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Summary

This paper, which was conceived in term of a slide presentation, is organised as
follows: Section 1 introduces the concept of “Bank-Insurance”, pointing out the reasons
of this synergy. Section 2 is devoted to a brief assessment of broad market developments and
perspectives in the world finance industry, and the concepts of premier performance and
selective conglomerate are outlined. Section 3 identifies potential benefits and examines
challenges of combining banking and insurance activities. The corporate governance
holding model is presented, and reference is made to successful models, notably that of
KBC. Section 4 explores in some detail the models of risk and capital assessment in banking
and insurance, and the developing common threads.

Attention is specifically drawn to the common ground of strategic and global risks,
which affect directly and indirectly the whole financial industry, but an especially banks and
insurance companies.

1. INTRODUCTION

Complexity is a major challenge for firms in the financial services industry.
Regulatory innovation makes it possible to create financial groups active in many
sectors: retail and commercial banking, wholesale banking, investment banking,
insurance, asset management, private banking, brokering, consumer finance,
custody/processing.

Potential economies of scale and scope, and of risk pooling (economic capital
absorption) are in principle available for operational exploitation, more and more
on a supranational basis. Advances in statistical theory and application to manage
risks are of crucial importance in this respect.

But, if the portfolio of businesses is too complex to manage in terms of
corporate governance and of executive focus, the effective ability to improve

* The views expressed here are those of the writer and do not represent the position of Lehman
Brothers.
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overall performance and to maximize value creation can be frustrated.
Typically, very large-cap companies highly diversified and enormously

complex have delivered in the past few years a relatively weak performance in
terms of shareholder value creation.

The preferred model, in terms of market appreciation, is represented by the so-
called selective conglomerate approach, that consists of a highly selective set of
businesses of a complementary nature (typically two to three lines of operation).
Beyond this, a holding discount generally appears in the market. The market
common wisdom, based on careful analysis of M&A activities in the financial
industry, is that it is only in terms of the selective conglomerate that management
can maintain direct focus on clients and markets, and of unfolding value chain
processes, driven by innovation. At the same time, this selective approach makes
it possible to achieve effective diversification of risk, through complementary
business lines.

This complexity aversion typically referred to conglomerates which included
core activities in retail, wholesale, investment banking and insurance (life and non
life), Citigroup spent many years – in terms of organic and inorganic growth and
of strong action to overcome regulatory impediments, in order to build a “one-stop”
shop for retail customers of financial services. But when cost and revenue synergies
in terms of bancassurance didn’t materialize, retail insurance was either spun out
or sold off.

Admittedly, in spite of certain success stories - in Italy the Fideuram model
which I developed in IMI can be mentioned - the complexity of bancassurance so
far raised and continues to raise more doubts than praise.

It must be acknowledged that the two types of financial intermediaries are
very different and that banking and insurance management require very different
experience, skills, and training.

However, the aim of this note is that of indicating that potential lines of
convergence have developed and might be reaped. This requires, in any event, a
selective approach, and innovative corporate governance models.

It is only through this narrow path that synergy and cross selling potentials,
which can be identified in theory, can be realized in practice.

The main drivers for convergence, as will be explained in the paper, can be
identified long the following lines:
• IT innovation makes it possible to share state – of the art platforms, coping with

the needs of both banking and insurance.

• Regulatory changes (Basel II and Solvency II) share a common thread and are
based on extensive use of actuarial models. Advanced statistical models to
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measure risk are at the heart of the convergence process between banking and
insurance. The new IAS accounting standards also favour convergence and
greater attention to common risk awareness.

• New corporate governance models allow centralisation of services in shared
centres and the build up of well-defined business models.

In this crucial respect, the new management models of risk and economic
capital assessment and of dynamic capital allocation bring to the fore the capital
relief which follows from the diversification of banking and insurance activities.

Within this operational framework, as we shall see, a corporate governance
model based on a holding company makes it possible to direct the growth in both
areas, without interfering with the focus of management on each business line.

In any event, even if a joint group approach is not regarded as optimal,
operational synergies can be achieved in terms of a joint venture approach.

2. MARKET PERSPECTIVE OF THE FINANCIAL INDUSTRY

Market developments in 2005

The total market value of all quoted financial services companies grew by
15% in 2005. This growth was more pronounced in Emerging Markets (32%) than
in Mature Markets (13%).

The aggregate operating performance of the financial services industry
remained relatively stable in 2005. In particular, margins were characterized by a
slight contraction, with the Cost-Income-Ratio increasing from 59% to 61%.
Profitability decreased with the return-on-equity falling from 17% to 16%.

Fig. 1.
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Market developments, the future

The whole Financial Services Industry is projected to grow at world level
from 6% of global GDP to 10% over the next 15 years. However it must be pointed
out that over the short term a more demanding environment (with a scenario of
rising interest rates and flatted yield curves) could increase the danger of
underperformance for firms not able to manage properly global and local risks.

It is plausible to believe that low growth conditions in more mature markets
will probably force investing in higher growth markets.

In the future Financial Services will become more polarized in terms of
performance, increasing the spread between over and under performers.

Premier performers and market performers: a comparison

Shareholder Performance Index1 spread between Premier Performers and
Market Performers has increased over the last five years.

Fig. 2.

Source: Mercer Oliver Wyman - State of the Financial Services Industry 2006.

Fig. 3: SPI by premier performers vs. SPI by market performers.

1 The Shareholder Performance Index (SPI), computed by Mercer Oliver Wyman, covers the
largest 400 companies in global financial services. Calculation of the SPI is based on computation
of a Sharpe Ratio for any given institution.
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Even modest advantages in revenue growth, if sustainable, can create large
differentials in value growth. This trend has been confirmed by the fact that over
the last five years Premier Performers increased their share of global market value
from 6% to 9%. Market Performers, by contrast, lost value during the same period.

Successful Financial services firms are usually listed companies driven by
objective of (long-term) maximization of value creation.

Key value drivers are generally represented by:
• growth (organic & inorganic);

• revenue (EVA, MVA, discounted free cash flow, cost efficiency);

• risk measurement & management/with a view to reducing volatility of  (nega-
tive) earnings.

At the same time it is important to stress the fact that efficient capital
allocation and risk management are the keys to value maximisation. The Corporate
objective function and corporate governance are instrumental in the realization of
value drivers.

There is a clear evidence that Premier Performers derive most of their
outperformance from strong individual performance, rather than simply riding a
market trend. In particular, cost and risk controls remain core for the success in the
industry, but are not in themselves sufficient to create out-performance. In fact,
value inflows are coming from superior positioning of the business, M&A execution
and appropriate Risk Management.

Fig. 4: Table of performances.

Most Premier Performers (68%) have adopted a ‘selective conglomerate’
business model. The potential of this model can be unlocked by exploiting
excellence in: a) strategic risk management, b) front-to-back execution discipline,
and  c) selected M&A activity.
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a) Strategic Risk Management can be thought as the ability to manage the array of
external threats to growth trajectory (including strategic e global risks) via
strategic actions.

b)  Strong front to back execution discipline can be fostered by  innovating more
rapidly within well-defined resource constraints, to break through maturity
barriers and reduce complexity.

c) Selected M&A activity allows to pick-up the transactions that aim to leverage
superior execution performance in high growth areas.

3. PROS AND CONS OF BANCASSURANCE: A CHANGING
LANDSCAPE

Potential benefits of tighter banking and insurance ties

The growing overlaps between banking and insurance are rapidly changing
the industry landscape. This process has been fostered by the widespread use of
statistical methods in the financial service industry. Bank credit models, based on
the PD/EL/UL approach, utilise statistical (actuarial) techniques by highlighting,
in this way, the growing cross fertilization of analytical tools between banking and
insurance.

Source: Mercer Oliver Wyman - State of the Financial Services Industry 2006.

Fig. 5: Characteristics of premier and market performers.
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The specific factors of convergence are:
– the economies of scale and scope (on costs, revenues, investments and distribution);

– the possibility to be a one-stop supplier (supplying a greater appeal for the
customer coming from comprehensive service);

– the potential to optimize capital raising structure for insurers (especially for
small/medium size players)

– the financial synergies and synergies due to increased market power (which are
able to generate more Figure income stream and stabilization of risks);

– the new management and value creation techniques.

Bancassurance sales models and opportunities

Sales model is demonstrated to be one of the key success factors of bancassurance.
To realize the full potential of this model attention must be focused on:
• annex sales, with insurance products sold tied to a banking product sale (ex. home

insurance sold with a mortgage or creditor protection sold with a personal loan);

• transactional sales, to be considered as one-off sales emerging neither from a
banking product sale nor from a broad advisory relationship (ex. mutual funds
or single premium unit-linked life insurance);

• relationship sales, to be understood as the sales emerging from a long-term
advisory relationship with the customer (ex. pensions or income protection).

The main opportunities in the life market for banks, life assurance and pension
funds are represented by:
• asset classes with very fast growth, due to demographic trends;

• complementary to traditional banking savings products;

• less mature than traditional banking savings products across Europe.

It is important to stress that in the bancassurance model value is mainly
generated in two following areas:
• asset protection products and asset growth;

• insurers’ use of strong balance sheets to provide long-term financial protection
to policyholders.

In particular, global firms with large and diversified balance sheets should
offer asset management coupled with long-term financial safety. At the same time
there is an increasing need to develop innovative solutions by offering flexible
long-term financial protection for customers’ broad portfolio of assets, rather than
selling stand-alone products with a guarantee. Financial innovation, and notably
complex derivative structures, can offer value added to innovative insurance group
by allowing to capture a growing share of flows of financial assets.



616 Masera R.S.

Other important factors of potential complementarity can be represented by:
• capital management techniques, representing the opportunities to optimise

funding structure and to access to securitisation opportunities, especially for
smaller insurers;

• convergence of ALM requirements and opportunity to strike a better ALM
balance by a combination of banking and insurance businesses;

• distribution advantages for insurance commoditized products offered by large
retail networks of banks;

• integrated response to persons’ insurance (including health/long term care) asset
management/pensions requirements;

• companies’ integrated response to more simplified financial management
(insurance as a substitute for capital, insurance & credit rating & Basel II
(internal models of banks).

Command of financial engineering techniques and risk management,
previously in the domain of investments banks, will represent a crucial element in
the new competitive landscape. Credit insurance products represents an area of
complementarity/competition between banks and insurance companies, on the
assets side of their balance sheets.

Capital allocation and management techniques (e.g. contingent capital) is
another crucial area of interest with the capital that can be seen as a substitute for
insurance (and/or optional contracts), by supplying potential complementarities

Other factors of potential complementarity and the new landscape for
bancassurance

The convergence of the regulatory approach (with regulators taking a more
holistic view to financial services able to eliminate many of capital arbitrage
opportunities) represent one less reason for staying separate.

Fig. 6.
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between (re-)insurers and investment banks. At the same time it is important to
remember the growing overlaps between asset management, personal banking and
personal insurance.

Summing up the challenges for  bancassurance

Banking and insurance had very different culture and basic operations.
However, the new bancassurance model has highlighted several important issues:
• portfolio complementarities in terms of risk pooling. In particular, banks borrow

short lend long, insurance payments on average take place many years after
premium income is cashed in;

• new relationships based on portfolio complementarities in terms of capital allocation
and management, and supervisory approach. However, complex organisational
problems must be overcome (few success stories and many failures);

• a well know trade-off to be faced. In fact, potential economies of scale and scope
and of capital absorption are difficult to implement because of the complexity
of (i) top management decision making process and (ii) corporate governance;

• risks of contagion (spillover) and reputation may (more than) offset advantages
from diversification. This is a debaFigure point in theory and in practice, unless
failures take place at group risk control level. This argument would, in the limit,
favour monocompany-monoliners. The diversification case rests upon the
assumption that volatility of profits at aggregate (group) level can be reduced;

• the question if the to-big-to-fail’-issue apply to a (very) large financial conglo-
merate.

Markets’ reaction is in principle negative to fully integrated banking and
insurance groups (as demonstrated by the conglomerates’ discount). A growing
emphasis is on focus of core operation. The following Figure shows signs of change
(e.g. good performance of groups such as KBC and Fortis).

Fig. 7.
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The difference in culture already alluded to is also a difference in management
training and expertise, and in corporate governance processes. Available evidence
indicates that it is difficult to have a banking group on top of an (important)
insurance company and vice versa. A possible organisational response for integrated
groups is represented by a holding structure. More precisely, light holding company,
fulfilling the ultimate role of portfolio management, capital allocation and risk
management, and group organisation, with operational activities firmly embedded
in the bank and in the insurance company. More likely, and perhaps more efficiently,
a business case can be made for strategic joint ventures exploiting industrial and
financial synergies (common platforms).

Other factors that could increase the trend for closer ties – and in the limit
M&A – between banking and insurance could be represented by:
• the elimination of regulatory arbitrage. Banks are able to buy protection from

third party insurers in order to reduce bank capital, but as regulators take a more
holistic view to financial services many of these opportunities will be eliminated;

• capital rising.  Many small insurers are inefficient in the way they raise capital
because they lack scale and don’t have access to the full spectrum of debt and
capital instruments, If a bank were to purchase such an insurer they could
quickly realise synergies by optimising the funding of the insurer. Also,
securitisation of insurance liabilities is a growing theme, so a bank with an
investment banking arm may be able to try out some new ideas on its own
balance sheet if it purchased an insurer.

• Risk management synergies (particularly ALM). Banks have longer durations
on activities, Insurance on passivity; as a result combination of the two
businesses would lead – for it self – to a better ALM balance.

In any event, beyond the specific factors identified in this section the key
drivers able to foster the integration between banking and insurance are represented
by the convergence of management, corporate governance and supervisory
approaches towards a consistent, and ultimately common, framework based on risk
measurement and management. Risk-adjusted returns, economic capital and its
dynamic allocation must be managed both at business line level and at aggregate
company level by obtaining in this way the total value creation.

The European integration process, the globalisation of finance and the
success of large financial groups extending their activities beyond traditional
borders represent two key drivers towards greater competitive overlap between
banking and insurance. At the same time, the exploitation of common platforms and
of new value chains may well lead to closer ties, and in the limit full M&A, between
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banking and insurance firms.
These topics will be developed in the following section.

4. RISK, CAPITAL AND VALUE CREATION: A COMMON FRAMEWORK
FOR FINANCIAL SERVICES COMPANIES

The financial system and the new risk and capital standards

From a static (snapshot) point of view, the Financial System (FS) can be seen
as composed of four basic components: financial institutions (intermediaries),
financial markets, financial products (instruments), rules and supervision. These
elements accomplish the functions of the system and interact in a rapidly   evolving
dynamic process, shaped by financial and ICT innovation, epitomised by the
“derivatives revolution”.

Thus, the snapshots of the FS at successive points in time depict a morphology
of the system in continuing and significant evolution. While the institutional set-up
and modus operandi of the FS are rapidly evolving, the fundamental functions are
essentially the same in time and space; they are addressed to:
1) link operators in financial surplus with those in financial deficit, through

operations of aggregation and disaggregation of financial resources;

2) manage creation and allocation of financial asset and liabilities in time and
space;

3) facilitate the solution of problems of asymmetric information;

4) “complete” financial markets;

5) measure and manage risk;

6) generate information on price and on instruments to finance real investments;

7) allow payments and settlements in a monetary economy, thereby reducing
transaction costs;

8) concur in the processes of transmission of monetary policy and of public debt
management.

The central role of bridge between saving and investment is carried out on the
basis of relations of competitive complementarity between financial markets and
intermediaries. The financial system must therefore be considered as an integrator
of different parts, instead of  a sum of elements.

Financial (product and process) and ICT innovations lead to a highly dynamic
and increasingly efficient FS, with a special focus on risk identification, measurement
and management.
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From an analytical point of view, the interplay between primary and derivative
products (markets) and the so called Structured Finance models and applications
are instrumental in “completing the markets”, thereby fulfilling a basic tenet of
theoretical approaches.

At the same time, major developments occurred and continue to take place in
the field of risk modelling, measurement and management.

In turn, these advances make it possible to envisage and apply concretely
models of sustainable value creation maximization for enterprises (the global
enterprise economy is thereby tuned to a new Pole star): risk, capital management
and dynamic allocation, value creation. A further fundamental corollary of advances
in risk management is the new capital standard approach to both internal manage-
ment and external supervision of financial intermediaries. (Basel & Solvency new
capital standards for banks and insurance companies, respectively2)

Fig. 8: Innovation and evolution of the financial system.

2 The main regulatory and normative changes in the financial system are synthesized in the
following three Figures.
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Fig. 9: The regulatory and normative changes.

Fig. 10: New banking regulations: Basel II.
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Fig. 11: Basel II & Solvency II.

Fig. 12.

Governance, capital and risk in complex financial groups

Group government has to reconcile the tensions between Central and
Decentralized Functions, by enacting a consistent and comprehensive approach to
risk management  and  capital allocation. Corporate Governance and, notably, the
Board of Directors have the core responsibility to determine an aggregate approach
to Capital at risk (economic capital) of the financial group.
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Managing risks in a financial firm: a reference framework

Risks are to be viewed in an integrated perspective, though measured through
different, consistent, methodologies:
• Risk aggregation entails a two step approach: (i) within business units and (ii)

across business units

• to determine economic capital;

• to improve the portfolio’s risk/return positioning;

• to permit a dynamic governance of an institution committed to generate value
through appropriate managerial tools/measures/processes of i) capital allocation;
ii) risk adjusted performance measurement; iii) budgeting and  risk related
incentives; iv) controls;

• to be better aligned to emerging regulatory requirements.

Fig. 13.

Main functions of banking firms

Banking groups play a fundamental role in a market economy by facilitating
the solution of:
• problems of asymmetric information ex ante and ex post (credit monitoring);

• liquidity absorption & creation;

• risk management.

In a context of principal/agent relationship and taking into account externalities,
the issue of corporate governance of banks is of special importance.

Main analytical risk categories

Credit

Market

Operational

Insurance

Model

Regulatory

Strategic

Global
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Main categories of banking risk and its management

Risk is ultimately unitary in nature, and its assessment and measure must be
made consistent and homogeneous throughout risk factors and lines. (Fig. 15a).

Risks and opportunities are intimately connected. Thus, the quest for sustainable
value creation optimization led to a simultaneous approach to risk management,
capital management, and dynamic capital allocation. The concept of economic
capital, i.e. the amount of capital required to cover the potential decline in the value
of the firm over a given time period, at a given statistically measurable confidence
level, was developed and quantified in order to assess the adequacy of capital of a
firm. (Fig. 15b).

At the cost of some simplification, we can identify, analytically and
operationally, four major methods to manage risks of any firm. Obviously, these
approaches are especially linked to the analysis of large multi-business corporations,
but in principle they apply to any firm. We can classify, under Risk control,
avoidance and reduction, while Risk financing comprises transfer and retention.

Let us briefly examine these methods, starting with Risk control. An extreme
approach – risk avoidance – is that of abandoning/not entering lines of business/
activity/geographical presence where perspective risk/return opportunities are not
consistent with the firm’s risk tolerance policies. A large array of external and of
internal core risks cannot be avoided, but the clear selection of focused areas of
operation can be highly important.

Fig. 14.
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Fig. 15a.

Fig. 15b.
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More generally, a firm has to define active policies of Risk Reduction.  For a
given perimeter of operations of the corporation, internal risk reduction techniques
and methods can be developed, with a view to preventing and reducing risks.
Precautionary procedures can be identified, and made compulsory at firm level.
More broadly, a culture and an appropriate internal information system can be
developed with a view to alerting management and personnel of the company  to
identifying and reducing expected and unexpected losses related to their activities,
(a risk oversight automatically implies that the corresponding  risk is retained,
without cover).

Risk mitigation implies two main approaches. The first is represented by
reducing the level of risky activities (we have already indicated the extreme case
of not engaging at all in certain types of activities). Alternatively, internal risk
pooling may be sought, with a view to combining low – or even negative – risk
correlation factors. This may represent a viable approach only insofar as it does not
undermine the firm’s focus and specialisation on its core business.

Risk financing comprises two alternative approaches. In the first instance, a
risk can be transferred, at a cost, to other parties more capable and/or more willing
to bear it. The traditional, simple, method of risk transfer is to activate appropriate
contractual arrangements with insurance companies. The most dynamic growth in
risk financing contractual transfers is, however, through the use of derivative
securities. This is perhaps the most immediate and simplest way to show how
actuarial models and continuous–time methodologies of derivative–security pricing
interact on a competitive/complementary basis. Credit derivative securities imply
a major change in the way that banks and reinsurance companies deal with credit
activities. (Fig. 16).

Measures of risk
Several measures and definitions of risk have been proposed by both academics

and the financial industry. Three main concepts can be identified: volatility, VaR
and coherent risk measures. Despite the different level of complexity, all these
indicators define risk in terms of probability theory, by allowing therefore its
quantification. Technically, different types of risk can be thought as different
random variables, whose realizations represent all possible future values of a single
position (or a portfolio of positions), subject to a given typology of risk.

Volatility has been the first measure proposed and it is still widely used for the
quantification of risk, especially for market risk factors. The simplicity of this
indicator represents also its weakness. In some cases volatility can be a misleading
measure of risk because of its high dependence on the assumption of normal shaped
(and in general symmetric) distributions for the risk factors (usually the rates of
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Fig. 16: Management of Risk in a Firm: internal measures and recourses and recourse to the
Financial System.
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returns of financial assets, in market risk applications). It can be easily demonstrated
that in presence of asymmetric distributions with fat left tails a low volatility does
not necessarily indicate a low risk.

Value at Risk (VaR), defined as the worst loss, for a given confidence interval,
within a given time horizon, represents a standard framework used for the
quantification of risk (and, as will be shown, of its dual aspect, economic capital).
In terms of probability theory, VaR is the (1-p)%3 quantile of the return distribution.
VaR was initially developed for market risk, but its applications have been
successively extended to other typologies of risks (as will be pointed out below, the
extension to credit risk is not immediate).  At least three different methods for its
computation can be identified. Parametric approaches assume that the distribution
functions of the risk factors are known (normal or normal-derived functional forms
are usually modeled). Monte Carlo methods compute VaR by simulating the
possible paths followed by risk factors (however, also in this case a parametric form
for the distribution function is assumed ex-ante). Non-parametric models start from
the idea that the true marginal and joint distributions of different risk factors are not
known (for example, the historical approach generates the possible future paths by
using distributions observed historically).

All VaR models, with their obvious methodological differences, compute the
value of a portfolio at a given point in time and then quantify the sensitivity to
changes in each underlying risk factor. The potential change in the various risk
factors is also calculated, with the relevant confidence interval. VaR is finally
computed with respect to an adverse move both on an individual and an aggregated
basis (by considering the correlation among risk factors). We thus obtain the value
of the maximum potential loss of the portfolio, over a given time period, with a
defined level of statistical confidence.

The so-called axiomatic approach to coherent risk measurement, pioneered
by Artzner et al. (1999), pointed out the limits of the VaR methodologies by showing
that this measure, which, as indicated, represents a standard commonly accepted by
both market participants and regulators is a problematic (non-coherent) risk
indicator. The two main drawbacks highlighted are its “non smoothness” (i.e.
events with probability below the chosen confidence quantile are not considered at
all) and its “non subadditivity” (i.e. VaR of a diversified portfolio could be higher
than the sum of idiosyncratic VaR computed for each risk factor). Intuitively, it can
therefore be said that VaR does not take into account the entire lower tail of the P&L
distribution, by just picking out one point (the quantile chosen).

To overcome these problems alternative risk measures, which take into
account the lower tail of the returns distributions and satisfy the subadditivity

3 Where p is the confidence interval chosen for the analysis
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property, have been proposed. Among these new measures the Expected Shortfall
(ES) is perhaps the most well-known. In particular, this new metric measures the
expected loss, conditional on VaR being violated. However, it must be recognized
that the theoretical attractiveness of this indicator is limited by the problems due to
its practical implementation. In fact, it has been demonstrated (Yamai and Yoshiba,
2001) that, for back-testing purposes, ES requires much more data than VaR, which
continues to represent the most generally used measure of risk.

Integrated VaR-type measures of market and credit risk have been developed
(for instance Barone, 1998) and are currently used.

After standardization, market risk can therefore be approximated by a
normal-type distribution, centered around the origin, with relatively fatter tails.

Fig. 17: Credit and Market Risk: typical frequency distributions.

The situation is very different with respect to credit risk. In particular, when
the best scenario for the lender is realized (i.e. the solvency of all the borrowers
granted) losses will be equal to zero; whereas when one or more borrowers are
insolvent, losses can rapidly increase by reaching, in the extreme case of a zero
recovery rate, the whole face values of the loans granted: loss distributions are
therefore highly skewed. It follows that they cannot be modeled as normal shaped
distributions (or, in any case, symmetric distributions). This last consideration has
important consequences for the management of this risk. As has been indicated, this
represents a drawback of VaR techniques, which strongly rely on the hypothesis of
normality for the risk factors analyzed, and therefore cannot be easily used to
quantify and to monitor credit risk.

When credit is granted an inherent cost has to be reckoned with: the expected
loss (EL) on any given exposure or a set on any given exposure or a set (a portfolio)
of exposures. There is a subtle point here. We use probabilities to assess expected
losses. But this first step does not capture the true risk component, which, as been
shown, is related to unexpected (unidentified) losses which may subsequently arise
in the credit portfolio.
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Risk is, therefore, related to loss events which could happen, but have not been
anticipated; the expected loss is the average level of credit losses which should be
anticipated on the portfolio over a give time period. In statistical terms, given the
frequency distribution of the portfolio of credit positions, the expected loss is the
mean, and the unexpected loss is a function of the standard deviation – i.e. a
volatility measure - of the distribution. In general, credit losses (with a negative
sign) below the average EL are relatively low. But, sometimes, they can be very
large: this is especially so when the cycle moves into a truly recessionary phase. So
the shape of the curve takes into account that, with a low frequency, severe losses
can occur. The severity of the losses, in turn, depends on the effective diversification
of the credit portfolio.

High skewness is mainly due to large concentration of risks to a small number
of counterparts. Here too, there is a major difference with respect to market risk. As
we know from CAPM, a holding of about 20 stocks provides practically all the
possible diversification in terms of market risk. In the case of credit portfolio, there
is virtually no end to gains from diversification in reducing credit risk.

In sum, default is relatively rare on average, but the dispersion of default
probabilities across firms is very high: to recall, the probability that an AAA-rated
firm defaults is less than 2 in 10,000 per annum, and a single-A rated firm has odds
of around 1 in 1,000 per year. But a CCC-rated firm has more than 10% probability
of default over the same time horizon.

When default occurs, the losses suffered by the lender are usually significant.
The expected loss (EL), both at individual and aggregated level, is largely
determined by the characteristics of the specific contracts.

For the generic i-th position EL is equal to:

ELi = PDi × EADi × LGDi. (1)
Where:
EAD stands for exposure at default, the amount of credit granted outstanding at the

time of default;
LGD – loss given default – refers to the amount of credit exposure which will

effectively be lost taking into account all mitigant clauses and collateral held in
the event of default;

PD is the probability of default that the borrower will default over the given time
horizon.

Having defined EL, and explained that this is a cost to be anticipated over a
given time horizon from lending activity, we must now turn to unexpected loss
(UL), which is assumed to be a positive function of the standard deviation of the
credit risk frequency distribution. However, as Matten (2000) pointed out, there is
a close relationship between Expected and Unexpected Loss for both the idiosyncratic
and the portfolio positions held by the lender, as the following formula clarifies:
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UL EAD EL LGD ELi i i i i= −( ) . (2)

The total EL for a credit portfolio is the sum of the expected losses for the
individual components:

EL ELportfolio i
i

N

=
=
∑

1
. (3)

At aggregated level the complication arises for the computation of UL when
portfolio effects have to be taken into account, given the importance of diversification.
As indicated, for simplicity’s sake, we measure risk in terms of the standard
derivation of outcomes. The issue is therefore to measure by how much the standard
deviation of the sum is lower than the sum of the standard deviations. We can write:

UL ULportfolio i iP
i

N

=
=
∑ ρ

1
. (4)

Where ρiP  is the correlation of the i-th position and that of the portfolio as a whole.

Economic capital absorption (α) of a given portfolio is a positive function of its
unexpected loss. De Servigny and Renault (2004) suggested a simple linear function:

α portfolio portfoliom UL= × . (5)

Where m is an appropriate multiplier. This formulation allows also an easy
computation of the economic capital allocated to the i-ith position.

α portfolio i
i

N

portfoliom RC m UL= × = ×
=
∑

1
(6)

In sum, risk and capital absorption are twin sides of the same coin.  From
corporate financial theory we know that capital has two specific functions: (i) it
permits to transfer ownership, (ii) it allows to fund the business, with a view of
achieving the desired mix between debt and equity. In the case of banks, it is often
held that capital should not be viewed as a significant source of financing, since
banks can borrow at interest rates well below the cost of capital. In the extreme case,
and notably in the traditional monetarist schemes, capital is totally disregarded, and
the process of deposit and loan creation is fundamentally explained by means of
mechanical applications of credit and money multipliers.

Banks are highly leveraged enterprises, and they can in principle borrow
funds at interest rates lower than their cost of capital. But a prudent bank also knows
that, if excessive risk is taken, with insufficient capital buffers, the bank’s soundness
in impaired.
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Banks and credit risk: the new bundling/unbundling paradigm
The joint development of securitisation techniques and of  credit derivative

instruments has changed in a fundamental way the operation and function of banks
and credit reinsures.

This revolutionary process is under way and its possible implications are far
from being fully realised and implemented4. Traditionally, credits were opaque and
illiquid, hence lending activity implied a corresponding structure of assets both in
banking and in reinsurance activities.

Credit assets individually and in portfolio form can be traded to other
intermediaries and to the market.

Closely related to the process of securitisation has been the trend towards off
– balance – sheet items in banking and insurance.

Figure 18 and 19 provide an overview of what may be defined as the new
financial value chains and the new bundling/unbundling paradigm  of banks (and
more generally financial intermediaries), respectively.

4 Financial institutions with low-correlation risk profile, might, for instance, create common
shared portfolios, which would be managed on a continuous time dynamic basis, in order to reap
the diversification externality.

Fig. 18: Drivers of value chain evolution and the simple and complex outcomes in finance.
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Main categories of insurance risks and the allocation of the capital

Also for insurance firms the risk is unitary and it’s represented by profit
volatility, whose measurement must be consistent and homogeneous among
categories and across business areas.

Fig. 19: Banks and credit risk: the new bundling/unbundling paradigm?

Fig. 20: Main categories of insurer risks.
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However, the allocation of capital specificity of insurance insdustry must be
considered. In particular:
• principal providers of debt capital (insurance reserves) are also the firm’s

principal clients;

• insurance policies are bought not as a financial investment, but to protect against
adverse contingencies;

• hence, insolvency risk of the individual firm plays a special role, and the capital
(as the buffer against Ôunexpected loss’) is held to assure policy holders their
claims will be reimbursed, even if they go beyond Ôexpected loss’;

• corporate governance requires special attention to stakeholders’ interests;

• economic capital vs. regulatory capital;

• in the Sol 2 approach, recognition of diversification in reducing overall risk, and
capital requirements, will be admitted. This is not the case in Basel II.

Fig. 21: Solvency II – towards a new IT and organisational architecture in insurance companies.

Strategic and global risk

The overall risk landscape facing banks and insurances comprises also
strategic and global risks. These two categories of risk have a different character and
they are known only to a limited extent.
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Fig. 23: Strategic risks: the current management challenge.

Fig. 22: Main categories of strategic risks.
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According to the so-called KuU (Know, unknown, Unknowable) matrix
approach5, risks can be divided into three categories which represent in discrete
segments a continuum of known (K), unknown (u) and unknowable (U) risks.

Known risks are characterised by well-defined risk events and by well-
understood probability density functions: in sum, they can be measured and
managed.

Insight into these risks increases with information, analytical advances, ICT
applications.

The first four categories of the enterprises risk (to recall, market, credit,
operational and pure) can now be mainly put in the category of known risks.

Strategic and global risks belong, generally, to the u and U typologies.
Risks which must be regarded, under current circumstances, as unknown

require investing in knowledge and deepening of understanding, with a view to
making them at least partially manageable.

More specifically, accepted explanatory paradigms are generally not available.
Educated guesses must instead be made in terms of competing causal models.

The last typology of risks refers to those identified as unknowable. Their
causes and systematic links are not well understood, but their impact can be highly

Fig. 24: Main categories of global risks.

5 This approach, developed by Professor Diebold at the Wharton School of the University of
Pennsylvania, is at the basis of the World Economic Forum Report on Global Risks 2006 (WEF,
2006).
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damaging, also as a result of negative externalities and interconnectedness in case
of occurrence (risk conflation).

U risks represent events which cannot be fully understood/anticipated.
Strictly, they should not be defined as risks, rather as likely, uncertain, events.

Their knowledge is speculative in nature and refers to possible scenarios.
A pandemic avian flu scenario offers an example of a borderline risk, between

u and U.
The spread of pandemic virus contagion can be modelled. Mechanisms of

contagion from  birds to humans are understood. But the likelihood of  virus
mutations facilitating bird– to –human and, above all, human–to–human transmission
can only be addressed in terms of possible scenarios.

Climatic changes and other catastrophic losses are, instead, instances of risks
which lie, now, on the continuum between K and u. The risks presented by
ecosystem changes and their main causes (greenhouse gases) begin now to
command broadly agreed explanations and therapies.

Another class of risks lying between K and U is represented by cascading
failures of technological networks. Today’s economic systems are crucially
dependent upon the availability and operation of critical soft and hard infrastructures:
energy, transportation, water, ITC.

These complex systems no longer represent vertically integrated, separated
networks: their interdependencies and connectivities became more and more
important. This entails enormous economic advantages, but also higher conflation
risks, in case of internal failures and/or external attacks/adverse events.

Also in this vital area research, analysis and management aim to cape with a
deeper, operational understanding of infrastructure assessment, physical and cyber
security, interdependencies and linkages.

Improved understanding and monitoring of complex networks, within a
progressively integrated interdisciplinary body of knowledge (Complexity Science)
(Enea 2006) leads to a gradual build up of quantitative risk measurement6 and
response management. The latter is graduated by compounding the probability of
negative events and their economic impacts (Mc Queen, Boyer, Flynn, Alessi,
2006).

Enterprise risk strategies, government actions and scientific research concur
now in the attempt to move up risks in the knowledge scale, namely from U to u and
from u to K. Processes are thus set in motion with a view to research, identify,
manage risks, thereby transforming them into strategic and operational choices.

6 Also in this area, actuarial and continuous time models of probabilities measurement coexist.
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The systemic nature of strategic and global risks requires coordination
between governments and between businesses, households and governments to
assess risky events, to develop appropriate perceptions of adverse scenarios, to
create adequate responses.

Risk management models developed by business and by the financial system
can be exploited and integrated in government actions, with a view to mitigating
and managing risk, thereby building societal resilience through strategic and
operational choices.

In the context of these processes, a fundamental role is played by ICT
technologies and by financial innovation, in order (i) to allow a quantitative
approach to adverse events, (ii) to foster information flows and exchange between
all stakeholders affected by potential risk scenarios, (iii) to prevent and contain
negative effects linked to the manifestation of such events, (iv) ultimately, to
facilitate mitigating and preemptive actions to global risks7.

In conclusion, and more generally, the KuU approach signals the opportunity,
and the concrete possibility, to cope with risks of the global society. The full
recognition of complex “menaces”, and their study and analysis make it possible
to gradually transform such negative scenarios in risks which can be assessed and
ultimately managed.

This stands in stark contrast to the thesis of those who, instead, maintain that
the new “menaces” to the “society of risk” cannot be understood, measured and
managed8; they would therefore be destined to transform themselves in risk
conflations leading to global and permanent damages to society.

Fig. 25: Knowability and risk: The KuU approach to total risk.

7 An instance is provided by combinations of internationally agreed governments limits on carbon
emissions and the partial marketisation of environmental risk through carbon trading.

8 The reference is the Beck’s (2001) doom approach to the “society of risk”.
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GRUPPI BANCARI ED ASSICURATIVI:
VERSO UN LEGAME SEMPRE PIÙ STRETTO?

Sommario

Il presente lavoro, concepito originalmente come presentazione di diapositive, è
organizzato come segue: il Paragrafo 1 introduce il concetto di “Bancassicurazione”,
evidenziando le ragioni di tale sinergia. Il Paragrafo 2 è dedicato ad una breve valutazione
degli sviluppi del mercato interno e delle prospettive a livello mondiale; sono inoltre
evidenziati il concetto di “premier performance” e di modelli “selective conglomerate”.
Il Paragrafo 3 individua i benefici potenziali ed esamina le opportunità nel combinare
attività bancarie ed assicurative. È presentato il modello gestionale delle holding finanzia-
rie e riferimenti sono fatti a modelli di successo, quali il KBC. Il Paragrafo 4 esplora con
un certo dettaglio i modelli di rischio e collocazione del capitale in banca e nelle
assicurazioni e i relativi, principali, filoni di sviluppo.

Particolare attenzione è data al terreno comune del rischio strategico e globale, che
direttamente ed indirettamente condiziona l’intero settore finanziario, specialmente ban-
che e assicurazioni.


