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Live Survey Question 

(CAS Events App, click on this session, click on Live Poll)

What was the primary cause of the 2008 financial crisis?
a) Irrational exuberance within the housing sector, artificially inflating prices

b) A liquidity fracture in the global monetary system

c) Mass defaults in sub-prime mortgages

d) Proliferation of credit default swaps

e) Taking Fannie Mae & Freddie Mac into receivership



Learning Objectives

• 1) Understand fundamentally the primary cause of financial crises

• 2) Recognize a major economic problem we face in 2019

• 3) Learn of another, and systemic, problem in the global monetary system

• 4) Identify current events related to this monetary problem

• 5) Discuss how these two risks might impact the insurance industry

• 6) Ideas for risk management strategies



Antitrust Notice   
• The Casualty Actuarial Society is committed to adhering strictly to the 

letter and spirit of the antitrust laws. Seminars conducted under the 
auspices of the CAS are designed solely to provide a forum for the 
expression of various points of view on topics described in the programs or 
agendas for such meetings. 

• Under no circumstances shall CAS seminars be used as a means for 
competing companies or firms to reach any understanding – expressed or 
implied – that restricts competition or in any way impairs the ability of 
members to exercise independent business judgment regarding matters 
affecting competition. 

• It is the responsibility of all seminar participants to be aware of antitrust 
regulations, to prevent any written or verbal discussions that appear to 
violate these laws, and to adhere in every respect to the CAS antitrust 
compliance policy.



Why did the 2008 financial crisis happen? 

The Risk Management Paradox

• Risk management is a rational thinking approach to understanding 
relative risk

• Risk management was born out of the fact that humans don’t typically 
approach risk rationally and often misunderstand relative risk.

• Risk management professionals are humans

The solution to the paradox

To be a successful risk manager you must first become a successful 
critical (or rational) thinker.



The fundamental cause of financial crises

• Parameter Error – the uncertainty in the parameters used to model a 
certain phenomenon 

• Model Error – the uncertainty in the performance of a chosen model 
to properly quantify a certain phenomenon 



Bayes’ Theorem – the foundation for critical thinking
Bayesian reasoning is the critical thinking process of how to change your mind when you learn 

new info about the world around you or have new experiences or encounter new evidence.

 Event A

P(A) P(A') Marginal Probabilities

P(B|A) P(B'|A) P(B'|A') P(B|A') Conditional Probabilities

Event B likelihoods given Event A

P(B∩A) P(B'∩A) P(B'∩A') P(B∩A') Joint Probabilities



US Debt to GDP



On the Horizon – a global debt crisis
at the household, corporate, and sovereign levels

There are only two ways (for households and corporations) and two additional ways (for a 
sovereign) to deleverage from a debt problem:

1) Pay off the debt 

2) Default on the debt 

3) Socialize the debt ?

4) Devalue the debt 
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Missing shadow Money

“
Prospective subprime losses were clearly not large enough on their own to 
account for the magnitude of the crisis. Rather, the system’s vulnerabilities, 
together with gaps in the government’s crisis-response toolkit, were the 
principal explanations of why the crisis was so severe and had such 
devastating effects on the broader economy.

Ben Bernanke
Chairman, Federal Reserve

Testimony to the Financial Crisis Inquiry Commission
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ROBERT SOLOMON’S 3 PILLARS OF A GLOBAL RESERVE CURRENCY

1. LIQUIDITY – AS LONG AS BANKS ARE WILLING TO EXPAND, 
AMPLE SUPPLY OF FUNGIBLE ‘CURRENCY’ IN THE FORM OF BANK 
LIABILITIES

2. ADJUSTMENT – SINCE “CURRENCY” IS FUNGIBLE, THE SYSTEM 
CAN FLEX TO INCORPORATE MODERN ADVANCES, IF NOT LEAD 
THEM

3. CONFIDENCE – DENOMINATED IN DOLLARS



Missing shadow Money

“
In reply, Mr. Coombs said an effort could be made to develop such a 
measure, but he doubted that it would be successful. The volume of funds 
which might be shifted back and forth between the of the monetary 
statistics arose in connection with Euro-dollars; he suspected that at least 
some part of the Euro-dollar-based money supply should be included in 
the U.S. money supply. More generally, he thought M1 was becoming 
increasingly obsolete as a monetary indicator. The Committee should be 
focusing more on M2, and it should be moving toward some new version 
of M3--especially because of the participation of nonbank thrift institutions 
in money transfer activities. 

FOMC 
Memorandum of Discussion
December 1974
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“
But this combination of improvisations could not cope with, and 
indeed may have contributed to, the enormous expansion in 
markets for U.S. dollars offshore, and the new networks of 
interbank relations that made possible the creation of additional 
supplies of dollars outside the United States and beyond the 
control of the Federal Reserve. The ‘offshore’ currency markets 
soon became securities markets and, spurred by the U.S. effort to 
maintain control over capital exports from the United States, 
markets in Eurodollar securities flourished.

Robert Roosa
The International Monetary System: Forty Years After Bretton Woods
Conference at Bretton Woods sponsored by Federal Reserve Bank of Boston
May 1984 24
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Missing shadow Money

“
The problem is that we cannot extract from our statistical database 
what is true money conceptually, either in the transactions mode or 
the store-of-value mode. One of the reasons, obviously, is that the 
proliferation of products has been so extraordinary that the true 
underlying mix of money in our money and near money data is 
continuously changing. As a consequence, while of necessity it 
must be the case at the end of the day that inflation has to be a 
monetary phenomenon, a decision to base policy on measures of 
money presupposes that we can locate money. And that has 
become an increasingly dubious proposition.

Alan Greenspan
FOMC Meeting Transcript
June 2000
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Widely Perceived Eurodollar System

Central bank is central Credit-based OFFSHORE system

Money multiplier, deposit-based Reserve-less, currency-less ledger money

Traditional reserve pyramid Wholesale, interbank; dynamic bank 
liabilities

Individual economies are closed systems Globalized economy intricately linked

Gold Exchange (BW) replaced by US$ Gold Exchange (BW) replaced by Euro$

Bretton Woods ended in 1971 Transition to eurodollar-based system 
1950’s and 1960’s
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How might this risk impact the Insurance Industry?

1) Personnel risk

2) Investment Portfolio risk

3) Insurance cycle risk 

4) Profitability risk 

5) Regulatory risk

6) Rating Agency risk 

7) Perception risk



The Big Short, Part II
What to do about the monetary system risk?

• How we might implement these macro economic risks into our risk 
management structure?

1. Integrate monetary system risks into an Economic Scenario Generator (ESG). 

2. Include monetary system risk in your company’s risk profile so it does not get 
overlooked in your risk committee discussions.

This will require critical thinking!


