)

Insurance
Banana Skins

200 The,GSFI survey of the
/'risks facing insurers

7 Inassociationwith L= C S F I

RQICEV[ATERH‘Qi ’ (DPERS @ Centre for the Study of

Financial Innovation







CS FI1/New York CSFI

The Centre for the Study of Financial Innovation is a non-profit think-tank, established in 1993
to look at future developments in the international financial field — particularly from the point
of view of practitioners. Its goals include identifying new areas of business, flagging areas of
danger and provoking a debate about key financial issues. The Centre has no ideological brief,
beyond a belief in open and efficient markets.

Trustees Governing Council
Minos Zombanakis (Chairman) Sir Brian Pearse (Chairman)
David Lascelles Sir David Bell
Sir David Bell Geoffrey Bell
Robin Monro-Davies Robert Bench
Sir Brian Pearse Rudi Bogni

Peter Cooke
Staff Bill Dalton
Director — Andrew Hilton Sir David Davies
Co-Director — Jane Fuller Prof Charles Goodhart
Senior Fellow — David Lascelles John Heimann

Programme Coordinator — Carole Magnaschi  John Hitchins
Rene Karsenti
Henry Kaufman
Angela Knight
David Lascelles
Philip Martin-Brown
Robin Monro-Davies
Rick Murray
John Plender
David Potter
Mark Robson
David Rule
Sir Brian Williamson
Peter Wilson-Smith
Minos Zombanakis

CSFI publications can be purchased through our website www.bookstore.csfi.org.uk or
by calling the Centre on +44 (0) 207 493 0173

Published by
Centre for the Study of Financial Innovation (CSFI)

Email: info@csfi.org.uk
Web: www.csfi.org.uk

© CSF12009
This publication is in copyright. Subject to statutory exception and to the provisions of relevant collective
licensing agreements, no reproduction of any part may take place without the written permission of the Centre.

ISBN: 978-0-9551811-9-1

Printed in the United Kingdom by Heron, Dawson & Sawyer

CSFI / New York CSFI E-mai: info@csfi.org.uk Web: www.csfi.org.uk



CSFI / New York CSFI E-mail: info@csfi.org.uk Web: www.csfi.org.uk



C S F 1/ New York CSFI

NUMBER EIGHTY TWO FEBRUARY 2009

Preface

This is our second Insurance Banana Skins survey — and, my, how the world has changed in 18 months. Back in 2007,
the top fears were over-regulation (which, it was felt, might squeeze the life out of the industry) and natural
catastrophes. Now, it is all about investment performance, equities and capital availability. I think David Lascelles, the
author of both the insurance and banking Banana Skins surveys, sums it up best: ‘The insurance sector feels that it may
be unjustly penalised for the sins of the banking sector.’

There might be some debate about how “unjust’ this is, but it is very clear that the insurers are living in a new
environment — an environment created by the banking crisis. In particular, it is an environment characterised by:

- low or negative investment returns;

- an acute shortage of capital,

- adreadful macro-economic outlook;

- abacklash against financial complexity;

- increasing political involvement, even in mature markets; and
- the inevitability of much tougher regulation at all levels.

Obviously, all of these affect the individual pillars of the insurance industry in different ways and to different degrees.
For the life companies, for instance, investment returns are the major threat. As one respondent put it, with some
understatement, there is a real danger of a loss of faith in annuities. For the non-life sector, capacity and pricing are the
big issues, along with the problems that tend to come with a macro-economic slowdown — notably a surge in claims and
an increase in fraud. Plus, the industry’s problems are bound to be exacerbated by the regulatory crackdown. For the
reinsurers, sustaining capacity looks like the big problem, along with management of the pricing cycle.

And then, of course, there is reputational risk; insurance is at least as vulnerable here as banking.
One could go on. But what makes everything worse this year is a pervasive sense that the insurance industry isn’t as
well prepared as it should be. Compared to 2007, the percentage of respondents who said the industry was ‘well-

prepared’ to meet the challenges was down from 21% to a paltry (and terrifying) 4%.

Thanks, as usual, to David for pulling the survey together (in this case, with a little help from the folks at Survey
Monkey). Thanks, too, to PricewaterhouseCoopers, whose sponsorship of IBS (and BBS as well) is much appreciated.

Andrew Hilton
Director, CSFI

This report was written by David Lascelles
Cover by Joe Cummings
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Foreword

Welcome to Insurance Banana Skins 2009, a unique survey of the risks facing insurers, which has been produced by the
CSFI in association with PricewaterhouseCoopers.

We are pleased to be continuing our support for this initiative. The Banana Skins format (a banking edition is available
also) provides valuable insights into the emerging and ever-present risks and concerns at the top of the boardroom
agenda and how these perceptions change over time.

Many organisations will use the results to help judge the efficacy of their own risk registers and to gauge how these
industry-wide findings compare with their own assessment of risks. Key questions include whether companies are
confident that their risk appetites appropriately reflect the exceptionally unstable and uncertain market conditions that
form the backdrop to this report.

In keeping with this volatile financial environment, investment performance, equity markets and capital availability
now head the list of insurance Banana Skins, having not featured in the top ten in the previous survey in 2007 (over-
regulation, natural catastrophe and management quality rated highest in 2007). Macro-economic trends are now ranked
fourth, having not made the list at all in 2007. Concerns over counterparty exposures, reinsurance security and broader
systemic and solvency risks have also come to the fore.

These risks have always been present even if they have only recently come to the centre of the radar. The near total
change in companies’ perception of the most dangerous threats underlines the importance of thorough identification and
frequent re-appraisal of emerging risks and possible scenarios. Although some risks such as economic downturn cannot
be avoided, there may be scope for more forward-looking evaluation and management of these challenges. Insurers
might also look at how to mitigate their financial risks more effectively, for example, through more proactive
application of their risk appetite and a more robust risk management framework. The result would be more sustainable
returns, which will be a prized advantage at a time of intense competition for limited available capital.

Respondents’ concerns over excessive regulation and natural catastrophes have been superseded by what they see as
more pressing threats. Although economic recession and financial market instability now dominate boardroom debates,
no company can afford to take their eye off other potentially calamitous risks. Diligence will be essential in ensuring
that any new regulation that follows the financial crisis is rational and appropriate. While dwarfed by other losses
within the financial sector, the 2008 windstorm season was still the third highest insurance loss in history, highlighting
the continuing risks posed by an ever more volatile climate.

I hope that you find this survey insightful and thought-provoking. If you have any feedback or would like to discuss any
of the issues raised in more detail, please contact myself or one of my colleagues.

Finally, I would like to thank insurers and industry observers for taking the time to participate in this research and the
CSFI for producing such a timely and interesting report.

Ian Dilks
Global Insurance Leader
PricewaterhouseCoopers LLP (UK)
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About this survey

Insurance Banana Skins surveys the risks facing the insurance industry at a time of
great stress in the financial sector, and identifies those that are seen as most pressing
by insurance practitioners and close observers of the insurance scene.

The report, which updates a previous survey in 2007, was conducted in November
and December 2008, and is based on 403 responses from 39 countries.

The questionnaire (reproduced in the Appendix) was in three parts. In the first,
respondents were asked to describe, in their own words, their main concerns about
the insurance sector over the next 2-3 years. In the second, they were asked to rate a
list of potential Banana Skins, both by severity and whether they were rising, steady
or falling. In the third, they were asked to rate the preparedness of insurance
institutions to handle the risks they saw. Replies were confidential, but respondents
could choose to be identified.

The breakdown of responses by country was

Bahrain 1 Indonesia 10 Serbia 2
Belgium 3 Ireland 1 Singapore 4
Bermuda 9 Italy 1 Slovakia 3
Canada 5 Jordan 1 Slovenia 1
China 3 Kuwait 1 South Africa 7
Czech Republic 3 Latvia 1 Spain 1
Denmark 17 Lithuania 4 Switzerland 5
Dubai 1 Luxembourg 1 Taiwan 2
France 2 Malaysia 6 Thailand 16
Germany 13 Malta 2 Utd Arab Emirates 4
Hong Kong 4 Netherlands 2 UK 204
Hungary 6 Poland 6 Ukraine 1
India 24 Russia 15 us 11

About half the respondents were located in the UK. This gives the survey results a
strong UK orientation, though it also reflects the fact that many non-UK insurers run
their international operations from the UK. The regional breakdown is tilted
towards Europe for the same reason.

Middle Africa
East/Asia 1%
19%

North

America
Europe

74%
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The next chart shows the breakdown by type of respondent. Three quarters of the
respondents were insurance industry practitioners. The remainder were close
observers of the insurance scene such as analysts, regulators, consultants, academics,
suppliers and clients.

Other
25%

Life
28%

Brokers and
intermediaries
8%

Composite
5%

\Non—life

. 30%
Reinsurance

4%

Within the insurance industry, 69 per cent of respondents identified themselves as
senior management or board level.
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Profitability and
solvency are the
key underlying
concerns

Summary

The top three risks identified by
respondents to the survey are all
connected with the fall-out from the
credit crunch, and its impact on the
strength and profitability of the
insurance industry.

The ability of insurance companies to
get through the crisis depends above all
on their investment performance
(placed No 1), i.e. achieving sufficient
returns to protect capital, remain
profitable and meet commitments to
customers.  Key here are the equity
markets (No 2) on which the industry
will depend heavily for income if, as
expected, the crisis produces a fall-off
in insurance business and a surge in
claims.  An extended period of extra
low interest rates (No 11) would also
hurt income and reduce the appeal of
savings products.

The resulting squeeze on profitability
could affect the industry’s solvency,
making capital availability (No 3) a
key consideration in the period ahead.

The scale of financial market disruption
will depend on macro-economic
trends (No 4) about which the majority
of respondents to the survey were
gloomy, particularly those in North
America.

The risk of Too much regulation (No
5) has fallen from the top position it
occupied in the last survey. But it has
not disappeared, only been overtaken
by more urgent issues. There is now
widespread concern that the crisis will
trigger a regulatory crackdown on the
financial sector which will put pressure
on the insurance industry to increase
capital and take on more compliance

Insurance Banana Skins
2009

(2007 ranking in brackets)

1 Investment performance (11)
2 Equity markets (13)
3 Capital availability (26)
4 Macro-economic trends (-)
5 Too much regulation (1)
6 Risk management techniques (14)
7  Reinsurance security (27)
8 Complex instruments (19)
9  Actuarial assumptions (8)
10 Long tail liabilities (7)
11  Interest rates (22)

12  Managing the pricing cycle (5)
13 Management quality (3)

14  Managing costs (-)

15 Insurance industry reputation (-)
16  Distribution channels (6)

17  Corporate governance (23)
18 Political risks (16)

19  Pricing new risks (17)

20 Reinsurance availability (28)
21 Managing technology (12)

22  Natural catastrophes (2)

23  Fraud (30)

24  Back office (15)

25 Retail sales practices (20)

26  Terrorism (18)

27  Business continuation (29)
28 Climate change (4)

29  Product development (-)

30 Demographic trends (24)

31 Managing mergers (31)

32 New types of competitors (10)
33 Contract wording (25)

34 Pollution (21)

35 Too little regulation (32)

costs at a time when resources are very stretched. The insurance sector feels that it
may be unjustly penalised for the sins of the banking sector.

The next set of risks is linked to the industry’s ability to manage its way through the

crisis and avoid unnecessary losses.

Concern about the strength of the industry’s

risk management techniques (No 6) has risen sharply in the wake of the crisis at
AIG and revelations about insurance companies’ exposure to complex instruments

CSFI / New York CSFI E-mail: info@csfi.org.uk Web: www.csfi.org.uk
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The security of the
reinsurance sector
is a rising concern

Environmental
risks are sharply
down

(No 8), specially those in the credit insurance market. The security of reinsurance
arrangements (No 7) is a fast-growing concern with worries about the capacity of
the reinsurance sector to meet a surge in claims on risks that have been laid off by
primary insurers.

Profitability on the non-life side of the industry will depend heavily on the pricing
cycle (No 12). Insurers are hoping that a capacity shake-out will enable them to
push up rates, but the contrary view holds that insurance business will fall away as
clients seek to cut costs.

The big movers

The financial crisis has completely transformed the risk landscape for insurers
since the previous survey in 2007, bringing dramatic changes to the ranking
of insurance Banana Skins. Here are the big movers.

upP

Investment performance: Crucial to sustaining profitability and solvency.
Equity markets: High insurance sector dependence for income.

Capital availability: Once taken for granted, now tight.

Risk management techniques: Weaknesses exposed by the crisis.
Reinsurance security: Rising risk of counterparty failure.

Complex instruments: Seen as the heart of the problem.

Interest rates: Low rates will hurt industry revenues and reduce returns on
savings products.

DOWN

Too much regulation: Overtaken by more pressing concerns.
Management quality: A longer term problem.

Managing technology: A secondary risk in the current financial climate.
Natural catastrophes: Fewer big incidents.

Climate change: Losing its urgency as an insurance risk.

A growing concern is potential damage to the insurance industry’s reputation (No
15) caused by insurers’ attempts to push up premiums and take a tougher line on
insurance claims, as well as disappointing returns on savings products.  The
industry expects to see an increase in fraud (No 23), a common reaction to hard
times.  Corporate governance risks (No 17) are also expected to grow as
companies come under greater pressure to deliver results.

The survey showed a striking fall in concern about environmental issues. Natural
catastrophes fell from No 2 last time to No 22, possibly because of fewer major
recent events. Climate change also dropped sharply, from No 4 to No 28, reflecting
a sense of declining urgency about the issue. Pollution risks eased noticeably,
from No 21 to No 34.

Concerns about structural change to the insurance industry were also less prominent.
The threat of new competitors fell from No 10 to No 32 because respondents felt
the insurance market had become less attractive. Similarly, the prospect of mergers
remained low at No 31.

Types of respondents. The survey showed a striking similarity between the top
level concerns of the life, non-life and reinsurance sectors: all of them focused on
financial market issues. However, lower down there were differences of emphasis.

CSFI / New York CSFI E-mail: info@csfi.org.uk Web: www.csfi.org.uk
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Insurance
companies are
seen to be less
well prepared to
handle risks

The life side homed in on the risks to the savings business and the challenges of the
interface with customers: retail sales practices and distribution. The non-life side
was concerned with capacity, pricing and claims management. Observers of the
industry focused on the strength of the insurance industry’s solvency, on risk
management and reputation.

Geography. There was also a strong similarity between the responses from North
America, Europe and Asia, the main regions represented in the survey. The impact
of financial turmoil and poor business conditions dominated all three. A common
concern was the prospect of a regulatory crackdown at a time when the industry is
already feeling the effects of the credit crisis. The possibility of insurance company
failures resulting from the crisis was widely mentioned, particularly in emerging
markets where the strength and management capability of the industry is still
evolving.

Preparedness. Respondents were asked how well prepared the insurance industry
was to handle the risks they had identified. The results were more negative than in
the last survey. Only four per cent said “well”, down from 21 per cent. Eleven
per cent said “poorly”, up from three per cent. The remainder gave a “mixed” reply.

Overall, the responses to the survey showed that the level of risk sensitivity in the
insurance industry has risen since the last survey in 2007. The Banana Skins
Index shows the average score given to the top risk in the two surveys, and the
average score of all the risks. Both are up.

Insurance Banana Skins Index
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1.5
1
0.5
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2007 2009

Score out of 5
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The downturn
raises different
concerns on the
life and non-life
sides

Who said what

A breakdown of the results by respondent type and region shows a strong common
concern with the impact of the financial crisis on business and markets: the effect of
tumbling asset values on profitability and capital, and the worsening outlook for
insurance sales and claims. However there are also striking sectoral and
geographical differences

Life insurance

© 00 N OO a A~ O DN =

-
o

Investment performance
Equity markets
Macro-economic trends

Too much regulation

Capital availability

Risk management techniques
Managing costs

Retail sales practices
Interest rates

Distribution channels

Non-life

© 00 N OO a A~ O DN =

-
o

Capital availability
Investment performance
Equity markets

Managing the pricing cycle
Macro-economic trends
Too much regulation
Reinsurance security
Actuarial assumptions
Managing costs

Risk management techniques

Concerns about investment returns
dominated responses from the life
insurance industry, particularly as they
affect the ability to pay out on savings
products such as annuities and pensions.
The probability of an extended period of
low interest rates was a big preoccupation.
Generally, the outlook for savings was
seen as very negative. Client interface
issues were also high: retail sales practices
and distribution channels where regulatory
interest is high. For this reason, life
insurers also had the highest concern about
excessive regulation.

The non-life side shared the industry’s
broad concerns with the state of the
markets and the impact of declining asset
values on profits and capital. But specific
concerns were very different. The outlook
for pricing was seen as volatile: capacity
shrinkage might harden rates, but demand
for insurance is also expected to fall in a
recession. At the same time, claims are
likely to surge, as they always do when
times are bad. The ability to lay off risk
with reinsurers was also a worry. Like
the life side, the non-life sector saw cost
control and better risk management as the
key to survival.

CSFI / New York CSFI E-mail: info@csfi.org.uk Web: www.csfi.org.uk
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Contrasting views

from insurance

practitioners and

observers

Reinsurance
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Managing the pricing cycle
Complex instruments

Natural catastrophes

Interest rates

Reinsurance security

Risk management techniques

Long tail liabilities

Brokers and intermediaries
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Observers
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Insurance industry reputation

The reinsurance industry is also feeling the
pressures of the economic crisis. The big
issue is whether it can sustain capacity in a
market downturn, hence the concern with
investment performance and capital
availability. Successful management of
the pricing cycle is also crucial, and here
the outlook is very uncertain.  The
reinsurance sector showed the highest
concern with exposure to complex credit
instruments, which are likely to cause
large losses, and with natural catastrophes
for which reinsurers usually pick up the
tab.

The top concerns in the broking
community are very much aligned with
those of the insurance industry in general:
capital and the state of the investment
markets. But they differ in other respects.
Brokers have a higher concern with the
strength of the insurance industry and with
pricing at a time when the market is at a
big turning point. They also put concerns
about the quality of insurance company
management high on the list. They were
less bothered about the risks of too much
regulation and a post-crisis regulatory
crackdown.

Observers of the insurance industry
believe, like the industry itself, that the
management of financial resources will be
crucial over the current difficult period.
But they tended to be more outspoken,
showing concerns with the solvency of the
industry and with the likelihood of
company failures. They also focused on
the area of risk: the quality of actuarial
science, the exposure to complex
instruments, and the overall management
of risk. They showed the highest concern
with the industry’s reputation, which is
always vulnerable in times of stress.
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North America and Bermuda

Concerns about the financial markets

1 Investment performance
. dominated responses from North America
2 Macro-economic trends and Bermuda, but of the three geographic
3 Capital availability groups, this was the one where the macro-
. economic outlook scored highest.
4 Equity markets Respondents generally expected a severe
5 Too much regulation downturn in the equity markets, and a long
. . period of low interest rates. Concerns
6 Managing the pricing cycle with a regulatory crackdown were also
7 Reinsurance security stronger than in other parts of the world,
8 Risk management techniques with a major restmcturlpg of insurance
regulation on the cards in the US. Other
9 Long tail liabilities top risks included pricing, the security of
10  Interest rates reinsurance, and the management of risk
itself.
Europe
TOp concerns are 1 Investment performance Europe’s top focus was entirely on markets
ili imi . and their impact on profitability, capital
strikingly similar 2 Equity markets adequacy and solvency. Although macro-
across 3 Capital availability economic worries were strong, they were
i less so than in North America. From No 5
geoQ raphical 4 Macro-economic trends downwards, all the concerns have to do
regions 5 Complex instruments with steering the business through what is
. . likely to be a very testing time: managing
6 Reinsurance security risks, many of them unfamiliar, and being
7 Too much regulation made to share the blame for what
. . respondents feel is essentially a banking
8 Actuarial assumptions rather than an insurance crisis. This
9 Long tail liabilities section includes East Europe and Russia
10 Risk management techniques where the market outlook is bleak.
Middle East and Asia
1 Equity markets Respondents from the Middle East, India,
Southeast Asia and China have very
2 Investment performance similar top level concerns to the western
3 Capital availability hemisphere: a preoccupation with financial
. markets and their impact on profitability,
4 Macro-economic trends solvency and the business outlook, which
5 Managing costs looks poor throughout the region. Many
. of the operational concerns are also
6 Too much regulation similar: regulation, risk management,
7 Managing the pricing cycle pricing. Notable is the high level of
8 Risk management technigues concern wi.th cost management, and retai.l
sales practices which are hard to control in
9 Interest rates the highly populated and less well
10 Retail sales practices organised markets of the region.
10 CSFI / New York CSFI E-mail: info@csfi.org.uk Web: www.csfi.org.uk
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The rankings

=~ 1. Investment performance (11)

The top risks are
about capital and
profit

Emerging markets
are suffering too

The insurance industry’s ability to deliver an adequate investment performance in
today's shell-shocked environment is seen as the key risk facing its members.  The
pressures are many: to remain solvent, profitable, and able to meet client claims and
expectations. The challenges are also many: falling asset values, market volatility
and extra low interest rates. The senior economist of a major European reinsurance
company said that “a sharp decline in investment valuations” was probably the
greatest threat facing the industry. The concern is not simply lower prices, but the
fact that many insurance companies developed a heavy dependence on investment
income during the bull market, and may not be able to replace it.

For life insurance, investment performance is the key to survival during these
difficult times. The issues are dominated by the need to generate capital and
produce returns on policyholders' savings. A former UK regulator said: “The
collapse in equity values and other holdings (especially property), a period of
potentially low interest rates and public disillusion with the attractions of long-term
saving make for a terrible external environment. I expect a rash of prudential issues
as a result (e.g. over past guarantees and bonuses). We could even see a repeat of
the bank recapitalisation scheme for the insurers”.

Specially vulnerable are companies offering savings products with guaranteed
returns. The group corporate strategist of a large UK insurer foresaw “a complete
loss of faith” in annuities if a large life company failed. The head of tax at a large
life company said that “the cost of guarantees and loss of earnings from reduced
asset values could have a material detrimental impact on profitability and solvency”.

On the non-life side, companies are struggling to sustain investment contributions
to profits, and protect their reserves. The finance director of a Lloyd's managing
agency said that “traditionally investment returns have been a major contributor to
the results of insurance companies. However, based on current experience, they are
unlikely to contribute much in the next year or so”.

Geographically, this Banana Skin was the top concern in North America and
Europe. But it was also a big issue in emerging markets, for example in Russia
where share prices have collapsed. In South Africa, Izak Smit, the managing
director of Absa Life, said that “market risk has become much more of an issue in
the current credit crunch environment. Extreme volatility has to be managed”.

e 2. Equity markets (13)

A clear indicator of the changed financial climate: this risk has risen sharply. The
collapse of equity markets - and their volatility - could prove very damaging to
insurance company performance. “This will be critical for many insurers and asset
management companies,” said the head of global operations of a large international
insurer.

CSFI / New York CSFI E-mail: info@csfi.org.uk Web: www.csfi.org.uk 11
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Is asset allocation
shifting away from

equities?

The comments on this Banana Skin echoed many of those made about Investment
Performance (No 1): the risk that falling share values and yields will damage
insurers’ ability to meet claims and guaranteed returns.

Many of the responses contained a tone of bewilderment. “Where is the bottom?”
wondered a Swiss insurer. “Is the worst over? I wouldn't bet on it,” said a
respondent from an Irish life company. A Russian respondent asked: “Where is
the sage who can say how they will behave?” Some respondents feared that the
industry was so shell-shocked that it would miss the market upturn. “Some good
opportunities are likely to be missed as a result of loss of confidence,” said
Madeleine Grinyer of the CSC consultancy.

But there was also some resilience. A UK respondent thought the risk was not as
bad as it once was because “asset allocation has shifted away from equities”. A
Bermuda marine insurer also thought that equities “still offer the best long term
returns, but with serious short term consequences. The difficulty is to know where
to weight the portfolio”.

Concerns about the equity market tended to be stronger in Europe and emerging
markets than in North America.

3. Capital availability (26)

The availability of capital to sustain the insurance industry as it battles with
recession and turbulent markets is seen as a key risk facing all major sectors: life,
non-life and reinsurance.

This Banana Skin provides a dramatic measure of changed conditions. In our 2007
survey, the insurance sector's access to capital was taken for granted; the danger was
too much capital chasing too little business.  Today, the risk has been turned on its
head. The insurance industry faces heavy losses on its ongoing business and
investments, and it may need more capital to maintain solvency levels. However, it
is no longer so freely available, or only at a prohibitive price. ~ “This will be a big
challenge,” said the director of group risk at a large international life company.

The main worry is whether, in the event
of a major withdrawal of capital in the
near to medium-term, new capital will be

The managing director of a leading
European reinsurer said that “recently
recapitalisation after a major depletion

attracted as easily and quickly as it has | of industry capital has been relatively
in the past. easy; in the future recapitalisation

Alan Punter . ) should not be assumed”.
Independent intermediary

Capital shortage will impact the
business in many ways. It will put stress on the insurance industry at a time when
regulators are pushing through new rules on capital adequacy. It will also constrict
capacity and drive up the cost of insurance (though that might not be a bad thing.
See section on pricing No 12). A South African broker thought that a shortage of
capital “might leave many risks at the upper end uninsurable”.

Constraints on capital are a worldwide problem. Respondents from America,
Europe and Asia all expect times to be tough. An Indonesian respondent said it will
be “more difficult to attract capital into life insurance in this time of financial crisis”.

12
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North Americans
are gloomier abo
the outlook than
Europeans

ut

-/

4. Macro-economic trends (-)

The weakening global economy is a major concern for the industry. This Banana
Skin - which was unranked in the benign times of the last survey in 2007 - is seen as
fourth in potential severity, and as one of the fastest-rising risks as the world heads
into recession. Sebastian Schich, principal economist at the OECD in Paris, said:
“The significant deterioration in global financial markets and the real outlook is
starting to have a more visible adverse effect on the insurance industry”.

A bad recession would hit the insurance industry in many ways. Falling markets
will damage capital and depress investment returns, and an economic slowdown will
reduce business levels and cut into
profitability. Many respondents were

A severe deflationary recession will add

business, operational, strategic and
underwriting risks to existing market and
liquidity woes, with a few insurers not
nimble enough to respond quickly
enough to developments.

Group actuary

UK medical insurer

concerned about the prospects for
“lapsation”, i.e. customers not
renewing their policies. As one of
them pointed out, “insurance is a
discretionary purchase”. Respondents
also feared that a recession would

push insurers to seek short term gains -
through aggressive pricing,
opportunistic investment or gimmicks - at the cost of longer term profitability.

For the non-life side, a recession is likely to lead to a sharp rise in claims, not all of
them sound. Rosanne Bachman, managing director of Pinwheel Consulting, said:
“Most likely we will see claims increase, and at the same time we will see premiums
decreasing from insureds going out of business or a reduction in turnover”. On the
life side, Bob Yates, an analyst at Fox-Pitt Kelton, was concerned that a slowdown
“will generate Japanese-style interest rates in Europe and the US, and squeeze
margins on traditional 'spread' products”.  Savings products - pensions, annuities
and life insurance - could all be hit.

The North Americans ranked the risk of a major economic downturn more strongly
than the Europeans (No. 2 vs No 4.). But the impact will not be limited to the big
industrial countries.  Respondents from many emerging markets are feeling the
draught too. Fadi Chammas, acting general manager of Alico Life in the United
Arab Emirates, was concerned that “all financial institutions will face problems in
the current environment as clients and potential clients hoard cash”. In Lithuania,
Audrias Linartas, deputy chairman of the supervisory authority, said that the
insurance industry “is not well prepared to deal with macro-economic risks” because
of “a lack of expertise, knowledge and human resources”. The chief financial
officer of a large Russian life company saw his business having “a direct
dependence on the duration and severity of the crisis”.

5. Too much regulation (1)

The risk of too much regulation has dropped from the No 1 position it occupied last
time. However, it has not disappeared, only been overtaken by more pressing
matters. In absolute terms, this Banana Skin scored only slightly less than last time
(3.41 vs 3.49 out of 5).
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Fears of a ‘knee-
jerk’ reaction to
the crisis

Although many of the responses read like a litany of complaint against the
regulators, there are clearly issues of cost, intrusion and regulatory fairness which
insurance practitioners feel are threatening their business. This was a risk that was
ranked much higher by the insurance industry than outsiders.  Geographically,
concern about it was higher in North America than in other markets.

Where 2007 concerns were about regulatory distortions, the focus now is on an
over-the-top regulatory reaction to the financial crisis. “There is a real danger of a
misguided regulatory knee-jerk reaction to the financial disaster of the last five
years,” said Michael Wainwright, a legal adviser with London lawyers Eversheds.

The main concern is that the crisis will lead to increased costs and more intrusive
supervision as well as closer political scrutiny — all at a time when the industry is
facing new rules on capital adequacy and financial reporting, i.e. Solvency II (see
box). The head of tax at a large European life company feared that a knee-jerk

Solvency Il - the problem or the answer?

Much of the concern about regulation as a Banana Skin centres on Solvency
Il, the EU’s blockbuster directive which will set capital requirements for the
insurance industry, and will also be implemented in local versions in a
number of non-EU countries.

The comments on this subject, many quite strong, reflected the wider
frustration which the industry feels with growing regulatory intrusion in these
demanding times. The group risk director of a large life company said that
Solvency Il “will eat up capital without providing genuine returns to
shareholders”.

Some respondents felt that the directive would damage the industry by
commandeering resources and imposing a mechanistic approach on risk
management.  Others focused on the structural impact. Christian Nielsen,
chief executive of Dansk Glasforsikring, feared that tougher capital
requirements could finish off many smaller companies. “If that happens, it
would be very bad for consumers everywhere”.

There were also technical concerns about the impact of Solvency Il on the
cost of pensions, on investment incentives and on consumer confidence if
insurers are seen to reduce capital, which some respondents expected would
be the case. It was also feared that Solvency Il could drive up the cost of
insurance, for which the industry would take the blame.

reaction would “limit product innovation, restrict investment and/or increase the
costs of doing business”. One concern was that insurance companies would end up
at a competitive disadvantage vis-a-vis state-supported banks. Another was that
adding more layers of regulation was unlikely to solve any problems, and would
have unintended consequences. “It is anti-competitive,” said one, “and despite all
the regulation we have at the moment, everything still goes wrong.”

The concern was not just with the quantity of regulation, but the quality. There were
many comments about regulators being “too bureaucratic, too rule-driven, too
dependent on models” and unwilling to trust the judgment of management.
Respondents felt that regulators were focusing disproportionately on “granular
issues” such as Treating Customers Fairly, product pricing and financial crime when
the really pressing question was solvency.
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How good are
insurance
companies’ risk
controls?

Concerns about the growth of regulatory risk were widespread, coming equally from
developed and developing countries. The leading risk for the developed world was
the impact of regulation on competitiveness, and for the developing it was the
industry’s ability to cope with a huge increase in regulation, both as to cost and
skills. A senior insurer in Thailand complained of “the introduction of a number of
new regulations without impact study or adequate consultations with the industry,
and without adequate time for implementation”.

6. Risk management techniques (14)

Concerns about the insurance industry's ability to manage risk have edged up in a
financial storm which has damaged its reputation and financial strength. It has also
left insurers heavily exposed to complex and newfangled risks such as credit
derivatives and structured products. Many respondents thought that insurance
companies bought into these without understanding either the risks or where the
ultimate exposure lay.

The liquidity crunch

The liquidity crisis in the banking sector is having its impact on insurance as
well. With banks tightening up on credit lines, insurance company liquidity is
coming under pressure. A Swiss insurer said: “As sources of liquidity become
less accessible and more expensive, there is a risk that insurers with short term
cash flow needs will be tempted to generate cash through underpriced long
term exposures”. The risk is particularly high for insurance companies which
suffer credit downgrades and lose their bank lines. Unlike banks, insurance
companies cannot usually go to their central banks for cash.

Although the liquidity crunch is widespread, it is particularly acute in countries
with less well developed banking systems. In Russia, Viktor loun, chief
executive officer of Genesis Capital, said that “until now, most companies
measured their performance on a cash basis: the increasing flow of premiums
was sufficient to cover both current payments and administrative expenses. If
market growth is less than 20% in 2009, which is very likely, dozens of
companies will go bankrupt”.

The lack of liquidity in financial markets is also affecting insurance companies’
ability to manage their investment portfolios and trade in timely fashion, adding
to the problem of generating adequate investment returns.

An industry observer said: “Under the current circumstances, liquidity risk
management on the part of insurance companies is becoming an increasingly
important task”.

Investment banker David Potter said that the “main risk is because companies
departed from doing insurance - people, houses, cars - and got involved in exotica. |
do not believe they understood the risks involved in the various financial products
they 'insured'. I still don't think they understand or even know what they have on
their books”.  Clifford Dammers, a financial markets lawyer, said that weaknesses
in risk analysis would force companies to “recognise enormous losses on their
assets”.

CSFI / New York CSFI E-mail: info@csfi.org.uk Web: www.csfi.org.uk 15



CS F1/New York CSFI

Concerns about
the ability to lay
off insurance risk
are rising fast
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However there is also the wider issue of how insurers deal with unprecedented
market conditions. A US banker who supplies services to the insurance industry
said that “many models were rendered ineffective by the significant market moves,
counterparty risks and changes of correlation”. The chief executive of a US life
company said that “for the first time in my experience we are confronted with a
threat of systemic risk that extends throughout the world”.

Respondents felt that risk management
was an area of general weakness in the
insurance industry for a variety of

Basel Il has not worked for banks, so
why will Solvency Il be any different for

insurers? - - !
Risk manager reasons including a lack qf skll!s, an
UK life company overdependence on actuarial science,

and a poor risk culture. Michael
Mainelli, chairman of Z/Yen risk systems group, thought that the industry “has
reporting and analytics for warning and control that are below capital markets
standards”. Roderick Hampson, chief financial officer of HSB Engineering
Insurance, said insurance companies should be able “to fund complete, accurate and
effective risk controls over all facets of their business. This has to be not only
endorsed by boards but demanded of senior management who must be held
accountable to shareholders, employees and customers for any failure of risk
management”.

However, there was also a widespread view that risk management will get a lot of
attention in the period ahead. Gerd Gehlenborg, a risk officer with Germany's
Gegenseitigkeit Versicherungen, said that “risks will be better controlled in the
coming years. They are getting more focus”.

7. Reinsurance security (27)

This is one of the big ranking changes. Concerns about the security of the
reinsurance sector have rocketed because of market stresses caused by the financial
crisis. “There has to be a risk that the reinsurance industry will demonstrate some
serious dysfunctional behaviour,” said a former regulator. The downgrading of
credit ratings in the sector is evidence of trouble. Counterparty risk is growing and
“creditor quality becomes crucial,” according to a Swiss insurer.

Much of this comes down to the fact that recent additions to reinsurance capacity
consisted of “new capital”, i.e. hedge funds and private investors hunting for yield
who had never been tested in a serious downturn.  Several respondents singled out
newcomers as a potential source of trouble if hedge funds are hit by the crunch.
“The strength of some reinsurers could come under pressure if liquidity issues
continue,” said an insurance consultant. The chief financial officer of a large
Indian non-life insurer said that this risk “becomes very important in the wake of the
global meltdown”.

But the managing director of a large reinsurance company said he was “astounded”
at the lack of differentiation shown by the market between different ratings of
reinsurers. “There is a short-term view that dominates insurers' thinking, which is
disconcerting,” he said.
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Back to basics?

= 8. Complex instruments (19)

Complex products, particularly derivatives, are very much part of the financial
crisis, and the insurance sector has not been spared their contagion, hence the sharp
rise in this Banana Skin. Insurance companies are exposed through their
participation in securitisations and risk management products such as credit default
swaps (CDS), many of which have fallen drastically in value.

Observers of the insurance industry (who ranked this risk higher than insurance
practitioners) questioned whether it was qualified to enter these high risk markets.
“Are most companies equipped to handle complex instruments well?”” wondered a
banker. Insurance industry respondents also had their doubts. “Do we understand
them, really?” asked the head of group insurance and investment risk. Expected
answer to both questions: plainly no. This risk was ranked more highly by the
Europeans (No 5) than the North Americans (No 15).

The rise of credit risk

Credit risk has become a big issue for insurance companies, in several ways.

e Financial assets: are the bonds and deposits they hold as
investments safe in a world of growing corporate default and bank
failure?

e  Structured products: how safe are the credit risks that insurance
companies have taken on by investing in complex debt obligations?

e Reinsurance: will insurers be able to collect on risks that they have
laid off with other companies?

Respondents were concerned that insurance companies had acquired
unprecedented amounts of credit and counterparty risk - not traditionally an
area of analytical strength. By insuring credit risk, the insurance industry
may also end up picking up the tab for many of the banking industry's loan
losses.

The group finance director of a major international broking firm said: “Our
counterparty risks with clients, insurers, banks, brokers and pension
investments have significantly increased in 2008 due to the global financial
crisis. We are taking steps to better understand and mitigate our counterparty
risks”.

But what happens next? Have all the losses been identified and accounted for?
The group risk director of a large international life company said that the fall-out
had been “dramatic, but the risks still remain in many pockets around the industry”.
A London-based broker said “I presume they have addressed the exposure going
forward”.

Have the lessons been learnt?  Many respondents thought the insurance industry
should “go back to basics” so far as capital market transactions are concerned. The
group actuary of a large medical insurer admitted: “We still have a way to go on
understanding problem securitisations”.
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e~ 9. Actuarial assumptions (8)

The actuarial calculations that underlie the insurance business are being tested as
never before by today's stressful environment. Many respondents felt that they
would be found wanting.  “In practice, actuaries seem to be well behind others in
risk management!” said the head of investments at a UK life company.  David
Green, a former regulator and now adviser to the UK's Financial Reporting Council,
saw “a continued slow adjustment of actuarial standards and practice to reality”.
An independent financial adviser thought that “the insurance industry can no longer
rely on actuarial models to determine their pricing and funding strategies”.

However, while respondents felt that actuaries were “missing” trends in areas such
as longevity and climate change, the real problem was that exceptionally volatile
markets had exposed the limitations of models. “The root of the credit crisis is in
the inability of models to cope in stressed environments,” said the managing director
. of a financial guarantee company. Another said that the models were getting better
Are risk models up - but the risks were getting worse.
to today’s volatile

markets?

There was also concern that actuaries would become more conservative during the
financial crisis, reacting to conditions rather than analysing them. “This worries me
a lot. When they put a finger up and it does not 'feel right' they seem to change an
assumption or adjust a model,” said a non-executive director of a life company.
But John Thirlwell, a non-executive director of Novae Syndicates, said that in his
experience “actuaries are well aware of the limits to which their models can be
used”.

=~ 10. Long tail liabilities (7)

~/

Long tail liabilities (claims that crystallise after a long period) continue to be a
challenge for the industry, particularly as regards how to price them - and the legal
issues they often provoke. “No doubt there is something nasty developing out
there,” said an insurance group actuary. This was a risk singled out by the
reinsurance sector.

Although this risk has slipped a bit in the rankings, some respondents felt that it
could be aggravated by a volatile economic environment, particularly a rapid rise in
inflation which would drive up the cost of settlements.

One of the areas mentioned was the tangled fall-out from the sub-prime debacle
where many legal issues have yet to be tested. An investment banker in the
insurance field described this as “a second order impact of interest rates, plus
uncertain inflationary effects”.  Another UK-based insurance executive said he
expected this to be “an emerging issue in Europe for the next couple of years”.

A second area of uncertainty identified by respondents was climate change where,
again, the novelty of the risk could create unexpected long-term liabilities.
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== 11. Interest rates (22)

Interest rate risk is

on the downside

Will a recession
cause insurance
prices to go up or
down?

This risk has risen sharply for obvious reasons: the crisis in the money markets. The
managing director of a large US bank which provides services to the insurance
industry said: “We are in a period of massive interest rate volatility which will have
unexpected impacts of great severity”.

The risk is particularly on the downside: lower interest rates which squeeze
insurance industry profitability and reduce the appeal of savings products. The
management of guaranteed savings products will be a major challenge. Many saw
the risk particularly strong for the life sector. The head of global operations of a
large international insurance company said that “a period of low interest rates will
make life difficult for life insurers”. (See box on the outlook for savings p28)

Many respondents expected to see an extended period of low interest rates, or at best
a short one followed by sharply rising rates as central banks battle to contain the
inflationary consequences of the current relaxation.  “Lower interest rates equals
more pressure on profits,” said an underwriter in the non-life market. Some said the
problem was not the absolute level of rates but spreads: separate interest rates for
different classes of risk. These have become much wider and more volatile, making
it harder to price risk.

12. Managing the pricing cycle (5)

A major question, as the world heads into recession, is what happens to insurance
pricing. There was a clear division between those who expect to see a big capacity
shake-out which would allow prices to harden, and those who fear that a weaker
market will merely lead to cut-throat competition.

This was an issue of greater concern to the non-life and reinsurance sides (who
voted it No. 4) than life (No. 22) because pricing depends crucially on underwriting
capacity. Ed Brittain, managing director of brokers Jardine Lloyd Thompson, saw
the outlook in “a lack of capacity...leading to increasing premiums at a time of
recession”. Other respondents felt that insurers would try to raise prices, but in so
doing harm relations with hard-pressed customers.

However, many respondents thought that insurers would be disappointed if they
hoped to push up prices. A consultant to the insurance industry observed that
“insurers are currently expecting rates to firm as funds become more difficult to
raise. But they may be surprised by the extent to which customers withdraw to
conserve cash”. A Lloyd's underwriter said that “if there is a difference between
the actual stage of the cycle and that which practitioners are assuming, then a lot of
business could end up with narrower margins than those predicted”. A reinsurer
said that a number of players would be driven by the need to preserve market share
and client relationships “rather than show price discipline”.

These concerns came from many parts of the globe including North America and
Asia.  Polish respondents complained of “price dumping” in a weak market. In
Hong Kong, the chief financial officer of a property and casualty insurer said there
was “a very soft market with too many insurance companies (over 100)”. In India, it
was a special concern because insurance pricing has recently been deregulated.
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Insurance needs
‘to be able to
attract and retain
top talent’

The ups and downs of the insurance cycle are a major challenge for the non-life
industry, and these are very challenging times.  The head of risk management at a
large Canadian non-life company said: “We haven't got any better at this”. Another
insurer bewailed “the lack of analytical skills in the property and casualty sector”
which “results in a reactive approach to pricing and creates a volatile insurance
market”. One respondent said it was time for the industry “to break away from a
self-induced cycle and to charge risk-adequate prices”.

What next for the life ‘model’?

One of the big issues facing the life insurance industry is the viability of its
“business model”, with its complex combination of insurance and asset
management. Many respondents felt that it could be put to the test by the
current business environment with its threat to savings products; some even
feared that it was “bust”.

The non-executive director of a UK composite wondered “whether the life
industry will continue to carve out value from long term savings and annuities,
as competitors strengthen their offerings in individual parts of the value
chain”. A consultant said that “most life companies cannot decide whether
they are asset-gatherers/distributors, often selling other people's products, or
asset managers...Overall | believe the life industry should revert to writing life
cover and give up as investment/product managers. Getting from here to
there is the difficult bit”.

Nor were these primarily British concerns. In Belgium, the chief financial
officer of a large insurer asked: “What is the future design of long-term life
insurance products?” In Russia, the head of product development at a large
insurer, said that “the role of insurance as a savings element is under question
as regards traditional products, for example guaranteed interest rates”.

¢~ 13. Management quality (3)

Concern about the quality of insurance company management was one of the
headline findings of the last survey where it came No. 3 on the Banana Skin list.
This time, it has fallen in the rankings, though the absolute score was very similar
(3.16 vs 3.27).  The comments about this Banana Skin (which came from those
inside the industry as much as outside) tended to be quite strong: “Generally poor”
said a consultant, “Typically dire” said a life insurer, “On the whole, less than
required” said another.

The weaknesses that were mentioned included poor strategic vision, low adaptability
to a fast-changing environment, and the difficulty of securing high calibre personnel
because of the industry's image as old-fashioned and bureaucratic. Tim Johnson, a
London executive recruiter, said one of the main challenges facing the industry was
“the need to be able to attract and retain top class talent”.

As last time, it was brokers and outsiders to the industry who tended to rank this risk
more highly than insurance practitioners themselves. The finance director of a
London broker saw “a lack of professional skill base throughout the industry”.
However, a number of insurance industry respondents also recognised a problem,
particularly in the area of skills. The director of internal audit at a large life
company foresaw “skills shortages as organisations look to develop new products to
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meet changing customer needs, plus the lack of sufficient risk management
capability”.

Manpower pressures are particularly strong in emerging markets.  Almost all
respondents from Asia and East Europe put management issues high on their list.
Patrick Steinmann, chief financial officer of Zurich Insurance Indonesia, was
concerned about the “scarcity of expert manpower”. A Russian chief executive
said that insurance was seen as “less prestigious for mid-level managers and top-
level executives”.

The question is how management will come through the crisis. A corporate finance
director expected that “earnings pressures will force changes in management which
will increase pressure on quality”. Other respondents were concerned that recent
reputational damage to the industry would not help recruitment.

The risks for the non-life business

The non-life side of the insurance business faces severe pressures during the
coming global downturn. On the underwriting front, there is likely to be a fall
in demand for insurance products and also a surge in claims, including
fraudulent ones. There may also be more class actions in the contentious
environment that now exists. The temptation for companies will be to keep
prices down to hold on to market share.

There will also be a reduction in investment income on which insurers
increasingly rely to sustain their profits. Here, companies may be tempted to
go for short-term investment gains at the cost of longer-term profitability and
balance sheet strength.

The chief financial officer of a Canadian non-life insurer said that “the current
turmoil in the financial markets and its consequences are a huge risk for the
Property & Casualty industry. One issue is going to be companies' investment
portfolios. Even companies who adopt very conservative investment practices
are finding themselves adversely affected by declining equity values”.

He went on: “Another issue will be the extent to which a global recession
affects the overall market for P&C products. There is no confidence at the
present time in financial markets and financial companies, such that all
institutions are seeing their share prices fall and market capitalisation being
eroded. | believe it will be some time before this changes.”

¢ 14. Managing costs (-)

One of the keys to
surviving the
recession

Cost management has become a pressing issue with the prospect of declining
revenues.

Life companies tended to see this as more of a risk than other sectors. This was “a
rising challenge as markets fall” according to the group risk director of a leading life
insurance company. Some respondents focused on specific areas of cost, such as
regulation, risk management, acquisitions, systems etc.. The chief executive of a
Hungarian composite insurer, faced with slumping sales and rising cancellations
alongside fixed costs, said that “complex modification” to the business would be
necessary.
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The industry has
taken several ‘hits’

But on the risk scale this was only seen as middling, possibly because, in the words
of the head of global operations of a large French insurer, “much cost has already
been taken out”.

Some respondents saw an opposite risk: cutting costs too far. This would lead to
“the hidden cost of poorer controls over pricing and claims management, or
inadequate training and development of staff,” according to the chief financial
officer of a UK insurer.

Cost was a bigger issue in some markets than others, for example Russia where a
respondent said that costs “can become a fatal factor for companies in an economic
downturn”.

15. Insurance industry reputation (-)

This risk was not included in the previous survey because it was felt that reputation
is a composite of risks which we assess separately: governance, management
quality, sales practices etc.. ~However, many respondents said it should be added,
and they were right.  Reputation emerges very clearly as a risk, particularly now
that confidence in financial institutions generally is low. “This is the big one,”
said Con Keating of the pension indemnity insurance group, Brighton Rock. “We
have taken significant hits to our reputation as an industry,” said a risk management
officer with a Canadian non-life insurer.

These hits seem to apply to all the major sectors. On the non-life side, the industry
has a poor reputation on claims response, which is likely to get worse as insurers
and claimants toughen up in the period ahead. “Insurance companies face a
credibility gap with consumers because of their policies on responding to claims, i.e.
too tough, too much hassle, delays in

2

Loss of confidence in the industry is a paying...,” said a former US financial
key concern. Falling investment regulator.  The life side could be hit
markets, increasing pension fund by the decline in confidence in savings
defici'gs.and_cqntagion of t.he public products. Christopher ~ O'Brien,
negativity within the banking sector may director of the Centre for Risk and

all be expected to dent confidence and
damage business levels. Falling
confidence raises the spectre of

Insurance  Studies at Nottingham
University Business School, said that

increased regulation as a “knee-jerk” “insurers need to restore customers'
tourniquet to soothe public morale. confidence in their products and their
Manager of group risk ability to meet their obligations fairly
Irish life company and reliably”.

But some respondents wondered whether the industry's reputation was being
unfairly tainted by a crisis that was essentially about banking. Although the troubles
of AIG showed that insurers could be vulnerable, the industry is only indirectly in
the firing line.  The chief risk officer at a large UK insurer was concerned that
government failure to control the money markets was having “a knock-on impact on
insurers, both in terms of insolvency and reputational damage,” and obliging them to
bail out the banks through the financial services compensation scheme. Another
respondent said insurers were “not as bad as banks”.
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The insurance
industry’s
‘Achilles heel’

Confidence in
insurers is low

¢~ 16. Distribution channels (6)

The means by which insurance companies reach their customers raise difficult issues
of structure and customer fairness. They are also controversial, particularly on the
latter point.  One respondent described this Banana Skin as “the Achilles heel of
insurers”.

The risks mentioned in this area were many. The chief one lies in striking the right
balance between sales and advice in the savings and investment market — not
allowing the first to bias the second — which is why this risk was ranked much
higher by life industry respondents (No. 10) than non-life (No. 27). Many
respondents wondered whether commission-based distribution through independent
financial advisers could survive the controversies over conflicts of interest and — in
some countries — corruption.

There are also difficult strategic choices between in-house and agency distribution,
between human and electronic channels, on levels of disclosure, the growth of “wrap
platforms” etc. which make this a particularly tortuous subject. Geographically, the
challenges are also widespread.

The key question is how insurance companies will emerge from an intense period of
regulatory attention to this area, notably the EU’s Insurance Mediation Directive
and, in the UK, the FSA’s recent Retail Distribution Review (RDR) which aims to
improve the quality of advice given to customers.

The results of the RDR are potentially far-reaching for the UK industry as it
struggles to strike the right sales/advice balance. = Many respondents wondered
whether the industry would find the solution itself or have one imposed upon it - at
great cost. “Can the independent advice/broking channel update its business model
without regulatory intervention?” asked Paul Smee, the chief executive of the UK's
Payments Council. “Can there be an unforced migration away from commission
(whose level will come under pressure)?” However, one respondent felt that the
RDR would solve nothing. “Only a determined effort from one or more key players
will lead to a cost effective, reliable advice/sales models that can appeal to the mass
market,” he said.

17. Corporate governance (23)

This risk has crept up a bit, mainly because the governance of financial services
companies in general is in the public eye, and confidence in insurers as well as
banks is low.

Many respondents discerned a major business risk in the growing public mistrust of
insurance and savings products. The group corporate strategist of an international
composite insurer saw “a complete loss of consumer trust across most major
markets globally”. Management quality, transparency and conflicts of interest
were all mentioned as issues.

The consensus is that the crisis will trigger initiatives to beef up corporate
governance practices. However, there was a division of view over whether this
would be good for an industry which some still see as weak on corporate
governance, or merely load it with more unnecessary rules.
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Among those who thought corporate governance still had a way to go, an insurance
industry non-executive director said: “Board experience and skills are problematic”.
A corporate finance director thought that the pressures of recession would prompt
companies “to override” the checks and balances of corporate governance. However,
others saw legislative threats on the horizon. ‘“More Sarb-Ox,” said a group
actuary.

On a separate issue, some respondents pointed out that governance is also an
insurance risk for underwriters of directors’ and officers’ indemnities. The
possibility of costly class actions by aggrieved customers against insurance
companies’ “deep pockets” in the current litigious environment is strong, according
to an underwriter specialising in the area.

The trust factor

The tsunami of the financial crisis in banking will be perceived by the public as
a financial services-wide failure. Public trust and confidence is at an all-time
low.

There is a need to reassert the importance of professionalism and ethical
behaviour - and to be seen by the public to do so. Now is the time for industry
leadership. It is important for the industry to promote global standards,
otherwise heavy-duty regulation will be the order of the day, despite the fact
that it might be counter-productive in the way Sarbanes-Oxley was.

David Thomson

Director

Chartered Insurance Institute

London

= 18. Political risk (16)

Political meddling
is on the rise

Although this risk has fallen slightly, its scope has widened considerably. This is no
longer a matter of political shocks in volatile countries, but of growing political
interference in the industry more generally.

A strong concern is that political “remedies” for the stricken banking industry will
hit the insurance sector as well through tighter regulation of the whole financial
sector. These could include tougher capital requirements and consumer protection
rules - even pressure to buy government bonds to help finance yawning budget
deficits. Alan Fairhead, head of global corporate underwriting at Zurich Financial
Services, was concerned that government moves to prop up weak insurers would
merely “prolong the soft cycle” and
weaken the industry in the long run.

Knee-jerk regulation, the impact of
government aid/stakes, balance sheet

erosion - the combination of all of these The head of global operations at a
could lead to a capital-impaired yet large UK non-life company said these
government-guaranteed segment of the were “very uncertain times, and even
industry competing price away and western governments may not be as

threatening their well-run counterparts.
Group executive committee member
Swiss composite insurer

rational as they have been in the past”.
Another respondent saw the risk of
“increased protectionism and
nationalism”.
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Is ‘new capital’
about to
withdraw?
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Outside the immediate preoccupation with crisis fall-out, there is continuing concern
with political meddling in insurance more generally: compulsory insurance with
fixed premiums, draconian consumer protection legislation, pressure to settle claims,
higher taxes, mandatory compensation schemes... Although many of these
concerns came from emerging markets, they were also echoed in the US and
Europe. A UK-based respondent said that the Financial Services Authority “is now
acting for the consumer only [and] is far too political”.

19. Pricing new risks (17)

The emergence of new risks, particularly those related to new technologies such as
genetics, nanotechnology and unfamiliar health risks pose a challenge to the
industry as to how to price them. So do the changing patterns of natural
catastrophes, climate change etc. where events seem to be reaching new levels of
unpredictability. Insurers who underprice them face large losses.

The topical question is whether the current environment makes pricing easier or
harder. One respondent thought that it might become easier if the recession
produces a capacity shake-out which pushes up rates and margins. However, others
saw the industry's higher cost of capital and consumer belt-tightening making it
harder to price products that would yield market share profitably.

20. Reinsurance availability (28)

A reduction in reinsurance capacity is a potential risk at a time when investment
markets are turbulent and capital is constrained. New sources of capital such as
hedge funds may withdraw, making it harder for insurers to lay off risks at an
economic price. A US broker said that “consolidation of the number of insurers, in
addition to tighter regulation over leverage, will potentially limit the ability of
insurers to hedge the benefits they provide. This will result in either higher
consumer cost or a reduction in the number of features or benefits an insurance
company can or will be able to provide”.

Some insurers expect to see the market tighten for big ticket items and hard-to price
risks. In some geographic areas, such as the Middle East and Russia, this could
have a big impact because international reinsurance capacity helps make up for local
shortages of capital.

This risk was of particular concern to brokers and non-life companies. More
broadly, people seemed relatively relaxed about it. One respondent even thought
that “higher margins will increase capacity”. The most pressing concern on the
reinsurance front is with the security of existing arrangements and a possible
deterioration in the creditworthiness of counterparties. (See No 7)
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A recession could

lead to cuts in IT
investment

Will God
‘take a rest’?
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21. Managing technology (12)

Although this risk has fallen quite sharply because, in the words of the head of
global operations at a large French insurer, technology was “largely in hand,” there
is still a strong sense that the insurance industry is not as wired up as it should be,
compared to the banks, for example.

Some respondents saw a reluctance in the industry to invest in this area, despite the
control and cost gains that would result. ~ This tendency may be sharpened by the
economic downturn. Karen Pauli of US financial services research firm Tower
Group said: “Industry results are not good, but carriers must still invest in
technology that impacts risk management and customer/distribution. Failure to do
so will result in them losing market share”. Another respondent saw the industry
inhibited by the fear of IT cost overruns “in a lower profit, lower capitalisation
environment”.

The result is an industry that remains vulnerable on the technology front. The
managing director of a large reinsurance company said: “People underestimate the
fragility of the support systems that are the lifeblood of a company. I'm not saying
that they aren't properly supported, but rather that we underestimate the ease with
which something could go wrong”.

22. Natural catastrophes (2)

Perceptions of this risk are closely linked to recent history.

The previous survey was conducted while hurricane Katrina and the Asian tsunami
were still fresh in people's minds, hence its high position. This time, the perception
is that extraordinary events have been fewer, hence the sharp fall. Comments from
respondents also suggest that it is closely associated with climate change, where the
perceived insurance risks have declined too (see No. 28). The head of investments
at a UK life company said: “God moves in a mysterious way, but may be inclined to
rest, given the recent workload in the Caribbean,” though another respondent
opined: “We're probably overdue for a disaster in a major developed part of the
world - Japan or California earthquake”.

This was a risk which the North Americans scored more highly than the rest.

23. Fraud (30)

The risk of fraud is rising with the onset of an economic downturn - as it always
does. “Fraudulent claims, thefts, arsons etc. all generally rise in times of recession”
said the finance director of a managing agency.  One respondent pointed out that
the risk was not just customers: “Fraud will inevitably increase both in terms of
customer base, and also in terms of management and staff”.

Fraud was seen as a specially looming risk by the non-life side. Increasing fraud
will test the quality of claims settlement procedures and consumer protection laws
(i.e. whether they impose unfair obligations on insurance companies to pay out).
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These concerns were particularly strong in “young” insurance markets, such as
Russia.

Growing concern about fraud was an observation from most parts of the globe, and a
further aspect of the rising costs that all insurance companies face.

With the financial crisis there is a danger that we will see customers filing
more claims, both because their tightening financial situation will make them
more aware of claims which they would previously have paid themselves, and
also because people will tend to become more “creative”, even fraudulent.
Robert Thorndahl

Chief financial officer

Nykredit Forsikring

Denmark

24. Back office (15)

The sense that the insurance industry is less efficient than it could be is strong - and
one reason is the back office which is seen as backward, accident-prone and a poor
relation compared to the sales side.

The head of group insurance and investment risk at a large UK bank saw “old legacy
systems and products causing increasing difficulties” and a London-based consultant
said such systems were “an increasing constraint on productivity and business
performance improvement”. The Lloyd’s of London insurance market was
mentioned as an area in need of an IT makeover.

In Germany, Peter Metzler, managing director of Delvag, the Lufthansa insurance
arm, expected to see a “significant change in the importance of back office systems
and product development in insurance products for the consumer market”.
Geographically, some of the strongest concerns were from East Europe and Asia.
Mayank Bathwal, chief financial officer of Birla Sun Life in India, saw insurers
“handling a large volume of business without a mature back office”.

However, this Banana Skin has fallen, and some respondents thought things were
getting better. A consultant saw it as “a key area” where “hopefully residual risk is
now not too high”. This risk was seen as higher by observers of the insurance
industry who placed it at No 16 than by practitioners who put it in the mid-20s.

25. Retail sales practices (20)

Although there was a fall in this notoriously risky area for insurance, it remains
problematic. “Perpetually suspect” was how the head of investments at a UK life
company described it.  Another respondent pointed out that it was not only a
question of current practice but of “past sins coming to light”. Some respondents
even felt that while retail sales would slump in a downturn, the mis-selling risk
would grow because of greater pressure to generate business and hence to engage in
bad practice. One even predicted that there would be “a populist backlash against
all financial institutions which manifests itself in a flood of complaints about 'mis-
selling' of products that have performed poorly because of economic factors”. The
risk was more of an issue for the life side, which placed it at No 8, versus No 32 for
the non-life side.
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Although this risk has received a lot of regulatory attention in recent years (the
FSA's Retail Distribution Review, the Treating Customers Fairly programme, the
EU Directive on Insurance Mediation), it was felt that regulation was still
inadequate or unclear, even excessively tilted towards the customer, suggesting that
this Banana Skin will persist.

Bleak outlook for the savings business

A major worry on the life insurance side is that the crisis will cause lasting
damage to the savings business, i.e. life and pension products. The
combination of loss of confidence in financial institutions, low returns and
hard-pressed personal finances made a depressing picture for many
respondents.

The head of risk and compliance at a large UK life company was concerned
that “deflationary pressures coupled with recession and a low propensity to
save in the UK (-1.1%) will lead to net outflows of investment in pension and
savings products”.  The funding of pensions and guaranteed annuities at a
time of collapsing markets is another major concern.

Apart from current market conditions, respondents raised longer term issues
about the prospects for savings. One was public disillusionment with finance.
Another was the perception of an uneven playing field between insurance
companies and banks: that regulatory treatment of sales practices tended to
inhibit saving but encourage borrowing. An insurance strategist expected
that the higher costs imposed by regulation, guarantees and risk
management processes “will make the whole product offering
unattractive/unaffordable for the average consumer”.

e 26. Terrorism (18)

The Obama effect

There seem to be two reasons for the sharp fall in this Banana Skin. One is Barack
Obama. Many respondents think that the new US president will ease international
tensions and reduce terrorism risk. The head of investments at a UK life company
said that “the Obama election heralds an era of international rapprochement”.

The other is that even if there are incidents (and their number seems to be declining),
the industry will be able to manage them. “I don't think their cost will be crucial”
said a UK consultant. However a Bermuda-based ship insurer was not so sure: he
used one word: ‘“Piracy”. And the chief manager of an Indian life company,
responding before the Mumbai attack in December, said that “a high level of risk
management is required because of potential terrorism”.

27. Business continuation (29)

The risk of serious disruption to the business - through terrorist attack, computer
failure etc - is seen as low order, particularly compared to a few years ago when the
whole industry was on red alert. This view echoes the decline in concern about
terrorism as an insurance risk (see No 26).
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However some respondents noted that the term “business continuation” has acquired
a new meaning in a crisis-hit world. A consultant saw this, in the wake of events at
AIG, in terms of “the risk of loss of confidence, most probably with a life insurer”.
Other respondents saw risks in the areas of suppliers, management skills, sustaining
cash flow and sales, and managing costs.

Are we heading for a 'perfect storm'? Constraints on capital raising affecting
the liquidity/balance sheets of risk carriers...continued losses from significant
weather events (‘exceptional' is no longer exceptional)...rising trends in
unemployment affecting claims ratios on mortgage payment protection
insurance products...pressure on costs, prompting consumers to shop around
more, driving up attrition and acquisition costs...

Chief operating officer

Mortgage insurance supplier

UK

e~ 28. Climate change (4)

How fashions change! = The only obvious reason for the sharp decline of what
respondents last time described as “the hot topic” is that green issues have been
downgraded by the recession. “This will move into the background due to the
economic situation,” said one respondent. The incidence of climate events has also

Green issues been lower.

downgrad?d by But it will be back. Richard O'Brien, a partner of Outsights scenario planning

the recession consultancy, said: “This is a long term issue, and will be very volatile in occurrence
and impact”. Some saw it not merely in terms of storms and floods but
consequences, such as the spread of tropical diseases. Alice Chapple, a director of
green business group Forum for the Future, said that the combination of rising
weather events and increased population concentrations in vulnerable areas would
force insurers “up the learning curve” for new construction methods.

However, there are still doubts in the industry as to whether climate change is a
genuine issue, or merely one “got up” by the green lobby. This was “a red herring”
said a respondent from a life company who gave it the lowest possible score.

= 29. Product development (-)

-/

This was a previously unranked risk which was included to sound out views on the
importance of product innovation. The fact that it came 29th suggests that the
answer is that it is not seen as high risk, at least in today's business environment.
Andreas Bachofner, a director of Shires Partnership in the UK, said there were
currently “hardly any new products in non-life and reinsurance”.  An executive
from a life insurer said that low rates of return and high distribution costs meant that
“a typical retail product can rarely be justified”.

Many respondents made the point that the insurance sector has a poor reputation for
product development. “Slow, cumbersome and not very imaginative”, “too often
confuses complexity with innovation”, “insufficiently close to their customers”,
“price the only differentiator” were among the comments made.
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The main risk seen by respondents is that the crisis will slow down product
development and leave the insurance sector more exposed to competition,
particularly from banks on the savings side. The finance director of a large UK life
company said that “capital scarcity will make for an environment where all costs are
closely scrutinised, and new developments/innovations are in short supply.
Opportunities to assist policyholders may be missed (new risks, products etc.)”.

On the other hand, much of the current crisis could arguably be blamed on excessive
product innovation, for example in the derivative and credit insurance areas. The
managing director of a large US bank which provides services to the insurance
sector said that “sales-led product development” had created new risk management
problems, leaving insurance companies with “hard-to-hedge positions in illiquid
markets”. Surveying recent events, Edward Bace, an analyst with Fitch Ratings,
said it was time to go “back to vanilla”.

30. Demographic trends (24)

The main concern here is growing longevity, with its effects on a wide range of
products in the savings area: annuities, pensions and life insurance where insurers
end up making losses if people live too long or the products are mispriced.

Several pension insurance respondents expressed concern about these trends. One
wondered whether pension funds would be able to reinsure longevity risk on
economic terms. An insurance advisor saw the market “taking fright” about
companies exposed to longevity risks.

Nonetheless the risks in this area are seen to be low and falling in the great scheme
of things because the changes are slow enough for the industry to see them and
adapt. “It should be manageable,” said one respondent.

Some respondents even saw this as an area of opportunity. The longer people live,
the more they are likely to need services such as savings and medical insurance.
The present environment should also generate stronger demand for job and payment
protection insurance.

However some demographic trends are different, for example in Russia where the
population is declining and people are not living longer. The chief financial officer
of a large Russian life company said there were “fewer active and solvent clients”.

31. Managing mergers (31)

This remains a low risk area, mainly because of the lack of activity. The head of
global operations of a large French insurer said he didn't “see much M&A activity
over the next 12 months”.

However, some respondents thought that the crisis could trigger a wave of
consolidation in major markets, and in specific sectors such as reinsurance.  An
Irish respondent thought that “the possibility of consolidation within the industry
can only be increasing”. In the UK, a respondent saw sterling’s weakness triggering
a wave of acquisitions by overseas firms.
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This raises the question whether mergers create or destroy value for the industry.
An insurance non-exec observed that the insurance sector “is not very good at this.
We can merge the book, but the people and process issues are another matter”.
Another issue is that insurance companies tend to get bought by other insurance
companies, so little new capital comes into the business.

32. New types of competitors (10)

The threat of competition from new entrants has fallen sharply because the sector is
much less attractive. “Lack of capital will constrain innovation” said the director of
a broking firm. Others saw barriers to new entrants: the rise in regulation, the
apathy of consumers and industry protectionism. Peter Bennett, director of
financial ethics firm Fair Money, said: “We need more competitors but those in the
market won't let it happen”.

Nonetheless, respondents thought that outsiders would be watching for signs of

weakness where they could take advantage. One said that any casualties in the
insurance sector would open the way for “greenfield new entrants without the
baggage of past business”.  Others pointed to growth in state-sponsored savings

and pensions programmes arising from the financial crisis, such as the UK's
National Pension Savings Scheme. Emerging offshore centres, both those offering
insurance and savings products, are also potential competitors.

It was a different story from countries like Russia and India, where foreign
competitors have made big inroads and put pressure on domestic suppliers. The
chief manager of an Indian life company said there was “a big risk with new entrants
entering the industry on a regular basis”.

33. Contract wording (25)

The concern here is that loose wording in insurance contracts will open insurance
companies up to larger claims. Several respondents noted that an economic
downturn tends to aggravate the problem, either because insurers deliberately loosen
wording to win business, or because claimants try harder to pick holes in contracts.
The managing director of a Danish non-life company expected that “broad and
undefined coverage driven by a soft market will cause serious future losses”.
Another respondent said that “you only realise the weakness in times of stress”.
The chief underwriting officer of a global corporate insurer said: “Recession
increases litigation”.

A potential aggravation to the risk lies in the massive growth of the insurance
sector’s exposure to unfamiliar and complex credit insurance contracts whose
wording may be about to face its first test in the courts.

But as arisk, it has fallen a few places. A group executive member of a large Swiss
composite insurer said that “broadening has ceased”.

There was also the issue of plain language, though here a respondent thought that
contract wording was “getting better...less lawyer speak”. A German respondent
noted that this area was now covered by new insurance contract legislation.
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e~ 34. Pollution (21)

The risks of pollution and contamination are seen to be falling - at least in the
developed world - which accounts for the decline in this Banana Skin. Asbestos,
for example, was described by one insurer as “well contained and reasonably
understood”.

But not elsewhere. Many respondents saw this as a rising risk in the developing
world, with China and India frequently mentioned. The group actuary of a large
UK healthcare insurance company said: “With a permanent smog cloud over Asia,
our problems are only beginning”. Litigation was also seen as a growing risk in this
area.

35. Too little regulation (32)

Too little regulation is the least of the industry's worries, as it was last time.
Excess is the real problem.

However, several respondents felt that there were risks in this area too, notably in
the US where a highly fragmented state-based regulation system leaves plenty of
cracks for companies to fall through. This may soon be remedied by the creation of
a federal regulatory commission, a development which a former US financial
regulator said would be welcomed by large insurers because it would “eliminate
hassle” and open the prospect of “a federal cheque book being available in times of
trouble”. Though, for that reason, it may also pose a threat to smaller local insurers.

Respondents flagged several areas where they felt that regulation was inadequate:
derivatives, particularly the credit variety, monoline insurers, rating agencies,
complex groups with bits that escaped supervision.  Several respondents from the
emerging world also felt their regulatory systems were inadequate or insufficiently
harmonised internationally, for example in East Europe, the Middle East and Asia.
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Preparedness

We asked the question: “How well prepared do you think the industry is to
handle the risks you have identified?” Respondents could answer: poorly, mixed
or well.

Well  poorly
4% 11%

The insurance
industry is seen to
be less well
prepared

Mixed
85%

Eighty five per cent of the respondents replied “mixed”, usually because they
identified strengths and weaknesses within the industry, and within their own
organisations. Only four per cent thought the industry was well prepared, and 11
per cent thought it poorly prepared. The reasons given for good preparedness
included foresight, healthy finances and an ability to withstand strong competition.
The reasons given for poor preparedness included weak internal controls, inadequate
risk management, and stretched financial resources.

This is a more negative result than in the 2007 survey when 21 per cent answered
“well”, 76 per cent answered “mixed” and only three per cent said “poorly”.
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Appendix: The questionnaire

CSFI

CENTRE FOR THE STUDY OF FINANCIAL INNOVATION
5, Derby Street, London W1J 7AB, UK
Tel: +44 (0)20 7493 0173 Fax: +44 (0)20 7493 0190 Email: info@csfi.org.uk

Insurance Banana Skins 2008

We are asking senior insurers and close observers of the financial scene to describe their main
concerns about the insurance industry as they look ahead. We’d be very grateful if you would
complete this questionnaire and return it to us by December 5th 2008.

Name‘ | Position| |

Institution‘ | Country| |

Which part of the insurance market do you represent?

Broking/intermediary|:| Life|:| P&ClNon-Iife|:|

Reinsurancel:l Other (please state)| |

Replies are in confidence, but if you are willing to be quoted in our report, please tick I:I

Question 1. Please describe your main concerns about the risks facing the insurance industry
(both individual institutions and the system as a whole) as you look ahead over the next two to
three years.

Please turn over
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Question 2. Here are some areas of risk which have been attracting attention. Looking ahead,
how do you rate their severity, and how do they compare with last year? Use the right hand column
to add detail. Add more risks at the bottom if you wish.

Severity Trend Comment
1=low Rising
5=high Steady
Falling
Accuracy of actuarial assumptions.......] L] | e
Back office/systems quality ..................

Business continuation
Capital availability................cccoeevnent,
Complex instruments............c..coeenn |
Contract wording/coverage..
Corporate governance.............c..........
Demographic trends..........................
Distribution channels

Insurance industry reputation..........c.c.l  ovoviiiii | e
Interest rates.......cooveviviiiiiiiiicd] L
Investment performance.............cocol] Lol
Long tail liabilities..........coooviind] bl | e
Macro-economicC trends...........coeeeed bl [ e
Management quality........cccoooviviin] bl [ e
Managing CostS.....ccvvvviviiiiiiiiiiii] bl s
Managing Mergers......coovveeveveveneend bl |
Managing technology......cccovvvvvvecnd] bl | e
Managing the pricing CyCle.........coocooa] bl | e
New types of competitors
Political riskS........ccveevuiiiiiiiiiiens
Pricing new risks............ccccvviiiinenn
Product development
Regulation: - too much

- too little.................... ... [

Reinsurance: - availability................ (... [

- Security............uuveens N S L U

Retail sales practices......................... | || | o 0000000000000000000099000000003000003000000000900000930000900

Risk management techniques............. | |YRSORNN | B ooo000000000000000000000000000000000000A00DOTOBEIEOTEAOBOTDDOD
Specific risks: -

- climate change............................. | || | -oooo0000000000000009300009000309000083098000608300600859G5G5

- natural catastrophes....................... | |SPSRRNRONN| | -oooo00000000000090000930000900030000008009000G650900603009G055

- pollution/contamination.................. [ ............. | EEEE | | RSO RRSR

-terrorism.......... (... [

Question 3. How well prepared do you think the industry is to handle the risks you have identified?

Poorlyl:l Mixedl:l Welll:l
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CSFI PUBLICATIONS

“Financing the Russian safety net”: A proposal for Western funding of social security in Russia, coupled with
guarantee fund for Western investors.
By Peter Ackerman/Edward Balls. September 1993

“Derivatives for the retail client”: A proposal to permit retail investors access to the risk management aspects of
financial derivatives, currently available only at the wholesale level.
By Andrew Dobson. Nov 1993 (Only photostat available)

“Rating environmental risk”: A proposal for a new rating scheme that would assess a company’s environmental
exposure against its financial ability to manage that exposure.
By David Lascelles. December 1993

“Electronic share dealing for the private investor”: An examination of new ways to broaden retail share ownership,
inter alia, by utilising ATM networks, PCs, etc.
By Paul Laird. January 1994

“The IBM dollar”: A proposal for the wider use of “target” currencies, i.e. forms of public or private money that can be
used only for specific purposes.
By Edward de Bono. March 1994

“UK financial supervision”: A radical proposal for reform of UK financial regulation, (prepared pseudononymously
by a senior commercial banker).
May 1994

“Banking banana skins”: The first in a periodic series of papers looking at where the next financial crisis is likely
to spring from.
June 1994

“A new approach to capital adequacy for banks”: A proposal for a market-based alternative, using the concept of
‘value-at-risk’, to the present mechanistic Basle approach to setting bank capital requirements.
By Charles Taylor. July 1994

“New forms of Euro-Arab cooperation”: A proposal for a new public/private development finance corporation to
promote employment-generating projects in the Arab world.
By Jacques Roger-Machart. October 1994

“Banking banana skins II”: Four leading UK bankers and a senior corporate treasurer discuss lessons for the future
from the last banking crisis.
November 1994

“IBM/CSFI essay prize”: The two winning essays for the 1994 IBM/CSFI Prize.
November 1994

“Liquidity ratings for bonds”: A proposed methodology for measuring the liquidity of issues by scoring the most
widely accepted components, and aggregating them into a liquidity rating.
By lan Mackintosh. January 1995

“Banks as providers of information security services”: Banks have a privileged position as transmitters of secure
data: they should make a business of it.
By Nick Collin. February 1995

“An environmental risk rating for Scottish Nuclear”: An experimental rating of a nuclear utility.
By David Lascelles. March 1995

“EMU Stage llI: The issues for banks”: Banks may be underestimating the impact of Maastricht’s small print.
By Malcolm Levitt. May 1995

“Bringing market-driven regulation to European banking”: A proposal for eliminating systemic banking risk by
using cross-guarantees.
By Bert Ely (Only photostat available). July 1995

“The City under threat”: A leading French journalist worries about complacency in the City of London.
By Patrick de Jacquelot. July 1995

“The UK building societies: Do they have a future?”: A collection of essays on the future of UK building societies
and mutuality.
September 1995 (Only photostat available).

“Options and currency intervention”: A radical proposal on the use of currency option strategies for central banks.
By Charles Taylor. October 1995

“Twin peaks”: A regulatory structure for the new century” A proposal to reform UK financial regulation by splitting
systemic concerns from those involving consumer protection.
By Michael Taylor. December 1995

“Banking banana skins IlII’: The findings of a survey of senior UK figures into where the perceived risks in the
financial system lie.
March 1996

“Welfare: A radical rethink - The Personal Welfare Plan”: A proposal (by a banker) for the private funding of health,
education, unemployment etc. through a lifetime fund.
By Andrew Dobson. May 1996

“Peak Practice”: How to reform the UK’s regulatory structure. Implementing “Twin Peaks”.
By Michael Taylor. October 1996

“Central bank intervention: a new approach”: A radical approach to central bank
intervention — without foreign exchange reserves.
By Neil Record. November 1996
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“The Crash of 2003: An EMU fairy tale.”: An all too plausible scenario of what might happen if EMU precedes
economic convergence.
By David Lascelles. December 1996

“Banking Banana Skins: 1997”: A further survey showing how bankers might slip up over the next two or three years.
April 1997

“Foreign currency exotic option”: A trading simulator for innovation dealers in foreign currency (with disc).
Winner of the 1997 ISMA/CSFI Prize for financial innovation.
By Stavros Pavlou. September 1997

“Call in the red braces brigade... The case for electricity derivatives”: Why the UK needs an electricity derivatives
market, and how it can be achieved.
By Ronan Palmer and Anthony White. November 1997

“The fall of Mulhouse Brand”: The City of London’s oldest merchant bank collapses, triggering a global crisis. Can the
regulators stave off the disaster? A financial thriller based on a simulation conducted by the CSFI, with Euromoney and
PA Consulting Group, to test the international system of banking regulation.

By David Shirreff. December 1997

“Credit where credit is due: Bringing microfinance into the mainstream”: Can lending small amounts of money to
poor peasants ever be a mainstream business for institutional investors?
By Peter Montagnon. February 1998

“Emerald City Bank... Banking in 2010”: The future of banking by eminent bankers, economists and technologists.
March 1998. (Only photostat available).

“Banking Banana Skins: 1998”: The fifth survey of possible shocks to the system.
July 1998

“Mutuality for the 21st Century”: The former Building Societies Commissioner argues the case for mutuality, and
proposes a new legislative framework to enable it to flourish.
By Rosalind Gilmore. July 1998

“The role of macroeconomic policy in stock return predictability”: The 1998 ISMA/CSFI prizewinning dissertation
analyses how government policies affect stock values in markets in Japan and the Far East.
By Nandita Manrakhan. August 1998

“Cybercrime: tracing the evidence”: A working group paper on how to combat Internet-related crime.
By Rosamund McDougall. September 1998

“The Internet in ten years time: a CSFI survey”: A survey of opinions about where the Internet is going, what the
main obstacles are and who the winners/losers are likely to be.
November 1998

“Le Prix de I’Euro... Competition between London, Paris and Frankfurt”: This report sizes up Europe’s leading
financial centres at the launch of monetary union.
February 1999

“Psychology and the City: Applications to trading, dealing and investment analysis”: A social psychologist looks
at irrationality in the financial services sector.
By Denis Hilton. April 1999

“Quant & Mammon: Meeting the City’s requirements for post-graduate research and skills in financial
engineering”. A study for the EPSRC on the supply of and demand for quantitative finance specialists in the UK,
and on potential areas of City/academic collaboration.

By David Lascelles. April 1999

“A market comparable approach to the pricing of credit default swaps”. Winner of the 1999 ISMA/CSFI prize for
financial innovation.
By Tim Townend. November 1999

“Europe’s new banks”: The non-bank phenomenon”. A report for euro-FIET on the threat posed by new technology
to European banks’ traditional franchise.
By David Lascelles. November 1999

“In and Out: Maximising the benefits/minimising the costs of (temporary or permanent) non-membership of
EMU”. A look at how the UK can make the best of its ambivalent euro-status.
November 1999

“Reinventing the Commonwealth Development Corporation under Public-Private Partnership”.
By Sir Michael McWilliam, KCMG. March 2000

“Internet Banking: A fragile flower” Pricking the consensus by asking whether retail banking really is the Internet’s “killer app”.
By Andrew Hilton. April 2000

“Banking Banana Skins 2000” The CSFI's latest survey of what UK bankers feel are the biggest challenges facing them.
June 2000

“iX: Better or just Bigger?” A sceptical look at the proposed merger between the Deutsche Boerse and the London
Stock Exchange.
By Andrew Hilton and David Lascelles. August 2000

“Bridging the equity gap: a new proposal for virtual local equity markets” A proposal for local stock exchanges,
combining Internet technology and community investment.
By Tim Mocroft and Keith Haarhoff.

“Waking up to the FSA” How the City views its new regulator.
By David Lascelles. May 2001
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“The Short-Term Price Effects of Popular Share Recommendations” Winner of the 2001 ISMA/CSF| Essay Prize.
By Bill McCabe. September 2001

“Bumps on the road to Basel: An anthology of views on Basel 2” This colleaction of sixteen (very brief) essays
offers a range of views on Basel 2.
Edited by Andrew Hilton. January 2002

“Banana Skins 2002: A CSFI survey of risks facing banks” What bankers are worrying about at the beginning of 2002.
Sponsored by PricewaterhouseCoopers.
By David Lascelles. February 2002

“Single stock futures: the ultimate derivative” A look at a new product being introduced almost simultaneously on
each side of the Atlantic.
By David Lascelles. February 2002.

“Harvesting Technology: Financing technology-based SMEs in the UK” DTI Foresight sponsored report, which
examines what has been done (and what will be done) on the financing tech-based SMEs.
By Craig Pickering. April 2002

“Waiting for Ariadne: A suggestion for reforming financial services regulation” A new proposal for fund management.
By Kevin James. July 2002

“Clearing and settlement: Monopoly or market?” An argument for breaking the monopoly mindset for ACHs.
By Tim Jones. October 2002. ISBN 0-9543145-1-4.

“The future of financial advice in a post-polarisation marketplace” A discussion of the structure of financial advice
post-CP121 and post-Sandler, with support from Accenture.
By Stuart Fowler. November 2002. ISBN 0-9543145-2-2

“Capitalism without owners will fail: A policymaker’s guide to reform” A comprehensive look at the debate over
transatlantic corporate governance, with detailed recommendations.
By Robert Monks and Allen Sykes. November 2002. ISBN 0-953145-3-0.

“Who speaks for the city? Trade associations galore” A survey of trade association effectiveness.
By David Lascelles and Mark Boleat. November 2002. ISBN 0-9583145-4-9.

“A new general approach to capital adequacy: A simple and comprehensive alternative to Basel 2”
By Charles Taylor. December 2002. ISBN 0-9583145-4-9.

“Thinking not ticking: Bringing competition to the public interest audit” A paper discussing how the system for
auditing large company financial statements can be made better.
By Jonathan Hayward. April 2003. ISBN 0-9543145-6-5.

“Basel Lite”: recommendations for the European implementation of the new Basel accord”
By Alistair Milne. April 2003. ISBN 0-954145-8-1.

“Pensions in crisis? Restoring confidence: A note on a conference held on February 26, 2003”
May 2003. ISBN 0-954145-7-3.

“The global FX industry: coping with consolidation”
Sponsored by Reuters.
By Christopher Swann. May 2003. ISBN 0-9545208-0-7.

“Banana Skins 2003” What bankers were worrying about in the middle of 2003.
Sponsored by PricewaterhouseCoopers.
By David Lascelles. September 2003. ISBN 0-9545208-1-5.

“The curse of the corporate state: Saving capitalism from itself’: A proposal, by a leading US corporate activist,
for winning back control of the political process from big corporations, and for giving stakeholders a real say in how
business is run.

By Bob Monks. January 2004. ISBN 0-9545208-2-3.

“Companies cannot do it alone: An investigation into UK management attitudes to Company Voluntary
Arrangements” A survey into why CVAs (the UK’s equivalent of the US Chapter Xl) have failed to take off.
By Tim Mocroft (with Graham Telling and Roslyn Corney). July 2004. ISBN 0-9545208-3-1.

“Regulation of the non-life insurance industry: Why is it so damn difficult?” A serious look at the problems of
regulating insurance by a senior practitioner. It is not like banking.
By Shirley Beglinger. November 2004. ISBN 0-9545208-4-X.

“Betting on the future: Online gambling goes mainstream financial” A look at the future of online gambling and
its convergence with conventional finance - particularly insurance.
By Michael Mainelli and Sam Dibb. December 2004. ISBN 0-9545208-5-8.

“Banana Skins 2005” Our latest survey of where bankers, regulators and journalists see the next problems coming from.
Sponsored by PricewaterhouseCoopers.
By David Lascelles. February 2005. ISBN 0-9545208-6-6.

“Not waving but drowning: Over-indebtedness by misjudgement” A former senior banker takes an iconoclastic look
at the bottom end of the consumer credit market.
By Antony Elliott. March 2005. ISBN 0-9545208-7-4.

“Surviving the “dogfood years”: Solutions to the pensions crisis” New thinking in the pensions area (together with
a nifty twist by Graham Cox).
By John Godfrey (with an appendix by Graham Cox). April 2005. ISBN 0-9545208-8.

“The perversity of insurance accounting: In defence of finite re-insurance” An industry insider defends finite re-insurance
as a rational response to irrational demands.
By Shirley Beglinger. September 2005. ISBN 0-9545208-9-0.
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“Banking Banana Skins 2006” The latest survey of risks facing the banking industry.
Sponsored by PricewaterhouseCoopers.
By David Lascelles. April 2006. ISBN 0-9551811-0-0.

“Big Bang: Two decades on” City experts who lived through Big Bang discuss the lasting impact of the de-regulation

of London’s securities markets.
Sponsored by Clifford Chance.
February 2007. ISBN 978-0-9551811-1-5.

“Insurance Banana Skins 2007” A survey of the risks facing the insurance industry.
Sponsored by PricewaterhouseCoopers.
By David Lascelles. May 2007. ISBN 978-0-9551811-3-9.

“Principles in Practice” An antidote to regulatory prescription. The report of the CSFI Working Group on
Effective Regulation.
June 2007. ISBN 978-0-9551811-2-2.

“Web 2.0:” How the next generation of the Internet is changing financial services.
By Patrick Towell, Amanda Scott and Caroline Oates. September 2007. ISBN 978-0-9551811-4-6.

“A tough nut...” Basel 2, insurance and the law of unexpected consequences.
By Shirley Beglinger. September 2007. ISBN 978-0-9551811-5-3.

“Informal money transfers:” Economic links between UK diaspora groups and recipients ‘back home’.
By David Seddon. November 2007. ISBN 978-0-9551811-5-3.

“Microfinance Banana Skins 2008” Risk in a booming industry.
March 2008. ISBN 978-0-9551811-7-7.

“Banking Banana Skins 2008” “An industry in turmoil”: The CSFI’s regular survey of banking risk at a time of
industry turmoil.
May 2008. ISBN 978-0-9551811-8-4.
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Sponsorship

The CSFI receives general support from many public and private institutions, and that support takes different forms.

In 2008 and the first quarter of 2009, we received unrestricted financial support from; inter alia:
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Barclays JPMorgan

Citigroup Morgan Stanley

ICMA PricewaterhouseCoopers
Abbey HM Treasury

Aberdeen Asset Management HSBC

Accenture KPMG

Alliance & Leicester Lloyd’s of London
APACS Lloyds TSB

Aviva LogicaCMG

Bank of England London Stock Exchange
BERR Man Group plc

BT McKinsey & Co

City of London Monitise Ltd

Deloitte Munich-Re

Deutsche Bank Nomura Institute

Ernst & Young PA Consulting
Euronext.liffe Prudential plc

Eversheds Reuters

Fidelity International Royal Bank of Scotland
Finance & Leasing Association Ruffer

Fitch Ratings Standard & Poor’s

FOA Swiss Re

FRC The Law Debenture Corporation
FSA UBS

Gatehouse Bank Z/Yen

HBOS Zurich

1776 Consulting Lombard Street Research
ACT London Metropolitan University
Alpheus Solutions GmbH Mobile Financial Service
Bank of Italy Natixis Global Associates
Banking Code Standards Board NM Rothschild

Brigade Electronics Palladian

Chown Dewhurst
Credit Suisse

Record Currency Management
Semiocraft

FSA Solutions Taiwan FSC

IFSL The Share Centre
LandesBank Berlin THEC

LIBA Winterflood Securities

We also received special purpose funding from:
- CGAP and Citigroup (for Microfinance Banana Skins) and;
- PwC (for Banking Banana Skins and Insurance Banana Skins).

In addition, we set up two fellowship programmes:
- the Generali/CSFI fellowship in Insurance and;

- the Visa/CSFI fellowship in European Payments.

The CSFI also received support in kind from, inter alia:

- Clifford Chance - Linklaters LLP

- Edwin Coe - Macquarie Group
- Eversheds - Promontory

- Financial Times - Taylor Wessing

- ifs School of Finance
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