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Finance market
expectations

here is increasing awareness of the dynamics
in play within the insurance sector; the sec-
tor believes that size is critical for
development. Bank insurance acts as a dri-
ving force, as it essentially derives from three
cardinal points:
The first is the presence of an enormous demand for
social security products with a high financial content.
The second is the unequivocal opportunity for cross-
selling that emerges within insurance and financial
structures that participate creating these products; the
third is the formation of an enormous financial mass
that can be managed (and thus create business) by
both institutional categories.

The organizational models that give rise to solutions for
packaging the offer are then structured on a contractu-
al basis between banks and insurance. The issue I'd
nevertheless like to propose to you is, having become
aware of the current phenomenon of growth in size, to
see how it reflects on an important player in this phe-
nomenon - the investor in bank or insurance stocks,
who essentially anticipates a current trend in stock
prices and rewards or emphasizes a declared strategy.
Not coincidentally, companies and banks more and
more frequently make presentations to institutional in-
vestors on what they would like to undertake over
upcoming years.

An analysis of this phenomenon reveals a trend that has
repercussions on the entire market of reference. The
analysis proposed is not the quantitative type, but re-
gards the logical route that an institutional investor -
for example a mutual fund - develops for purposes of
deciding whether to invest in a certain sector or not.
And, within that sector, the evaluations in relative terms
that the investor makes of the quoted securities.

This logical process can be broken down into three
points, similar to a top down management technique:
we start from a macroeconomic scenario, we identify
the sector, and the factors of attraction that affect cer-
tain securities are identified within that sector.

We have seen massive economic growth in the past ten
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years, which then experienced a dramatic crisis last
summer, when over a two month period, we saw the
stock markets indexes drop for all countries, including
the most important ones, twice as far as the maximums
for the variations .

The factors that led to such a marked change in expec-
tations are as follows:

— Excess production capacity in the World Economic Sys-
tem (industrialized countries and emerging or
developing countries).

— Financial crisis in Asia

Excessive debt

Lack of controls on the quality of credit

Growth in demand much lower than the growth of

supply (burdens cannot be met)

Liquidity Trap in Japan

— Collapse of the former Soviet Union

— Failure of leadership in the world

— USA - Japan - Euro

— IMF - Central Banks

Domino Effect

— Decrease in global demand

— Decrease in expected growth

— Decrease in company profits

— Decrease in raw materials (Latin America)

Consequently, the crisis had a real effect on the econo-
my, affecting the population’s level of wealth, especially
in the Orient, and on future expectations on which cur-
rent behavior is based.

The data relative to gross expected profit are three per-
cent for the United States, 2 percent in Europe, and a
negative 2.5 percent in Japan.

In the absence of inflation, G7 countries anticipate a
figure of 1.7, the USA 1.4, and Japan 0.4.

This therefore indicates fears of a recessive deflationary
nature.

Current market volatility is explained by uncertainty re-
garding the economic trend, which could be headed in
two different directions: the first is a “negative-cata-
strophic” scenario that | would say is characterized by
“pessimism of the mind,” and the second, which | could
call “positive-repositioning of growth,” characterized by
“optimism of the will.”

Those who tend toward the so-called “pessimism of the
mind” expect the current situation to slip, through in-
ertia, into a strong recession characterized by:

— price collapse
— high unemployment
— prevalence of the domino effect
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On the contrary, those who favor “optimism of the will”
believe that economic systems are comparable to living
organisms, with the ability to adapt their behavior to
changes that occur.

The basic determinants are:

— a “secular” trend in economic growth explained by
deflationary and demographic real factors

— when the financial “bubble” that inflated all prices
bursts, asset values return to “real” levels

— expansion-type economic policies that accompany a
growth trend (fiscal policies)

— the strength of the United States, which offsets reduc-
tions in aggregate demand generated elsewhere

Coming to the Europe/ltaly situation, the Monetary
Union is taking off within a complex situation. Never-
theless, there are important elements to consider that
are capable of handling a difficult scenario.

In particular, I would note: considerable financial re-
sources, continental political stability and the ability to
organize agreed fiscal policy of an expansive type,
aimed at restoring demand and limiting the unemploy-
ment rate.

This last aspect assumes an authoritative “European
government” (there is an evident leadership problem)
that cannot be replaced by the monetary authorities
(European Central Bank) in the ability to take effective
action.

In fact, when inflation is low, interest rates are low, and
unemployment is high (drop in consumption), the
monetary lever has little effect.

In short, Europe will become a system where the vari-
ous countries will all have the same evaluation rules
governing all economic players, without the distortion
of the exchange rate effect. They will also be character-
ized by the same position on economic policy,
developed by local governments, and finally, must com-
pete with each other in attracting production capacity
and thus creating value.

In particular, compared with other countries, Italy has
the aggravating circumstance of having less of a fiscal
lever available, due to the obligation to comply with the
balance ratios in the ratio between public debt and
gross domestic product.

In any case, consensus has it that predicted growth in
European GDP for 1999 will be 2 percent, with a possi-
ble adjustment down.

I should also emphasize that Europe is not expected to
act as a “locomotive.”

Expected growth for Italy will instead be between 1.8
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and 2 percent, relying on the fact that the last step in
the process of converging interest rates, especially
short-term rates, may provide an impetus, albeit mod-
est, to investments.

Getting to specifics, i.e. the Insurance Sector, we en-
counter the traditional characteristics of the sector, as
seen by an institutional investor.

It is common knowledge that an insurance investment
is “anti-cyclic,” that it has little connection to the phases
of the economic cycle. Moreover, premiums collection
shows more flexibility in phases of expansion than in
periods of recession.

Investing in insurance company stock is a defensive in-
vestment. At the moment, portfolios have little
exposure on stock markets. The beta of the insurance
sector quoted in Italy is 0.97 (a variation in the sector
index, as the general Stock Market index varies).

I’ll try to examine the situation of listed companies
within the current economic context, considering those
who are attractive to investors.

After a 1997 stock market performance that was in line
with the general index (+54%), in 1998 there was a re-
ported outperformance of 11%.

In fact, on November 4, 1998, the insurance index was
+30 (while Comit Generale is at +19%).

To a large extent, this result can be attributed to the ex-
ceptional development of the Life sector over the past
two years. But this is not enough: there is a strong belief
that the phenomenon must continue, doubling premi-
um volume within the next two years.

Other factors of attraction: the upgrading of property
assets, aimed at pursuing higher ROE and an assets
composition that maintains a low profile of risk.

The comparison between stock market performance
between 1996 and 1998 for companies that specialize in
life insurance (Alleanza, Fideuram, Mediolanum) and
companies that offer both life and damages (Generali,
Ras, Sai, Toro, Unipol and Ina) shows a dominant that
requires no comment.

The financial sector is consolidating and creating glob-
al players.

The process of concentration that characterizes the
banking sector is also extending to the insurance sector,
although we expect a slower rhythm, due to the lesser
significance of overhead costs in insurance company in-
come statements compared to those of banks.

The expectation is the creation of financial groups
comprised of banks and insurance companies that facil-
itate cross selling based on clientele and trigger a
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horizontal integration in money management (private
banking asset management), as is occurring between
Crédit Suisse and Winterthur, and Citicorp and Trav-
ellers.

Comparing the principal ratios, we see that, consider-
ing the 12 companies quoted in Italy and a sample of
leading European companies, in 1997 ROE was 9.7 per-
cent for Italian insurance companies, while it came to
11.4 percent for European companies.

The combined ratio comes to 106.6 (loss ratio 83.4 and
expense ratio 23.2) for Italy and 105.5 for Europe.
Nevertheless, overall, the insurance market is weaker
for the sample of listed companies. The prospective
panorama is thus distorted.

Dividing the market into groups, we see that there are
14 companies that can be termed “large,” i.e. with over
1000 billion in premium collections in the damages
lines and over 1000 in the life sector.

There are 23 medium-large companies: they collect
over 300 billion in the damages line and just as much in
the life sector.

There are 36 medium-small companies (over 100 bil-
lion in damages and over 100 in life).

The remainder are small companies that overall collect
up to 200 billion. They are the great majority: 164.

Faced with this situation, we see that the average ROE
for large companies (who numerically represent 5.9%
of the market, collect 57% of premiums, 76.7% of assets
and 102% of profits) is 4.1. For medium-large compa-
nies (who account for 9.7% of companies operating,
22.5% of premiums collected, 10% of assets and 9.2%
of reported profits), it is 2.9. For medium-small compa-
nies (who constitute 15.2% of the number of
companies in operation, collect 12.2% of premiums,
represent 7.4% of assets, and report profits of 7.5% of
the market), ROE is 3.1.

The bad news comes for small companies. They have a
negative ROE of an average of 9.9. In terms of num-
bers, they account for 69.2% of companies in
operation, collect 8.3% of premiums, have assets of
5.9% of the entire market, and report negative profit of
18.7%.

We can conclude that the current scenario of globaliz-
ing markets and the contemporaneous slowdown in
economic growth exacerbates the competitive factors
among all players.

The combination of negative technical balances and
falling interest rates requires action on the combined
ratio components (rate setting, reservation, and costs)
and a correlation of these elements with volumes.

It goes without saying that we need to use a diversified,
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detailed management of financial volumes.

In and of itself, the enormous growth in the life sector
is not sufficient to restore satisfactory profitability levels,
given the modest initial contribution to the income
statement.

Nevertheless, its enormous volumes are rewarding, as it
encourages a process of integration with the addition of
new areas of business asset management, such as mutu-
al funds, private banking and pension funds.

One of the crucial factors is thus size, which can reach
adequate levels through processes of concentration
among companies and aggregations with other finan-
cial institutions.

In short, the elements that move stock market quota-
tions and attract investor interest are the tendency to
overrate the sector based on positive forecasts for life
insurance line results.

| should note that there is a tendency to prefer compa-
nies that combine the life and damages lines, as they
offer greater possibilities for appreciation than those
operating in life insurance alone.

Those who have the best options are larger companies,
who can count on their already acquired size factor.

Investors are aware of frictional periods of inefficiency
in the aggregation processes underway. On the other
hand, there is appreciation for the development of
small companies that demonstrate values of excellence
in a specific sector.

It goes without saying that, when there is a choice, com-
panies with human resource assets are appreciated the
most.

The hope is that, perhaps within the next ten years, RIB
will enjoy this decreed success with a stock market list-
ing. At least we’re sure that we’ll have good stock to
acquire.
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