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ABSTRACT

Strategic Risk Management is a process for idantifyassessing and managing risks
and uncertainties, affected by internal and exteewants or scenarios that could
inhibit an organization’s ability to achieve itgategy and strategic objectives. The
ultimate goal of strategic risk management is angatnd protecting shareholder and
stakeholder value. This study focuses on an agehts not been expressly addressed
by other studies namely; strategic risk managenwenthe context of insurance
provision. This study was designed to fill this gaping a case study of AAR
insurance Kenya Limited. This study sought to amspertinent questions which
included: What are the unique risks facing AAR adealth insurance service
provider? How does AAR cope with the risks? And athpragmatic strategies that
can be used to mitigate the perceived risks at taHirm and industry levels? This
study employed case study research design. Thiscasuse the study intends to obtain
an in depth understanding on the strategic managepm@ctices of firms in the
insurance companies. The target population conprgel0 senior management and
middle level staff at AAR Insurance Kenya Limitechdn from the department of
finance, underwriting and operation. The study aeldstratified random sampling.
The sample of 14 from a population of 40 forms 8%0of the target population
which fulfils the minimum threshold. The study useterview guide to collect the
data. The interview guides were checked for corepkets and consistency of
information at the end of every field data collentday and before storage. Data was
later subjected to statistical analysis using SR®8puter software. Data was
analyzed thematically using content analysis. Adicay to the respondents reputation
is considered the most significant risk facing tltempany. Reputational risk is seen
to be the result of poor claims payments practities, collapse or insolvency of
industry players, low profitability, inadequate tarser handling processes and poor-
guality customer service, low contract certaintyd an lack of proper complaints
monitoring and handling processes. Based on thdinfys, external risk can arise at
various stages, e.g., registration of clients, wwdéng, reinsurance and the claims
process. The severity of risk can range from ahslgxaggeration to deliberately
causing loss of insured assets. The study recomsnibadl the Board should continue
taking ownership and driving the risk agenda acrbgs business. While senior
management with support from the CRO/Head of aarbt involved in managing
risks, the oversight by the board cannot be dedéehdt was also recommended that
the organization should focus on new emerging tigkes such as reputation,
operational risks and IT security while not losfogus on the traditional risks such as
credit and market risks. AAR should also definekRisanagement framework and
program which enables effective reporting and chdation of data.
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CHAPTER ONE

INTRODUCTION

1.1 Background of the Study

In business, strategy is a design or plan for agfmgea company's policy goals and
objectives. Whereas, policy defines the companyslsy and objectives and its

operational domain, strategy decides how the cowgipagoals and objectives will be

achieved, what operational units will be used thieaee the company's goals and
objectives, and how those operational units willsbreictured. Strategy also determines
what resources will be needed to achieve the coypaoals and objectives and how
these resources will be acquired and used. Strasegydesign or plan that defines how

policy is to be achieved.

This definition of strategy applies to corporatetdgy and unit strategy. Unit strategies
are plans for achieving the goals and objectivearofoperating unit, an industry or
geographical operating area, or a managerial anéss function. Unit strategies include
a company's marketing strategy, acquisition stsatedliance or affiliation strategy,
human resources recruitment and retention strag@gguction strategy, and financial
strategy. They also include a company's divisioatsgies, subsidiary strategies, and
country strategies. Corporate strategy, on therdtard, refers to strategy that is used to

achieve corporate goals and objectives, that iacheeve corporate policy.



1.1.1 Concept of Strategic Risk Management

Strategic Risk Management is a process for idantifyassessing and managing risks and
uncertainties, affected by internal and externanés or scenarios that could inhibit an
organization’s ability to achieve its strategy atichtegic objectives. The ultimate goal of
strategic risk management is creating and protgdhareholder and stakeholder value.
Enterprise risk management is a process, effecjednbentity’s board of directors,

management and other personnel, applied in stratetilng and across the enterprise.
ERM is designed to identify potential events thatynaffect the entity, and manage risk
to be within its risk appetite and to provide rewdue assurance regarding the

achievement of entity objectives (Freeman, 1984).

Today, directors and executives are seeing incteageectations from shareholders,
regulators, rating agencies, and other stakehotlatshey understand and are managing
the organization’s risk and risk management prasssincluding strategic risks—and
that there is transparency in the risk managementegs. It appears that this
reemergence of risk management, when coupled iltatastrophic losses incurred by
some organizations, has fueled the current empluasisstrategic risk management.”
Strategic risk management is focused on the mastezpential and significant risks to
shareholder value—clearly an area deserving thes tand attention of executive
management and the board of directors. Attributes $trategic risk includes
management’s view of the most consequential rigkfitm faces, their likelihood, and

potential effect; the frequency and nature of uipditthe identification of these top risks;



the influence of risk sensitivity on liability mag@ment and financial decisions; and the

role of risk management in strategic decision mgiButt, 2010).

Strategic risk management is increasingly beingveteas a core competency at both the
management and board levels. The exact steps tharganization should take will
depend on the level of maturity of its overall ERkbcesses. For some organizations that
have already started to implement ERM, the focustoategic risks will be a refinement
and evolution of their activities. For those justrng or just considering an ERM effort,

an initiative focused on strategic risks may beadgstarting point.

1.1.2 Insurancelndustry in Kenya

According to AKI (2010), the Insurance industryKenya has 47 players in total, 22 in
general/short-term insurance, 9 in life insuranog 34 composite companies. The short-
term insurance space is fragmented with the tomrBpanies controlling 40% of the
market (single largest market share of 10.98% hgldubilee Insurance; in the financial
year 2011, listed firms accounted for 27.8% of stdy premiums). However, the life
market is concentrated as the top 5 companies atdou 70% of premiums (FY11:
listed firms accounted for 69.4% of industry prem)ju

The Insurance Regulatory Authority (IRA) normallytmcts and publishes the official
insurance industry statistics for all licensed mnasice companies in Kenya. The data is
normally extracted from annual audited accountsratutns submitted by insurance and
reinsurance companies to the Authority in compkamnith the provisions of the

Insurance Act. The report aims at providing progres the working of the Insurance



Act. The insurance industry in Kenya consists atiember of players namely; insurance
and reinsurance companies, intermediaries and aetice providers. According to
Insurance Regulatory Authority (2010), the registieinsurance industry players per each
category include: 47 insurance companies, 2 ream&@ companies, 161 insurance
brokers, 24 medical insurance providers, 115 inst@ainvestigators, 78 motor
assessors, 3931 insurance agents, 26 insuranceystsy 21 loss adjusters, 2 claim
settling agents and 10 risk managers.

The industry has witnessed rapid growth over tsedacade with CAGR in total written
premiums at 15.1%. Though the impressive growthviitten premiums has mirrored
increased incomes and change in perception toweaed for insurance, penetration has
remained low (currently at 3.03% vs. 11.6% in SoAthca). Key challenge for the
industry has been negative market sentiment folgwglosure of at least 5 insurance
providers over the past 5 years due to insolvemising from high claims (avg. 61%).
Underwriting profits (sector average e.g. 3% ovee past 4 years) have however
remained low due to weak pricing and increaseddinknt claims. The largest business
class under short-term is motor commercial accagntor 25.7% of total premiums,
followed by motor private at 19.1%. Within life mn@nce, deposit administration and
pension accounts for 34.6% of premiums followedftwinary life accounting for 34% of
premiums. Motor commercial class also ranks firghwespect to underwriting profits
(58% of industry short-term underwriting profits #911). In the past 3 years (2009-
2011) motor private class has registered the higGd$sR of 16.6% in gross written

premiums AKI, 2010).



1.1.3AAR InsuranceKenyalLtd

In order to understand the strategic risk managémettices of insurance companies,
this research will use AAR insurance Kenya as & cigdy. AAR started operating in

1984 and its primary business was evacuation oicakdnd accident casualties, both by
road and air. As the membership increased, soldidneeds of clients, creating more
opportunities to comprehensively provide healthgaekages for clients. AAR is today
the largest and most successful private healthoamgany with a footprint in the East
African region. AAR has 18 health centres spreadr d¢enya, Uganda and Tanzania,
through which it provide preventative and curathealthcare to clients. AAR also offer

rescue and evacuation services to members fromtergnn the world. With a current

membership of close to 100,000, AAR is not onlydka in healthcare butis also the

preferred provider for both the public and privagetors in East Africa.

1.2 Resear ch Problem

Regulatory and market forces are generating ingesitifor insurance companies to
reexamine and enhance strategies, processes, drabtrurctures for measuring
performance and analyzing risk. Leading insureeduate risk management by aligning
the risk management model to the business modefanuding on aggregate exposures
(gross and net) and product. This allows risk maretp understand their organization's
accumulations across the business model and tgatatthose exposures as economically

or efficiently as possible.



Since 1985, the insurance industry in Kenya hasigmhe a metamorphosis that has
seen a number of changes being introduced andedidpis worrying to note that eight
insurance firms have either collapsed or have Ipd@red under statutory management;
representing an average of one insurance compéayeatery four years. These include:-
Kenya National Assurance Company, United Insurd&dompany, Lake Star Assurance
Company, Standard, Assurance, Access Insurance &ogmptallion Insurance, Invesco
Assurance and Blue Shield Insurance Company (Mb2@@9). In response to this trend,
the government of Kenya responded by establistiegrisurance Regulatory Authority
(IRA) which is the prudential regulator of the ingnce industry in Kenya (formerly the
Department of Insurance). IRA became autonomouksbiay, 2007 through an Act of

Parliament.

As recent market statistics by Insurance Regulatdothority (IRA) show, risk
management and adoption by insurance companiesmy&is far from ideal. Insurance
companies often fail because of risks inherenheldusiness such as reserving risk that
outstanding claims may cost more than anticipatetitbherefore more than the reserves
set against liabilities, pricing risk that businesswritten at inadequate premium rates,
interest rate that assumed yield are not achiemed,investments risk of significant fall
in equity, property or bond values. Others are p$kdefault of loans, currency and
liability risk of mismatch between assets and liabs due to currency fluctuation or
timing of maturity of some asset (cash flow problemeinsurance risk, and catastrophe

risk of large random shocks.



This study focuses on an area that has not beeresstp addressed by other studies
namely; strategic risk management in the contexinsfirance provision. For instance
Abuya (2008) undertook a study on strategic risknaggment practices among state
corporations in Kenya. Other studies done locatigiude: A survey on strategic risk
management practices by large commercial banksmy& by Njeri (2010) and Gitonga
(2009) in his study on the long and short of Pevetealth Insurance (PHI) in Kenya.
Additionally Kabiru (2010) studied the effect ofski management practices on the
financial performance of commercial banks in Kerdththese studies did not shed light
on the strategic risk management practices of am@ companies. This study was
designed to fill this gap using a case study of AildBurance Kenya Limited. This study
sought to answer pertinent questions which includgtat are the unique risks facing
AAR as a health insurance service provider? Howsd®R cope with the risks? And
which pragmatic strategies that can be used tayatéithe perceived risks at both the

firm and industry levels?

1.3 Research Objectives

This study was out to achieve the following objeesi.

To identify the strategic risk management practicEAAR as well as the risks

facing the company.

To determine the risk management strategies emglbyeAAR to mitigate the

identified risks.



1.4 Value of the Study

The study will aid various stakeholders; AAR aslvasl other insurers will obtain details
on the risks facing the industry and the detailsesijpponses of mitigation measures. In
addition the study will provide a justification the responses adopted depending on the
success obtained. The policy makers will obtainvledge of the insurance industry
dynamics and the responses that are appropriggwii therefore obtain guidance from

this study in designing appropriate policies thdk rggulate the sector.

The study will also benefit the regulator to reddas the laws that guide operations of
the insurance service providers to better addrapgtat requirements and distribution
channels. The study will also benefit the scholain® would wish to undertake further
studies aimed at improving strategic risk managenmerthe insurance sector. The
academicians and researchers in the field of giateanagement and environment in the
insurance industry will be able to use this stuslyaasource of reference in forming their

future research topics and studies.



CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This chapter looks at the issues related to sti@tegk management in the insurance
industry. The chapter develops theoretical framé&worjustify the need for the current
study and the empirical review of literature on keycepts. The chapter also looks at the

research gaps.

2.2 Theoretical Foundation

According to Kothari (2004), a theory is a cohergmoup of tested propositions
commonly regarded as correct that can be used iasigles of explanation and
prediction for class of phenomena. In line withstidefinition, the study used decision
theories that help explain the arguments advancedhis study. The theoretical
framework of the study is a structure that can lwoldupport a theory of a research work.
It presents the theory which explains why the pFoblunder study exists. Thus, the

theoretical framework is but a theory that sensea &asis for conducting research.

2.2.1 Decision Theory

Decision Theory is implicitly contained by the riskanagement process, since risk
management depends on rules derived from geneoallkdge and precepts of Decision

Theory (Vaughan 1997). One of the most well-knowathods for rational decision



making is Cost Benefit Analysis (CBA). According Williams and Giardina (1993),
every rational decision maker faces the problersegking solutions which could enable
him to maximize his net benefit. For this purpdseprder to determine whether or not it
is advantageous to adopt a particular choice, sidacmaker would try to define and
guantify its possible effects. The origins of ttheory can be traced in Economic theory,
particularly in the theory of social welfare andaarce allocation, ideas that could assist
a decision maker in the objectives of finding thestbsolution through adding up values

of all of the good and bad consequences of a decisi

Concepts of rational neoclassical economic theoey tsed in this method to assess
preferences, particularly as they are revealed anket behaviour. Thus, CBA seeks to
value the expected impacts of an option in mondtays. Consequently, the valuations
should consider the willingness to pay of potengalners for the benefits they will

receive as a result of the option, and the willegg of potential losers to accept
compensation for the losses they will incur. Thigelaimplies that rational (optimal)

decisions require selecting a set of strategiesuch a way that, given the constraints
imposed by their decisions possibility. Therefaneterms of this criterion, a strategy is

desirable if the benefits exceed the losses, apiptefy discounted over time.

CBA applied to the discipline of risk managemeegtks to measure the contribution that
a risk technique or response makes to the risk gemant process by determining
whether, and by how much, the technique benefiteed the cost to implement it. The

greater the benefits for a given cost, or the lothiercost for a given level of benefits, the

10



more cost effective the particular techniqgue armspoese is thought to be (Vaughan
1997). Consequently, risk managers might weigh re¢vfactors that include cost and
risk. Consequently, an insurance company managaeldwave to weigh the importance
of risk and cost and the availability of resourt¢esrespond when applying CBA for
decision making and would also make use of thermédion on risk-based developed in
the previous stage of the risk management procelssre risks where identified and

analyzed in respect of their likelihood (frequenagyl impact.

Moreover, as discussed by Ayyub (2003), economiciehcy could be pertinent to

determine the most effective means of expendinguregs taking into account that at
some point, the costs for risks reduction (conjroigght not provide adequate benefits.
Thus, CBA applied to risk management compares dlsés@nd risks to determine where
the optimal risks value is on a cost basis. Folhlgathis approach then, the optimal value
occurs when costs to control risks are equal torigle cost due to the consequences
(loss). Therefore, investing resources to redusksrbelow this equilibrium point would

not provide additional financial benefits.

2.3 Empirical Literature

The following section reviews the empirical litarag on strategic risk management as

documented by other scholars in this area of study.

2.3.1 Business/Cor por ate Strategies

A strategy is a plan of action designed to achi@wspecific goal. Strategy is all about

gaining (or being prepared to gain) an advantager egdversaries or best exploiting

11



emerging possibilities. As there is always an el@n@ uncertainty about the future,
strategy is more about determining and prioritizenget of options ("strategic choices")

rather than about crafting a fixed plan (Mintzbet§94).

Ansoff (1965) develops a matrix that helps busiessdentify growth opportunities in
the market. The product/market growth matrix déssia combination of a firm’s
activities in current and new markets with existangd new products. It outlines four
types of growth strategies, namely market penetatproduct development, market
development, and diversification. In market pertaina a firm tries to grow with existing
products in its current market. Firms that follownarket development strategy try to sell
existing products in new market segments. Undedymbdevelopment strategy, a firm
develops a new product for existing markets. Fnail diversification, a firm tries to

enter a new market with new products.

Butt (2010) classifies business strategies integhsroad groups: building, holding and
harvesting. Building strategies are based on aaii@ts to increase market share by
new product introductions, new marketing programd ao on. Holding strategies are
focused on maintaining the existing level of markbare. Harvesting strategies are

designed to gain short-term earnings by allowingkeiashare to decline.

After analyzing various works on business strategythe literature, five generic
strategies can be identified, although their naaresdifferent. These strategies are cost

Strategies, differentiation strategies, focus sgms, hybrid (Combination) strategy and

12



No definite strategy Faulkner and Campbell, 200Bpst strategies are about cost
reduction. By referring to the literature, it isgsible to divide cost strategies into two
groups. The first group is cost leadership. Pdi6B0) broadly propounded this strategy
for the first time. Cost leadership aims at redgatosts throughout the value chain and
reaching the lowest cost structure possible. Theors® group follows a cash flow

maximization strategy. Firms rather aim to extgaivide maximum revenue out of the
product in the maturity or decline stages of thedpct-life cycle. Mostly, enterprises

operating in low growth-rate sectors, with high kedrshares or with low market shares
and which are considering ending their operationghe present business soon, follow
this strategy. A differentiation strategy occursewha firm gains an unprecedented
position within the sector of operation by diffetiating its products or services. It is

possible to observe one sort of differentiatioatstyy in all the studies analyzed.

The focus strategy differs from the other strategie one aspect. While in the
differentiation and cost strategies wide fractiohsustomers are being appealed to, the
firms that follow a focus strategy prefer to apptala certain geographical area or a
certain fraction of customers. Firms in no defirsteategygroup do not follow a certain
strategy. For this reason, they unstably adapthimges in the business environment.
Some of them chase their successful rivals. Ssitthtegies can be considered as
counterfeiting (Mintzberg, 1988). Generally, théseds of enterprises cannot develop a
compatible strategy with the structure and procesdetheorganization (Miles et al.,
1978). The three business strategies Porter (1980) prajsaln(cost leadership,

differentiation and focus) specify the basic apph&s that could be implemented in a

13



competitive environment. According to Porter, iingpossible to succeed if a firm does
not prefer one of these three strategies or imphériveo of them simultaneously. Porter

defines this situation as being “stuck in the madd|

2.3.2 Basics concepts of strategic management

Strategic management is the set of managerial idaced action that determines the
long-run performance of a corporation. It incluéesironmental scanning (both external
and internal), strategy formulation (strategic a@nd range planning), strategy
implementation, and evaluation and control. Thelpf strategic management therefore
emphasizes the monitoring and evaluating of exteypportunities and threats in lights

of a company’s strengths and weaknesses.

Strategic management has now evolved to the ploattit is primary value is to help the
organization operate successfully in dynamic, cexgnvironment. To be competitive
in dynamic environment, companies have to becose bareaucratic and more flexible.
In stable environments such as those that havéeexis the past, a competitive strategy
simply involved defining a competitive position atiten defending it. Because it takes
less and less time for one product or technologgptace another, companies are finding
that there are no such thing as competitive adgantaccording to Chapman and Ward,
(2002) firms must develop strategic flexibility:ethability to shift from one dominant
strategy to another. Strategic flexibility demanalslong term commitment to the
development and nurturing of critical resourcesaldo demands that the company

become a learning organization: and organizatiaotiedkat creating, acquiring, and

14



transferring knowledge and at modifying its behavito reflect new knowledge and

insights.

Learning organizations avoid stability through tomous self-examinations and
experimentations. People at all levels, not juptttee management, need to be involved
in strategic management: scanning the environmantritical information, suggesting
changes to strategies and programs to take adwargAgenvironmental shifts, and
working with others to continuously improve work timeds, procedures and evaluation
techniques. Strategy formulation is the developmehtlong-range plans for they
effective  management of environmental opportunitiaed threats, taking into
consideration corporate strengths and weaknesscludes defining the corporate
mission, specifying achievable objectives, develgpistrategies and setting policy

guidelines.

2.3.3 Concept of Risk

According to Mun (2004), “risk is any uncertaintyat affects a system in an unknown
fashion whereby the ramifications are also unkntwnbears with it great fluctuation in
value and outcome”. Risk can be defined as the omatibn of the probability of an

event and its consequences. According to ICAEW g)98isk is defined as real or
potential events which can reduce the likelihoodacifieving business objectives. Risk
has also been defined as: uncertain future evehishveould influence the achievement
of the organization’s strategic, operational antgaficial objectives. Risk is all about

events and their consequences which can happdmeifuture. As at now, we do not

15



know what event will occur in the next hour, tonowror next year and if it does occur
what its consequences will be. In other words, h&ely it is that an event will happen

and how bad it will be if it happens.

Risks and uncertainty are closely related to eablrdout totally different in meaning.

Risk is when future events occur with measurablebg@bility whereas uncertainty

involves things that are completely unknown, folample the ash cloud case. This
distinction denotes risk as a positive probabilify something bad happening, while

uncertainty does not necessarily imply a rankinghefpossible outcomes (Chapman and
Ward, 2002). The problems that risk and uncertgiuiye are very serious and not easily
overcome especially when the risk and uncertaimiplive things that people are deeply
concern about. This is where risk management hedpsse among alternative causes of
actions to reduce the effects of risks. Risk mamege and internal controls are means
by which businesses’ opportunities are maximized potential and material losses are

reduced.

2.3.4 Risk Management

Recent years have seen heightened concern anddoaisk management, as a result of
series of business scandals and failures wherestionge company personnel and other
stakeholders suffered tremendous loss. This rekudtthe publication of books, journals,

articles and a series of government documentsditzat attention to the need for better
risk management and how to set up a risk managesystem. The Sarbanes-Oxley Act

in the US, the Basel Il Capital Accord and the sedi Combined Code (2003) in the UK
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are all examples of governance reforms with thentibn of minimizing the risk of
future major corporate failures through tighterulegon of internal control systems.
Risk management is viewed as a corner stone of gmygdorate governance and
therefore results in better service delivery, mefcient and effective use of scarce
resources and better project management. It ha® taith identification, analysis and
control of such risks that threaten resources tesgersonnel and the earning capacity of

a company (Courtney, 2001).

Risk management is the logical development andemphtation of a plan to deal with
potential losses. It is important for an organ@atto put in place risk management
programmes so as to manage its exposure to riskselisas protect its assets. The
essence is to prepare ahead of time on how toaloatid finance losses before they

occur.

Risk management is: a process of understandingreméging the risks that the entity is
inevitably subject to in attempting to achievedtwporate objectives. For management
purposes, risks are usually divided into categosiesh as operational, financial, legal
compliance, information and personnel. One examoplan integrated solution to risk
management is enterprise risk management. Thetutestof Risk Management also
provided a more detailed definition of risk manageias: the processes by which
organizations methodologically address the riskghtair activities with the goal of

achieving sustained benefit within each activitg across the portfolio of all activities.
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2.4 Summary

In a world that is constantly changing and withrgwehange bringing about new ways of
doing business with different outcomes, risk and h@ manage it has become a critical
issue. The recent global financial crisis servec asminder that risk management and
how the same is practiced is fundamental if pertoroe objectives are to be consistently
achieved. It has emerged that as business owndrsnanagers strive to improve and
sustain performance they are now also requiredotasider what risk management
practices their organizations have adopted to avalling short of their strategic
objectives (Arun and Steiner, 2008). Business iestitincluding insurance companies,
are today under more pressure than ever to managjs and deliver services more
efficiently. As operating budgets are scrutinizedhnagement search for creative means
of cutting costs, maximizing the productivity ofigting staff, and working smarter to
serve the customers interests. In order to fulfiélir purpose, many organizations have
crafted strategies to guide them in the competiémeironments in which they operate.
Pursuing such strategies comes with risk (EmbrediitdNeil and Straumann, 1999).
This risk is occasioned by the fact the strategiesachieved through decision-making
about strategic choices characterized by complexitging out of ambiguous and non-
routine situations. The underlying premise of sigat risk management is that every
entity, as it seeks to provide value for its staltdérs, faces uncertainty, and the
challenge for management is to determine how muckenainty to accept as it strives to
grow stakeholder value. Strategic risk managemaables management to effectively
deal with uncertainty and associated risk and dppdy, thus enhancing the capacity to

build value. Within the health insurance arena, a@ga that presents a significant
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opportunity for improved decision-making capal@éti and cost savings measures is

strategic risk management.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction

The methodology section gives details regardingpifeeedures used in conducting the
study. Pertinent issues discussed in this sectiolude the research design, population

design, data collection and data analysis.

3.2 Resear ch Design

A research design is the plan, structure of ingasttn conceived to obtain answers to
research questions that includes an outline ofgkearch work from hypothesis, methods
and procedures for collecting and analysing dathpasenting the results in a form that

can be understood by all (Mugenda & Mugenda, 2003).

This study employed case study research desigrs. i§hbecause the study intends to
obtain an in depth understanding on the strateginagement practices of firms in the

insurance companies.

3.3 Population

A population is the ‘aggregate of all cases thatf@on to some designated set of
specifications (Paton, 2002). The study compilellastitute list with a complete listing
of all sampling units in the population. The targefpulation comprised of 40 senior
management and middle level staff at AAR Insurakeaya Limited drawn from the

department of finance, underwriting and operation.
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3.4 Sample Design

The study adopted stratified random sampling. Ermeme of 14 from a population of 40
forms 35.00% of the target population which fulflse minimum threshold sample
suggested by Patton (2002) who recommended 30%eoftdarget population as an

adequate sample size in a descriptive case stugg\surhis is supported by Neuman

(2000).

Table 3.1: Sample Design

Department Population Samplesize Per centage
Finance 14 5 35.71
Operations 10 3 30.00
Underwriting 16 6 37.50
Total 40 14 35.00

3.5 Data Collection

The study used interview guide to collect the datee researcher conducted in-depth
interviews. In-depth interviews are a useful qadiNe data collection technique that can
be used to collect qualitative data. In-depth wigaws are most appropriate for situations
in which you want to ask open-ended questions @éfait depth of information from

relatively few people (as opposed to surveys, whectd to be more quantitative and are

conducted with larger numbers of people).

3.6 Data Analysis

The interview guides were checked for completer@gk consistency of information at

the end of every field data collection day and befstorage. Data was later subjected to
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statistical analysis using SPSS computer softwata was analyzed thematically using
content analysis based on analysis of meanings iamdications emanating from
respondents information and documented data. Asrebg by Kothari (2004) qualitative
data provides rich descriptions and explanatioas demonstrate the chronological flow
of events as well as often leading to serendipifcbance) findings. The findings will be

presented in the form of charts, tables and pietsha
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CHAPTER FOUR

DATA ANALYSIS RESULTSAND DISCUSSION

4.1 Introduction

This chapter presents data analysis, interpre&teord discussions. Information in this
chapter is divided into two sections. This chaptetails the analysis of data on the two

objectives based on descriptive statistics.

4.2 Response Rate

The sample of the study comprised of 14 responderteh comprised of AAR

employees in the department of finance, operatioth @anderwriting. The researcher
interviewed the respondents using an interview gu8bme of the respondents could not
be accessed due to work commitment while othergs weireave. Out of the sample of 14
employees AAR, the researcher managed to intendi®wgiving a response rate of

71.43%.

According to Mugenda and Mugenda (2003) a 50% mspoate is adequate, 60% good
and above 70% rated very good. This also concuits Mathari (2004) assertion that a

response rate of 50% is adequate, while a respatseagreater than 70% is very good.
This implies that based on this assertions; theomese rate in this case of 71.43% is very

good.
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Table4.1: Responserate

Department Questionnaires | Questionnaires Per centage
administered Returned

Finance 5 4 80

Operations 3 3 100

Underwriting 6 3 50

Total 14 10 71.43

Source-researcher

4.3 Risk Management in I nsurance Sector

The study indicated that the insurance sector itirety considers risk management
control in its strategic objectives. The employ@d® participated in the study agree
almost unanimously that the insurance sector iedudsk control among its strategic
objectives. However, they also point out that thet@’s behaviour is not aligned with

said objectives, since only nearly half of the camps consider that the companies in
the sector allocate part of their budget to risknagement. In line with these facts, and
considering the existence of a risk managementvesa the company, it is observed

that the company declares the existence of this itetheir 2012 budget.

The findings of the study concur with Courtney, 2P who indicated that risk
management is the logical development and impleatient of a plan to deal with
potential losses. It is important for an organatio put in place risk management
programmes SO as to manage its exposure to riskgelsas protect its assets. The
essence is to prepare ahead of time on how toatoamd finance losses before they

occur.
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4.4 Typesof risks

The respondents indicated that there are three csksidered important in the insurance
sector. These risks are broadly classified as &@imncredit risk and marketing risks as

supported by 72%, 88% and 76% respectively. Thairfgs are displayed in figure 4.1.

Figure4.1: Typesof risks
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The respondents cited price undercutting as mifgignt concern. A lack of actuarial
expertise also contributes to the perception dfipgi as a source of risk, as does a poor
understanding of internal operations and operatiosk Weak product innovation also

contributes to poor pricing and product differetia.

Among AAR respondents, fraud is perceived as ainskfar as it relates to fraudulent
claim activity. The fundamental transactions antivdes occurring in the banking and

insurance industries are similar, which impliest thanking risks like technology fraud
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and internal fraud might also be risks for insusueompanies. While fraud registered
significantly among respondents, it was poorly ustted to what extent insurance
companies have been affected. In insurance marketse the industry is still relatively
immature, like Kenya, an increasing incidence atift will test the capacity of insurance

claims settlement procedures and consumer proteletvas.

Actuarial standards are perceived to be laggingndestrategic needs. According to the
respondents, outdated actuarial assumptions inlategus, a shortage of qualified
actuaries and the use of inaccurate data in theaaal processes contribute to the
perception of risk. It was revealed that AAR insur@ Kenya limited has very few fully-

qualified actuaries. Most companies in the insugandustry requiring actuarial services
have to rely on external actuarial firms for theveme. External actuaries, while qualified,
may not have sufficient internal knowledge of warkicompanies. An over-reliance on
external actuarial expertise could result in inappiate pricing strategies on incorrect
assumptions in the valuation of policyholder cociga The Kenya insurance market
suffers not only from a lack of actuarial expertme also from factors like demographic
shifts, climate change and political volatility thiarther complicate actuarial modelling.

According to the respondents reputation is conediéhe most significant risk facing
their company. Reputational risk is seen to be rémult of poor claims payments
practices, the collapse or insolvency of industlgyers, low profitability, inadequate
customer handling processes and poor-quality cust@arvice, low contract certainty

and a lack of proper complaints monitoring and hiaggrocesses.

26



According to Mun (2004), “risk is any uncertaintyat affects a system in an unknown
fashion whereby the ramifications are also unkntwnbears with it great fluctuation in
value and outcome”. Risk can be defined as the omatibn of the probability of an

event and its consequences.

45 Risk control measures

As Kenya’s insurance industry matures, risk managens a major concern for insurers
and business leaders. AAR insurance Kenya limitedicuously reassesses their policies
to manage and mitigate the risk. Risk in the insceavalue chain can emanate from
internal and external factors. The risk of emplayesisusing confidential information

and colluding with fraudsters is on the rise argliners will need to put in place internal

checks and balances to minimize such issues.

Based on the findings, external risk can ariseagibus stages, e.g., registration of clients,
underwriting, reinsurance and the claims procebg. Severity of risk can range from a
slight exaggeration to deliberately causing loss imdured assets. The essential
components of fraud risk are the intent to deceiwel the desire to induce an

organization to pay more than it otherwise would.

Risk detection and management should be a proagineeess, which includes
identification of suspicious claims that have ahhigossibility of being fraudulent,
through a computerized statistical analysis. AABumnance portfolios need reinsurance
and identification of high value policies to momiend investigate risk, which mitigates

such risks to a large extent. As a control measA®R has put in place fraud

27



investigation teams (with the right credentialgttivork in tandem with law enforcement
agencies to weed out fraudulent claims. It is woitking that the company did not have

a specific reserve for risk control allocated ia #2013 budget.

The findings of the study corroborates Chapman\&add, (2002) who observed that the
problems that risk and uncertainty pose are venpose and not easily overcome
especially when the risk and uncertainty involvengl that people are deeply concern
about. This is where risk management helps choosmng alternative causes of actions

to reduce the effects of risks and take appropoatérol measures.

4.6 Risk governance

Risk governance can be defined as the approachlifecting the management and
control of risk, which may be overseen by the ba#rdirectors as a whole or through a
board risk committee. The role of clear and actisk governance has gained currency in
the recent past as a result of corporate governdmeaches, fraud and related
malfeasance coupled with increasing focus by régtdavho are now insisting on proper

oversight by the board.

Half of the respondents indicated that the comarigk governance models was at the
stage of implementation with only 29% indicatingttthe companies models was already
implemented. In AAR insurance Kenya limited, theatub of directors receives and
reviews regular reports on the risk managementrarogand approves the ERM policy
and framework. Approximately half of the respondeiridicated that the board is

involved in approving the risk appetite statemelttis could be due to the fact that
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approximately a third of the respondents (34%)aatid that they have not yet defined a
statement of the company’s risk appetite. 82% ef tspondents indicated having a
Chief Risk Officer (CRO) or equivalent with onlyr6spondents indicating that they do
not have this executive in place. Aligning compéiosa and incentive plans with
appropriate risk taking is undertaken in AAR insuo@ Kenya limited.

The Board should continue taking ownership andinigivthe risk agenda across the
business. While senior management with support fibke CRO are involved in
managing risks, the oversight by the board canaatdlegated. Risk management should
be infused throughout the organization; not onlgraerprise and business unit level; but

also in strategic and operational decisions.

The study found that many financial institutionsvéaaaken a variety of actions in
response to the increased focus on risk governdiee most common action, taken by
the organization, was to improve the process fpoméng of risk information to their
boards of directors and to their management riskroitees. In addition, formation of
risk management committees- both at managemenb@eud level- has been undertaken
by approximately two thirds of the respondentsaBlsthment of the Chief Risk Officer
(CRO) position and development of a risk dashboaport were also prominent

activities undertaken.

4.7 Strategic Risk M anagement Practices

Strategic risk management aims to bring a holistganization-wide and standardized
risk management process to financial institutiond provide them with an integrated

view of risks they face. By adopting a comprehemsipproach to risk identification and
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assessment, Strategic Risk Management can helfiffjderany dependencies or inter-
relationships among risks that might otherwise goaticed. In addition, it is easy to gain
new insights and provide transparency into theal/enpact of risk on the institution.

The study indicated that implementation of strateiggk management is fairly limited
with only 41% of the respondents indicating thagytthave a fully implemented Risk
Management program. However 38% of respondentsatetl that they are in the
process of implementing one while 21% were not an@igure 4.2 shows the findings of

the study to this effect.

Figure 4.2: Implementation of Strategic Risk Management Programs
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Among study respondents, Risk Management progrémasa always covered the major
traditional risk categories of credit risk (92%guidity risk (90%) regulatory/compliance

(90%), and market risk (85%). New risk categoriashsas operational risks (95%),
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strategic (80%), reputation (83%) and IT securit$%) have also emerged as critical
focus areas. Enterprise management is integraikdirdeed to the Internal Audit Plan as
supported by 59% of the respondents. A further 2idicated that this is not formalized
as yet. AAR insurance Kenya limited has their reghpetite both quantitatively and

qualitatively defined.

AAR insurance company is already recording gainsti@tegic risk management. This is
evidenced by the fact that 85% of the respondeslisthiat the value of their risk
management was greater than its cost; however roangeded that it was difficult to

guantify this value.

4.8 Management of Key Risks

A critical challenge facing risk management is aghrig a comprehensive view of all the
varied risks a financial institution faces. AAR umance Kenya limited as a player in the
insurance industry has much more to achieve inrdgard. Most of the respondents rated
the effectiveness of their risk management programair. This implies most program

implementations are still work in progress. In terof specific risk types, the respondents
felt that their risk management programs were reffctive in managing liquidity and

financial/budgeting risk. Credit risks, tax and ukgory were identified as areas where
strategic risk management is growing in effectienepossibly due to the already

existing regulatory oversight.

Operational risk areas of business continuityséturity, legal, human capital and data

integrity risks were highlighted as areas whererible management programs have not
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been effective. Most respondents indicated thatbtiganization have strengthened their
liquidity risk management function (60% of respomit® or amended their liquidity
management policies (40% of respondents). Therfgslof the study are shown in table

4.2.

Table 4.2: Management of Liquidity Risk

Response Frequency | Percentage
strengthened their liquidity risk management fumcti | 6 60%
amended their liquidity management policies 4 40

Total 10 100

Capability of the operational risk management tebdbgy platforms was rated as
‘somewhat capable’ by a majority of the respondeitenario analysis and operational
risk capital calculations were identified as kewltdnges in these technology solutions.
The respondents also indicated that regulatoryrmefoas resulted in an increase in the
cost of compliance and the need to hold highertahblgivels.

Recent years have seen heightened concern anddoaisk management, as a result of
series of business scandals and failures wherestionge company personnel and other
stakeholders suffered tremendous loss (Courtnédi )20

4.9 Risk Management Systemsand Infrastructure

Information technology is a vital element of riskamagement capabilities and acts as a
key enabler to the effectiveness of the risk mamegee. The study revealed that AAR
insurance Kenya limited has a dedicated risk mamagé technology solution. Most of
the respondents, however clarified that they haverml sub-systems, at various levels of

sophistication that address specific risks. Leg#@lky management system (incorporating
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a spreadsheet solution) was rated as the mostlenévia the industry while credit
management systems were identified as the secorst nmnmon solution. Credit
management solutions could be due to the needote smd evaluate the credit rating of
potential customers. Possibly as a consequencénedf perceived prohibitive cost,
employees of AAR were of the view that high costr@fintenance and vendor fees was a
major concern over the technology systems. Integrat long standing issue when it
comes to technology, was rated as the second ngogficant concern by the employees.
Other issues tied to this were lack of sufficiask data, data integrity issues and inability

to extend the current legacy systems.

4.10 |l dentification of Risks

The respondents were asked to indicate whether tiagntify risks by
fuction/product/process or are a combination. lairthbbusiness and product approval
process, almost all respondents reported consgleniare than traditional major risk
types - operational (95%), regulatory (89%) andke&(81%).

Also considered with increasing importance weratsgic, liquidity, foreign exchange
volatility and country risk. While these were nated, they were highlighted as part of
the ‘Other’ category to indicate their relative iom@ance during decision making. In
particular, liquidity and foreign exchange voldsilis critical as the companies operate as
regional entities with their head offices beingoime of the country and therefore have to
consider the impact of any foreign exchange traiosiawhether for revenue, tax or

intercompany transactions settlement and reporting.
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New product launches, mostly riding on mobile-conoee coupled with greenfield or
acquisition-related regional expansion has charnaet the insurance services industry
in the recent past. These events have an impopieting on risk management with
regulators and media analysts increasing theirdaguhis area. 87% of the respondents
indicated that risk considerations are incorporatadng these strategic decisions and

new product launches.
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CHAPTER FIVE

SUMMARY, CONCLUSIONSAND RECOMMENDATIONS

5.1 Introduction

This chapter presents the summary of the findimgs @nclusions based on the study
findings. The chapter also presents recommendafimngolicy and practice, besides

presenting recommendations for further research.

5.2 Summary of Findings

The respondents indicated that there are three asksidered important in the insurance
sector. These risks are financial, credit risk aratketing risks. The respondents cited
price undercutting as a significant concern. A latlactuarial expertise also contributes
to the perception of pricing as a source of riskdaes a poor understanding of internal
operations and operational risk. Weak product iation also contributes to poor pricing

and product differentiation. According to AAR respents, fraud is perceived as a risk
insofar as it relates to fraudulent claim activifjhe fundamental transactions and
activities occurring in the banking and insurana#ustries are similar, which implies that
banking risks like technology fraud and internauld might also be risks for insurance

companies.

According to the respondents reputation is consitléhe most significant risk facing
their company. Reputational risk is seen to be rédmult of poor claims payments
practices, the collapse or insolvency of industigyers, low profitability, inadequate

customer handling processes and poor-quality cust@arvice, low contract certainty
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and a lack of proper complaints monitoring and hagdprocesses. Based on the
findings, external risk can arise at various stages., registration of clients,
underwriting, reinsurance and the claims proceks. Jeverity of risk can range from a
slight exaggeration to deliberately causing loss imdured assets. The essential
components of fraud risk are the intent to deceiwel the desire to induce an

organization to pay more than it otherwise would.

Half of the respondents indicated that the com@ansk governance models was at the
stage of implementation with only 29% indicatingttthe companies models was already
implemented. In AAR insurance Kenya limited, theatub of directors receives and
reviews regular reports on the risk managementrprogand approves the ERM policy
and framework. Approximately half of the respondeimdicated that the board is
involved in approving the risk appetite statemelttis could be due to the fact that
approximately a third of the respondents indicatieat they have not yet defined a
statement of the company’s risk appetite. A sigatfit proportion of the respondents
indicated having a Chief Risk Officer (CRO) or eqlent with only a few respondents
indicating that they do not have this executiveplace. Aligning compensation and
incentive plans with appropriate risk taking is artdken in AAR insurance Kenya
limited. AAR insurance Kenya limited is already oeding gains of strategic risk
management. This is evidenced by the fact that miyajof the respondents felt that the
value of their risk management was greater thanass; however many conceded that it

was difficult to quantify this value.
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Operational risk areas of business continuity, é€usity, legal, human capital and data
integrity risks were highlighted as areas wherertsle management programs have not
been effective. Most respondents indicated thabtiganization have strengthened their
liquidity risk management function or amended thigwidity management policies. The
study revealed that AAR insurance Kenya limited bhasgledicated risk management
technology solution. Most of the respondents, hawelarified that they have several
sub-systems, at various levels of sophisticatiat #ddress specific risks. Legacy risk
management system (incorporating a spreadsheetiospluvas rated as the most
prevalent in the industry while credit managemessteams were identified as the second
most common solution. In their business and prodambroval process, almost all
respondents reported considering more than traditionajor risk types - operational,
regulatory and market. Also considered with increg@simportance were strategic,
liquidity, foreign exchange volatility and countrigk. While these were not rated, they
were highlighted as part of the ‘Other’ categoryindicate their relative importance

during decision making.

5.3 Conclusions

In view of the findings of the study, the followimgnclusions are drawn:

Risk is the core business of insurers but risk rgameent practices are new to the
insurance industry in Kenya. Awareness and trairang very important for top and

middle managers. —Audit and Risk Manager. The @®der identifying strategic risk

should focus on its three core components: wrongsms, poor implementation of

decisions and failure to adapt to changes in martetlitions. The risk strategy should

have clear objectives aligned with the needs obrapany’s key stakeholders. This is
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important for both the business model and the coryipaeputation. The strategic risks
form the basis of a company’s risk strategy. ltudtidoe effectively integrated into the
business strategy and it follows that the two egi@s must be correlated. An integrated
view of the risk and business strategies enablessamer to organise, adapt and enhance
its structures and processes accordingly. Dealiity thhe interdependencies between
insurance, the market environment and regulatiolth gain in importance. It is the
researcher’'s view that techniques such as revdrsssdesting have the potential to
generate business- model innovation. The qualitygtodtegic risk assessment will be
enhanced if the impact of decisions on the safgtywth and profit objectives is analysed
before the decisions are made.

5.4 Recommendations

The study recommends that the Board should contikiag ownership and driving the
risk agenda across the business. While senior neamaxgt with support from the
CRO/Head of audit are involved in managing riske, éversight by the board cannot be
delegated. Risk management should be infused thomighe organization; not only at
enterprise and business unit level; but also etatlic and operational decisions. The risk
appetite sets the limits and delineates acceptabigus unacceptable risks. This should
continue being formulated and constantly monitdoecdcompliance.

The study further recommends that distinction betwesk management and internal
audit should be emphasized within the organizatton ensure clarity of roles,
responsibilities and accountabilities. Consolidaie various risk functions (e.g. IT risk,

Credit Risk, Operational Risk) to facilitate bettetersight and reporting.
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In line with the findings, internal audit plans sihab be aligned to the results of the risk
assessment arising from the strategic risk managemée Internal Audit department
should provide assurance on the effectivenesseoRiBk Management framework and
program implementation. It is important to definedamonitor compliance to the
organization’s risk appetite statement. This may fca integrating various risk efforts
while seeking a coordinated implementation appr@axhss the organization.

It was also recommended that the organization shimaus on new emerging risk types
such as reputation, operational risks and IT sicwhile not losing focus on the
traditional risks such as credit and market risR&R should also define Risk
Management framework and program which enables ctefée reporting and
consolidation of data. The company should havelaeguainings on board and senior
management on Strategic Risk Management conceftgmgrlementation so as to build
internal capacity. In addition it was recommendeakt the company should undertake a
continuous culture change program to embed a mslt@culture across the organization
To derive value and facilitate integration of riskormation across different units of the
organization, it is recommended that the compaylshconsider implementing a robust
dedicated risk technology solution. The risk tedbgg solution is only an enabler; the
key determinant on its efficacy will be the qualdythe risk registers and framework in

use within the organization.

5.5 Limitations of the study

The study was limited to AAR which is a Life insoc& company in Kenya thereby
limiting the findings to this category of the inance Industry. The results may have been

different had all players in the Industry been cdeied. The Limitation of time for this
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research project did not allow for consideratiomefider exploration for reliability of

the research.

5.6 Recommended ar eas of Further Resear ch

The findings of this study, it is hoped, will cabtite to the existing body of knowledge
and form basis for future researchers. The follgnaneas of further researcher are thus
suggested: - (1) Whereas the current study focoseksponses from the management
and other senior staff of the AAR insurance compémyre studies should focus on the
regulators and the customers of the insurance coiega2) The current study should be

replicated to other sectors of the economy in Kenya
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APPENDIX 1- INTERVIEW GUIDE
1 a) From your viewpoint, does the insurance seoboisider risk management control

among its strategic objectives?
b) If yes, which type of risks are risks are comsadl important?

2. Which are the main objectives pursued by thepzones of the sector for risk control?

3. Is there a specific reserve for risk controbedited in the 2013 budget? (elaborate
further):

4. As regards the set of initiatives related t& gentrol performed by your company, is
there a master plan to support their launch?

5. Within the company’s strategy, when undertakargconcluding an initiative, the
following is analyzed (tick one or more options):

(] Profitability

( ] Risk/Profitability

( ) Others:

6. Which are the main functions of the personnsiga®d to risk control?

7. How does the organization govern risk?

8. Where does the risk management department tiinthe organization? (i.e. Finance
and

Administration, Legal, etc)

9. What kind of resources does the risk managefoention have?

10. Are their specific risks (such as financiabperations) they are not responsible for?
11. Does risk management have access to the BaadPey report directly into the

board?

12. What is the title of the senior risk personhitthe organization?

13. How does the organization clarify its strataggk& and business objectives?

How do they identify risks?



14. Do they identify risks by function/product/pess? (or it is a combination?)
15. Does the organization use a specific listgkgior system of classification? (such as a
taxonomy)

16. Do they use environmental scanning tools (&PESTEL, Value Chain, SWOT,
etc) to identify risks?

17. How does the identification of risks influersteategy development?

18. Does the risk management function review orehagcess to the organization’s
strategy?

19. How does the review of strategy affect the iifieation of risks?

20. How does the organization report on risk?

21. List the risk management practices employed AR Kenya Ltd



