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the insurance industry?’. They were presented with

SUFVCY I'CSllltS two of the extreme risks selected by an algorithm,?

Over the summer we invited insurance executives and either clicked on the one they thought was the
to engage in a survey on which extreme risks biggest threat or had the opportunity to submit
matter most for the insurance industry. This their own idea.

paper provides an analysis of the responses

to the survey. The response to the survey was beyond our

expectations with over 30,000 votes being cast
We used a relatively new way of gathering views from countries spanning the world.
and ideas — a wiki survey. Wiki surveys are open,
simple and are seeded with initial ideas, in this
case the extreme risks discussed in our research
paper.* Participants were asked the question ‘Over
the long term, which is the biggest extreme risk for

While the voting activity was heaviest in the
USA and Europe there was a wide geographical
distribution of participants as shown in Figure 01.

Figure 01. World map of all votes

Votes
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The ranking of all seeded and user-submitted ideas While the risk description clearly sets out the

is shown in Figure 02. Their respective score is liabilities the insurance industry would face, it is
calculated as the estimated chance that the idea a shame the source of the risk is not identified
would win against another randomly chosen idea. as this would give some idea as to whether it
For example, a score of 100 means the idea is was hedgable or not.

predicted to win every time and a score of 0 means ¢ A clustering of risks could be made from #9, rise
the idea is predicted to lose every time. Interesting in extreme weather that exceeds the capacity
observations from the ranking include: of insurance industry, which could be argued, is

one of several potential manifestations of global
temperature change (#26), as are rising sea
temperatures (#17).

At the bottom end of the ranking we see the
threats that respondents collectively opted

not to worry about. It is interesting to see that
factors specific to the insurance industry were
included in these low rankings including higher
own fund requirements #46, dis-intermediated
by technology #48, change in tax policy #51, and
breakdown of motor market #56.

e Pandemic, natural catastrophe and food/water/

energy crisis are voted by respondents as the

three most important extreme risks for the

insurance industry to worry about in the long term.

We would suggest that #4, cyber warfare,

and #5, threats relating to data stored in the

cloud, are closely related with one being a more

extreme version of the other.

¢ Risk #8 was submitted by a respondent and
refers to an unidentified event that causes
property damage, supply chain failures, business
interruption and death on a significant scale.

1 Please see ‘Extreme risks, the irreversibility of time and the retirement anomaly’, Towers Watson, 2013 and ‘Extreme risks — 2013’,
Towers Watson, 2013. Or, for a shorter summary, please see ‘Extreme risks summary paper — 2013’, Towers Watson 2013.

2 The algorithm is essentially random, but with tweaks. For example, new user-submitted ideas have a higher-than-random chance of
being selected in order that a meaningful number of votes on them (positive or negative) can be gathered.
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¢ Of interest to us is the very low ranking of the be due to behavioural biases (such as availability

user-submitted idea of super volcanos in the US or recency) with insurance respondents influenced
(#53) when the natural catastrophe seed idea by recent events or by those for which they most
is ranked at #2. For us, a super volcano is an commonly plan.

intrinsic part of thinking about extreme natural e Cosmic threats or aliens invading were not
catastrophe risk. Consequently we wonder whether deemed a significant worry for responders.
respondents in effect voted for a ‘confluence’ of However, it is not clear whether this is because
more ‘traditional’ natural catastrophe risks rather the threats are too remote, or because force
than extreme versions (for example, magnitude majeure clauses in insurance contracts would
10 earthquake plus 30 metre tsunami). This could make these liability-free events.

Figure 02. List of ideas

Seeded /user-

Pandemic: A new, highly infectious and fatal disease spreads through human,

animal or plant populations worldwide Aozt ’ St

2 Natural catastrophe: A_conﬂue_nce of_ major earthquakes, tsunamis, hurricanes, 1009 521 65.9 Seeded
flooding and/or volcanic eruptions with major global effects

3 Food/water/energy crisis: A major shor_tfall in the supply of, or access to, 1054 554 65.5 Seeded
food/water/energy, causing severe societal issues
Cyber warfare: Computer sabotage/espionage at a major scale, with severe

“ damage to infrastructure, financial, medical or defense systems LogeT | s P52 T

5 Technology: Large quantity of personal, bysmess, or government data stored in 173 96 64.2 Usareulmiies
clouds are found to be hacked, compromised, or misused

6 Depression: A deep enq protracteq trou.gh'm economlc output, massive increase in 1012 573 63.8 Seeded
unemployment, restriction of credit, shrinking investment

7 BanKlng crisis: Central banks unaple/upwllllng to supply liquidity in the next crisis, 960 560 63.1 Seeded
causing banking and real economic activity to stop

3 An extrer_ne event that causes pr_qperty damage, supply chain failures, business 329 192 63.1 Usersn e
interruption and death on a significant scale

9 Rise in extreme weather: Eyents ex_ceed the ca_paelty qf insurance industry and 495 290 63.0 (P —
governments to respond, with physical and social implications
Sovereign default: Non-payment by a major sovereign borrower, causes market

Ao panic and adversely disrupts the global economy < e ez Teikd

11 Hypermflafuon: Prices increase rapidly, wiping out savings, provoking extreme 981 601 62.0 Seeded
consumption and hoarding of real assets

12 Infrastrqcture fallure:.An mterruptlon of a major infrastructure network, disrupting 943 590 61.5 S
economies or impacting basic needs

13 !Z)efault Wlt.h Knock-on effecte: ex.trer.ne. event leading to default of major 267 189 58.5 Useraulbmifiies
insurer/reinsurer, then resulting in difficulties for many others

14 Terrorism: A major |deo|<_)g|cal_ly-dr|ven attack on an important target, inflicting 907 665 57.7 Seerle
large-scale human and financial damage

15 EUR-Break up with political turmoil and wars 285 220 56.4 User-submitted
Regulatory paralysis: Regulations are introduced that significantly constrain the ) .

e insurance industry removing consumer choice and competition = e 258 Usrsianfiles

17 Rising sea temperatures: Leading to increased flood risk and cyclonic activity 520 427 54.9 User-submitted

18 Biotech ca_tastrophe: Blol_oglca_l technolo_gy (genome, nano, and so on) is applied in |44 717 54.1 Seeded
a destructive way, either intentionally or inadvertently

19 Break»down of capltal_lsm: I?l_strust in the prlyate capital/property system, causing 835 711 54.0 Seeded
a collapse in economic activity and asset prices

20 Inablllty. of our form of gpvernment to effectively manage spending and taxes — 121 103 54.0 Usereulamiiiies
destroying entrepreneurism

21 A_narchy: .Income_mequahty and_ modern communication cause extreme social 208 695 538 Srereelr
disorder in a major state, causing government and economic collapse
Biodiversity collapse: Destruction of the world ecosystem leading to problems with

22 human food and water supplies, disease, or climate issues 2l ez 2R B

23 Currenc_y_cr|S|s_: A significant deva_luatlon of a major currency that becomes 829 717 53.6 Seeded
selffulfilling, with loss of purchasing power

24 Extreme longevity: Advances in medicine or genome science significantly increase 842 748 53.0 Secrld
life expectancy, overwhelming support systems

25 Global trade collapse:‘A protect_lomst backlash against cross-border mobility of 808 719 529 Seeaks
labour, goods and capital, causing global trade to collapse

26 Global temperature change: Earth’s climate tips into a less-habitable state (hot or 821 737 50.7 Seeaks

cold), disrupting social and economic systems
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A weak public sector and high social disparity leave society unprepared to face
collective challenges like pandemics or major cat events

Under reserving: companies lowering assets backing reserves in an attempt to
increase reported profits

Stagnation: A prolonged period of little or no economic growth, usually
accompanied by high unemployment

Nuclear contamination: A major nuclear event, leading to lethal effects on
individuals or large radioactivity release to the environment

Political extremism: The rise to power in a major economy of an oppressive
government, leading to mass murders and threat to global peace

Social Contract Erosion: Unwillingness of persons, legal systems, governments to
abide by prior binding contracts (coverage, limits, and so on)

Deflation: Goods and services prices fall for a long period, transferring wealth from
borrowers to savers; often associated with Depression

Religious fanaticism: A wave of religious fanaticism (Islamic, Christian or other)
disrupts social and economical structures

Peak Oil: Declining oil supplies disrupts transportation and food production,
resulting in economic, financial, and political collapse

Elimination of Middle Class: Upper Class captures more and more wealth, thereby
eliminating the middle class, which reduces insurance sales

Population explosion: the BRIC countries lift their population from poverty causing
exponential consumption growth and adverse consequences

World War Ill: A military war among many of the world’s major countries, killing
many millions, destroying physical and human capital

The definitive disconnect between economic growth and employment because of
technological advances leading to societal unrest

Solar weather event: electricity is interrupted throughout large portion of the
United States for several months

Health progress backfire: Massive rise in morbidity or mental ill-health, perhaps
due to an unintended consequence of new health practice

Nitrogen shock: Over-fertilization leads to soil degradation and oxygen-starved
freshwater lakes and oceans, fish populations collapse

Abandonment of fiat money: A collapse in confidence in the purchasing power of
paper currency and the consequent return to a gold standard

Peace project EU fails, national tendencies increase, stop of European integration

Technological singularity: Technological advancement proceeds beyond the point of
human understanding or control, threatening human life

Change in Legislation: higher own fund requirements than in S2

Organised crime: A significant increase in the scale of illegal operation in a major
economy, threatening legitimate economic activity

Sharing Economy: continued trend of democratization, insurance reverts to its main
form-risk pooling-through technology (for example, Kickstarter)

Cosmic threats: Planetary risks such as a big meteorite impact, changed orbit due
to a passing asteroid, or giant solar flare/magnetic storm

Anti-immigration sentiment leads to vigilante activity in major cities around the world
Significant change in tax policy that penalizes off-shore transactions

On-going high levels of political correctness, for example, EU gender ruling

Super volcanos in the US (Yellowstone)

Integration of man and machine yielding a form of immortality

Advances in cryogenics that allow people to be preserved for extended periods and
then reawakened

Break down of motor market due to automatic driving gears

Alien invasion: An invasion of non-peace-seeking aliens that seek either to remove
the planet’s resources or enslave/exterminate human life
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Conclusions

So how should companies actually adapt in
recognition of extreme risks? We would suggest a
prioritisation exercise: first, worry about the events
‘that can kill you’, that is permanently impair the
company’s mission. This should identify which
extreme risks matter and which can be ignored. For
the former, the right thing to do is to pay up for the
insurance, given that the prioritisation exercise has
shown the company cannot afford to self-insure.
Second, a company should do the simple thing of
ensuring its risks are as diversified across as many
different drivers as possible. For an investor, they
should also fully diversify within asset classes and
create a strategic allocation to cash to provide
optionality. Finally, greater hedging complexity

can be added over time, assuming it passes a
considered cost/benefit analysis. This is likely to
involve adding long-dated derivative contracts in

a contrarian manner, that is, when they are cheap
rather than popular.
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Thinking Ahead

This publication is written by members of our
Thinking Ahead Group (TAG) who are part of
Investment at Towers Watson. Their role is to
identify and develop new investment thinking

and opportunities not naturally covered under
mainstream research. They seek to encourage
new ways of seeing the investment environment in
ways that add value to our clients. The contents of
individual articles are therefore more likely to be
the opinions of the respective author(s) rather than
necessarily representing the formal view of the
firm. No action should be taken on the basis of any
article without seeking specific advice. If you would
like to discuss any of the areas covered in more
detail, please get in touch with the consultant who
normally advises you at Towers Watson, or:

Tim Hodgson
+44 1737 284822
tim.hodgson@towerswatson.com

Liang Yin
+44 1737 284762
liang.yin@towerswatson.com
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About Towers Watson

Towers Watson is a leading global professional services
company that helps organisations improve performance
through effective people, risk and financial management.
With 14,000 associates around the world, we offer solutions
in the areas of benefits, talent management, rewards, and
risk and capital management.

Towers Watson
21 Tothill Street
Westminster
London

SW1H 9LL

Disclaimer

This document was prepared for general information purposes only and
should not be considered a substitute for specific professional advice.

In particular, its contents are not intended by Towers Watson to be
construed as the provision of investment, legal, accounting, tax or other
professional advice or recommendations of any kind, or to form the
basis of any decision to do or to refrain from doing anything. As such,
this document should not be relied upon for investment or other financial
decisions and no such decisions should be taken on the basis of its
contents without seeking specific advice.

This document is based on information available to Towers Watson at
the date of issue, and takes no account of subsequent developments
after that date. In addition, past performance is not indicative of
future results. In producing this document Towers Watson has relied
upon the accuracy and completeness of certain data and information
obtained from third parties. This document may not be reproduced

or distributed to any other party, whether in whole or in part, without
Towers Watson’s prior written permission, except as may be required
by law. In the absence of its express written permission to the contrary,
Towers Watson and its affiliates and their respective directors, officers
and employees accept no responsibility and will not be liable for any
consequences howsoever arising from any use of or reliance on the
contents of this document including any opinions expressed herein.

Copyright © 2013 Towers Watson. All rights reserved.
TW-EU-2013-33748d. November 2013.
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