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3. Discussions with Senior Executives in local and global financial services
organisations (see stage 3).

4. Consultation with the Deloitte Global FSI team

We also consulted widely with members of the Deloitte Global Financial Services
Team including sectoral leaders and country leaders.

The key output from this stage of the project was a detailed research deck
separately covering:

e Banking
e Insurance
e Asset Management

This was circulated to the IDA and a workshop with the IDA was held on March
24th to present and discuss the trends likely to shape the industry.

Stage 3: Consultation and Analysis

Stage 3 of the project involved the Deloitte team engaging and meeting with
International financial services organisations in both Ireland and abroad

The purpose of these meetings was to:

1. To determine their views on the key trends shaping the industry and having
an impact on their organisation

2. To understand how the operating models of organisations are developing
in reaction to global trends in their sector

3. To understand their views and perceptions on the relative strengths and
weaknesses of Ireland as a location for international financial services.

Initial interviews took place at the start of March and continued until June. In this
time over 60 interviews were conducted with over 30 leading organisations across
all sectors of the financial services industry by the core project team. In addition
further research trips were made by the core team to London and New York to
meet with key industry and Deloitte experts. The interviews were conducted on

a “no names” basis to ensure a full and frank exchange of views.

We also met with industry representative groups and other stakeholders in the
sector to obtain their perspectives on Ireland’s relative position as an international
financial centre and potential areas of development. We met with representatives
from the following bodies:

Government/industry associations

Fsl N Francusenices - Departmentof the Taoiseach [ IERRRMEY 1FSC Banking and Treasury Group (2
DAA " shStockExchange W s IESC Funds Group (2
Irish Bankers’ Federation IFSRA ..o IFSCInsurance Group 2)

FiBi Asset Management Task Force
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Stage 4: Evaluation and Assessment

In the final stage of the project we considered the analysis, perspectives and
insights from the research stage and developed our views on the key areas
of opportunity and the key actions required to exploit these opportunities.

Overview of approach

Research 9

Interviews with FS
organisations

Discussions with the
Deloitte International

Team o A

Discussions with IDA |

o/

During this stage:

e We consulted with the Deloitte global network

" |Impact on organisation

Global FS trends

structures/operating
models (value chain)

s A e

Ireland 2004: Relative
strengths and
weaknesses

. Taxation

. Skills

. Promotion

. Regulatory/
Legal

e We conducted follow up meetings with key industry participants

e We held numerous meetings with the IDA steering group
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2. Global Trends

2.1 Introduction

In this section we have summarised the key global trends that are likely to shape
and influence the financial services sector over the next 5 plus years. We have
also included an assessment of the implications of these trends for Ireland as a
location for international financial services in order to identify the potential
opportunities they may create.

The trends are based on extensive desktop research drawn from a large number
of external sources, the views of Deloitte international financial services experts
and the views of senior executives we interviewed during the course of the project.

The trends were collated into an extensive research deck outlining the trends in
each sector:

e Banking
e Asset management
e Insurance

This research deck is included as part of the final report pack. In this report we
have not attempted to replicate the deck but rather to summarise these trends
into a number of broad headers on a cross sectoral basis namely:

Operational trends

Technological trends

Regulatory developments
Customer/product/distribution trends

This is preceded by an overview of each sector and our views on how the sector
is likely to develop in terms of industry structure (consolidation, M&A etc.) and
market growth potential.
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2.2 Industry structure and market growth potential by sector
2.2.1 Banking
Overview

The banking sector is the largest industry sector in the world with a total market
capitalisation in the region of $2,300 billion. Globally there are approximately
15,000 financial services institutions employing in excess of 10 million people.

The industry is generally served by three types of institutions: Global banking
organisations, the existing local/niche market banking organisations and new
entrants into the market such as non financial services organisations.

1. Global banking organisations are organisations that have a dominant presence
in their local markets coupled with a large presence/activity base overseas.
Organisations that fall into this category include Citigroup, JP Morgan Chase,
UBS, Deutsche Bank and HSBC.

2. Local/Niche banking organisations include organisations who have a strong
presence in their local markets but have a limited presence/activity base
overseas. Examples here include organisations such as Caisses d’Epargne,
Abbey National Bank, BOI and AIB.

3. Finally, new entrants to the industry such as non financial services
organisations are a third type of market player. These new entrants who
generally are mono line firms specialising in one category or product use
aggressive marketing strategies, operate from a reduced cost base and have
an improved speed to market over traditional players. New entrants here
include Microsoft, Intuit, GE Money and Virgin.

The industry is typically defined within the following sectors: Retail Banking,
Commercial Banking, Capital Markets and Asset Management.

Figure 2.2.1 Industry overview: Banking

Regulatory Environment

Retail Commercial Capital Markets/ Asset
Banking Banking Investment Banking Management
Mortgages Credit Asset Real Treasury Corporate Discretionary
Fund
Cards Finance Estate Finance Mai ent
Private Retail Payment Export/ Retail Securities Non
) Lending And Trade Discretional
Banking and Settiernent Finance Brokerage Fund &
Deposits Management
Factoring/
) Agency
Leasing )
Senices
Banking Infrastructure
LT. HR Finance Risk
Management
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2.2.3 Insurance
Industry overview and structure

Insurance is a multi-trillion dollar business of risk. In exchange for a premium,
insurers promise to indemnify (compensate, monetarily or otherwise) individuals
and businesses for future losses, thus taking on the risk of car accidents, fires,
floods, hurricanes, earthquakes and just about any other disaster possible.

The insurance market remains relatively fragmented with little cross border business

The market is relatively fragmented on a global basis. There are a number of
large players with substantial international operations (Allianz, AXA, ING, AIG etc.)
but in most markets local players dominate. Reinsurance, on the other hand, is
relatively concentrated. The top 4 reinsurers meet more than one third of the
world’s reinsurance demand. Key players include Munich Re, Swiss Re, Berkshire
Hathaway, Employers Re and Lloyds. Table 2.2.3 details the world’s largest
insurance companies by market capitalisation.

Table 2.2.3 World’s largest insurance companies by market capitalisation (2002)

Company Country Market Cap($m)
American International Group us 188,464.2
Berkshire Hathaway us 109,037.4
Allianz Germany 63,306.7
ING Netherlands 53,905.6
Munich Re Germany 43,787.9
AXA France 39,343.3
Generali Italy 31,080.2
Marsh &McLennan us 30,963.4
Swiss Re Switzerland 29,246.1
Allstate us 26,858.6

Source: FT.com

Life insurance constitutes the biggest segment of the insurance industry. The
other major segments are reinsurance and property/casualty. Other basic types of
insurance include health, homeowner’s, renter’s, auto, boat, workers’ compensation,
disability and long-term care. Most of the big global insurance firms are multi-line
insurers, i.e. they operate in both the life and non-life markets.

Given the relative maturity of the insurance sector, most leading insurance
companies have broadened their array of financial services into areas such

as investment management, annuities, securities, mutual funds, health care
management, employee benefits and administration, real estate brokerage, and
even consumer banking. Asset Management is an integral part of the insurance
sector as most insurers include a wide array of savings and investment products
in their portfolio.

Global premium volume in 2002 amounted to $2,627 billion, of which $1,536 billion
was attributable to life insurance and $1,091 billion to non-life insurance. Adjusted
for inflation, this translated into 5.5% growth over the previous year. Growth was
3.0% in life insurance and 9.2% in non-life insurance because of premium hikes
post September 11.
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The industry is currently in a period of retrenchment and consolidation

The 1990’s saw insurance companies pursue strategies of expansion. This took
the form of expansion into new lines of business (i.e. life companies started
offering non-life products), new markets and also the acquisition of local market
players and specialists. However these strategies did not lead to levels of growth
anticipated. As a result, companies have now started to concentrate on core
markets and to focus on the delivery of products in which they excel. This has
sparked a trend towards consolidation. Industry consolidation is therefore being
driven by the search for increased market share, increased product capabilities
and increased scale as organic growth is difficult in a mature market.

The merger and consolidation trend will almost certainly continue for the next five
to ten years. This activity could eventually lead to an industry consisting mostly of
large companies and smaller niche players, with few mid-sized companies. Table
2.2.4 summarises the top M&A deals in the insurance sector in 2003.

Table 2.2.4 M&A Activity in the insurance sector — Top deals 2003

Acquiror Target Transaction value ($m)
St Paul Companies Travellers Property Casualty 16,136
Manulife Financial John Hancock FS 11,063
Great-West Lifeco. Canada Life Financial 4,694
Daido Life Insurance Co. Taiyo Life Insurance Co 2,514
AlG GE Edison Life Insurance Co 2,150
Prudential Financial CIGNA (retirement business) 2,100
RBS Group Churchill Insurance Co 1,832
Unipol Assicurazioni Winterthur Assicurazioni 1,701
AXA Financial MONY Group 1,476
Liberty Mutual Group Prudential Fin. (US P&C bus.) 550

Source: Thompson Financial Services Company
Outsourcing remains popular

Outsourcing in insurance continues to be a popular business model given the
‘focus’ strategy of many insurers. To date, outsourcing in insurance has, in the
main, been of critical, non core processes e.g. company does its own underwriting
but outsources the rating of policies, claims processing, and customer support.

Figure 2.2.4 QOutsourcing in insurance
Finance Procurement

Claims processing Billing

Contact
centres

Pricing Underwriting
Core

Policy and customer acquisition  [ZPSEEE

Policy administration

Gartner expects levels of claims business process outsourcing to increase during
the next three years, but with continued reliance on task-outsourcing, rather than
outsourcing the complete claims process.
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2.2.4 Implications: Summary of sector attractiveness for an international
financial services centre

Banking — Retail
e Limited opportunity given national focus
e Monolines may present best bet

Banking — Wholesale Investment
e Good potential especially with large global players
e Alternative capital markets growing rapidly

Asset Management

e Excellent growth prospects

e Investment servicing provides significant opportunities

e Scale players and specialists are likely to be the winners

Insurance

e Limited potential in the short-term outside of re-insurance/large risks

e Over long-term this sector could provide substantial potential opportunity
especially in certain types of mass/retail risks
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2.3 Operational trends

2.3.1 Globalisation of the operating model: The most significant trend in
financial services

The move towards a global operating model is seen by many as the most
significant trend in financial services.

A key recurring theme during the research and interview programme was the drive
by financial institutions to improve/optimise their operating models. In other words
these organisations are relooking at how activities are structured (nationally,
regionally, globally etc) and where they are located. This was described by

one senior executive as the ‘industrialisation’ of financial services.

Offshoring continues to show high growth

Deloitte research recently completed a global survey of the “Top 100” financial
institutions to gain insights into this trend. Our survey indicated that global players
expect on average 20% of the industry’s cost base to have moved offshore by
2010. In that time the 100 largest financial institutions in the world will have moved
nearly $400bn of their cost base offshore. Given that approximately 3.5 million
people are employed in the world’s top 100 financial institutions and that 75%

of the top 100 financial institutions are actively pursuing offshoring strategies this
could translate into approximately 500,000 jobs being displaced (This is based

on a 80:20 split between those retained onshore and those moved offshore).

The larger global players are driving this agenda and are actively pursuing
strategies of relocating activities to lower cost locations (both ‘nearshore’ and
offshore). Notwithstanding this there is no single defining strategy for offshoring.
Approaches being taken vary considerably and are situational (i.e. they are
dependent on the current organisation structure and operating model).

At present there is a strong indication of polarisation between global financial
institutions and small domestic players. The vast majority of the largest FS
companies are actively pursuing offshore relocation strategies whereas the
smaller domestic players are considering the competitive impact.

What activities are being moved?

The focus of offshoring at present is on IT, back office and low level customer contact.

Table 2.3.1 Processes FS firms intend to perform offshore*

Answer options Answer %
Applications related 71%
Call centres 61%
Business transaction processing 59%
Customer transaction processing 51%
Other IT related 33%
Contact support and handling 33%
Processing and settlement 31%
Real time customer transactions 29%
Operations 29%
Accounting and finance 24%
Payroll 24%
Human resources 22%
Data centre operations 16%
Others 9%

* Respondents were allowed multiple choices and responses aggregate > 100%

Source: Deloitte Research (Global Offshore Survey March 2004)
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The first wave of offshoring (high volume back office, low level customer contact,
IT applications related activities) is unlikely to present an opportunity for Ireland.

In discussions with our global team we understand that in certain recent relocation
decisions Ireland was not seen as a viable alternative. This was also borne out by
our global offshoring survey which indicated that India will dominate this space.

It was generally felt by the companies we spoke to that this trend is a threat to

some of the existing international financial services base in the short term. It is

inevitable that there will be some leakage over time. In fact there is evidence of
some back office activity having already been moved to low cost locations.

Notwithstanding the above, as the focus moves to middle office/front office activity
there is likely to be a substantial opportunity for Ireland. One company told us that
it was actively investigating the relocation of middle office activities (sales,
administration, support etc.) from continental Europe to Ireland.

Cost efficiency is the main driver but not the only one

Cost reduction was cited as being the main driver for reorganising/changing the
operating model. In some situations offshoring is simply a short term response

to cost pressures. In other organisations it is part of a more strategic location
strategy. However cost is by no means the only driver. A key factor mentioned by
a number of companies was security and operational resilience. After 9/11 many
experienced severe operational problems. The awareness of these issues was
further heightened by the SARS outbreak. Using a distributed model with common
processes and infrastructure ensures that if one location is ‘down’ operations can
be quickly transferred to another. This was borne out by the survey results.

Figure 2.3.1: Main drivers for offshoring

Other

Revenue opportunities
Business continuity planning
Operational flexibility

Improved quality

Cost reduction 30%

0% 5% 10% 15% 20% 25% 30% 35%
Source: Deloitte Research (Global Offshore Survey March 2004)
Existing locations get a high priority

The key factors in selecting offshore locations are cost, operational risk, cultural
compatibility (language etc) and specialised industry knowledge. However, there
is a tendency of FS institutions to stick to locations that they know well and where
they have had a positive experience. It is a much easier and less risky strategy
to pursue existing locations.
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Figure 2.3.2: Key factors in selecting an offshore location

Others

Time zone

Communication and infrastructure
Low political risk

Industry expertise
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Cost 23%

D:% 5‘I36 10I% 15I% 20I% 25%
* Respondents were allowed multiple selections and aggregate totals are shown
Source: Deloitte Research (Global Offshore Survey March 2004)
2.3.2 Implications for the international financial services sector in Ireland

The trend towards optimisation of the global operating model is likely to present
a good opportunity for Ireland over the next 5 years, for a number of reasons:

e The level of displacement is likely to be substantial (¢ 500,000 positions
by 2010)

e The largest financial institutions are driving the agenda and existing
locations tend to get a high priority (over 50% of the Top 50 financial
institutions have operations in Ireland)

e Although not the lowest cost location Ireland has significant competitive
advantages in other areas such as:

- Political stability

- Deeper pool of industry expertise
- Cultural compatibility

- Closer time zone to the US

Ireland may not gain significantly from the “first wave” of offshoring where the
focus will be on highly scaleable processing activity, low level contact centres
and IT applications related activity. However as the focus moves towards more
complex activities typically located near HQ and major financial centres often
categorised as “middle office” there is likely to be opportunity potential for
Ireland.
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2.4 Technology trends
2.4.1 Investment in technology is expected to accelerate

Global IT spending by financial services institutions amounted to $337bn in 2003.
Our research indicated an acceleration in technology investment with a notable
shift in expenditure from maintenance to upgrading systems capabilities. For
example, according to TowerGroup, I.T. spending in banking is expected to grow
at 6-7% p.a. for the foreseeable future. System requirements are being driven
primarily by:

Cost reduction/operational excellence

Risk management and regulatory compliance
Business intelligence

Security and operational resilience

Cost reduction/operational excellence

Financial institutions are increasing their investments in technology designed to
make fundamental improvements in overall efficiency principally in what’s called
“straight through processing”, and workflow automation, for example:

e Automated loan systems — US mortgage lenders are expected to spend
$193m in 2008 for automated loan systems, nearly six times current
expenditure, according to TowerGroup

e Automated claims processing

e Branch technology to free up staff time for customer service/cross selling

Risk management/regulatory compliance

Driven principally by Basel Il banks are investing significantly in their credit and
risk management processes. The new systems will be expensive to implement
given the sizable investments in data and analysis systems. In fact the IT
requirements of Basel Il are likely to match those needed for Y2K conversion
work. Large European banks will each spend, on average, $139m over five
years to comply with Basel I, according to Forrester research.

Apart from Basel Il there are other regulatory requirements driving technology
spend e.g. the EU Savings Directive which requires asset management
companies to ensure they have up to date information systems to comply with
tax withholding requirements.

Note: see section 2.5 for an outline of the key regulatory developments.
Business intelligence

IT continues to offer FS companies the ability to gather new source of information
to run their business. Implementing the correct system can allow organisations to
deliver competitive advantage. For example, CRM applications can allow firms to
achieve a more sophisticated understanding of customers by integrating
information across multiple databases and delivery channels. CRM project
investment alone will be approximately 6% of the global |.T. spend in the banking
sector next year. Increased competition is driving financial services organisations
to increase “their share of customers’ wallets” and obtain more revenue from fee
generating products. Existing cross selling ratios are widely acknowledged as
being low (e.g. 2.0 in the US and 2.1 in Europe). This will lead to an increased
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focus on customer analysis and segmentation using business intelligence and
CRM applications. The growth potential of this trend is evidenced by the recent
acquisition in April 2004 of Eontec Limited (an Irish company specialising in
leading edge java based customer banking solutions) by Siebel Systems for
€130 million.

In insurance the shift in focus from a dependence on investment income to
underwriting profit are persuading leading insurers to move to a more analytical
and data-based approach to underwriting that will allow them to set prices based
on the expected profitability of the business. For example Zurich North America
has developed an ‘underwriting workstation’ that gives underwriters the tools to
focus on analysing information, rather than collecting data. It also enforces a
consistent underwriting discipline by integrating data streams in a wide range

of areas.

Security and operational resilience

Finally, security and operational resilience factors are important considerations

in IT investments. The events of September 11th reinforced the essential need

for systems to be backed up and IT platforms protected. This has seen a move
towards offsite IT backup facilities in order to alleviate any potential crash at a
company’s HQ. The concept is to protect information and facilities at several points.

2.4.2 Implications for the international financial services sector in Ireland

Arising from the factors outlined above it is clear that there will be significant
investment in IT Systems over the next 5 years. Major IT programmers will
be (and indeed have been) launched with tight timeframes.

Within IT the “extended delivery” model is becoming more prevalent i.e.
application development is spread across two (or more) locations. India
is a preferred low cost location for extended delivery. However there is
an opportunity for Ireland to position itself within this chain by leveraging:

e Its reputation as a centre for software development

e The use of a “24 hour clock” for large project delivery. The working days
of India, Ireland and the US almost represent a full 24 hour clock with
adequate overlap to enable effective project management and handovers.
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2.5 Regulatory developments

2.5.1 The tidal wave of regulation: Explosive growth in global and local
regulation

In the last number of years there has been explosive growth in both global and
local regulation throughout the FS sector as authorities have reacted to a number
of recent corporate scandals as well as the need for better consumer protection.
Some of the more notable new regulations are outlined below.

Table 2.5.1: Summary of recent regulatory developments

Area Regulations Detail

Capital Basel Il, EU Capital New capital adequacy regulations are being introduced to
adequacy Adequacy Directive, | help prevent against corporate failures. E.g. Basel Il (due to
Insurance Directive come into force by the end of 2007) focuses on the amounts
of capital a bank will be required to set aside in order to

carry out different type of business (operational/credit risk
assessment). Although it only applies to banking, it influences
other sectors by influencing regulators viewpoints.

Corporate Sarbanes-Oxley, Across the globe, the movement towards improved corporate

governance | Turnbull Review, governance is gathering pace with an unprecedented number
Financial of initiatives undertaken or planned for implementation over
Conglomerates the coming years. In the US the Sarbanes-Oxley Act will
Directive, IAASA drive tougher and more transparent financial reporting

and disclosure in public companies operating in the US.
Furthermore, it will significantly influence legislation in
other countries.

Anti money | Patriots Act Anti money laundering legislation is focusing organisations on
laundering the need to be wary of unusual transactions. In the US, the
Patriots Act 2001 requires suspicious transactions of $5,000
or more to be reported adding to the administrative burden.

Financial IFRS Financial reporting standards continue to be reviewed and
reporting updated. In particular the drive towards a unified set of
accounting standards continues. This is not merely an
accounting issue but extends into systems and management
information matters.

Overall, the effect of increased regulation and compliance requirements will be to
create additional operational challenges for financial services firms through adding
to the administrative and back-office workload. Complying with these new
requirements will have significant time and cost implications for processes, IT
systems and staff training. As noted previously Forrester research predicts that
large European Banks will spend on average $139m each over the next 5 years
to comply with Basel Il requirements while HSBC estimates that it will spend over
€400m during 2004 in order to implement systems to ensure compliance with
various regulatory requirements. In the US large firms are expected to spend

as much as $25 to $30 million on Anti-Money Laundering technologies.

While the cost may be high regulatory adherence will remain a competitive
necessity and as firms expand abroad, it is imperative that they closely monitor
the individual country compliance needs in each territory in which they operate.
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2.5.2 Implications for the international financial services sector in Ireland

What are the implications for the international financial services sector in
Ireland?

1. Major growth in asset securitisation

Asset securitisation is expected to experience major growth over the next 5
years. This will be driven by a more accurate assessment of market, credit and
operational risks for all banking products and the amount of regulatory capital
that needs to be maintained in accordance with Basel .

The growth in securitisation was acknowledged by the Securities Expert Group
which was established to report on progress and prospects arising from the
Financial Services Action Plan. In its report issued in May 2004 it stated “One
of Europe’s most innovative and rapidly growing financial market sectors is
securitisation, which has developed as an alternative capital markets, financing,
funding, arbitrage and risk shifting mechanism?”.

Although at a nascent stage of development Ireland is rapidly growing as a
securitisation centre. We believe there is an opportunity for Ireland to further
enhance its standing as a leading centre for debt issuance and asset
securitisation in Europe.

2. Increasing importance of risk management skills

Risk management skills and in particular mathematical/analytical literacy will
be increasingly in demand by financial institutions. There is currently a global
shortage of these skills in financial services and hence their availability will
become progressively more important as a driver for locating “middle office”
type activity.

3. Increased IT investment
See section 2.4.

2.5.3 Deregulation in Europe — The Financial Services Action Plan

The Financial Services Action Plan (FSAP) was launched by the EU Commission
in 1999 to progress the creation of a single market for financial services in the EU
by having harmonised legislative and regulatory approaches. The Commission
believes that a soundly regulated, competitive single financial marketplace is

the best guarantee that European financial institutions can prosper in rapidly
globalising financial markets while delivering sound and innovative financial
services/products which meet the needs of consumers and investors.

The legislative phase of the FSAP is drawing to a close. 39 of the 42 identified
measures have been agreed and are going through a process of national
legislative implementation.

A newly constituted network of regulators and supervisors has been established
to ensure the new rules are implemented and enforced consistently.

A recent report by the Expert Groups established by the EU Commission to report
on progress and prospects for the integration of financial services in Europe
indicated that apart from investment banking the extent of integration was
relatively limited to date especially in retail financial services. Notwithstanding

this it believes that over time the creation of a pan European market will come

to pass and that large financial institutions are planning on that basis. The report
comments “what is certain is that many market operators now have European
horizons when planning their business strategies”.
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2.5.4 Implications for the international financial services sector in Ireland

This should present opportunities for Ireland as a location for international
financial services. The increasing integration will obviously create greater
openings for international FS organisations to create better leverage of
skills/competencies across EU markets. The EU market is becoming
increasingly more attractive to non European players following EU enlargement.
Ireland has a reputation as being a gateway to Europe and with the introduction
of holding company legislation there is an opportunity to position Ireland as
being a European HQ location for US financial institutions.
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2.6 Customer/products/distribution trends

In this final section we have summarised the key trends related to customers,
products and distribution channels.

2.6.1 Customer trends
The rise of consumerism

The increase in consumerism means customers are better educated, more
sophisticated, more demanding and request price and product transparency.
Greater levels of consumer knowledge of financial products and services will

lead to consumers becoming less brand sensitive and loyal. At the same time
regulatory bodies for financial services are increasingly focusing their attention

on protecting the rights of the consumer. For example in asset management, given
the significant scale of capital losses suffered over the recent market downturn, a
more demanding asset management customer has emerged with a more stringent
set of requirements for companies to meet such as:

Objective investment advice

Improved investment performance

More product choice

Realistic and transparent changes

Clarity of product/investment strategy

More effective management of all aspects of risk

A similar trend is evident in insurance where tools such as the internet allow
consumers to shop around and compare rival product offerings. This results in
lower barriers to change and increased competition, transferring bargaining power
to the customer.

Increasing levels of customer affluence

A second major customer trend we identified was increasing levels of consumer
affluence. In the US the baby boom generation, the wealthiest ever, despite

falling stock markets is experiencing the largest wealth transfer in history. MS
estimated that there were 17.9m ‘mass affluent’ households in the US in 2002

with expectations that this number was to grow by 10-14% p.a. through 2005.

In the UK Datamonitor estimate that there will be 5.5m ‘mass affluent’ households
by 2006, up from 4.4m in 2001. Because of growing levels of customer affluence
financial institutions are increasingly targeting the high net worth and mass affluent
as key market segments. Tower Group estimates that the number of millionaires is
growing by 12% p.a.

Increasing levels of consumer debt

Finally, consumer debt has risen dramatically over the past ten years. Household
debt levels now exceed 100% of disposable income in the US and over 120%

in the UK. These high levels have resulted in huge amounts of debt being written
off impacting both banking profits and the capital base of organisations. It is
anticipated that banks will be forced to write off further large levels of debt over
the coming years. Combined with the Basel Capital Accord risk management
requirements, rising levels of consumer debt has increased the focus on the
robustness of existing credit risk management systems and will force improved
standards and application of credit assessment methodologies.
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2.6.2 Product trends

Significant increase in demand for non-traditional and more customised
products

As consumerism impacts on demands and expectations so too the mix of products
on offer to customers must be updated accordingly. In asset management firms
have responded to changing customer demands by streamlining both their product
and client portfolio. The industry has seen a notable rationalisation of products as
funds have been merged in order to eliminate duplication and reduce marketing
and processing costs.

Firms now understand that in order to increase assets under management (AUM)
they must offer clients the range of products they are seeking. Asset allocation
trends have reflected these strategies and have seen a move away from equities
towards fixed-income instruments, guaranteed products, cash and in particular
alternative investments as investors search for positions that are not correlated
with the market. As a result of this the asset management sector has witnessed
a significant growth in hedge fund assets in the last number of years and a
demand for separately managed accounts.

Figure 2.6.1: Growth of global hedge fund assets under management (US$Bn)

700
600

500

400

US$bn
300 A

200 +
100 4

1985 1996 1997 1998 1899 2000 2001 2002 2003

*Third Quarter 2003
Source: Hedge Fund Research

A similar trend has occurred in insurance where there has been a decline in the
demand for traditional life insurance products and towards income continuance

and asset accumulation products. Insurers are redesigning their product lines to
ensure they are matching customer needs (in other words investment products

with an insurance wrapper).

2.6.3 Implications for international financial services sector in Ireland

1. Product development and speed to market will be critical

Going forward fund promoters will need to develop appropriate customised
products and services for the mass affluent segment. Mutual fund companies
have been built on a model of serving the mass market with relatively
standardised products. To be successful in the mass affluent market asset
management firms will need to be able to provide a wide range of investment
products tailored to unique customer requirements.
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2. Cost effective servicing leveraging technology will also be key

They will also need to service these customers in a more cost effective way as
the fees generated from the mass affluent segment will be considerably lower
than the HNW segment.

Consequently there will be an opportunity for fund administrators who can
leverage technology to service these customers on a more cost effective basis.

3. Growth in alternative investments
Global hedge funds under management have doubled over the past five years
and are now considered to be a high growth sector.

The alternative investment asset management is fragmented and dominated by
small boutique style operators. There may be an opportunity to position Ireland
as a location for hedge fund management by targeting small boutique players
from London.

4. Increased investment in credit/risk management systems

2.6.4 Delivery channels
Productivity of distribution channel is in focus

Given the nature of the service, delivery channels for insurance and asset
management products have come under scrutiny as organisations reengineer
their business models. Within asset management, firms are streamlining their
distribution networks to focus efforts on the most effective partners and channels.
While ownership of the distribution network allows for control of the customer
relationship, the expense of direct selling is forcing asset management firms to
rely on 3rd parties or intermediaries for distribution. E.g. 10 years ago 40% of
mutual fund sales in the US were sold directly, the figure is now less than 18%.
In Europe it is likely that companies outside of the top tier will elect to specialise
in one or the other area (fund manufacturer v’s distributor) and then ‘partner’ with
distribution channels going forward.

Correspondingly within insurance productivity of distribution channels is now a key
concern of insurance companies and many are focusing on distribution channels
as a means of cost reduction. One survey estimated that nearly nine out of ten
insurance CFOs ranked distribution as one of the most strategic issues facing

the company. The Bancassurance model continues to exhibit mixed results with
significant life insurance gains in some regions such as Europe (Spain, France
and ltaly) and expected growth in Asia. In the US Bancassurance is still not a
major threat.

Continuous growth in new delivery channels

Finally the internet maintains its potential to radically alter distribution in financial
services. This creates the opportunity for financial services organisations to
differentiate themselves and generate new revenue streams over the coming
years. Progress varies across sectors however. In banking consumers are slowly
moving online. Forrester estimate that 1 in 5 Europeans bank on-line — more than
60 million people, while Jupiter estimate that 20 million consumers in the US
banked online during 2003. The internet applies itself well to basic transactions
and commodity products. This is in contrast to insurance where generally the
internet has not developed as a distribution channel. Some product segments
have adopted it (e.g. motor insurance), but traditional methods such as agents,
brokers and call centres continue to dominate. In asset management market
sentiment is mixed on how effectively technology has been deployed.
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3. International Financial Services in Ireland - 2004

The purpose of this section is to provide a high level snapshot of international
financial services in Ireland today and to outline its perceived relative strengths
and weaknesses based on interviews with financial services executives located
in Ireland and also in major financial centres overseas.

3.1 Overview of the International Financial Services Sector in
Ireland

3.1.1 Ireland has been hugely successful in developing an international
financial services sector

The development of the international financial services (IFS) sector in Ireland
began in earnest with the establishment of the International Financial Services
Centre (IFSC) by the Irish Government in 1987. Given the rapid growth in the
financial services industry worldwide during the 1980’s, the intention of the IFSC
was to capture a share of this growth for the Irish economy by offering a range of
tax and other incentives to those companies establishing qualifying operations in
the IFSC. The need to establish within the IFSC was ended in December 2000
when a universal corporation tax rate of 12.5% was introduced.

Since the beginning of the IFSC, Ireland has proven to be an attractive location
for many of the world’s leading financial institutions. This has resulted in Dublin
being recognised as a world class centre for a wide range of internationally traded
financial services and their support activities. In total, there are approximately 450
international institutions directly operating from Ireland including over 50% of the
top 50 global financial institutions. These institutions provide a broad range

of services including banking, asset financing/leasing, corporate treasury
management, asset management, custody and administration, securities

trading and international insurance and assurance activities.

While no single source captures IFS employment we have estimated that there
are approximately 20,000 persons employed. This is based on Finance Dublin’s
recent estimate of 16,000 plus a further 4,000 related to certain support activities
(such as software development, customer contact centres, back office processing)
which have not been included in Finance Dublin figures. It also excludes the
substantial spin off activity in professional services (in particular legal, audit

and tax services) which are an integral part of the industry.

Figure 3.1.1 Estimated employment in IFS in Ireland

Funds/Asset Sector Estimated employment
Management Funds/AM 8,600
429%, Banking 7,500
Insurance 4,200

Total 20,300

Insurance

21% Source: Finance Dublin, IDA, Deloitte analysis
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3.1.2 Diverse range of activities across all sectors
A broad range of activities takes place across all sectors.
Funds/Asset Management

The Irish Funds Industry is perhaps the best known success story in IFS in
Ireland. It is the largest employer in the sector having achieved extraordinary
growth since the early 1990s. Dublin now plays host to a number of significant
sector players including State Street, Bank of New York Northern Trust, BISYS,
JP Morgan, Mellon, CitiBank, SEI, HSBC, Fortis, PFPC, Pioneer and many others.
Dublin’s reputation as a major international centre for funds administration and
servicing lies at the core of the sectors growth. This includes the administration of
Irish domiciled funds as well as funds domiciled in other jurisdictions and covers
activities such as fund administration, transfer agency, custody services and asset
management.

The latest industry statistics published by IFSRA (April 2004) lists the number of
Irish domiciled funds at 3,619 with a value of over €400bn. Fitzrovia estimate the
number of non-lrish domiciled funds administered in Ireland in June 2003 as 1,654
with a value of $183bn. Combining the figures from IFSRA and Fitzrovia the net
asset value (NAV) of total funds administered in Ireland in June 2003 is estimated
at nearly €600bn.

Dublin has also developed into a leading centre for alternative investment activity.
During 2003 the DFIA undertook research on alternative investment funds (AIF)
serviced in Ireland. This showed that there are now 2,113 AlF, with a total net
asset value of almost $200bn, serviced in Dublin. Of these funds, more than

half are hedge funds with assets of $129bn.

In total, Finance Dublin estimates that there are ¢7,900 persons employed in the
funds industry.

Asset management activities (investment research and strategy, portfolio modelling,
asset allocation and investment decisions) are relatively underdeveloped compared
to asset servicing activities. According to IAIM assets under management (AUM)
in Ireland amounts to c€200bn which represents about 0.5% of global AUM. The
two largest players in Ireland are Pioneer and BIAM which account for about 65%
of assets managed.

Banking

Dublin currently plays host to many of the world’s top banking institutions including
Citibank, Hypo Real Estate Bank International, Rabobank, Scotiabank, Bear
Stearns, Merrill Lynch, Depfa and Unicredito. International bank assets were
estimated at €223.4 billion at the end of 2003, according to the Central Bank
(which is an increase of 21.2% from the previous year). According to the Irish
Bankers Federation (IBF), by 2002 some 90 banks and other credit institutions,
combining Irish-owned and foreign-owned institutions, had been authorised to
conduct business here. Of these 90 banks and subsidiaries, the vast majority

are foreign banks or majority-owned subsidiaries of foreign banks.




Review of the International Financial Services Sector September 2004

Ireland has a good reputation for the range of activities within the international
wholesale banking market carried on here including debt issuance, treasury
management, transaction services and execution, securitisation, structured finance
and asset financing. Over the last year there were some notable developments in
these areas including:

e Hypovereinsbank’s decision to spin off its property financing division into a

separate Dublin headquartered bank, Hypo Real Estate Bank International

This is the first wholesale commercial property bank to establish in Ireland

and with total assets of €25bn it is now one of the largest by asset size.

Daiwa’s decision to locate its headquarters in Ireland

GE locating its treasury operations here

Scotiabank expanding its operations

The Irish covered bond market had a total issuance for 2003 of over €10bn

with both Depfa ACS Bank and WestLB Covered Bond Bank emerging as the

two major players.

e Unicredito ltaliano Bank (Ireland) Plc launched the first issuance of a CD to
Irish investors by an Irish bank. This was facilitated under the wholesale debt
tax legislation introduced in Finance Act 2003

e Changes within the Finance Act 2003 allowing securitisation vehicles to issue
collateralised debt obligations (CDOs), enhanced Ireland as a securitisation
jurisdiction enabling further growth over the last year. Changes to our VAT
legislation in 2004 should also assist future growth. By the end of 2003 there
were over 1,500 specialist debt securities listed on the Irish Stock Exchange
(Finance Dublin).

Insurance

At an early stage Dublin became an extremely attractive location for writing both
life and non-life policies with many of the world’s leading general insurance and
reinsurance companies establishing operations in the capital. These include
Allianz, AIG, Cologne/Gen Re, XL, Swiss Re, QBE and Prudential. Ireland has
also established itself as a captive location for insurance captives owned by large
corporate groups. Most of the major captive managers are located here including
Marsh, AON and AIG.

Ireland has a particular reputation in the areas of health insurance/assistance
guarantee (e.g. Europ Assist); life insurance (Nascent Life, Grow Life); corporates
(captives, reinsurers and direct such as Aon, Swiss Re and XL Europe); Third
party administration (Friends First International); and IT and claims processing
for the insurance sector (Cigna, Pacificare). Irish based life insurers wrote
approximately €5.85bn of premiums in 2002, making Dublin Europe’s largest
cross-border life centre ahead of the Isle of Man. To date approximately 190
captive insurers have set up in Ireland including subsidiaries of Motorola, IBM,
Intel, Philips.
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3.2 Ireland’s Relative Strengths and Weaknesses as a location
for International Financial Services

As part of the interview and consultation phase we asked the various
organisations to identify (in their view) Ireland’s relative strengths and weaknesses
as a location for International Financial Services in order to get insights into:

e What gives Ireland its current competitive advantage
e What areas need to be focused on in order to provide future competitive
advantage

These comments are summarised below.
3.2.1 Fiscal Environment
The low corporation tax rate is a significant factor

The corporation tax regime was cited as being one of the key reasons for
originally establishing a base in Ireland. The low tax rate together with an
attractive suite of double taxation agreements were considered important.

The significance of the corporate tax rate in the location decision cannot be
underestimated. Introduced in 1987 as an inducement to attract IFS companies

to Dublin, the sector responded accordingly with a host of operations established
to take advantage of the 10% rate. As Ireland positions itself as a centre for higher
value activity, the 12.5% corporate tax rate is critical.

Figure 3.2.1 Placing Ireland in context: Selected global corporate tax rates
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Source: Deloitte
Clarity and change are needed in a number of fiscal areas

It was clear from interviews that the fiscal environment is of critical importance.
Interviewees highlighted the need to continue to adapt legislation to facilitate new
activity and to remove any barriers identified.

It was also pointed out that VAT at a European level hinders the ability to
centralise support functions in the financial services sector. It is recognised
that this requires a Europe-wide rather than a national solution.
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3.2.2 Availability of Skilled Labour
Quality, expertise and service levels are considered to be excellent

The availability of a skilled labour pool was consistently cited as being a key
competitive advantage for Ireland. In particular the following points recurred
during interviews:

e The quality of people, their expertise and level of service is excellent

e Cultural compatibility with the US (in particular) and the UK (this is deemed
to be very important for internal/external customer service with complex
interactions)

e The availability of a quality graduate pool

e Education system is viewed favourably

e The quality of management is very high

It was felt that these messages were not widely appreciated outside of Ireland
where the views held in major financial centres is that the labour market remains
tight and scaling up is difficult to achieve.

Development of Specialist knowledge in certain disciplines

The level of specialisation in some areas of financial services and FS related
disciplines (e.g. risk management, treasury management and derivatives,
mathematical and analytical skills) needs development. There is also a perception
in some quarters that the labour market for industry specialist skills is overheated
for the last number of years. Given the importance of a skilled labour pool in
developing a financial centre (see box below ‘What makes a Financial Centre’) it is
critical that appropriate strategies and policies are formed to maintain and improve
the pool of skilled labour domestically available.

These findings are consistent with both our own and others research in this area.
The seven major Universities in Ireland (NUI, DU/TCD, UL etc) continue to supply
a pool of high quality graduates (both undergraduate and postgraduate). New
courses are being introduced at both undergraduate and postgraduate level to
meet market demand. In particular the number of quantitative/analytical based
courses on offer has increased, an important development given the increasing
relevance of skills in this area. For example, the Michael Smurfit Graduate School
of Business in UCD offer a 2 year MSc in Quantitative Finance while Dublin City
University is introducing an MSc in Finance and Capital Markets commencing in
September 2004.
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What makes a Financial Centre?

The Centre for the Study of Financial Innovation in London has published research on the characteristics
and importance of a ‘financial centre’. Initially establishing six key attributes they surveyed (350)
institutions to determine how important each are in ‘determining the competitiveness of a financial
centre’. In addition they ranked each of the major financial centres (London, New York, Frankfurt
and Paris) on each of the attributes. The results of this survey are shown in the table below.

Attribute

A pool of skilled labour London | Frankfurt Paris
A competent regulator 3;: Frankfurt Paris
A favourable personal/corporate tax regime London | Paris | Frankfurt
A responsive government Londan Paris | Frankfurt
A light regulatory touch 3;: Frankfurt Paris
An attractive living and working environment 3:’; London | Frankfurt

*Average score 1 = Unimportant, 5 = Very Important

A pool of skilled labour is perceived as the most important attribute in determining the
competitiveness of a financial centre. This is followed by a ‘competent regulator’, however, results
are more mixed here with a ‘light regulatory touch’ scoring further down the list. Given recent
corporate scandals it may be the case that the market values a regulator who understands what
they are regulating and enforces appropriately, even if this is at the cost of a light regulatory touch.

In general New York and London dominate the first five attributes scoring significantly above the
other two major locations. In terms of overall competitiveness, a weighted measurement of the
locations individual attribute scores allows the centres to be measured against a single yardstick.
Based on this, New York slightly shades London given because of better scores on the availability
of skills, the responsiveness of government and the living environment.

Index of Competitiveness*

5

4

75 371
| 2.99 281

2 4

1 4

0 : ; -

MNew York London Paris Frankfurt

*1 = Least Competitive, 5 = Most Competitive

The Index suggests that financial centres essentially fall into two classes: the “Anglo-Saxon” and the
Continental. Within these classes the differences are small.

Source: CSFI, June 2003

Findings of the Expert Group on Future Needs Skills

Research by others in this area confirms the strong performance of the education
sector in developing pool of skills. The Fourth Report of the Expert Group on
Future Needs Skills concluded that “the market appears to be responding to
demand. The institutions that most notably have responded to market
developments include universities, private colleges, professional institutions

and FAS”. In reviewing the future skills needs for the economy, the expert

group included financial skills in their 2003 review.




Review of the International Financial Services Sector September 2004

While overall the Expert Group analysis showed no major shortages, some
specialised occupations are proving more difficult to source than others. This
message was also filtering through our consultation process. Specifically a
comment made in respect of roles such as actuaries, project accountants and
quantitative modellers - “While only a small number of persons with these skills
may be required, they are highly skilled and supply remains limited”.

Industry linkages to Third Level Institutions

The importance of linkages to the educational sector was reinforced throughout
the interview and consultation programme. The need for ongoing close contact
between industry groups and the education sector will help ensure that the skills
being developed at third level are aligned with current and future market needs.
In enhancing this capability, the potential for Ireland/Irish Universities to create
linkages to some of the major finance programmes on offer at US Universities,
such as Carnegie Mellon and Wharton was highlighted.

Obtaining work permits is an issue

One further area for consideration that fits within this heading is the topic of work
permits. Ease of obtaining work permits can be an important consideration for
companies relocating activities to Ireland that are from outside the EU single
labour market. Bringing in talent (often from the company’s HQ) is often necessary
in filling skill positions and passing knowledge onto local staff during the initial

set up stage (thereby deepening the skills pool). Obtaining permits for certain

skill positions requiring employees to be brought in from overseas can be difficult.
Given the beneficial effects noted, it is important that for clear cases of skills gap
(where there is a necessary importation of labour need) the immigration process
is handled by the relevant authorities fairly and swiftly.

3.2.3 Relative Cost
Ireland is no longer considered a low cost location

Ireland is no longer considered a low cost (labour, real estate etc) location. There
has been significant salary inflation in recent years (according to one interviewee
‘only London is more expensive’). Real estate costs, particularly in the IFSC, are
perceived as being very high.

While it was not cited as being a major issue by most of the companies we spoke
to with operations currently in Ireland, Dublin was perceived to be broadly on a par
with other mainstream European locations — not the lowest and not the highest.

Using indicative data from the CSO to validate this perception, earnings in the
‘banking, insurance and building societies sector’ have increased by nearly 30%
since 1998.
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Figure 3.2.2: Banking, Insurance and Building Societies: Average Weekly Earnings

Source: CSO
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It is apparent that Ireland is increasingly a more expensive place in which to do
business. Recent (2004) research by Mercer into the cost of living across 250
cities ranked Dublin as the 14th most expensive city in the world terms of cost of
living (based on a ‘basket of goods’ index across a number of categories including
utilities, transportation, domestic services, household supplies etc). This compares
with a placing of 21st in 2003. In a European context, Dublin was ranked the sixth
most expensive city (after London, Geneva, Copenhagen, Zurich and Milan) while
within the EU it came fourth. Frankfurt, as a major financial services hub, was
ranked 42nd (albeit up from 65 in 2003).

Table 3.2.1 Mercer Cost of Living survey 2004: Top 20 cities

2004 Rank | 2003 Rank | City 2004 Index 2003 Index
1 1 Tokyo, Japan 130.7 126.1
2 7 London, U.K. 119.0 101.3
3 2 Moscow, Russia 117.4 114.5
4 3 Osaka, Japan 116.1 112.2
5 4 Hong Kong 109.5 111.6
6 6 Geneva, Switzerland 106.2 101.8
7 8 Seoul, South Korea 104.1 101
8 15 Copenhagen, Denmark 102.2 89.4
9 9 Zurich, Switzerland 101.6 100.3
10 12 St. Petersburg, Russia 101.4 97.3
11 5 Beijing, China 101.1 105.1
12 10 New York City, U.S.A. 100.0 100.0
13 17 Milan, Italy 98.7 87.2
14 21 Dublin, Ireland 96.9 86.0
15 138 Oslo, Norway 96.2 92.7
16 11 Shanghai, China 95.3 98.4
17 23 Paris, France 94.8 84.3
18 42 Istanbul, Turkey 93.5 78.8
19 34 Vienna, Austria 92.5 82.4
20 67 Sydney, Australia 91.8 73.7

Source: Mercer

Given the high degree of openness of our economy, the need to maintain a
competitive business and work environment is apparent. Strong macro and
microeconomic conditions maximise the competitive opportunities for firms to hire
labour, improve cost and production efficiency, and sell products. However, Ireland
has found it difficult to contain cost. The 2003 National Competitiveness Council’s
Annual Report noted that average prices in Ireland “still remain well above those
of our main competitors” and that “our immediate priority must be to slow the
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growth of prices and costs”. An integrated approach however remains important.
According to the Competitiveness Challenge Report (2003), recovering Ireland’s
cost competitiveness must be the first (but not the sole), priority of the broader
economic strategy; “In order to sustain the transition to a more dynamic,
enterprising and productive economy, it will also be necessary to put in place
consistent policies in the areas of infrastructure, education, entrepreneurship,
research and innovation, all guided by the need to support the development of
higher skill, knowledge-intensive activities in which Ireland can be a significant
player”.

In the context of this report it is clear that cost competitiveness is and will continue
to be an important consideration for Ireland as a location for financial services.

3.2.4 Professional Support Network
Quality and depth of network is considered a key strength

The quality of the advisory and support network was mentioned by a number of
participants as being a key strength. Indeed, the quality of legal and professional
advice with deep specialised knowledge was considered by some to be on a par
with London.

This is an important strength. As the FS industry continues to move towards more
structured and complex products it is likely that the demand for these services will
continue to grow.

3.2.5 EU Market Access

Ireland as a staging post for Europe was frequently referred to as a key advantage
by US based financial services institutions. EU Passporting Rules for banking,
insurance and investment products position Ireland favourably as a base for
co-ordinating and launching products into other European markets. The recent
enlargement of the EU enhances this advantage by enlarging the potential size

of the market. Ireland’s relative cultural compatibility and English speaking nation
reinforce this strength.

European Financial Service Integration

The EU continues to strive towards creating a single market for financial
services. According to the recent financial integration monitor (May, 2004)
“Progress is not the same in all market segments, as witnessed by the variety
in the evolution of prices and volumes of cross-border trading flows: the two
extremes of the spectrum are the unsecured money market and the market for
consumer loans to households”. While the extent of integration remains clearly
varied, the EU does remain committed to the introduction of a single European
Market for FS. The Financial Services Action Plan (FSAP) has delivered a
series of legislative measures over the last five years and the Commission

is now beginning to start a dialogue with all stakeholders on the strengths

and weaknesses of the EU framework of financial legislation. As integration
develops, Ireland as part of the EU will continue to offer this advantage to non-
EU companies locating here.
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3.2.6 Regulatory and Legislative Framework
The regulatory environment in general was viewed as a strength

In its recently published strategic plan IFSRA stated that as part of its vision it will
strive to facilitate innovation, competitiveness and growth in the sector through
effective and responsive regulation. The importance of a competent and well
regulated regulator to an international financial centre cannot be underestimated.
In fact it ranked #2 in importance in research conducted by the Centre for the
Study of Financial Innovation last year (see Section 3.2.2). The recent events in
Dubai highlight this point where the terminations in employment of the Chairman
and Chief Executive of the Dubai Financial Services Authority is considered by many
to have seriously dented Dubai’s efforts to create a world class financial centre.

The regulatory environment in Ireland was generally viewed as being a strength,
although views tended to be mixed. Many acknowledged the responsiveness of
the Regulator and the degree of access afforded by the Regulator. The principles
based approach is widely welcomed, but question marks remain over whether it is
always applied in practice. In some cases the speed of authorisation was perceived
as being slow compared to other Regulators. Our understanding is that many of
these issues are being addressed by IFSRA in consultation with various industry
bodies and that a benchmarking exercise is being conducted in relation to product
authorisation/approval timeframes.

One aim of the FSAP is to establish “a level playing field” in wholesale financial
activities. As a result, all members of the EU should not, at least in theory, have an
edge over each other in terms of regulation. The reality of the situation, however,
is that different regulators take varying timeframes to implement EU directives.
Similarly enforcement of directives can vary across regulators. Ideally IFSRA
should continue to apply directives in a manner which ensures that Ireland is not
at a competitive disadvantage.

Consideration must also be given to the need to lobby for certain types of
regulation at an EU level. For example the Corporation of London has a strategy
in place to help the City “raise its game” in the EU. This is important given the
vulnerability of EU financial centres to even small-scale changes in tax and
regulation. It is important for Ireland to ensure that it protects its own FS interests
by lobbying appropriately at an EU level.

3.2.7 International FS Footprint
A critical mass of institutions are now present in Ireland

Ireland today has achieved a ‘critical mass’ of major international FS institutions
with a presence here. This was profiled in section 3.1: 50% of the top 50 banking
institutions have a presence in Ireland while in insurance the comparative figure
is 50% of the top 20 companies. Ireland’s strong reputation as a centre for funds
administration was also noted.

This footprint puts Ireland on the map for international FS projects

This footprint has put Ireland on the map as a potential location for International
FS projects. The presence of major financial institutions creates something of a
draw and reinforces Irelands ‘brand’ as a location for IFS institutions by creating
a cluster effect (see the box ‘Understanding Financial Services Clusters’). This
is an important point and lessons can be drawn from the UK where London is
viewed as the ‘best of breed’ in European finance.
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Understanding Financial Services Clusters

Defining a cluster is hard. No one definition is universal because clusters
have different characteristics, functions, geographical scales and life spans
(sustainability). Common attributes can be identified however. For example,
Michael Porter (1998) emphasises that clusters “are geographical
concentrations of interconnected companies, specialist suppliers, service
providers, firms in related industries and associated institutions.” Clusters
grow and become sustainable because of their proximity to customers, local
linkages (externalities) with both customers and clients (demand factors),

and their ability to transfer specialist knowledge at lower costs over very
concentrated geographical scales (supply factors) (Swann et al., 1998; Porter,
1998). Clusters provide knowledge-rich environments which are associated with
innovation and, importantly, the building of relationships, trust and reciprocity.

In financial services, research informs us that large, medium and small-sized
financial service firms have a tendency to cluster in metropolitan areas because
of the need to: access large pools of specialist labour and support services
(e.g. accounting, actuarial, legal etc.); be in close proximity to the markets;
benefit from agglomeration economies, which reduce transactions costs;
develop and innovate intrinsic skills through the sharing of knowledge and
practice (Davies, 1990; Roberts et al., 2000). Financial service firms that locate
in strong clusters grow faster than average and strong financial clusters attract
a disproportionate volume of new firm entry (Pandit et. al., 2001).

Source: Financial Services Clustering and its Significance for London, February 2003

Based on interviews, however, the scale of the footprint is not fully appreciated
outside of Ireland.

3.2.8 Summary of strengths and weaknesses

Table 3.2.2: Perceptions from the interview programme: Summary of Strengths & Weaknesses
Fiscal Environment - ++

Availability of Skilled Labour - ++
Relative Cost (Labour, Real Estate)
Professional Support Network

EU Market Access

Regulatory and Legislative Framework
International Financial Services Footprint

+ |+ + [+




Review of the International Financial Services Sector September 2004

4. Opportunity Assessment by Sector

4.1 Introduction

In this section we have outlined our views on the key potential opportunities
identified during the review and the key actions required to exploit them.

The opportunities were identified across all sectors, as illustrated below, although
our expectations around the timescales for when they will develop into maturity
ranges from the next twelve months to the next five plus years.

Areas of opportunity
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IDA FS Review September 2004

The opportunities (some of which are a collection of related ideas) are described
in sections 4.2 to 4.7 as follows:

4.2 Major centre for specialist debt/financing products/structures and securitisation

4.3 Centre for managing global/regional banking products

4.4 Centre of excellence for funds servicing

4.5 Building scale in asset management

4.6 Positioning Ireland as the pan European location for insurance products and
in particular mass risk/retail insurance products

4.7 Software development — Global projects
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4.2. Major centre for specialist debt/financing
products/structures and securitisation

4.2.1 Opportunity Overview

The first opportunity is about Ireland establishing itself as a world renowned centre
for specialist debt/financing products and structures including but not limited to
securitisation. We know from global financial services trends that securitisation
and specialist debt funding is a growth sector. However no single one centre has
emerged with a “total package” offering.

The vision is of Ireland as a centre that would be a primary location for issuance
of debt in all its forms. It could be bonds from securitisation vehicles, commercial
paper, medium term note programmes, etc. from corporate treasury vehicles,
Irish Covered Bonds and other complex wholesale debt instruments from banks
generally and repo financing from investment banking vehicles.

Depfa Bank who were the first to issue Irish Covered Bonds from Dublin have
gone on to sell billions in debt to the US and Japanese markets. Unicredito
issued a complex convertible bond out of Dublin at the same pricing as similar
instruments issued from London, in effect, putting Dublin on a par with London
with regard to yield spreads.

The creation of a debt funding location will deepen the complexity of transactions
and put Ireland at the centre of a large proportion of global trading in financial
services. The creation of a secondary market in debt instruments issued from
Ireland would give rise to a liquid market with exponential growth potential.

Fostering Ireland as an environment for debt issuance and trading would increase
involvement in the structuring of financial products and attract more players in this
segment of the value chain, for example:

e Deal origination and structuring teams

e Specialist banks involved in fund raising and niche financing

e Corporate treasury operations with the potential to become headquarters
companies; and

e Rating agencies and professional advisors to support transactions

Ireland has some competitive advantages and some players issuing a range of
debt products. It also has the Stock Exchange with a particular focus on debt
products. The recent Depfa bonds issued to the US were listed on the Irish Stock
Exchange. This was a first for the Exchange for this type of bond. Securitisation
listings also continue to grow with the Irish Stock Exchange recently announcing
(June 2004) a 21% growth in specialist debt listings in their First Half 2004 Review.

But meeting some expectations is simply not enough. Ireland needs to use what
it has as a springboard to the next level of creating a financial centre devoted to
debt financing and trading. If Ireland is to move up a gear and become a primary
centre for specialist debt and financing products we must streamline the
processes for issuing debt and trading debt.

There is a real opportunity here for a world class centre. We are at a stage in our
development where we can grasp this opportunity and make it our own. There is
a great enthusiasm, desire and belief in the industry that this is a tangible vision.

Opportunity One:

Major centre
for specialist
debt/financing
products/
structures and
securitisation
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Opportunity # 1: Major centre for specialist debt/
financing products and securitisation

| |Key actions to realise opportunity

1. Taxation - continue to adapt legislation to facilitate new activity and to remove barriers identified, for example simplification
of withholding/capital tax legislation.

2. Build Pool of risk managerr natically literate skills
third level tie in to internationally renowned FS quantitive pragrammes (e.g. Carnegie Mellon/MSc Computational
Finance)

consider funding specific applied research programmes related tofinancial services
3. Ensure proactive legislative developments to enable new products/structures
4. Target specific players to develop “cluster” of activity

deal origination/structuring teams

mid tier European banks

rating agency

corporate treasury operations

| | Current sources of competitive advantage

Well and
Low corporation tax
Professional support network
Existence of SPV structure (section 110) for itisation preducts and corp finance vehicles (e.g. CFC, ATC) for other debt financing
of local stock for isting i
|DA FS Review September 2004

4.2.2 Opportunity description

The potential for establishing a primary centre for specialist debt/financing
products and structures in Ireland arises mostly from the combination of existing
developments in securitisation, Irish Covered Bonds, niche banking operations
and the trends that support all of these as growth sectors.

Securitisation

One of the fastest growing and most dynamic sectors within global capital markets
is securitisation. Deloitte believes that there is an opportunity for Ireland/Dublin to
become a leading centre for specialist debt/financing products and securitisation.

Securitisation — An Overview

What is securitisation?

- Securitisation can be defined as the packaging of designated pools of loans or receivables
(or other assets) with an appropriate level of credit enhancement for investor protection and
the redistribution of these packages to investors

+ Investors buy the repackaged assets in the form of securities or loans which are secured on
the underlying pool and its associated income stream (see ‘securitisation overview’):

Securitisation overview

=1
5
Fesets e Funding
= Auto loans - » Commercial
« Credit cards |© paper
-« i » FRNs
loans + Loans/notes
+ Future rec. Agent bank + Prafemed
. Leases + Consuhing stock
+ Mortgages + Distribution + Privately
+ Rental pay. . E‘P?SU"? mgmit placed notes
+ Servicing * Trading + Syndicated
pay. + Listing/agency/ loans
+ Trade rec trustee + MTNs
+ Other » Ligfcredit + Other
support
= Tax mgmt
+ Trading
= Undensiting

Why Securitise?

«  Securitisation provides lenders with an alternative to traditional on-balance sheet lending and
opportunities for risk transfer to a pool of investors

+ It allows lenders to monetise previously illiquid assets, recycle cash to be invested in further
receivables and to expand the volume of their business without a corresponding increase in

equity capital
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Who are the Originators?

There are three broad categories of originators for securitisation:

e Corporates
o Financial institutions
e Governments

Corporates

In general, assets which corporates have to securitise are trade receivables or large value assets
such as aircraft/buildings with associated leases (i.e. income flows).

Jefferson Smurfit recently acknowledged to FINANCE that they are considering an asset
securitisation in what would be the first corporate securitisation by an Irish company. The intention
is to securitise trade receivables from across Belgium, France, Spain, UK and the Netherlands.

Financial institutions

Financial institutions (Banks, building societies etc) have a range of assets that they can target for

securitisation:

Residential mortgages
Commercial mortgages
Credit and charge cards
Unsecured personal loans
Small business loans

Vehicle hire purchase contracts

Governments

Equipment lease and maintenance contracts

Government have a number of assets with potential for securitisation, for example, residential

housing loans

How a securitisation works: Generic overview
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This whole sector is growing for a number of reasons, including;
The growing importance of risk management and risk transfer

The Basel Il capital accord is expected to come into force by 2007. Under Basel I
the amount of regulatory capital that will need to be maintained will be determined
by underlying risk (operational and credit risks) and consequently may create large
changes in the amount of capital individual banks must hold. An analysis by
Morgan Stanley found that one global bank with a large investment banking
franchise could see the level of its risk weighted assets rise by 24% while another
more retail focused bank might see its regulatory capital requirements fall by a
similar amount.

Significant investments are being made in risk measurement and risk
management systems. Getting a more accurate assessment of the credit and
operational risks they face will provide banks with a critical tool in designing their
strategy, products and operations. As a result of the growing importance of risk
management and compliance the banking industry is likely to experience a major
growth in risk transfer through asset securitisation over the next 5 years.

Increasing demand for more sophisticated products

The decline in equity prices over the past three years has lead to a significant
change in asset allocation and investment strategies of institutional and private
investors. Investors are focussing on absolute returns and investments that are
not closely correlated with equities.

There have been a number of high profile examples which highlight this shift:

e Boots, the UK publicly quoted chemist, moved its entire investment portfolio
from equities into fixed income bonds

e General Motors, has announced that it will decrease its allocation to global
equities to less than 50% and increase its investment in emerging market
debt, high yield bonds, property and hedge funds

Securitised products fit the profile of the types of investments that are increasingly
being sought by investors.

Because of the above factors, the securitisation sector continues to grow

As a result of the trends referred to above the securitisation sector is beginning to
grow rapidly. This trend was noted by the European Commission’ Securities Expert
Group in its recent report (May 2004) Financial Services Action Plan: Progress
and Prospects: “One of Europe’s most innovative and rapidly growing financial
market sectors is securitisation, which has developed as an alternative capital
markets financing, funding, arbitrage and risk-shifting mechanism”.

This is confirmed in figure 4.2.1 below which shows that new issuance in
European securitised debt set a new record in 2003 of €217.2bn, up from
€157.7bn issued in 2002 (European Securitisation Forum).
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Figure 4.2.1: Historical European Securitisation 1996 — 2003Q3*
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*Source: J.P. Morgan Securities Inc., Dealogic Bondware, Thomson Financial Securities Data, EuroWeek
Irish Covered Bonds (ICBs)

Legislation introduced in 2001 allowed for the formation of specialised credit
institutions, which can be granted the privilege of issuing Pfandbriefe or Irish
Covered Bonds (ICBs). ICBs may be backed by specific pools of public sector and
mortgage loans. Ireland’s covered bonds broaden the scope of loans by making
loans from countries such as the US, Canada, Switzerland and Japan eligible for
the collateral pool. With the exception of Luxembourg most European countries
limit the asset pool to European Economic Area assets.

The Pfandbriefe market is Europe’s largest bond market and its advantages in
terms of liquidity and credit quality have spawned imitations in several European
countries such as France, Spain, and Luxembourg. Ireland has already demonstrated
strong potential in this market due to the regulatory framework established and the
existence of a significant issuer in Depfa who issued the first ICBs.

The potential for a significant covered bond sector in Ireland arose initially from
the presence of non-Irish issuers in the IFSC. Further development of the sector
continues to depend on non-Irish issuers but some domestic banks may also
become involved.

The success of Depfa in selling to the US market demonstrates that the ICB
market has the potential to generate a significant amount of new issuance among
European Pfandbriefe and Covered Bond markets. The recently listed extendible
liquidity securities issued by Depfa are designed to be attractive to US investors
who are restricted to investing in short term debt only. The extendible option on
the ICB addresses this issue by issuing a short term security that can be extended
up to five years.

Corporate Treasury Operations

The establishment of corporate treasury operations was one of the early successes
of the IFSC. This success was driven by strong marketing and a flexible approach

to recognising the different levels of scale and substance that could be achieved in
individual operations. The approach lead to the evolution of three different vehicles
for treasury operations including stand-alone treasury companies, agency treasury
centres and captive finance companies. Different levels of balance sheet size and

range of operations could be established subject to defined employment commitments.

The system described above gave clear information to the market about the
product on offer in Ireland and combined with the 10% tax rate it proved very
successful.
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Corporate treasury operations offer further scope for developing Ireland as a
specialist debt/financing sector with commercial paper issuance, medium term
note issuance, factoring and securitisation of receivables etc. and together with
the new holding company legislation create significant opportunities to attract
headquarters operations to Ireland.

English Speaking Common Law base for mid sized European banks

Deloitte believes there is potential to promote Dublin as the “Anglo-Saxon”
alternative to London for a range of banking operations.

Mid-sized European banks are likely to struggle for growth opportunities because
of the increasing dominance of major global players in investment/commercial
banking and because of the inherent growth limitations within their domestic
markets where they already have high market share. One potential strategy has
been for these banks to establish niche international operations overseas where
typically it has proven to be easier for them to develop such operations.

Ireland has achieved some success to date in attracting mid sized European
banks to establish their headquarters in Dublin as an alternative to London.
Unicredito is an example of a European Bank establishing an operation in Dublin.
It has launched a number of successful fund raisings (cost of funding was the
same as London) and it is also engages in trading interest rate swap instruments.
Depfa and Hypo Real Estate International Bank are other notable examples.

Furthermore with EU enlargement the accession country banks are likely to try to
develop international operations outside of their local markets in order to tap into
global capital markets and develop skills relevant to their domestic clients. Again
there is potential for Dublin to position itself as being the international HQ of
small/mid-sized accession country banks.

For those banks which already have their “Anglo Saxon” base in London there is
potential to persuade these organisations to relocate to a lower cost environment
which has many of the same attributes as London.

e Evidence suggest that the most vulnerable group of banks operating in
London come from emerging economies (such as South Africa, Turkey,
Jordan, Israel, Gulf States, Philippines, Thailand, India and South America
etc). Apart from South African and Middle Eastern banks these are typically
small operations with a limited presence in London

e It is anticipated that in the short to medium term many banks from emerging
market countries will examine their London based operations and reduce
activities there. Where today we find ‘mini universal’ banks providing a range
of products, in future these institutions are likely to reduce head count and
activities to only those that are essential in London

In another context we have seen Merrill Lynch move some of its middle and back
office out of London to Dublin and Daiwa have relocated their UK operations
totally to be consolidated with an existing Dublin operation.

Finally, we see a role for large corporate groups with banking entities locating in
Ireland to facilitate their European operations. For example, HPFS with its leasing
and shared service operations here or GMAC with a licensed bank to facilitate its
involvement in originating and managing debt portfolios.
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4.2.3 Sources of competitive advantage to develop this opportunity

Opportunity # 1: Major centre for specialist debt/
financing products and securitisation

| |Key actions to realise opportunity

1. Taxation - continue to adapt legislation to facilitate new activity and to remove barriers identified, for example simplification
of withholding/capital tax legislation.

2. Build Pool of risk management/mathematically literate skills
third level tie in to internationally renowned FS quantitive pragrammes (e.g. Carnegie Mellon/MSc Computational
Finance)

consider funding specific applied research programmes related tofinancial services
Ensure proactive legislative developments to enable new products/structures
Target specific players to develop “cluster” of activity

deal origination/structuring teams

mid tier European banks

rating agency

corporate treasury operations

| | Current sources of competitive advantage

Well and

Low corparation tax

Professional support network

Existence of SPV structure (section 110) for itisation prod and corp finance vehicles (e.g. CFC, ATC) for other debt financing
Existence of local stock for listing

|DA FS Review September 2004

Ireland has a number of current strengths as a centre for specialist debt/financing
products. These include:

Well respected and responsive regulator

Low corporation tax

Professional support network

Existence of SPV structure (Section 110) for securitisation products and
corporate finance vehicles (e.g. CFC, ATC) for other debt financing
Existence of local stock exchange for listing securities/debt instruments
Existing operations here within the sector

Close to US

Ability to attract trained and qualified people with the remittance basis of
personal taxation.

A number of areas remain to be developed however:

1. Taxation - continue to adapt legislation to facilitate new activity and to remove
barriers identified, for example simplification of withholding/capital tax
legislation.

2. lreland must above all build a pool of risk management/mathematically literate
skills

It was clear from the research and interview programme that the #1 factor
which determines the attractiveness of a financial centre is the availability

of highly skilled people. It was also clear that the skills that will be most in
demand are mathematical/quantitative skills. They are essential for product
innovation, product pricing, risk measurement and management — all vital

in relation to increasingly complex debt and derivative instruments. There

is currently a global shortage of these skills within financial services. Ireland
is no exception. We believe that it is imperative that Ireland builds its pool

of mathematical literate skillsets as they will be a key enabler to a successful
high value financial centre.
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As described in Section 3.2.2 the third level institutions are responding by
developing curricula to support skill development in this area.

Other initiatives should also be considered such as:

Third level tie in to internationally renowned FS quantitative programmes For
example Carnegie Mellon/MSc Computational Finance or Wharton/Finance/
Insurance and Risk Management MBA. We understand that these
programmes have been hugely successful in providing a supply of skills
to the New York financial market. These programmes contain specialised
courses relevant to the financial sector such as:

- Multiperiod asset pricing

- Statistic arbitrage

- Credit derivatives

- Simulation methods for option pricing

- Studies in financial engineering

- Etc

Consider funding specific applied research programmes related to financial
services

Similar to the current initiative for other forms of applied research under the
auspices of Science Foundation Ireland which is already bearing fruit in the
technology and pharmaceutical sectors.

Ireland must continue to respond speedily in the development of the tax, legal
and regulatory framework necessary to facilitate all product development and

innovation initiatives by the industry, e.g. legislation to enable “whole business
securitisation”

IDA must target specific players (deal origination/structuring teams, mid-tier
banks, rating agencies, corporate treasury operations etc.) to develop
“clusters” of activity and market Ireland as a centre for debt issuance.

In effect it must create and shape the market.

There is a real opportunity here for a world class centre. We are at a stage

in our development where we can grasp this opportunity and make it our own.
There is a great enthusiasm, desire and belief in the industry that this is a
tangible vision.




Review of the International Financial Services Sector September 2004

4.3 Ireland as a centre for managing global/regional banking
products

4.3.1 Opportunity overview

One of the most significant trends in financial services at present is what is known
as “offshoring”. Quite simply offshoring is the relocation of activities to lower cost
locations. Offshoring is fundamentally changing the way financial institutions do
business, creating a global division of labour that demands new operating models,
new business structures and new management skills. (This trend is described in
depth in Section 2.3.1).

Last year saw a 46% increase in the number of financial institutions with offshore
operations, along with an estimated 500% increase in offshore jobs. Industry
executives believe that by 2010 more than 20% of the industry’s global cost base
will have shifted offshore. Large financial institutions with significant economies of
scale tend to be the biggest beneficiaries from offshoring and hence the biggest
drivers of this trend.

Offshoring was initially driven by economic pressures and the need to cut costs,
but today most executives in financial services say they are committed to the
practice and expect it to continue regardless of the economic environment. The
offshoring trend is gaining momentum to a point where the vast majority of
financial institutions have or are evaluating the implications for their business —
whether they want to or not — to understand potential future strategic options.
Firms with offshore operations are also finding that they can afford to hire workers
that are more highly skilled than their domestic counterparts — and still save
money — delivering an appealing combination of higher quality and lower costs.
This means that international financial institutions need to dramatically refashion
their business and operational models.

This “first wave” is gaining momentum as high volume back office, lower level
customer contact and IT applications development activities are being offshored
to low cost locations, principally India. However, our interviews and research
programme also indicates that the restructuring/relocation of front/middle office
activity, although relatively immature and underdeveloped, is coming increasingly
into focus as major financial institutions (particularly investment banks) are
beginning to focus on cost optimisation — improving their core processes to create
a sustainable competitive advantage by building global operating capabilities.

During our review we considered how Ireland could be positioned as an integral
part of the global operating model for large financial institutions and hence
become a beneficiary of this trend.

Although not the lowest cost location, Ireland has significant competitive
advantages in other areas:

Political stability

Deeper pool of financial services managerial expertise

Cultural compatibility with the US/UK

A Closer time zone to the US than the Pacific Rim and Eastern Europe
Low corporation tax

Consequentially we believe there is a potential opportunity to establish Ireland
as a world class centre for managing complex corporate and investment banking
products.

Opportunity Two:

Ireland as

a centre for
managing
global/regional
banking products
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4.3.2 Opportunity description

Opportunity # 2: Hub for managing global/regional
banking products

Key Elements Drivers of opportunity

T yicash a P
products
- products targeted at corporate sector
- transactional in nature
- complexity (requires specialist
support fcustomer senvice staff)
= G idation within the banki

« Target Market for Ireland - 5
Global banks. managlng sector (increasing dominance of
complex products global players)

+ Significant trend by major financial
institutions to “optimise the global
operating model” which is leading to
relocation decisions to
offshore/nearshore |ocations

Regional hub for

| ing invest in technol
(workflow, STP etc) which facilitates
a geographically disperse operating
model

Offshore In Market
Back Office Front Office
L. rmmmnwumn |, smdm
processing
+ Customer relalionship
management
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Our view of the operating model is as follows:

e Back office processing will continue to migrate to low cost centres in Eastern
Europe and the Pacific Rim

e Customer relationship management and sales activity will need to remain
“in market” and close to the customer (i.e. corporates and medium to large
businesses)

e lIreland can be positioned as a product management centre where activities
such as performance management, risk management, product development,
product/sales support and regulatory compliance could take place.

The key benefit of this operating model is that activities are located where they
leverage natural advantages. In Ireland’s case this would mean leveraging the
management and client interaction skillsets and in particular the low corporation
tax base which is a key driver. One senior banking executive described it as an
“unbeatable business model”.

Figure 4.3.1: Ireland’s proposed position within the value chain

Back Office Front Office
= High volume transaction - Sales activity
processing
+ Customer relationship

management
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The types of activity within the global value chain that could be performed in
Ireland might include the following:

Table 4.3.1: Potential activities to conduct in Ireland

Value chain segment Key activities
Management and reporting e Planning and budgeting

e Management reporting

e Monitoring performance (quality, profitability)

e Manage disaster recovery planning

e Manage business process improvement
Risk management e Operational risk assessment

o Credit risk assessment
Manage IT e Develop IT strategy

e Manage application support

e Maintain data security

e Manage disaster recovery

e Evolve IT architecture
Provide internal/external e Product/sales support to internal customer
customer support relationship managers and large customers
Provide decision support e Customer/product profitability analysis
Ensure regulatory compliance

Target products

The attributes of products which are best suited to this model include:

—_

High margin (leverage tax advantage)

2. Transactional in nature

3. Relative complexity — in other words requiring specialised support/customer
service

4. The intellectual property in the product is related to the processes/systems in
place and the brand of the product and FS organisation

5. Relative case of migration — in other words the switching costs and operational

risk associated with migration are not too high

The types of products that could fall into this category include the following:

Treasury and cash management products
Procurement cards

Private label credit cards

Multicurrency transaction services

Target market
The target market for Ireland is likely to be the large global banks.

Citigroup, Rabobank and ABN AMRO are examples of large banks which have
begun to establish product centres in Ireland.

These players are driving the agenda to move towards a global operating model
and many have experience of locating activities in Ireland.

Apart from the obvious employment benefits much of the profit of these products
would be vested in Ireland because much of the value creation relates to the
activities that would take place in/be managed from Ireland. Hence the intellectual
property inherent in the product (process, systems, risk management, product
knowledge) would be based in Ireland.
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4.3.3 Sources of competitive advantage to develop this opportunity

Opportunity # 2: Hub for managing global/regional
banking products

| | Key actions fo realise opportunity

1. Incentivise feasibility assessment of establishing the global product centre in Ireland
+ business case
+ operational feasibility
2. Develop key account programme to promote opportunity (complex decision making process)
+ at corporate level
+ at product management level

3. Build pool of risk management skills (see # 1)

| | Current sources of competitive advantage

» Low corporation tax - retention of 12'4.% is key

« Deep pool of international FS management and operational skills (i.e. experience of cross border
international financial services which is not generally found in large domestic markets)

= Superior customer interaction skills
= Extensive expertise in software development

« Political stability which makes Ireland more "operationally resilient’
|DA FS Review September 2004

Current sources of competitive advantage

Ireland has a number of key competitive strengths that can make it attractive
as a centre for product management:

e Low corporation tax
The 12'/,% rate is a key enabler. Given the nature of the activities being
performed in the product centre a significant proportion of underlying
profitability can be attributed to the centre.

e Political stability (important for security/business continuity) which makes
Ireland more “operationally resilient”
Political stability and security has become more significant as a factor for
locations decisions following 9/11 and terrorist attacks in Europe.

o Deep pool of international FS management and operational skills/managerial
staff experienced in managing globally distributed operations (i.e. they have
experience of cross border international financial services)

These skills are generally not found in large domestic financial centres. During
the course of our interview programme it was evident that the existence of a
well regarded management team was a key factor in the decision to locate
additional activities in Ireland.

e Superior customer interaction skills and a reputation for handling complex
customer interactions
Complex products and corporate customers require a superior customer
contact experience. Low level retail customer service (call centres) has been
one of the main activities relocated to low cost offshore centres. GE Capital
and Citigroup have been pioneers in this areas with large centres established
in India. Aviva is another recent example. However, the experience has been
mixed (at best) as financial institutions have experimented with offshoring
more complex customer interactions — Lehman Brothers (internal investment
banking support) and Capital One (cross selling products resulted in mis-
selling risks) have been notable pull backs.
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Financial institutions have appreciated the potential risks involved (including poor
client service and mis-selling) and have recognised the importance of:

- Industry subject matter expertise
- Cultural compatibility
- “Social skills”

e Extensive expertise in software development
Ireland has a well established reputation as a centre for software development
given that many of the world’s leading software organisations have substantive
operations in Ireland.

e Solid international footprint of global players already with operations in Ireland
As mentioned previously there is a tendency by FS institutions to stick to
locations that they know well and where they have had a positive experience.
It is a much easier and less risky strategy to pursue. The globalisation of the
operating model is being driven by the large international players, many of
whom already have operations in Ireland — 50% of the Top 50 financial
institutions have operations here.

Actions required to realise this opportunity

The move to a global operating model is still in its infancy. Whereas the relocation
of back office, IT application development is well underway, the relocation of
middle office/HQ type activities is still relatively undeveloped.

Therefore we believe that the benefits of positioning Ireland as a global/regional
centre will need to be actively promoted. Ireland will need to assist companies
to examine the business case. The decision making process is complex with a
natural reluctance at operating level to change for two reasons:

e Most large global banking groups operate a matrix structure (product
and geography with products having the primacy in Investment/Corporate
Banking). Product/Line of Business performance is typically evaluated on
a profit before tax basis. Therefore product/line of business managers may
not be focussed on leveraging the tax advantages of a jurisdiction

e The potential disruption and cost of migrating activities to another location

Therefore we recommend the following actions to be taken:

1. Incentivise feasibility assessment
Given that the move to organise in this way is still in the early stages and
given the potential operational issues to be addressed, consideration should
be given to incentivising feasibility assessment (i.e. business case/operational
feasibility assessment) of establishing a product centre in Ireland as a means
of selling the proposition to corporate HQ’s.

2. Develop key account programme
The decision making process is complex and a key account programme would
be important in understanding and working through this. Clearly this is an area
in which the IDA has vast experience. Senior executives at Head Office level
such as COOs, corporate tax personnel and CFOs will need to be actively
targeted and convinced (through case study examples) of the profitability
impact and that operational risk can be mitigated by demonstrating that
management skills exist locally to effect a seamless transition and to
manage cross border operations going forward.
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3. Skill development
Although many of the skills exist in Ireland to manage cross border financial
services businesses it was clear from the interview programme that risk
management skills are still relatively “thin on the ground”. We believe
that action is required to develop a larger pool of risk management and
computational finance skills. This need was also identified in Opportunity #1
where we have discussed some of the specific actions that could be
undertaken to develop skills of this nature.
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4.4 Centre of excellence for funds servicing
4.4.1 Opportunity overview

Ireland is already a centre for excellence for funds servicing and administration.
The challenge is to maintain that position and reputation and to grow and protect
market share.

The increasing drive to service funds more cost effectively and provide value
added services to asset managers could lead to a loss of some current activities
to lower cost locations. Possible initiatives in Europe to establish platforms, such
as Fund/SERYV, for order processing and cash transfer (as operated in the US)
could contribute to this loss.

This loss can be replaced by supporting continuous product and process
development initiatives, by attracting large volume business (such as pan
European pensions) and a larger range of activities in the funds servicing
value chain.

The FT recently stated that “the tipping point has been reached” whereby asset
managers in Europe will outsource their middle and back office support.

These developments together with the expected continued growth in fund assets
generally (and hedge fund assets in particular) create a very favourable
environment for growth.

The funds industry is ever changing with innovation happening daily. Focussing
on international developments is key to driving the business forward. Domestic
market issues should not distract from this focus.

Ireland should be an environment for product innovation and bringing products into

existence quickly. We need to be “first to market” with new products.

The action on funds is about sharpening our competitive edge.

Opportunity # 3: Centre of excellence for funds servicing

» Funds is a high growth
Fund - sector (especially in
I Fund v el Fund/ Europe)
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Opportunity
Three:
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excellence for
funds servicing
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4.4.2 Why do we think this is an opportunity?

The asset servicing sector has significant growth potential over the next five years
for two main reasons:

Firstly the asset management sector is likely to experience significant growth
over the next 10 years especially in Europe. During the 1990s CAGR of the
asset management sector was 14%. Most commentators predict further growth
over the next 10 years although perhaps not at such high levels. This will be
driven by:

Demographics. The ageing population will require greater levels of long-term
saving to provide for retirement

Europeans are “underweight” compared to their US counterparts in the level
of household financial assets held in mutual funds (13% in Europe Vs. 22%

in the US)

In particular there will be a growing demand for both “regulated” product

and alternative investments (in particular hedge funds). Ireland has rapidly
developed a strong market position in this sector where it currently administers
more than 25% of global hedge fund assets under management.

Secondly the growth in outsourcing by asset managers. More and more asset
managers are outsourcing investment servicing to third parties. Some recent
examples include:

Scottish Widows, Swiss Life, Deutsche Asset Management, Pacific Investment
Services have entered into outsourcing arrangements with State Street

Bank of New York has signed outsourcing deals with ING Funds, ABN Amro,
AXA Investment Management

JP Morgan provides outsourcing services to ISIS Asset Management,

Morley Fund Management and Barclays Global Investors

The reasons for the significant growth in outsourcing are as follows:

Cost cutting after the bear market of 2000 — 2003

Greater focus by investment managers on what they do best — investing
money

Demands by the customers of investment managers for more reliable and
prompt information driven partially by regulation and risk management

The specialist international asset servicers have invested heavily in technology
to build hugely scaleable operations, therefore the capacity and capability now
exists

Greater acceptance within the sector of the benefits of outsourcing

4.4.3 What does this opportunity involve?

The keys to success going forward for asset servicers will be:

1.
2.

The ability to get products to the market quickly

The ability to service funds more cost effectively (process and technology
innovation)

The ability to provide value added services to fund promoters and asset
managers (better quality information — fund performance; exposure
management)
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Figure 4.4.1: Overview of the asset management/funds value chain
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Key activities

In our interview programme it was clear that the leading asset servicers are
continually seeking to improve their value proposition by addressing these issues.
However it will be important for Ireland to enhance the environment for product
innovation and speed to market; and for technology enabled process improvement
by fund administrators/asset servicers.

Product innovation and speed to market

Firstly, to be successful the fund servicers need to be able to launch new and
expanded products on a timely basis. As previously stated in the report there is
likely to be an increased demand for new products and alternative investments by
investors. The growth in hedge funds is an obvious example of this trend. Other
investment products in demand are property funds, private equity funds and
pension fund vehicles.

The creation of pension fund vehicles represents a huge opportunity for volume
growth. Multinationals, such as IBM, want to consolidate all pension fund assets
and liabilities into one fund in which all European employees would participate.
The desire of such multinationals to invest in a wide range of asset classes, such
as property funds and hedge funds, means that any pension vehicle must permit
such asset allocations. The cost savings and risk diversification that can be
achieved through pension pooling make it an attractive structure. The new UCITS
CCF vehicle is beginning to attract pan European pension business. Competitor
locations are also active in this sector. Total focus and commitment on the sector
is needed to ensure that Ireland becomes a major location for pension fund
business. Our ability to expand the CCF to accommodate the various asset
classes will be important. The main locations in this sector have yet to be
determined. It is all still to play for between Ireland/Luxembourg/UK etc.

Consequently the ability of fund servicers to help promoters develop these
products and ensure they can be launched quickly is vital.
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Technology enabled process improvement
Secondly, technology will be key:

e To eliminating remaining manual involvement in the transaction and reporting
cycles, so that funds are serviced more cost effectively; and

e To providing the wider range of value added services being demanded by
asset managers (e.g. better quality information — fund performance; exposure
management etc.). The scale of investment is enormous. Over the past three
years Bank of New York is reported to have spent nearly $2.6bn on IT.

Asset managers are increasingly looking for services beyond transaction
processing, services such as performance analytics (fund evaluations),
compliance monitoring and more sophisticated information. According to a senior
executive in Citigroup “technology is driving the added value provision of services
today more than at any time in the past and this will be even more the case in the
future”. A key driver is the demand for customised information — making the
information provided more meaningful to the asset managers to enable them to
improve risk management and customer service. A senior executive with a global
asset servicer stated “there has been a shift away from purely quantitive towards
qualitative”. We believe that this demand will accelerate as (a) individual investors
(high net worth and mass affluent) look for increased levels of information about
the underlying investments and (b) the growth in products such as separately
managed accounts.

4.4.4 Sources of competitive advantage to develop the opportunity

Opportunity # 3: Centre of excellence for funds servicing

| |Key actions to realise opportunity |

1. Enhance the environment for product innovation and bringing products into existence quickly
«  aggressive (realistic) targets for fund approval. (Benchmarking is in progress by DFIA)
+  speedy legislative developments in response to industry demand

«  continue the process for building resource/knowledge to facilitate the industry in developing new
products

2. Protect and extend access to tax treaties for Irish domiciled funds
3. Product/process innovation
« consider R&D incentives for investigating feasibility of new products
4. Meed to ensure the PPP process becomes more proactively managed rather than a consultation forum

| I Current sources of competitive advantage

« Current footprint and reputation of Ireland as a centre for fund administration
* Quality and depth of skill base for fund servicing

» Existing legislative and regulatory environment for a range of vehicles which facilitates the launch of
most products (e.g. UCITS, CCF, Qualifying Investment Fund)

« Tax neutrality for funds
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Given Ireland’s existing strong position in this market place, there are a number
of current sources of competitive advantage:

e Current footprint and reputation of Ireland as a centre for fund administration

Quality and depth of skill base for fund servicing

e Existing legislative and regulatory environment for a range of vehicles which
facilitates the launch of most products (e.g. UCITS, CCF, Qualifying
Investment Fund)

e Tax neutrality for funds
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In terms of areas for development, we have identified the following:

1.

Enhance the environment for product innovation and bringing products into

existence quickly

e There is a need to establish aggressive but realistic targets for fund
approval. DFIA has consulted with IFSRA in relation to this point and it was
agreed that the first step would be to determine current approval timelines
in other jurisdictions. Consequently DFIA has initiated a benchmarking
process to obtain the views of fund promoters about service levels and
performance of different jurisdictions.

e Speedy legislative developments in response to industry demand.

e Continue the process for building resource/knowledge to facilitate the
industry in developing new products. One of the key goals of IFSRA as
stated in its recently published strategic plan is “to develop an adaptable,
efficient and flexible organisation with motivated and skilled staff”.

Protect and extend access to tax treaties for Irish domiciled funds

Incentivise product/process innovation
Introduce R&D incentives for investigating feasibility of new products

Ensure the PPP process becomes more proactively managed rather than
a consultation forum

Promotion

Managing the brand in the market place cannot be left to global players with
operations here. They will always have internal conflicts and issues about
location. Brand management will be an important role for the IDA.
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4.5 Building scale in asset management
4.5.1 Opportunity overview

The management of assets (investment or asset management) is arguably the
most profitable and high value end of the value chain.

Asset management activities (investment research and strategy, portfolio
modelling, asset allocation, investment decisions, execution dealing and
performance attribution) are still relatively underdeveloped in Ireland.

It is important to recognise that the funds servicing business is different to the
asset management business. Unlike the fund servicing business which is product
and service focussed, the asset management business is people focussed, i.e.
the focus is on the manager as it is their skill and expertise which can result in
success or failure of the product/strategy. To move asset management activity

to Ireland means moving people to Ireland.

There is an enormous reluctance by large traditional asset managers to move
away from the major centres such as London and New York and no natural draw
to attract them from the vast liquid markets and financial services communities in
those locations.

Nevertheless, the trends indicate that there are opportunities to attract new people
to new locations. The early wins are more likely to be small niche players.

The targets for asset management range across all sectors including banking,
pension and mutual fund managers and the insurance sector. Asset management
is not confined to being an extension of the funds sector.

A clear focus for this sector is the other major action point.

With a clear focus and targeting of the sector, a major investment bank stated that
it could see an investment team relocating here in the future.

Opportunity # 4: Building scale in asset management

Drivers of opportunity

+ Build scale of asset management + Significant growth in asset
activity by initially focusing on high Building Scale m nent expected
growth alternative investments inal ive investm ig
(build cluster) in funds (and other niche sectors)
— boutique managers Asset
— specialist teams from
wealth managers
+ Continue to target institutional
teams from asset managers in
Europe
+ Collateral managers

+ Hedge fund teams are less well
established and potentially more
mohbile

Management

+ Asset management sector is relatively small in Ireland

+ Current assets under management (AUM) amount to c$200bn (0.5% of Global AUM). Two players
account for 65% - Pioneer & BIAM

+ Principal asset management activities are investment research and strategy, portfolio modeling,
asset allocation, investment decisions, execution dealing, performance attribution

|DA FS Review September 2004
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4.5.2 Why do we think this is an opportunity?

Ireland has been very successful in establishing itself as a leading centre for
asset servicing. It is estimated that the value of funds serviced here is in excess
of €600bn. However Ireland has not developed the same traction in asset
management activities.

According to IAIM, assets currently under management (AUM) in Ireland amount
to c€200bn which represents about 0.5% of Global AUM which are estimated to
be about $40tr. The European asset management industry manages over €10
trillion of assets (Asset Management Report- Review of FSAP by Expert Group,
May 2004). About 65% of total assets managed in Ireland are managed by two
major players — Pioneer and BIAM.

As identified in Opportunity #3 in Section 4.4, there is expected to be significant
growth in asset management especially in alternative investment/hedge funds
(and other niche sectors).

During our consultation process, it was evident that the asset management
business is worth pursuing but requires a long term approach and strategy.
The focus must be on getting the people to Ireland who manage the assets.

We have seen the emergence of hedge fund managers and small teams heading
to new locations. For instance, Dallas in the US is emerging as a new location for
hedge fund managers.

The outlook is positive in that we have seen the emergence of boutique managers
locating in Ireland in the past year. Burdon Capital. Broadstone and Vega (all
hedge fund managers) have starting managing their hedge funds from Ireland.
Other asset managers such as Zais and TD Global Finance have established
specialised portfolio management activities, some in response to the needs of
securitisation vehicles.

Open architecture in funds whereby traditional European players may sell other
manufacturers products will lead to the development of new management units
to select and review individual manager performance.

A recent Virtual Roundtable on open architecture in Europe hosted by Portfolio
International stated that: “Recent investigations in the US and in the UK have
certainly brought the risks of selling third-party funds to the fore. They highlight the
need for a comprehensive back-office infrastructure capable of managing the third-
party funds and for a business model that can deliver on that through the middle
and front-offices”

“Alpha Shops” is a development within the medium to large investment houses
whereby they attempt to recreate the advantage of small boutique players.
Creating new small teams in this way can perhaps more easily be done away
from NY, London etc by the large traditional players.

The growth of large pan European insurance groups through a process of
acquisition in recent years means that duplication of asset management teams
may not have to be addressed. Ireland can offer a neutral location where cultural
barriers might make it more difficult to choose a single location in Europe between
London, Paris, Frankfurt etc.

All of these niches offer opportunity to Ireland to build on the small, but evident,
“shoots” of asset management activity already here.
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4.5.3 Sources of competitive advantage and actions required to develop this
opportunity

The key enablers to a successful asset management sector are:

Availability of skill pool and/or the ability to attract imported skills
Attractive fiscal environment

Critical mass/scale to put Ireland on the map

Proximity to major markets

Well regarded regulatory environment

It was felt that there is no underlying fundamental reason why asset management
could not be developed in Ireland. However, the current scale of asset
management activity is very small by international standards which will

make it difficult to attract the bigger players in the short term.

Therefore in the short to medium term the focus needs to be on building scale

by focussing on high growth alternative investments and attracting boutique

and mid-sized fund managers in those niche areas. Boutique managers would
include specialist teams from wealth managers, hedge fund managers, collateral
managers etc. By creating a “cluster effect”, Ireland can create scale which would
then facilitate the longer term ambition of attracting the bigger players here. The
long-term focus is therefore on creating the environment and building scale to
attract the bigger players/institutional teams from asset managers in Europe.

Asset managers need infrastructural support (middle and back office). This is
where the link with the fund servicer lies i.e. providing the necessary infrastructure
to those managers. By building asset management, we also build asset servicing.

The current sources of competitive advantage of Ireland as a location for asset
management includes:

Low corporation tax

Provider network is well established

Growing pool of qualified Chartered Financial Analysts
Proximity to major financial centres

Developing scale in asset management will require targeting and promotion by
the IDA, for example:

e A “Roadshow” to major hedge fund locations (London, New York, Dallas).
During our consultation process, there was the suggestion that from a lifestyle
and tax viewpoint, US managers could also be targeted and may be attracted
to Ireland, particularly if they had Irish connections.

e The targets for asset management range across all sectors including banking,
pension and mutual fund managers and the insurance sector. It includes
collateral managers, proprietary traders, leveraged loan and ABS managers,
managers of global investment books, insurance managers etc.

e Target specialist teams within major wealth/investment managers.

It will also require other initiatives and actions which we have discussed in detail
with the IDA.
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4.6 Positioning Ireland as the pan European location for
insurance products and in particular mass risk/retail insurance
products

4.6.1 Opportunity overview

Insurance is a major sector breaking down into life and non-life sectors. Within
non-life large risks and mass risks at the consumer level are quite different markets.

Ireland is the leading provider of cross border life assurance but much of this

is investment product closer to the funds sector. In the non-life sector large risks
operate efficiently in Europe. Our focus therefore is on the mass risks in the
non-life sector and “life” products for the consumer sector.

The EU is committed to a single market for insurance. The reality is that limited
market integration has taken place to date. Where it has occurred it has been
through acquisition and holding operations in different territories. Cross border
retail business in mass products, such as motor, household and travel insurance
under freedom of services is negligible.

Greater action is needed in Europe to remove the legal and regulatory barriers if
the process is to move forward. To what extent that will happen in any reasonable
timescale is difficult to predict.

The objective for Ireland is to position itself for whatever future emerges in Europe.

We believe the vision for the future is to position Ireland as a pan European hub
for insurance.

Ireland should hold itself out as accommodating all insurance business models
including:

e A holding company for European acquisitions

e A head office for branching into Europe

e Alocation for direct writing captives and other pan European business as
it emerges

e Alocation for third party administration to support all of the above models
as Ireland emerges as a hub for insurance in Europe.

A hub for insurance is a realistic goal but given the fragmentation of the industry
in Europe it may take some time to realise.

Opportunity Five

Positioning
Ireland as the
pan European
location for
insurance
products and
in particular
mass risk/retail
insurance
products
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Opportunity # 5: Positioning Ireland as the pan European
location for mass risk/retail insurance products

+ Large risks captivesire-insurance + Significant industry consolidation
is already an international market is expected given its highly
inwhich Ireland has developed a fragmented state especially in
leading European position Europe (M&A activity predicted)

+ Mass risk/retail market is currently Ha Dped D

+ The EU market is likely, over time
0 dSS SKS to become more integrated
(Financial Services Action Plan)

largely local
+ MT opportunity for certain mass
risks/retail products
— household insurance
— term life insurance
— travel insurance
— simple savings products

+ EU enlargement has made the
market more attractive

* Planning and management

* Product development and IP
management

* Regulatory supervision
compliance

* Risk management

* Financial reporting

* Underwriting analytics
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4.6.2 Why do we think this is an opportunity?
The European market for insurance is fragmented

The European market for insurance is very fragmented. There are more than
4,000 insurance companies in Europe, most of which operate predominantly in
their local markets. Consequently in most local markets in Europe competition
from outside member states is limited for retail or mass risks (e.g. motor
insurance, household insurance, life products etc)

The main reason for this lack of market integration is the difficulty in harnessing
operating efficiencies. On the customer side — language and cultural differences
and local consumer protection rules make it difficult to succeed and on the
supplier side — the need for local risk knowledge and local claims policing and
service also cause difficulties.

Further European consolidation is expected

However some pan European groups have emerged such as AXA, Allianz,
Generali, Skandia, ING, Prudential and Aviva. They have made inroads into
non -home markets principally through acquisition.

This trend of cross border consolidation is likely to continue for a number of reasons

e The search for growth opportunities given maturation of the local markets
e Risk diversification strategies
e The drive for scale economies

The developments in this area over the last few years have been limited because
of the need to improve capital adequacy following the global market downturn of
2001 — 2003 and a number of years poor claims experience culminating in 9/11
losses.
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Despite the structural barriers at a consumer and supplier level that have had a
dampening effect on pan European integration to date, the increased household
penetration of internet usage may create opportunities for certain niche products
which are less impacted by the local risk and regulatory environment such as:

Household/home all risks insurance
Term life insurance

Travel insurance

Simple savings products

Unit linked life products

Further acquisitions and alliances within the industry with other distribution
channels may also force the pace of change. For example, an alliance between a
mono line bank or credit card provider with distribution across Europe with one of
the major European insurers could offer possibilities for pan European mass risks
business including life products.

The EU market is likely to become more integrated

Furthermore the EU commitment to a single European market will facilitate this
trend. The EU is committed to a more integrated insurance market as it will deliver
significant benefits to customers, the industry and the EU economy. Some
measures have been introduced to facilitate this such as:

e The introduction of passporting arrangements through cross border freedom
of establishment (FOE) via acquisitions and through freedom of services

e The moves to simplify the legal framework for group supervision (e.g. the
Financial Conglomerates Directive)

e The focus on convergent implementation of effective enforcement of EU
legislation through the Lamfalussy process.

Because of the Solvency Il Directive, we believe that pan European groups will
want to manage their capital in one central location. Market pressures for more
efficient use of capital and Solvency Il with its more risk based approach to capital
adequacy requirements are making the managing of insurance capital ever more
demanding. Multinational insurers are already looking to manage their capital on
a united global basis from one location and will be expecting an EU regulatory
framework to permit this in the near future.

Ireland must be ready for that demand and be prepared to offer a single location
for the management of capital as an option.

EU enlargement has made the market more attractive

Furthermore the enlargement of the EU from 15 to 25 countries will increase the
attractiveness of the EU market as a whole as it provides the potential for
considerable future premium growth.

US Insurers are re-examining their European strategies

These developments are likely to make the European market more attractive to
US entrants. This was apparent from our interview programme where we learned
that large US insurance groups are re-examining their European strategies (which
to date have been relatively limited because of the inherent difficulties in gaining a
significant European foothold).

Consequently there is an opportunity to position Ireland as a European hub/HQ
location for insurance groups.
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The trend towards outsourcing

The expectation is for significant growth in outsourcing, particularly administration
of closed books (life and pension). This change is driven by the significant cost
reduction agenda in insurance following the very tough market environment over
the past few years.

Ireland with its reputation as a centre of excellence for third party administration
of funds, its operational excellence in insurance and a footprint of established
local and international players is well placed to capture this business.

4.6.3 Opportunity description

Ireland has developed a leading European position for large risks, captives and
re-insurance (which is already an international market).

The medium term opportunity is likely to be in respect of certain mass risks/retail
products such as:

Household insurance
Term life insurance
Travel insurance

Simple savings products

The types of activities that could be conducted from the European hub/HQ could
include:

Business planning and management
Product development and IP management
Risk management

Asset/liability management

Regulatory and supervision compliance
Financial and management reporting
Underwriting analytics

Actuarial services

4.6.4 Sources of competitive advantage and actions to develop this opportunity

Opportunity # 5: Positioning Ireland as the pan European
location for mass risk/retail insurance products

| |Key actions to realise opportunity ‘

1. Maintain competitive position for captives. Introduce new legislation to capitalise on
growth of captives (“protected cell legislation™)

2. Target US (and Bermudan) insurers to select Ireland as base for pan European
operations

3. Eliminate capital taxes on subscription of share capital
4. Take early steps to position Ireland as being the leading European centre for certain

retail/mass risk products e.g. signal willingness to take a lead regulatory role on a pan
European basis

| | Current sources of competitive advantage

« Existing reputation as being a leading centre for re-insurance/large risks/captives (‘the Bermuda of
Europe”)

+ Gateway to Europe

+ Holding company regime (expected pan European in short term)

DA FS Review September 2004
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The competitive advantages that Ireland has to offer prospective/target insurance
groups include:

e Existing reputation as being a leading centre for reinsurance/large
risks/captives (“the Bermuda of Europe”)

e Gateway to Europe

e Existence of local third party insurance administration capability and reputation
as centre of excellence in fund administration

e Holding company regime for tax purposes

e Favourable corporate tax environment

However, there is a number of other actions that could be done to further increase
its relative attractiveness

1. Protect and enhance our competitive position as a location for captives.
Introduce new legislation to capitalise on growth of captives (“protected
cell legislation”)

2. Maintain and develop our competitive position as the primary location for the
sale of cross border life products as our footprint here will assist the further
development of the insurance industry generally.

3. Foster the existing claims processing and third party insurance administration
services in Ireland including local players.

4. Eliminate capital taxes on subscription of share capital. Insurance is a capital
intensive industry and capital duty should be abolished.

5. Take early steps to position Ireland as being the leading European centre
for certain retail/mass risk products e.g. signal willingness to take a lead
regulatory role on a pan European basis. IFSRA as the regulator must clearly
signal its intention to regulate from Ireland the various models for business
organisation and in particular the holding company of European subsidiary
operations.

These actions would allow the IDA to target the US/Bermudian insurance groups
with a view to establishing their European base here. More realistically European
groups could be targeted initially for some aspect of their headquarters functions
as they are unlikely to move fully from their traditional locations. Centres of
excellence for actuarial or other skills could be attracted here.

Insurance offers great potential for future growth but the business model for
Europe as a single market is as yet unclear. This lack of clarity should not deter
Ireland from taking action now to position itself for the future and taking whatever
competitive advantages exist from the current environment.
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4.7 Software development — Global projects
4.7.1 Opportunity overview

Our research and interview programme indicated that there is likely to be a
significant increase in IT spend by FS organisations over the next number of
years. A need to achieve cost reduction, create better business intelligence,
meet regulatory demands and manage risks better is forcing financial institutions
to increase their IT outlay and develop strategies to fulfil requirements. Major IT
programmes will be (and indeed have been) launched within tight timeframes.

Within IT the “extended delivery” model is becoming more prevalent i.e.
application development is spread across two (or more) locations. India has
become the preferred low cost location for extended delivery (see Section 2.2).
However we believe there is an opportunity for Ireland to be positioned within
this extended delivery chain by leveraging:

e lts reputation as a centre for software development

e The use of a “24hour clock” for large project delivery
The working days of India, Ireland and the US almost represent a full
24 hour day.

4.7.2 Why do we think this is an opportunity?

In 2003 global IT spending by financial services institutions amounted to €337bn.
This is expected to increase significantly in the future. (e.g. TowerGroup predict
that in Banking IT spending will grow at 6-7% for the foreseeable future.) This
increased spend across the sector is being driven by four main factors
(summarised below and discussed in detail in section 2.4):

A drive to achieve cost reduction/operational excellence

As cost reduction/organisational efficiency remains a priority across all FS sectors,
institutions are increasing their investments in technology designed to make
fundamental improvements in overall efficiency. Principally this covers investments
in straight through processing and workflow automation.

Increased risk management and regulatory compliance

Throughout this report we have identified the importance of regulatory compliance.
This is particularly acute given the explosive growth in both global and local
regulations over the last number of years. In particular, new regulations are forcing
firms to better understand and manage their risks (i.e. Basel IlI). New systems will
be expensive to implement given the sizable investments in data and analysis
systems required for compliance.

A need for improved business intelligence

Implementing the correct systems can allow organisations to deliver competitive
advantage through the ability to gather new sources of information to run their
business. This ability is evident across a number of the opportunities we have
profiled, for example in asset servicing fund administrators and managers are
acknowledging the need to provide customers with more reliable and prompt
information. Similarly in banking, the opportunity for Ireland to develop as a hub
for managing global/regional banking products will require intense support from
global information systems.
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The increasing importance of security and operational resilience

Given the events of September 11th firms today are paying increasing attention to
issues of security and operational resilience. Organisations understand the need
for systems to be backed up and IT platforms protected. This has seen a move
towards offsite IT backup facilities in order to alleviate any potential crash at a
company’s HQ.

Much of this work for large FS institutions will be performed offshore. IT application
development featured heavily in the 2004 Deloitte offshoring survey — In terms

of processes that firms intended performing offshore over 70% of respondents
identified “applications related”, the highest of all categories. Offshoring is playing
a role in meeting the industry demands in a cost effective fashion.

4.7.3 What does this opportunity involve?

This opportunity involves Ireland being promoted as a location where an integral
part of large scale global software projects can be carried out leveraging the skill
base and the concept of a “24 hour” clock for project delivery.

The 24 hour clock

Ireland is ideally placed between Asia and the US to exploit the concept of a
24hour clock. In figure 4.4.1 below we show time zones in three locations
Bangalore in India, Dublin and New York. By working across these time zones a
project team can be established in each location and the project virtually ‘handed
off’ through the time zones.

Figure 4.7.1 Using a 24 hour clock to deliver projects
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4.7.4 What do we need to attract this opportunity?

Ireland has a number of advantages already in place for attracting software
development projects teams.

Successful track record in software development

Ireland has a vibrant software development industry. According to the OECD
Information Technology Outlook 2002, Ireland is the largest exporter of software
goods in the world. The USA and Ireland together account for almost two-thirds
of OECD exports. Ireland has a number of significant players in this area (eight
of the top ten independent software companies in the world have significant
operations here). In the FS space a number of major players have established
software development and support operations in Ireland including Fidelity (220),
Prudential (369) and AIG (100). In total the IDA estimate that there are currently
800 software companies employing over 30,000 people in Ireland.

Similar to the financial services cluster discussed previously in this report, the
industry that has developed in Ireland has resulted in a pool of talented labour
and support services that reinforces Ireland as an attractive location for software
development.

Cultural compatibility

A significant factor that came across strongly during interviews was the cultural
compatibility of Ireland with the major western economies. As one interviewee
noted lrish employees “do what needs to be done” as opposed to staff in other
offshore locations who “do exactly what they are asked to do even if this doesn’t
get the job done”. This reputation helps make Ireland an ideal location for actively
managing global projects.

Cost

As a location for software development Ireland is more expensive than low cost
locations in the Pacific Rim. However, IT labour costs are lower here than in the
US. One interviewee noted that while cost efficiency is obviously key, a number of
arguments can still be made in favour of Ireland (e.g. pool of skills, cluster effect,
experience, cultural compatibility etc).

In light of the above it is important that Ireland is continually promoted as being
complementary to low cost locations for delivering large, complex IT projects as
part of an extended delivery model.
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5. Summary Recommendations

1. Ireland has been hugely successful in developing a well established, well
regarded international financial services sector

n

We believe there are excellent opportunities to grow and develop the sector
based on innovation, skills and expertise:

Ma}or p!ayer in + Significant footprint of international FS organisations (e.g. 50%+ of Top 100 FS
international Financial organisations)

Services — Well established and reputation for high quality
— Respected and quality regulator
— Mearshore location to London and New York

Focused on niche — Focused on niche, high growth opportunities in each sector
opportunities

+ Deep pool of talent (risk management ,operational management,
Recogmsed as be’ng a mathematical/analytical skills)

world class location for || + High quality support network of professional services
innovation.. +Well respected ,knowledgeable and F ive regulative & legisiative environment

+ Strong probusiness government support working seamlessly and effectively with the
industry

..and transaction * Deep international FS management and operational experience

EX@CUHOH « Continuous and targeted marketing of Ireland by a specialised and knowledgeable
team

« Attractive fiscal environment ( low corporation tax, capital friendly)
Leveraging key * Gateway to Europe

« Cultural compatibility

+ Nearshore |location to London and New York

competitive strengths

In particular we believe there are opportunities around:

e Becoming the major European centre for specialist debt/financing products
and securitisation

e Being a world class location for managing complex global/regional banking
products

e Developing and enhancing Ireland’s position as a major centre for asset

servicing

Building scale in asset management by initially targeting hedge fund

managers/niche players

e Positioning Ireland as being the pan European location for insurance
products

3. Many of the opportunities revolve around building on and evolving the current
range of activities and continuously adapting to market needs. In other words
the current footprint provides a strong platform for growth

4. In order to realise and achieve the opportunities we believe that actions
are required in a number of areas which will complement the many existing
competitive advantages that Ireland has as a location for international financial
services and thereby enhance “the proposition”. The actions needed to make
this happen underpin all opportunities and are common to all sectors. They
are about delivering a priority, commitment and focus to international financial
services. In particular we believe actions are required in the following areas:

e Priming the third level educational system to produce more mathematically
literate/quantitative skills
Skills are the number one driver of competitive advantage in this sector.
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e Introducing a number of taxation clarifications and amendments to make
Ireland more “capital friendly”

e Regulation is key to financial services
Ensuring sufficient regulatory resources are available to support its role
to facilitate innovation, competitiveness and growth in the sector through
effective and responsive regulation

e Ensuring seamless co-ordination between government departments and
agencies and the industry
The Clearing House Group and its committee are a good forum for
consultation, but it must become more of a process for driving the
International Financial Services Sector forward. This will involve a shift
in focus from consultation to proactive management. The IDA together
with the Department of the Taoiseach have a key role to play here.

e Re-invigorating (as planned) the promotion of Ireland as an International
Financial Centre
This will involve a combination of actions ranging from specific targeting
to initiatives to providing incentives to establish the feasibility of certain
development activities.
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Appendix I: Sources

In the table below we summarise some of the main sources of research for this

report.

Table A1: Summary of key research sources

AIMA (Alt. Investment Mgmt Assoc.)

Gartner

American Banker

Global Reinsurance

AMTF(Asset Management Task Force)

Goldman Sachs

Australian Government

Harvard Business Review

Bank for International Settlements Hoovers

Bank of England IBEC

Bank One IBF( Irish Bankers Federation)
Cayman Islands Financial Services IDA

Central Bank IFSRA

Central Statistics Office (CSO) IIF (Irish Insurance Federation)
CFO Magazine Intellinet

CFSI (Centre for Study of Fin. Innovation)

International Financial Services London

Citigroup

Irish Stock Exchange

CSFB (Credit Suisse First Boston) Irish Times

Datamonitor JP Morgan

Deloitte Knowledge Resources London Stock Exchange
Department of An Taoiseach Merrill Lynch

Department of Finance

Morgan Stanley

Deutsche Bank

National Competitiveness Council

Dubai Develop. and Investment Authority

New York Times

Dublin Funds Industry Association ( DFIA)

NYSE(New York Stock Exchange)

Enterprise Ireland OECD

ESF (European Securitisation Forum) OneSource

ESRI Private Banker International
Euromonitor Reuters

European Commission

Royal Bank of Canada

European Union

SEC (Securities and Exchange Commission)

Factavia (Dow Jones)

Standard & Poor’s

FEFSI (Euro. Fed. Of Invest. Funds & Co’s)

State Street

Finance Dublin Statec
Financial Services Ireland (FSI) Sunday Business Post
Financial Times The Banker

Forfas

The Corporation of London

Forrester

The Economist

FSA (Financial Services Authority, UK)

Toronto Economic Development







