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hank you, for the opportunity of addressing

you on the topic of the merging between

banks and insurance. After listening to the

speeches yesterday, and hearing some of the

responses to my fellow banking representa-
tives, | am not sure whether I am here as part of the
problem or part of the solution.

However, as a Canadian, | am grateful for the chance to
join you in this wonderful place, where it is not cold
and there is little chance of snow. This has been a very
interesting time for me, as | arrived with only a small
knowledge of the Italian insurance community. | can as-
sure you that, when I leave, | will be doing so with a
much greater sense of your market and the insurance
professionals who work in it.

I am also struck by similarities between the Canadian
market and the Italian. Like yourselves, we have no do-
mestic reinsurance company. All providers of
reinsurance are members of foreign groups. Even our
insurance community is dominated by foreign insur-
ers, with three of the top four companies being
non-Canadian. Someone yesterday made the point
that a threat to the Italian market was the colonization
of its insurance. We understand that threat very well
indeed.

To begin, please allow me to introduce the Royal Bank
of Canada. With assets of 283,000 Billion Lira at the
end of 1997, we are Canada’s largest financial institu-
tion. We also rank first among Canadian financial
institutions in earnings and capitalization. In 1997 we
had earnings of 1,963 Billion Lira on revenues of
10,739 Billion Lira. Return on equity was 19.3%.

Canada amended its Bank Act in 1992 to allow banks to
operate insurance operations through subsidiary com-
panies. In addition, the Canadian Bank Act provides for
the sale and distribution of a select list of products di-
rectly through the retail bank operation. By far the
most important of these is the sale of credit life insur-
ance to the Bank’s mortgage and loan clientele.
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Since the amendments in 1992, Royal Bank has ac-
quired or started four insurance companies in Canada.
These are two life insurance companies (one using a
traditional agency distribution channel, and the other
using a direct mail/phone distribution channel), plus a
travel accident insurance company, and most recently a
general insurance company for the sale of homeowners
property insurance and motor liability insurance. As a
consequence, we are Canada’s fastest growing insur-
ance entity, with current staffing levels of 1,800 and
increasing daily!

I work on behalf of the reinsurance entity established in
1987 in Barbados and called Royal Bank of Canada In-
surance Company Ltd. Until 1995 this company
operated as a reinsurer of the credit life insurance port-
folio generated from the Bank’s Canadian operation. In
1995 changes to the Canadian Tax Act created the need
to amend the Barbados company into an active rather
than managed company. This was accomplished and we
began the reinsurance expansion in 1996.

As part of this expansion, a Property & Casualty division
was created in early 1997. After some examination of
the opportunities open to a new entity in the reinsur-
ance community, we elected to begin by building a
portfolio of Catastrophe and Property reinsurance.
Throughout 1997 we created the infrastructure needed
to support this business; hiring staff, licensing modeling
applications and approaching intermediaries to be-
come approved or active markets on their security lists.
In addition, we sought and obtained an independent
rating from Standard & Poors for the Barbados opera-
tion on a stand alone basis. | am pleased to advise you
that our rating is AA-. We believe this is especially signif-
icant as we are the first insurance entity to receive an
independent rating in Barbados. No doubt others will
follow.

As there can be punitive tax consequences when using
a tax efficient country (such as the recently announced
application of the French Withholding Tax of 33%), we
are currently engaged in the process of creating a new
subsidiary of the Barbados company in Ireland. If all
goes as planned, this should be available for use by the
end of this year.

I hope you have found this brief background informa-
tion of interest. Certainly, I will look forward to offering
our capacity to the Italian market, especially through
our good friends at R.1.B.

As a contribution to the discussions here, | would like
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to speak to you today about some of the intriguing
products that we see from the merging operations of in-
surance, banking and capital market investment. First,
though, we should review some necessary jargon.

Very soon after my arrival at the Bank, | became aware
that there were considerable differences in the words
used by the banking community to express risk con-
cepts. Even though we were addressing the same issues,
the expressions, acronyms and descriptive words were
different.

Where | would look at a “layer”, they would look at a
“tranche” or a “notional amount”. When | would dis-
cuss a “deductible”, they would discuss a “strike point”.
Even when addressing the price paid they would discuss
“basis point” charges and “friction costs”, instead of
“rates” and “commission”.

Now this is very interesting, because we are all witness-
ing a trend to the merging of the insurance and capital
markets. If we want to have a successful participation
within this new world, then we should be very aware
that language not understood by the other party can
generate its own problems and risks.

Currently the most activity happening between the two
cultures are International Swap and Derivatives Associa-
tion Credit Swaps (as compared to Industry Loss
Warranty Covers), and Catastrophe Bonds capitalizing
Special Purpose Vehicle companies (as compared to
traditional reinsurance treaties or funded covers).

When looking at ISDA Swaps there are a few important
points to be aware of. Firstly, these are not insurance
transactions. They are termed full return options, and
as such do not need or require an underlying net loss.
As they are not insurance, the American Financial Ac-
counting Standards Board’s (FASB) accounting
restrictions on transference of risk do not apply. This
can have a significant advantage when looking to use
one of these options to hedge a position.

Now that last sentence is a classic example of financial
language creeping into insurance use. Hedging, of
course, is what any cedent company does to prevent the
loss of a significant portion of its capital from any one
event. Buying a reinsurance treaty is a correlated trans-
action because the same event causes a payout from the
contract.

Consider, however, buying an option contract that is
triggered or activated after a sizable loss. The option is
set at a strike point as reported by an indexing compa-
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ny, such as the Property Claims Service in the United
States or Sigma, published by Swiss Re. When the event
is severe enough (say over US$5 Billion or more) the
option can pay out a cash amount immediately. If it is
uncertain whether the event is large enough, there can
be partial triggered.

di h
Layer Tranche or Notional Amount
Deductible Strike Point
Premium Basis Point Charge
Commission Friction Costs
U 4

This money can be used for many things, including
providing an increase to claims cash flow, or just to re-
duce the overall event impact on the insurer. In
addition, this form can be used to prevent a company
from having to sell investments at disadvantaged prices
due to the necessity of needing to the cash for advance
claims payouts.

4l 1Y
Example of a SWAP
Event: US Earthquake causing losses of US$5 Billion or more
Notional Amount: US$25,000,000

Full Release of no event over US$1 Billion, otherwise delayed release for
2 years (to allow for claims development)

Fee Paid: 500 Basis Points (equal to a 5% rate on line)
4 |

In this example, the reinsurance treaty was transformed
into the SWAP, the premium became the option fee,
the layer of coverage became the notional amount paid
after the event, and the event severity strike point be-
came the deductible. Thus, a capital market transaction
can in fact resemble a familiar reinsurance transaction
with a little understanding of the structure and lan-
guage used by our investment banker friends.

Another structure that is being organized is the invest-
ment capitalization of a Special Purpose Vehicle
company. Typically, an arranger, who could be an in-
vestment bank or an intermediary, will seek to sell
investment shares in a company that will have one
client, and one product.

That client is normally an insurer who has catastrophic
risk, and who is seeking either a more stable price for
the protection, or has run out of traditional capacity in
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the reinsurance market. The product is a single reinsur-
ance contract that will provide the protection.

Once established, the insurer pays its premium to the
new company and receives a reinsurance contract. This
premium is in fact the interest fee charged by the in-
vestors who have capitalized the company.

This arrangement is very complicated to establish and
tends to be expensive. However, once set up, it can run
without much additional cost. Even better, if all the in-
vestment capital has been deposited, there is no credit
risk for the insurer to worry about after the loss.

It is important to consider the consequence of ignoring
these new structures. We are all seeking to enhance our
competitive position by gaining an expansion of our
markets, and by increasing our supply of risk bearing
products. If we choose to disregard the new capital mar-
ket products coming into our environment, we risk
losing the opportunity to construct and sell product to
a whole new class of customer; the capital market in-
vestor.

Worse, the investment banks and associated dealers al-
ready have a good understanding of the similarity
between our products, and are already sourcing prod-
ucts to the marketplace. They can and will outstrip us
and reduce our market.

In my personal opinion, the future of the merged fi-
nancial world lies more within the hands of the
insurance community than the capital market banks.
We are in the business of understanding and defining
risk. There would seem to be an opportunity to excel
using this knowledge to seek out and offer the new
products. This is where the intermediaries can succeed
as well, by acting in their traditional role of bringing
risk buyers and risk sellers together.

We need to remember, however, that mergers fail 70%
of the time. The causes are incompatible technologies,
conflicting corporate cultures, and inability to change
the direction of the new company due to its own size.
We should continue to remain agile in our business ap-
proach, and open, not to the merger of the financial
world, but to the expansion of our opportunities.

Thank you for your time. It has been a pleasure to be
able to speak to you.
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