and they imply that the board’s monitoring of financial
reporting and controls was insufficient.

Case 2: Swiss Re Structured Credit Losses (2008—2009), Shares drop 30%

In February 2009, Swiss Re’s shares fell nearly 30% in a single day after the reinsurer disclosed
heavy losses tied to credit default swaps and structured credit exposures and was forced to seek
emergency capital from Berkshire Hathaway. Analysts criticized management for reacting to losses
rather than proactively managing balance sheet risk, while the firm itself dismantled its financial
markets unit and segregated CDS exposures into a legacy portfolio—effectively acknowledging
shortcomings in its prior risk management approach.
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Observation: Because risk governance at the group level in 2008 was overseen by the board and
its committees, these admissions imply that board-level oversight of complex credit exposures
was inadequate. The scale of the losses suggests that the board did not fully appreciate the
concentration and complexity of the risks being taken.

Case 3: Prudential plc. failed AIA Acquisition (2010), Shares drop 13-20%

Prudential’s shares fell around 13—-20% in March 2010 following the announcement and subsequent
failure of its proposed acquisition of AIA. The UK’s Financial Services Authority (FSA) said Prudential
had failed “to deal with the FSA in an open and co-operative manner,” and that the deal “had the
potential to impact upon the stability and confidence of the financial system in the UK and abroad,”

Observation: This situation implies a breakdown in 2010 in the board’s core function of strategic
challenge and oversight. The FCA'’s findings (and the subsequent findings of the UK House of
Commons Treasury Committee) suggest that the board allowed management to pursue a high-risk,
high cost transaction without adequate scrutiny or shareholder alignment.

Case 4: RSA Ireland Reserving & Internal Control Failure (2013), Shares drop +20%

RSA’s shares fell over 20% across late 2013 following profit warnings which revealed reserving and
control problems in its Irish operations and the need for additional capital. The independent review
of RSA Ireland completed by PwC and commissioned by the Central Bank of Ireland identified
serious weaknesses in internal controls, governance, and group oversight of the Irish business, and
concluded that these deficiencies contributed to the emergence and persistence of the issues. The
Group RSA Chair concluded that the incident was “unacceptable...with lessons to be learnt...”

Observation: Because group oversight and governance structures in 2013-2014 ultimately reported
to the board, these findings imply that the board did not maintain adequate visibility into subsidiary
level risks. The review suggests that the board’s audit and risk frameworks were insufficiently
robust to detect or prevent control failures.

Case 5: Hiscox COVID Business Interruption Wording (2020): Shares drop 25%

Hiscox’s shares fell approximately 25% between March and May 2020 following disputes over the
scope of cover under certain business interruption policies during the COVID-19 pandemic. In its
judgment in FCA v Arch Insurance (UK) Ltd & Others, the UK Supreme Court held that, for a number
of wordings (including some used by Hiscox), policyholders could reasonably expect cover for
pandemic related business interruption.

Observation: Although the judgment does not address governance directly, the finding that
policyholders reasonably expected coverage highlights the consequences of ambiguous product
wording. This outcome has implications for product design oversight and suggests that governance
processes in 2020, responsible for ensuring clarity and alignment with risk appetite, may not have

been sufficiently robust.
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Eight actions to assist boards in risk governance oversight

So how can boards prevent carrier collapse? The solutions are complex. A required starting point is
for directors to comply with regulator guidance; but directors should also closely examine whether
they have adopted best practices in board oversight of enterprise risks. Such review should come
from experienced ERM (Enterprise Risk Management) practitioners such as Chief Risk Officers
(for larger insurers), or from external advisors for mid-sized or smaller carriers. Such guidance can
provide directors with a structured approach to risk oversight.

There is also much literature and education to guide boards, such as at the Institute of Corporate
Directors (Canada) which utilizes CPA Canada’s “A Framework for Board Oversight of Enterprise Risk
(2015).” In the “Handbook of Board Governance” (2024), edited by Richard LeBlanc, Chapter 37 “Risk
Oversight for Directors: A Practical Guide,” the writer of this paper (author Stephen Mallory) guides
boards to follow eight actions, briefly summarized as follows:

Action 1 - Qualified Risk Director: Ensure that the board has at least one director who is
highly experienced in ERM, can lead board risk oversight and effectively liaise on risk with
management

Action 2 - Protecting Independent Directors: Create opportunities for IDs to question the risks
and processes of the company

Action 3 - Board’s Role in Risk: Formalize and actualize the Board’s Role in Risk Oversight,
including approving Risk Appetite and the ERM Policy/Framework

Action 4 - Board Risk Committee Structure: Set up a formal Board Risk Committee dedicated
to oversight of the risks of the organization, focused on ensuring that proper risk governance
practices are actualized at all levels of the organization, including at the board

Action 5 - ERM Maturity of Best Practices in Implementation and Oversight: From inside
professionals (i.e. CROs) or outside consultation, use tools such as “Gap Studies” to benchmark
risk best practices at all levels, including considering the effectiveness of the board’s oversight of
the organization’s ERM processes and risks

Action 6 - Executive Compensation: Align Executive Compensation with performance in
executing Risk Management milestones

Action 7 - Board Workshops and Education: Hold dedicated board risk sessions, and
separately board education, giving directors an opportunity to review, comment, learn about and
provide input on all elements of ERM

Action 8 - Risk in Strategic Planning and Key Decisions: Include risk components in all
facets of strategic planning processes, key decisions and material initiatives, including a review
of key assumptions.
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Summary

Much can be learned by directors from collapses which have significantly impacted stakeholders in
the last quarter century. Collapses can occur from: hiring inexperienced executives; internal control
failures; risk appetite violations and poor strategic choices; not re-adjusting strategy after initial market
entry; underwriting misjudgement; inadequate capital management decisions and investment choices;
fraud; ill-advised acquisitions; careless product and policy design; and other reasons. Such missteps
can result not only in collapse events such as high-profile insolvencies and wind-ups, but can also
result in reputational harm, high staff turnover, share price drops, and many other adverse impacts to
stakeholders.

Collapses are often outcomes (not risks themselves, usually from breakdowns at the organizational
level. As we face a new era of emerging risks such as technology, geopolitics and climate, recency
bias tempts boards to focus attention on the “latest” news stories which might cause a collapse.
However, P&C boards are well advised to focus on thoroughly understanding the effectiveness

of management’s processes to identify, assess, manage, monitor and report on risks which may
lead to potential collapses. To do this, boards are guided to adopt best practices in risk oversight
governance.

By Stephen Mallory FCIP, ICD.D, CRM, BA

Stephen Mallory is a 40+year P&C Insurance Industry veteran, an experienced CEO and board
member. He is Principal at Directors Global Risk Consulting Inc., primarily focused on providing
advice to Canadian P&C insurer boards on risk oversight, and to their executive teams on

implementing ERM Frameworks.
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