o EUROPEAN COMMISSION
¥ * Competition DG
* *
¥ " Directorate D

X e % Unit D 1 Financial services

Business insurance sector inquiry

| nquiry into the European businessinsurance sector pursuant to
Article 17 of Regulation 1/2003

I nterim report

January 2007




© European Communities, 2007.

Reproduction of parts of this report that are based on the Commission's own research is
authorised, provided that the source is acknowledged. For material quoted in this report
that is derived from other sources, permission must be sought directly from the copyright
holder.



TABLE OF CONTENTS

TABLE OF CONTENTS.....cieee e s nneennne e |
EXECUTIVE SUMMARY L.ttt st s 1
FINANCIAL ASPECTS OF THE BUSINESS INSURANCE SECTOR.....ccrtirieteririrerisiereneseseseesenenens 1
DURATION OF CONTRACTSIN THE BUSINESS INSURANCE SECTOR.....ccvviviiiirrisieesresre e 2
REINSURANCE ...ttt b s sn e n e s 2
STRUCTURE, FUNCTION AND REMUNERATION OF DISTRIBUTION CHANNELS......c.ccoereeenene 3
HORIZONTAL COOPERATION AMONG INSURERS.......ciiitieitieiriesree e sre s s 4
CONCLUSIONS ...utiteeteeieesiee sttt ss e st s e b e ss e ss e e st e ae e b e e e e saeeabe e s e ase e neeanennnenneennen 6
INTRODUGCTION. ...ttt st ae e sae et e e sae e e seesneeenreesneeenns 7
BACKGROUND AND AIMS OF THE STUDY ...c.viuuiuiiririsieieesessssesesesessssssssesesessssssessssssssesessnens 7
METHODOLOGY AND DATA ..ot e 7
2.1 DESK IESBAICH ...t 8

211 Limitations on data derived from desk research ..........ccoceceeeeienencnennnne 8
2.2 SUIVEYS... ittt ettt ettt h et h et R e bR Rt r e R e n e e nneenen 9
221 SUrVEYS Of @SSOCIBLIONS .......ccueeeririesiieieeee ettt sre e 9
222 Surveys of insurance companies and insurance brokers...........cccovevveenee. 9
2.2.2.1 Sampling for the INSUrer SUMVEY ........ccccecveiieiieieese e 9
2.2.2.2 Sampling for the intermediary SUrVeY ...........ccoeceeveeiecieeceese e 10
223 SUIVEY Of TEINSUIEN'S ...ttt esne e 11
THE NATURE AND FUNCTION OF BUSINESS INSURANCE........cccooiiiieiies 12
CLASSIFICATION OF BUSINESS INSURANCE ....ccuvtiuritiere sttt 12
1.1 Classification by consumer segment (type of buyer) .......cccccveveeievieccevieieeeceee, 13
1.1.1 Small/homogenous BUSINESS FSKS........c.ccvereeeiesee e 13
1.1.2 Large business risks and business risks not forming part of a
NOMOQENOUS ClESS........coeiiiieieee s 13
1.2. Classification by subject matter or risk inSUred..........ccooceeeeveeiecceeseese e 14
1.2.1 Material damage (or property) iNSUFANCE..........cceeuveveereerreeiieseesieesee e 14



1.2.2 Financial 10ss (or pecuniary) iNSUraNCeS...........coceverereereeieeneeseeseeseeseennes 14

1.2.3 Liability INSUMANCES.....cveiiecieeie ettt 15
1.3  Classification for licensing and regulatory pUrpOSES.........cceeeeveeieeieesreeeesveenen 15
1.4  Classification adopted in the SeCtor enqUITY .......ccceeeeveececeeseece e 15
THE FUNCTION AND BENEFITS OF BUSINESS INSURANCE........cciiiiiiiiiiee e 16
DEMAND AND SUPPLY FACTORS IN BUSINESS INSURANCE .....ccceooviiieenreeiesiee e 17
31  Thedemand fOr INSUMANCE.........cciiiriri ittt 17
3.2 Thesupply Of INSUFANCE........cccceiierieeie e ete ettt ee e 18
321 Regulatory and legal restraints..........cccocceveeveeieceese e 18
322 The ability to poOl riSK EXPOSUIES.........ccovveieciieiece e 18
3.2.3 Adequate information to price insurance CoNtracts..........ccovcvreererieenene 19
324 Acceptable level of moral hazard............ccovreieieneseee e 19
3.25 Adeguacy Of fiNaNCial FESOUICES.........cccveiierierie s 19
METHODS OF PRICING AND UNDERWRITING BUSINESS INSURANCE .......cccrvrvrvereeririeeenenens 20
4.1 Pricing MENOUS........ccoiiieiiciece ettt ae e e sre e 20
4.1.1 (O =SS - (] o TP 20
4.1.2 EXPEITENCE FALING ....oiveeieeie ettt 21
4.2  Other factors affecting the price of INSUraNCe..........ccoceceveeierinneeseee e 21
4.3  Theunderwriting CYCIE ..o 22
INSURANCE MARKETS. BASIC STRUCTURE ....cutuiiiieiesenesesieseesesesisss e sesssissesesssessssssenens 23
5.1  Proprietary and MUtUal INSUMEY'S.........ceeveerieieereerie e seesre e sree e seessee e eaesnee s 23
5.2  Specialist, multi-line and COMPOSITE INSUFENS..........ccceeieeieeieceerie e 24
521 SPECIAIISE INSUMEIS.....coiieiieiee ettt sne s 24
522 MUIET-TINE INSUMETS......eeeeeeee e s 24
523 COMPOSITE INSUMEIS.......eeueeeieeeteste sttt b e sn e ae e ene e 24
5.3 REINSUIEIS. ..ottt 24
5.4 POOIS e s 26
5,5  Captive INSUranCe COMPANIES.........ccecueieereeiieseesseesseseesseessessesseessesseesseessesnsesns 26
56  TheLloyd'sINsuranCce Market...........ccccooeririenieniniesesee e 27
57  Intermediaries and their classifiCation ............coceoeieienininneeee 28



57.1 Bl OK O S ..ttt e e st s e ne e e nnnnn e s e e nnnnnnnnnnnnnnnnnnn 29

5.7.1.1 Economic function of BroKers.........c.ooeoieneininenccereeeceseee e 29

5.7.1.2 Brokers DUSINESS MOTEIS........ccceiriirieirisiesieesie e 30

5.7.2 AGENTS .. 30

5.7.3 Banks and INSUFBINCE ..........ccueiieiiriiieieeeeee e s 31

574 Classification of intermediaries for the purpose of the sector .....................

ENOUITY SUINVEY ....eveeeecteeieeieesteeteeteesteeeesseesseesesneestesssesseesseensesseessesnsesnes 32

5.8  Other participantsin the insurance Market............cccoceveeveeveciesecce e 32

IV. CHARACTERISTICSOF THE WHOLE EU INSURANCE MARKET ................ 33
1. OVERVIEW OF THE EUROPEAN NON-LIFE INSURANCE MARKET .....ccciiiiriirrineenreene s 33
2. THE INTEGRATION OF EU INSURANCE MARKETS.......ttiiriireerreereesneesree s ssnee e sneens 35
2.1  Theimpact of insurance regulation in EUrOPe..........ccecvveveeieseesiesrieseesie e 35

2.2  Some effects of dereguIation...........cccoueiieieeceeseese e e 36

2.3  TheEuro and European capital Markets...........ccccvvvveieeiecie e 36

3. CURRENT ISSUESAND TRENDS IN EUROPEAN INSURANCE MARKETS ....covviviiienienreninenne 37
3.1 INSUMBNCE CABITIENS ....c.vetieeeteeieeiteie ettt ie e se et sre b e e e n e s e an e b sneeneeneas 37

311 Merger and acquiSItioN ACHIVITY ........ccoevererieiieesiese s 37

312 Drivers of M&A activity in European insurance markets ..............cc..c.... 37

313 The opposite trend: Outsourcers, “virtual INSUrers’ ..........coceeeeeeereeeene 38

314 Therise of European multinational iNSUrers...........cccceveveeceveesieecie e 38

3.15 Increasing concentration of EU non-life markets...........ccccccevveiveienee 39

3.2.  Brokersand other distribution ChannElS............cooeieiiniiiineeee e 40

321 The broking Sector in general..........coceveeieeierese e 41

3.2.1.1 Consolidation in the broking SECLOX ............coerirerereeieeeee e 41

3.2.1.2 Effects of increasing insurance broker importance..........ccccceecvveeeneennnne 42

3.2.1.3 Broker role VersuS inSUrer role.........ooeevereeenienieieeeseeseeesie e 43

322 The involvement of banks in European insurance markets..................... 43

V. MARKET INTEGRATION ...t a4
1. BENEFITS OF INTEGRATION ..cuteiitiisiiisree e s ne s sane s s s ne s sanessne s s 44



VIII.

THE EXTENT OF INTEGRATION IN THE EU INSURANCE MARKET ....coiiiiiiiiee e 44
225 R Y/ oo [ KoY o T 011= o 7= 1 o o S 44
2.2 Cross border sale of BUSINESS INSUFANCE..........cccceiiriierineseeee e 45
2.3  Saesthrough branches and agenCies..........cccoovveeieeieceese e 46
24  Penetration of foreign markets through M& A activity or ‘Greenfield' ..................
LY 01 o | OSSPSR 47
25 CONCIUSION.....cciiiiiiiiie ettt sttt sb et sne b nneas 48
FACTORS GOVERNING THE MARKET BEHAVIOUR AND MARKET ENTRY STRATEGY OF
INSURANCE FIRMS.....utitiieiiitesieieiesie e sie st te et see e seste e sessesaeseesesbe e esessessenensesenneas 48
CONCLUSIONS ..viiveucetesteiesesteseesessesteseesessesseseesessesesessessesessesseneesessessesessessensesessensenessessenes 51
FINANCIAL ASPECTSOF THE INDUSTRY oo 52
INTRODUGCTION ...c.uuterutieaueeaseesueesseesseeaseessseaseessseaseesaseaseessssaseesaseeaseesnneeaseesasessneesnsesssees 52
COMBINED RATIOS. ...ttt ettt ettt sttt s ee e b e s s e e sse e saeeenbeesnseenseesaneenneennns o4
LOSS AND EXPENSE RATIOS ...ttt n e s s 61
SMESVERSUS LARGE CLIENTS .. utiiitiiiieesieesteesieeseeessessseassesssseessessssesssessssesssessasesssessnns 63
CONCLUSION AND ANALY SIS .utiuiiiirteeesestesieessessesessessessesessessessssessessesessessessssessessessssessenes 65
DURATION OF CONTRACTSIN THE BUSINESS INSURANCE SECTOR....... 67
INTRODUCTION ...t uteteteseesesteseeseesesseseesessessenensesseseesessessesessessesensessensensasessensesessessenensessnnens 67
THE FINDINGS OF THE SECTOR INQUIRY ..ottt 67
2.1, DuUration Of CONIACES........cueiuiriieiierieeie e et ae e 67
2.2.  Renewal or extension Of CONIACES ........cccueririerirrierie e 69
COMPETITION ANALY SIS, .ciiutteiteestiesteasteassessteessesssessseesseessessssesssessssesssessssesssesssesssessnns 71
CONCLUSIONS ..viiteueetesieiesesteseeessesseseesessessesessessesesessesseneasessensesessessesessessensesessensensssessenes 73
REINSURANCE ..ottt sttt e e nnenneneas 74
THE RATIONALE FOR REINSURANCE ....ctetiueetesieseesessesseessesseseesessessesessessessenessessessssessensens 74
1.1  Catastrophe ProtECLION ........cccuieieeeiieie e ee et re e re e sneennees 74
1.2  Stabilisation of primary insurers and primary insurance markets.............cc........ 74
1.3  Increased capacity and fIeXiDIlity..........cooiiiriiiineee e 74
1.4 Adviceand techniCal SUPPOIT........cceiiiiieiiei e s 74



THE DEMAND FOR REINSURANCE ....cciuttieiteeesiteeesiteeesseeeasseesssseessseessseessssesssssessnnsessnseeesas 74
2.1  Linesof insurance written and nature of the portfolio.........cccccvveviveceniccnnene 75
2.2  Characteristics of individual insurers and Markets ..........ccooevenereniniennenennneens 75
THE SIGNIFICANCE OF REINSURANCE IN THE EU INSURANCE MARKET .....cooieerieerieennenns 75
REINSURANCE VOLUMES AND RETENTION RATIOS.....cutiiiiiieiiie et 76
THE SUPPLY OF REINSURANCE ........cetitiiattastttesteeseeaseessseessessseesssessssesssessssesssesssesssessnseens 77
5.1  Sellersof rEiNSUIANCE........coiieieiie ettt 77
52  ReNSUNErSINTNE EU .....ooiiiiiiicee et 77
REINSURANCE MARKET TRENDS. ......ceitteseeateeseeenseesneesseessesssesssessseesssesssessnsesssesssesssess 77
REINSURER SECURITY AND CHOICE OF REINSURERS........cceiiieieesreesiee e esseeseeesneesneeneeas 78
7.1 REINSUMES SECUMTY ....eiieieiiieeiieiesiie ettt st sae et sre e te e e sseebe st e saeeneeenee e 78
7.2 CROICE Of FEBINSUIEIS ....cceieeeeeieeieeeie et ee et sbe e s esseesesneesseeneesneees 80
721 Diversification oOf reinsurance ProgramimesS...........coeeeereereereeseeseessesenns 80
722 The influence of financial strength ratings and the rating agencies on
FEINSUMBINCE .....veenteeieesteetee e steesteeseesaeesseetesseesbesneesseesbeensesseesbeensesneessennsens 80
7.2.2.1 Theprincipal rating @genCIES.........cccueiereriererierieseseeee e 81
7.2.2.2 The use and impact of MiNiIMUM ratingsS...........ccvovvererieeienenesese e 82
DISTRIBUTION CHANNELS FOR REINSURANCE ....cuceutiteierentesieeesesseseesessessesessessessesessessnnens 85
"BEST TERMS AND CONDITIONS" CLAUSE ...cuvettiterieresieseeessestesessessessesessessesessessessesessessenes 86
CONGCLUSIONS ....eiiiieeuteesteeaseesseesseesseeseeeaseesaseesseesaseesseesaneaabeeanseeabeesaneenneeanseeaneesaneeneeanns 88
DISTRIBUTION OF BUSINESS INSURANCE.......ccccviiiririnieenieseesesie s 89
DISTRIBUTION CHANNELS. ...ccuuttiteeauetateasueeaseassseassesssseassesssssassesssseessessssssssesssssssessnsessses 90
1.1  Anaysisof the various distribution channelsin the non-life business ...................
INSUFBINCE SECLON .....eeuvevesiestesteeieeseeeeaeseestestesbessesseeseeeestesbesbesbessesseeseeneensenseseesse e 90
111 Importance of the various distribution channelsin the total non-life..........
business insurance sector per country and at EU level ...........cccccvennee. 90
1.1.1.1 Differences in the importance of the various distribution ................c..........
channels according to product [INES..........ccoceeieeiineneenee e 95
1.1.1.2 Differences in the importance of the various..........c.ccccevvecereereccesceeseenn,
channels according to client profiles..........cccooveveeececce e, 96
1.1.1.3 Variations and trends over the last fiveyearsat EU level...............cc........
and inthe Member SLAtes.........cocvireriiee e 98



1.1.2 Competition considerations in relation to the structure of ............c.cccceveeee.

distribution in the NOrdic COUNtIies...........cccoiierenirieceeee e 100

1.2 EXCIUSIVE BOENES.....ccuieiiiiesieesie ettt sttt st sbe e sne et 100
121 Significance of the distribution channel ... 100
1.2.2 Duration of the exclusive relationship ... 100
1.2.3 Restrictions on termination of exclusive agency agreements................ 101
1.2.4 Competition considerations in relation with tied-agent networks.......... 101
ROLE OF THE INTERMEDIARIES. .....ciitiiiiiiiiiiesii s st 101
21  Fromtraditional core ServiCesto NEW SEIVICES.........cccoiirerererieeeeiiesie e 102
2.2  Range of services provided to clients across Member States ...........ccceeereenene. 102
2.3  Range of services provided to insurers across Member States.........c.ccveevveeennee. 105
24 Placement PALtEINS ........cccieereeieeeeseesie et e e ee e see e et e e sreene e e e enn 107
25  Scopeof intermediaries’ responsibilities under authorised agencies................. 109
2.6  Determinants of intermediaries insurer ChoiCe..........ccooooeenerenciencscseeees 110
2.7  Information provided by intermediariesto their clients when recommending .......
cover and CNOICE OF INSUMES ......c.ceviririeeceriesee e 111

2.8  Other disclosure of information to the clients...........ccccoieieinneiniesercees 112
2.9  ASSIStANCE With ClaIMS.......ceciiiicieee e 114
REMUNERATION OF INTERMEDIARIES .....ccueiiiiiiriesrieree s s snes s 115
3.1  Composition of intermediaries FEVENUES ..........coveereriierieneeie e 115
3.2  Relativeimportance of different sources of revenue.............cccoceeeeveeneeceeneenne. 116
3.3 COMMUISSIONS.....ueiuiieeeiereseees et r et r e sn e b e nesn e e enenneneas 119
34  Contingent Commissionsincluding Profit COmmISSIONS.........cccccovvereeeeneeenne. 122
34.1 2 F 01 (| (011 o IS 122
34.2 Scope of the analysis, dataand limitations...........cccceceevieccieiie e, 123
3.4.3 Empirical findings and interpretation of data............cccccevvereeieniennennnn. 123
344 Other forms of remuneration of intermediaries .........ccocceeevenerenerienne. 131

3.5 CONCIUSION......oeiiiiiiceeie e 132
HORIZONTAL COOPERATION ..ot 133
INTRODUGCTION ....ctiutiitiiriste sttt r s bt sn s sb e n s sb e n e sb e b s e b n s e r e s an e s 133

Vi



2. COOPERATION IN THE CALCULATION OF THE AVERAGE COST OF RISK ....oovuiiiieeieeeieeieee

AND ON STUDIES ....eetttitteaueeateesueeateasseeaasessueeaseassseaasessaseaseeassesasessaseaasessnsesssesssesssessnns 134
3. STANDARD POLICY CONDITIONS.....cctteiutiarteeseeareeseeasseesseessesssesasessssssasessssssssessssssnseens 136
4. CO-INSURANCE POOLS.......ciiuiiiiieiiiieiie sttt sttt st sttt sbe e st sne e s s e saeesnneens 138
S. SECURITY DEVICES ... uiiiiiiiieesiee ettt ettt sae e be e sbaesateesbeesneeesaeesaneens 138
6. CLAIMS SETTLEMENT AGREEMENTS ...ccutitiieresteseesessesseseesessesseessessensssessessesessessenessessenens 141
7. A CCESSTO DATA <ottt s e e b e sae e e be e s e e e ene e saneenneeenes 144
8. "BEST TERMS AND CONDITIONS" CLAUSE ....cciuteetiereeereeseesseesseesseesseessessseessesssessnseens 144
9. CONGCLUSIONS ....eiiieesiteeteeaseeesteesseeeseesseeaaneesaeeasseesseeeseesseesaseeameeanseesseesaneeaseesnreeaneesnneens 144
XI. CONCLUSIONS ... .ottt sttt st sesbe e e sesbesee e eneseeneas 145
1. FINDINGS OF THE SECTOR INQUIRY ...coiiiitttiiiieeeeeiesitbrrereie s s s s sessbssssessssssssnsssssnssesssssennnns 145
2. NEXT STEPS  eeiitiiitieitee st r ettt e sttt e e bt e st e e b e e sat e e be e s ate e abe e sabeeabeeeabeenbeesateebeannns 147
3. | SSUES FOR CONSULTATION ...uttiiuteeteesueeessessueeessessssesssessasesssessssesssessssesssesssesssesssesssessnns 148
4. PROCEDURE FOR CONSULTATION ....veutettteseesesseseesessessessesessessesessessessssessessenessessensesessensens 149
DEFINITIONS oottt sttt ettt ettt e e st et neenentenes 150

VI



l. EXECUTIVE SUMMARY

The Sector Inquiry into Business Insurance aims at analysing the provision of insurance
products and services to businesses within the European Union. As stated in the Communication
by Commissioner Kroes of June 2005, its main objective is to understand the functioning of the
sector, which would ultimately alow to detect distortions of competition. Such distortions may
then be tackled under Articles 81 or 82 of the Treaty, either by the Commission or by nationa
competition authorities within the European Competition Network.

The preliminary findings of the Sector Inquiry, as described in the present Interim
Report, are based on desk research as well as on a survey amongst insurance companies,
insurance intermediaries and reinsurers, and national associations of insurers, intermediaries and
risk managers. The survey amongst insurers and intermediaries, mainly brokers, was conducted
using statistical sampling methods. The response rates of the various steps of the survey ranged
between 80 % and 100 %.

The Sector Inquiry has examined the following areas:

o financial aspects of the business insurance sector;

e duration of contracts in the business insurance sector;

e reinsurance;

e dtructure, function and remuneration of distribution channels;
e horizontal cooperation among insurers.

1. FINANCIAL ASPECTS OF THE BUSINESS INSURANCE SECTOR

Results based on a standard profitability ratio, which is commonly used by the industry
and provides a competitive benchmark, reveal that profitability is high in business insurance at
the EU-25 level. Pre-tax profitability in business insurance was around 26 % across the three
largest European insurance markets in 2005 with high variation both in terms of insurance lines
and Member States. Underwriting profit ratios vary up to 200 % across the EU-25 for the same
insurance line and up to 100% within the same country for different insurance lines. Profitability
has also been sustained over time in most Member States but is significantly higher in the
new Member States than in the EU-15.

The cost bases of insurance companies vary considerably across the EU-25 and are not
converging. In particular, insurers in the new Member States display consistently higher cost
ratios than those in the EU-15. It thus seems that at Member State level, less efficient markets
also display higher profitability.

The extent of variation in profitability indicates an important degree of market
fragmentation and the potential scale for price reduction in severa Member States.

High and sustained profitability in some Member States may be the result of the exercise
of market power. Further investigation will focus on possible causality between financia
performances and possible barriers to competition in some markets.

Finally, it is worth noting that some Member States tend to display consistently higher
underwriting profitability in segments of small and medium-sized enterprises (SMEs) than in
segments of large corporate clients (LCCs). This might indicate that in these Member States,
underwriting for SMESis used to cross-subsidise low returnsin the LCCs' segment.



2. DURATION OF CONTRACTS IN THE BUSINESS INSURANCE SECTOR

The inquiry's data show that the average duration of insurance contracts for a given line
varies substantially between Member States. While in many Member States the majority of the
insurance contracts are concluded on an annual basis, long-term agreements are common
practice in some other Member States, such as Austria, Italy, the Netherlands and Slovenia.

Moreover, clauses alowing for the automatic renewal or extension of contracts are
common.

The data do not show a substantial difference between practices concerning LCCs and
practices concerning SMEs.

In certain cases, the duration of the insurance coverage offered by a contract is an
essential characteristic of the product that is defined and marketed by the insurance company.
As long as duration of coverage is inherent to product definition, it seems doubtful that it could
be seen as a restriction of competition. However, when this is not the case, long-term
agreements in the business insurance sector can, under certain circumstances, raise competition
concerns related to the risk of foreclosure of the insurance markets to new entrants.

The assessment of the foreclosure effects of long-term agreements will notably depend
on the cumulative effect that networks of similar long-term contracts will have on access to the
market. It will also depend on the appraisal of other factors pertaining to the economic and legal
context of the agreement. These factors are related, on one side, to the possibilities for a new
competitor to penetrate the bundle of contracts and, on the other, to the conditions under which
competitive forces operate on the relevant market. Finally, it is necessary to assess the extent to
which the agreements entered into by the specific insurer contribute to the cumulative effect
produced by the totality of the similar contracts found on that market.

Further investigation will assess the likelihood of these risks of foreclosure.

3. REINSURANCE

A substantial number of the world's major reinsurers are established in the European
Union. They write business on an international basis as reinsurance itself is predominantly an
international business.

The European Commission’s practice in the field of merger assessment has considered
that the provision of reinsurance should be regarded as a single relevant product market
covering the provision of reinsurance for all classes of risk, as a reinsurer covering risks of a
particular class may readily and quickly switch capital and resources from that class of cover to
adifferent class of cover (supply-side substitutability).

The results of the Sector Inquiry show that 91 % of insurers take into account financial
ratings when selecting reinsurers and that 95 % of these insurers have defined a minimum rating
below which they would not consider buying reinsurance from any reinsurer. This raises the
guestion of the demand-side substitutability of the different reinsurers and thus whether ratings
may affect in specific cases the definition of the product market.

Furthermore, in the case of a decrease in the ratings of a considerable number of
reinsurers, the question arises whether the insurers would maintain their ratings expectations, as
this would lead to a situation where only a limited number of reinsurers would be able to
provide cover to most insurers.

The inquiry also shows that reinsurance companies active in the EU include the so-called
"best terms and conditions' clause in their contracts with their clients, the direct insurers. This
clause allows a given reinsurer to benefit from any more favourable terms that could have been



agreed between the same direct insurer and another reinsurer within the same reinsurance
arrangement. This “best terms and conditions’ clause can appear in treaty as well as in
facultative reinsurance. It is drafted in different ways, and sometimes introduced even via a
stamp.

The “best terms and conditions’ clause harmonises terms and conditions at the most
favourable level for the reinsurers concerned, irrespective of the characteristics of these
reinsurers, to the detriment of the direct insurer and, ultimately, of the final business insurance
customer. The clause also increases price transparency and, under certain market conditions,
could amount to a restriction of competition within the meaning of Article 81(1) EC. Some
respondents, however, advanced arguments in order to justify the practice.

4., STRUCTURE, FUNCTION AND REMUNERATION OF DISTRIBUTION CHANNELS

Business insurance products are distributed through a variety of channels, whether
directly by insurance companies or indirectly through exclusive (or tied) agents, multiple (or
independent) agents, brokers, banks or other financial institutions.

The structure of distribution channels varies from one Member State to another due to
historical and cultural reasons, but differences also exist according to the insurance lines and/or
client profiles concerned. Although many insurance companies operate through more than one
distribution channel, the business insurance market in the EU is predominantly served by
brokers. Exclusive agents constitute the second most used channel of distribution across the EU
in most insurance lines.

Certain distribution structures (e.g. networks of exclusive agents) can, under specific
circumstances, act as entry barriers. Conversely, the existence of a broker channel can facilitate
market entry for foreign insurers that do not have their own or a sufficiently developed
distribution network. According to the survey of insurers, access to distribution infrastructure is
among the most important factors influencing insurers' decision to enter a new market.

The function of brokers has changed over the last twenty years. It has developed from
the traditional role of market-matchers, whose services relate to the transfer of risk from clients
to insurers, to the role of service providersto clients and to insurers. An increasing consolidation
and concentration of the brokerage markets has contributed to increasing size and resources of
brokers. Furthermore, improvements in technol ogies have prompted brokers to offer a variety of
additional and innovative servicesto their clients.

The results of the sector inquiry suggest that although brokers deal on average with a
large number of insurers, in general they concentrate a large proportion of their business with a
very small number of them.

Brokers act both as an advisor to their clients and as a distribution channel for the
insurer, often with underwriting powers and binding authorities. This dual role could be a source
of conflict of interest between the objectivity of the advice they provide to their clients and their
own commercial considerations.

Amongst the factors that determine which particular insurer a broker recommends to his
clients, the price quoted for the transaction, the insurer's financial standing and the breadth of
risk coverage available rank first. The importance of these factors varies little whether the client
is an LCC or an SME, anywhere in the EU. However, LCCs appear to be generally better
informed by their brokers than SMEs. Despite marked variations between Member States in the
number of quotations and different insurers’ terms that form the basis of brokers' advice to their
clients, this number tends to increase in accordance with the complexity of the risk to be
insured. The larger the risks, the better advised are the clients.



The function of independent intermediaries, in particular brokers, in stimulating
competition in the insurance market place could be weakened not only in case of conflicts of
interest related to their dual role mentioned above, but aso in case of conflicts of interest related
to their remuneration. Such conflicts of interest may compromise the objectivity of the advice
given to clients.

In this context, contingent commissions received particular attention due to the so-
called " Spitzer” investigation conducted in 2004 and 2005 in the United States that involved the
world's largest insurance broking firms and several insurance companies. Contingent
commissions are payments made by insurers to intermediaries, based on the achievement of
agreed targets. They could thus create incentives for intermediaries to steer, for instance, high
volume or profitable business to selected insurance companies. This might not necessarily bein
the interest of clients.

The results of the Sector Inquiry confirm that contingent commission agreements were
widespread in many Member States in the past, particularly in the EU-15. Some intermediaries
have derived considerable revenues from contingent commissions, highlighting the potential for
conflicts of interest. It appears that the investigation in the US and the increased public attention
have led some market participants to change their policy concerning contingent commission
agreements, but not necessarily to abandon all contingent commissions. Other market
participants have made no changes to their practices. The Commission intends to further
examine thisissue.

As confirmed during the Sector Inquiry by the risk managers associations, insurance
clients are critical of the lack of transparency of intermediaries remuneration. The survey shows
that intermediaries across the EU tend not to declare to their clients spontaneously how they are
remunerated for the placement of insurance through commissions. With the exception
of Denmark, Finland and Sweden, in the Member States surveyed, respondents disclose their
commissions spontaneously only to between 3% and 30% of their clients. The corresponding
figures stated by respondents concerning the disclosure of remuneration upon clients' request is
considerably higher. However, there may be some doubts as to the reliability of these figures, as
anumber of respondents explained that clients allegedly do not request this kind of information.
In the case of commissions, the insurance premium paid by the insured consists of the price of
obtaining risk coverage as well as of the price of the mediation services, as both are bundled
together. The overall lack of transparency of intermediaries remuneration reduces the potential
for price competition in relation to mediation services. The inquiry will examine this issue
further, actively seeking the views of businessinsurance clients.

Prohibition of commission rebating by insurers could amount to resale price maintenance
and could therefore constitute a restriction of competition which would not benefit from the
block exemption granted by the Regulation on vertical agreements and concerted practices
(Regulation (EC) No 2790/1999 of 22 December 1999). Commission rebating is still legally
prohibited in Germany. The Commission will further examine to which extent commission
rebating takes place and whether or not there are agreements or practices that would prevent
intermediaries from rebating commissions to broking clients.

S. HORIZONTAL COOPERATION AMONG INSURERS

Horizontal cooperation among insurers varies widely amongst the various Member
States and from one insurance line to another.

Some forms of cooperation are block-exempted by Regulation (EC) No 358/2003,
adopted on 27 February 2003 and expiring on 31 March 2010. This Regulation grants a block



exemption to agreements concerning calculations and studies, standard policy conditions, the
joint coverage of risks and safety devices.

In particular, the survey shows that cooperation on calculations and studies is
substantial in Germany and Belgium and, as far as insurance lines are concerned, for Motor,
Property/Business Interruption, Environmental Liabilities, Personal Accident/Medical Expenses
and General Liability. However, such cooperation seems much less important in Member States
such as Hungary, Denmark and Poland. It is also much less substantia for the Directors
and Officers' Liability and for the Credit and Suretyship insurance lines.

Some associations stated in their replies that they do not always make calculations and
studies available to non-member insurance companies.

Agreements concerning the joint establishment and distribution of standard policy
conditions, according to the results of the Sector Inquiry, are common in the industry,
concerning practically al insurance lines, and more substantially the Property/Business
interruption and the General Liabilities lines. However, this form of cooperation seems
insignificant in the Czech Republic and in Poland, and marginal in Spain, Greece and Ireland.

While the majority of the associations indicated that their standard policy conditions are
neither binding nor recommended, some stated that they recommend their standard policy
conditions. One association even indicated that its standard policy conditions are binding.
Moreover, a few associations do not make standard policy conditions available to all interested
parties.

The Sector Inquiry aso examined premium indexation clauses. These clauses are a
particular type of standard policy conditions which, in case of contracts concluded for more than
one year or in case of extension or renewal of an existing contract, stipulate a premium
adjustment, related to the application of a certain index. Replies from insurers to the Sector
Inquiry indicate that 28 % of respondents use premium indexation clauses. This average figure
however hides the fact that the use of such clauses differs widely between the various insurance
lines and from one Member State to another.

It seems that insurers use mainly premium indexation clauses that they have developed
on their own. Just under half of the respondents indicated, however, that they use indexation
clauses developed by insurers’ associations. According to the data collected from the insurers
associations, approximately half a dozen associations have developed premium indexation
clauses, mainly in the Property/Business Interruption insurance line.

Data collected from insurance companies show that pools covering the territory of a
single Member State are numerous for Property risks, as well as for General Liability, Motor
and Professional Indemnity risks. This form of cooperation is particularly substantial
in Germany, the Netherlands, Belgium, Finland and the UK. It seems less relevant in Italy,
the Baltic Member States, Hungary, Slovenia and Poland.

Insurers associations seem to have been only moderately involved in pools. Their
involvement has generaly related to various aspects of the pool activities, including
management and coordination of the pool, management of data exchange systems between the
members of the pool and clearing and settlement of premiums and claims.

Cooperation on technical specifications, rules or codes of practice concerning safety
equipments does not seem to have a substantial impact on insurers policies in a large number
of Member States (Cyprus, Denmark, Estonia, Ireland, Italy, Lithuania, Luxembourg, Latvia,
Malta, Poland, Portugal, Slovenia and Slovakia). Conversely, it seemsto play arolein particular
in Austria, Belgium, Germany, Finland, France, the Netherlands, Sweden and in the UK. Such
cooperation concerns mainly the Property/Business Interruption, the Transportation and



the Motor insurance lines. It appears to be margina in the Aviation and in all the Liability
insurance lines.

Claims settlement agreements are common in Germany, in the Netherlands, in Austria
and in Portugal as far as the Motor insurance line is concerned, and in France, in particular for
the Motor and for the Property/Business Interruption insurance lines. This form of cooperation
is, however, less substantial in a large number of Member States: Czech Republic, Estonia,
Finland, Hungary, Lithuania, Luxembourg, Malta, Poland, Slovenia and Slovakia, as well
asltaly, Ireland and the UK, as far as Property/Business Interruption and General Liability are
concerned.

Finally, the Sector Inquiry established that insurers associations rarely charge insurers
for access to data used to calculate risk premium.

On the basis of the differences between the various Member States that, according to the
survey, appear as far as the level of cooperation among insurers is concerned, one could raise
doubts about the justifications of such cooperation and about the scope of the exemption granted
by the present Block Exemption Regulation. The public consultation on the present Interim
Report should be an occasion for an open and fruitful debate on thisissue.

6. CONCLUSIONS AND NEXT STEPS

The Sector Inquiry allowed the creation of a very comprehensive database on the five
issues discussed above. However, due to the complexity of the questionnaires sent to the various
market operators and to the significant efforts that data gathering meant, in particular for
insurers and intermediaries of medium/small size, replies were not always as clear, accurate and
exhaustive as expected.

The Commission intends therefore to conduct an additional targeted round of
investigative steps (questionnaires and/or interviews) with various stakeholders. In particular,
the Commission will concentrate these further investigations on concrete issues raising
competition concerns. These supplementary investigations will not only contribute to clarifying
certain issues that have emerged from the replies received so far; they will also sharpen the
competition focus of the Sector Inquiry into Business Insurance.

Moreover, the Commission will pro-actively involve the customer side of business
insurance (i.e. SMEs and LCCs) via their associations in the further progress of the inquiry, in
order to be able to present in a Final Report abalanced view of the issues at stake.

With the publication of the present Interim Report, the Commission launches a public
consultation, creating the conditions for an open and fruitful debate on the various issues raised
in the Report. The public consultation period will end on 10 April 2007.

On 9 February 2007, a public Hearing will take place in Brussels with the participation
of al stakeholders: insurance companies, intermediaries, insurers and intermediaries
associations, regulators and associations representing business insurance customers.

The Final Report of the Sector Inquiry, which will present the findings of the new round
of investigative steps and comment on relevant issues raised during the public consultation and
the Hearing, will be published in September 2007.



I. INTRODUCTION

1. BACKGROUND AND AIMS OF THE INQUIRY

The Commission of the European Communities, having regard to the Treaty establishing
the European Communities and to Council Regulation (EC) No 1/2003 of 16 December 2002 on
the implementation of the rules on competition laid down in Articles 81 and 82 of the Treaty
and, in particular, Article 17 (1) of Council Regulation (EC) No 1/2003, decided on 13 June
2005 to initiate an inquiry into the business insurance sector’, relating to the provision of
insurance products and services to businesses in the Community.

The decision took into account indications that in certain areas of insurance to
businesses, distortive forms of cooperation may take place between insurers and that certain
arrangements for distribution of insurance products and services to businesses may give rise to
competition concerns.? The sector inquiry aims at fully understanding the functioning of the
sector with a view to ultimately identifying any concrete restrictive practices or distortions of
competition that can be addressed under Articles 81 or 82 of the Treaty, either by the
Commission or by national competition authorities within the European Competition Network.

The purpose of this report is to present interim findings of the Commission's sector
inquiry, inviting interested parties to submit their comments and observations.

2. METHODOLOGY AND DATA

The information contained in this report was obtained through desk research and through
an analysis of responses to questionnaire-based surveys of some of the mgjor participants in the
EU insurance market. The surveys included EU insurance companies, insurance intermediaries,
reinsurance companies as well as associations of insurers, intermediaries and risk managers.

The dataset has been collected and assembled by DG Competition and the European
Commission’s Joint Research Centre (JRC). The final database was submitted to statistical tests
in order to identify possible “outliers’ (i.e., extreme observations) that could bias the analysis.
Figures diverging significantly from the mean of the overall and country samples were thus
identified.

Moreover, some respondents did not provide data on all questions of the questionnaire.
The aleged reasons for failing to provide full answers related to technical limitations and the
data reporting model that would make it impossible to provide data with the required detail.
Consequently, a high response rate for the overall questionnaire does not necessarily imply that
all questions were addressed in an equal and full manner.

A more detailed explanation of the methodology used, including the desk research and
the analysis of the aforementioned surveys, is provided below.

! Please note that the term "business insurance" does not exist in EU insurance regulation. It has been defined.for

the purpose of this inquiry as the provision of insurance products and services to any type of business,
irrespective of its size, form of organisation or legal structure.

For details please see: (1) Commission Decision (EC) of 13/06/2005 initiating an inquiry into the business
insurance sector pursuant to Article 17 of Council Regulation (EC) No 1/2003, and (2) Communication by
Commissioner Kroes in agreement with Commissioner Mc Creevy, Memorandum on sector inquiries in
financial services (retail banking and business insurance), both published on the European Commission's
internet web-site: http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/
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2.1 Desk research

Data and information was obtained from a wide range of published sources, including
public bodies, private organisations and academic literature on insurance.

Major sources included, first, a variety of international bodies devoted to insurance
matters or providing data on insurance. These bodies included, but were not limited to, the
Organisation for Economic Co-operation and Development (OECD), the Comité Européen des
Assurances (CEA), the European Federation of Insurance Intermediaries (BIPAR), and the
International Association of Insurance Supervisors (1AIS).

Data was also obtained from bodies operating at the level of the individual Member
States, including national supervisory authorities, the national insurance associations of the 25
EU Member States (representing insurance companies) and national associations representing
various types of insurance intermediaries.

Further data was gathered from reports and other publications produced by a large
number of individual insurance firms and commercial organisations supplying insurance-related
information. Among these, the reports in the sigma series produced by Swiss Re Economic
Research and Consulting and the non-life Insurance Market Reports produced by Axco
Information Services were found to be especially helpful.

Finally, as noted above, the academic literature on insurance and insurance markets was
consulted.

2.1.1 Limitations on data derived from desk research

The usefulness of the data obtained from desk research was subject to a number of
limiting factors.

Firstly, the Sector Inquiry is concerned only with business (commercial) insurance and
there was often some difficulty in obtaining data relating exclusively to business insurance or
isolating such data from that which related to a broader field. For example, data on insurance
usually distinguishes between life insurance and non-life insurance (or general insurance), but
within the later category there is rarely, if ever, a divison between business insurance and
‘personal lines' of insurance. So, in some cases, non-life insurance had to be taken as a rough
proxy for business insurance.

Secondly, just as published data rarely distinguishes between business insurance and
personal lines of insurance it rarely, if ever, distinguishes between different consumer segments
within business insurance (for example, between insurance premiums relating to small and
medium-sized enterprises (SME) and premiums relating to large corporate clients.

Thirdly, insurance contracts can be complex, and there is a huge range of different
products. As a consequence, there are many ways of classifying the various lines of insurance.
However, reporting entities, whether public or private, rarely adopt precisely the same
classification. This can make it difficult to verify data by cross-checking it against information
from another source. It can also be difficult to make valid international comparisons when
classification systems differ between Member States.

Further difficulties arise as a consequence of the use of different boundaries for classes
of insurance which appear to be common; for example, the inclusion of accident and health
insurance sold by non-life insurance companies in some figures relating to non-life insurance
and its exclusion from others.

There are a number of areas where the data generally are very thin in either some or all
EU Member States. A key example concerns insurance distribution. While information on
premium volumes is available from at least one reliable source in every Member State, detailed



and accurate information on distribution channels is rarely available. In the case of some
Member States there appears to be an almost complete absence of such data at national level.

While the academic literature consulted on insurance was often found to be useful and of
high quality, the volume of such literature (especially in Europe) appears to be quite small when
compared with the scholarly work that is available in other areas of finance, such as banking and
securities markets.

2.2 Surveys

A number of surveys were used to gather data for analysis. The information was mainly
collected on ayearly basis for the period 2000-2005.

2.2.1 Surveys of associations

An initial survey was conducted among 27 national insurance associations in all the
Member States of the European Union, 38 intermediaries associations in 22 Member States and
12 risk management associations in 10 Member States.

The survey of associations requested information on the structure of national markets,
companies active in them and on distribution channels as well as on specific market-related
issues. This survey was intended to narrow the scope of the inquiry and provide information to
assist the sampling process for the major survey of insurance companies and insurance brokers
that followed (see below). There was considerable variation in the depth and detail of the
information provided by the respondents in this survey.

Insurance associations were requested to provide precise information on their
membership and on activities they pursue, in relation to as well as outside of the field of
application of Regulation (EC) No 358/2003 of 27 February 2003 ("'Insurance Block Exemption
Regulation™).

A second survey of 28 national insurance associations was conducted in 2006. This
survey aimed mainly at obtaining a selection of the information already requested, in a more
structured and comprehensive format, allowing easier comparisons of data. The survey was
focused on the horizontal cooperation at associations level in the framework of the Block
Exemption Regulation. It covered also claims settlement agreements.

2.2.2 Surveys of insurance companies and insurance brokers

A survey of insurance companies in al Member States, and of intermediaries in a
selection of Member States, provided major sources of data for the Sector Inquiry.
Questionnaires were designed to dlicit information on a wide range of matters, including the
ownership and structure of the companies concerned, financial information on premiums,
revenues etc, information on insurance products and prices, on distribution channels (or on
relationships with insurers in the case of intermediaries), on reinsurance, international activities
and a variety of other issues. The questionnaires were ‘road-tested’ by a selection of insurance
firms and other experts before being circulated to the chosen addressees.

2.2.2.1 Sampling for the insurer survey

For the insurer survey the sample consisted of approximately 250 insurance firms from
the 25 Member States. The sample was drawn from lists of insurers provided by national
insurance associations in some cases and from a variety of databases in cases where the national
insurance association did not provide sufficiently detailed information. The sampling was then
carried out on a country basis, because a purely random survey of EU insurance firms would
have led to the under-representation of some EU countries in the sample, particularly the smaller
countries.



The number of addressees in the sample for each EU Member State was based broadly
on the size of each national insurance market, measured in terms of its premium volumes. This
proportionality principle could not be applied in a simple arithmetic way (since premium
volumes in the largest EU insurance market are 700 times greater than in the smallest), so a
compromise was reached whereby the sample was formed according to a scale ranging from 25
firms in the largest EU non-life insurance markets (Germany and the UK) to five firms in the
smallest.

The aim of the sample selection for each Member State was to ensure that both the major
players and a selection of smaller firms were included in the sample while, as far as possible,
preserving a degree of randomness. To achieve this, a listing was obtained or constructed of all
non-life insurers active in each EU Member State, or in the case of the very large markets, alist
of al players other than those with insignificant market shares. Chosen from these lists, the
sample for each Member State aways included some of the largest firms whose estimated
cumulative market share accounted for 50% of non-life premium volumes in the country
concerned. Since concentration in EU non-life insurance markets is relatively high, it was
always possible to capture companies accounting for this 50% within the constraints of the
sample size. A random selection was then applied to the remaining firms on each national list. In
each case they were divided into three groups according to the 33 and 67 percentiles based on
non-life market share. From each group an (as far as possible) equa number was randomly
selected, with the total equal to the number for the whole sample for the country, less the
number of firms in the initial selection of firms accounting for 50% of the market. Moreover,
respondents were requested to include the corresponding data of subsidiaries in the same
Member State, further increasing the market share represented by the sample drawn from the
listing.

Critique

The main drawbacks of the sampling technique used are that large insurers are over-
represented, which diminishes the criterion of equal representation of insurers of different size
in the sample. In addition insurers in the smaller Member States are over-represented and hence
the significance of features peculiar to these states is likely to be exaggerated.

However, this bias was felt to be justified by the need to ensure that the largest playersin
each country were included, not least because competition problems may be more likely to arise
in connection with firms that have alarge market share, and competition problems in connection
with large firms are likely to a have a greater impact on consumers than those associated with
small ones.

Equally, it was deemed important to provide adequate coverage of al Member States,
including the smallest ones. A number of the latter are new and emerging markets where there
has been only limited competition in the past

2.2.2.2 Sampling for the intermediary survey

The survey consisted of 164 intermediaries from 14 Member States. The limitation of the
number of Member States was due to practical necessities. However, the sample included
respondents from the EU-15 and EU-10 Member States and covered (in terms of insurance
premiums placed in these Member States) the major part of the EU market.

Thelist of the EU Member States subject of the survey is as follows:

EU-15: Belgium, Germany, Denmark, Spain, Finland, France, Italy, Netherlands,
Portugal, Sweden, United Kingdom;

EU-10: Estonia, Hungary and Poland.
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The sampling process for the intermediary survey presented greater problems than that
for the insurer survey. The first problem lay in choosing the types of intermediary to include
(e.g. insurance brokers, insurance agents, banks etc.). Including a range of these in the same
non-segregated survey would clearly create significant difficulties. For example, the answers to
some questions (for example on relationships with insurers) would necessarily produce different
responses from different types of intermediaries which could not be compared properly.
Information provided by, for instance, exclusive agents would be of limited value owing to the
fact that reasonable representation would require a very large sample size. Moreover, the
guestionnaires sent to insurers covered a number of aspects relevant for the anaysis of
distribution channels characterised by a higher proximity of insurer and intermediary.

The sample and survey generally was therefore confined to insurance brokers or
intermediaries of a similar character to insurance brokers, such as independent agents having
relationships with a significant number of insurance companies.

In constructing the sample it was assured that more than half of the Member States were
taken into account including the ones with the highest insurance premiums placed.

Regarding the selection of the sample the problem emerged that, whereas figures are
available for non-life premium volumes and market shares of insurance companies in all EU
Member States, there are no equivalent figures for insurance intermediaries in the vast mgjority
of Member States. In afew Member States figures are available for the revenues of insurance
intermediaries and in other cases there are some figures on employee numbers, but there is no
comprehensive data for the EU as a whole. This meant that the ranking of intermediaries in the
national lists from which the samples were taken was necessarily |ess precise than the ranking in
the insurer survey.

Subject to these constraints the sampling process for the intermediary survey followed
the same principles employed for the insurer survey.

Critique

Most of the main weaknesses in the sampling technique for the intermediary survey have
already been identified and, the reasons for the restriction of the survey to independent
intermediaries have been set out above. It was felt that a good picture of the activities of non-
independent intermediaries could be gained from the insurer questionnaires. Therefore, the latter
were structured so asto elicit information on the use and activity of non-independent agents.

2.2.3 Survey of reinsurers

In addition to the surveys mentioned above, a survey of 11 reinsurers was carried out,
based on a short questionnaire (17 questions). This questionnaire concerned mainly the
existence and prevalence in the market of the so-called “best terms and conditions’ clause,
contingent commissions paid to reinsurance brokers and the activity of reinsurers relative to the
Block Exemption Regulation (possibly inside insurance associations).

Reinsurers were selected on the basis of the list of the biggest worldwide reinsurers (in
terms of non-life reinsurance premium written). 11 of these reinsurers that had EU headquarters
and that did not write mainly intra-group reinsurance (where insurers are part of the group) were
chosen. The sample included some Lloyd's market participants.
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.~ THE NATURE AND FUNCTION OF BUSINESS INSURANCE

Business Insurance intends to serve the insurance needs of a business rather than the
needs of an individual, i.e. it provides protection of an insured's business or profession. Business
insurance is essential to many companies, as it helps companies to protect the pursuit of their
operations from major property and liability risks.

Although we focussed our research as well as our questionnaires in our surveys on
“business insurance” as compared to “personal insurance’, it should be noted that the distinction
is not always easy to achieve. When it comes to very small businesses or “one person
companies’, many insurers may underwrite the “business risks’ of these clients — tools of their
trade, vehicles, etc. — as personal insurance. Equally, some small traders may try to avoid
business insurance and rely entirely on any personal insurance they might hold.

From a regulatory perspective, it shal be noted that insurance sector, similar to the
banking sector, is an area in which EU harmonisation has reached a substantial level. An
internal market for insurance services and products has been established through the three
generations of Life and Non-life insurance directives®, five directives concerning third party
motor liability insurance’, the recently adopted Reinsurance Directive® and a number of
directives dealing with specific insurance-rel ated matters.®

The EU Directives take their regulatory starting point in the legal entity, i.e. the
insurance undertaking, and hence, provides the same rules regardless of whether the
policyholder is a company or a natural person. Hence, the term "business insurance” as used in
this Report does not exist in the EU insurance legislation. However, the non-life insurance
Directives do contain the concept of so-called "large risks'’ and foresee some special rules in
this regard. As far as insurance contracts related to large risks are concerned, the contracting
parties are free to choose the law applicable to the contract.® Moreover, the pre-contractual
information requirements prescribed by the Third Non-life Insurance Directive do not apply in
case of policyholders who are not natural persons.’

1. Classification of business insurance
There are various ways of classifying business insurance, including the following

o Classification by consumer segment (type of buyer)
o Classification according to subject matter or risk insured
o Classification for licensing and regulatory purposes.

® For Non-life: Directives 73/239/EEC, 88/357/EEC and 92/49/EEC. The corresponding Life Assurance
directives have been consolidated in Directive 2002/83/EC.

4 Directives 72/166/EEC, 84/5/EEC, 90/232/EEC, 2004/26/EC, 2005/14/EC.
5> Directive 2005/68/EC.

® Directives on Coinsurance (1978), Tourist Assistance (1984), Credit and Suretyship (1987) Legal Expenses
(1987), Insurance Company Accounts (1991), Supplementary supervision of insurance groups (1998),
Compulsory Winding-up of Insurance Companies (2001), Insurance Mediation (2002).

" SeeAtrticle 5d of Directive 73/239/EEC as amended by Article 5 of Directive 88/357/EEC.
8 Article 7 (f) of Directive 88/357/EEC.
® Article 31 (2) of Directive 92/49/EEC.
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1.1 Classification by consumer segment (type of buyer)

Insurers’ way of doing business, in terms of their product design, pricing, underwriting
and distribution methods has come to be influenced more by the type of consumer involved than
the risk insured. Insurers, therefore, increasingly classify their insurance products not only
according to risk but also according to consumer segment.

In effect there are two main business insurance consumer segments:
1 Small businessrisks and those that form part of a homogenous class
2. Large business risks and those not forming part of a homogenous class.

1.1.1 Small/homogenous business risks

Small business risks are often treated by insurers as having more in common with
personal lines than with large business risks. If the risks to be insured are ssimple and of a
standard nature, insurers can ‘commoditise’ the insurance product and make savings in
marketing and administration costs by using distribution channels and pricing and underwriting
strategies that are similar to those used for personal lines.

It is, however, not only homogeneity but also the size of the risk that allows
commoditisation. If an insurance company can insure all of the property and/or liability risks of
a business without the need for co-insurance, then it is much easier to provide a commoditised
product.

While insurance companies can write standard ‘packag€’ insurance contracts for
business risks with characteristics that vary only a little (for example, most retail shops,
restaurants, bars etc.) it isless easy to do so for business sectors in which risk characteristics are
subject to wide variation, even among small businesses.

Furthermore, one should not forget that small/homogenous risks can be very complex.
However, where buyers — especially smaller companies — cannot afford to specialise risk
management, they need ssimple, clear and easy-to-understand insurances. They therefore might
end up buying standardised and potentially unsuitable insurance policies and simplistic
solutions.

1.1.2 Large business risks and business risks not forming part of a
homogenous class

Large business risks are often complex and unique in their characteristics; a ‘tailor-
made’ insurance programme is therefore often necessary. Large companies, who are the main
clients seeking cover for large risks, are aso able and willing to pay for specialised risk
management, and thus get a more specialised product which best meets the specific insurance
needs. The insured (or its adviser) is thus likely to exercise much greater selectivity as to the
terms or coverage, limits and deductibles.

Insurance may be combined with other forms of risk transfer, e.g. securitisation or other
alternative risk transfer (ART’) structures and, in the case of an international business, may
have to be co-ordinated across more than one insurance market under an international
programme. For this reason, insurance for large business risks are more likely to be arranged
through a professional insurance broker and more likely to require specialist underwriting skills
on the part of the insurer, together with various other specialised services. Although risks may
still be bundled to some extent, separate contracts are often issued for different lines'® and
placed with different insurers, possibly in different markets.

10 For example, large international corporations tend to place their property and liability insurance programmes
separately.

13



1.2. Classification by subject matter or risk insured

Business insurance can be provided through a number of separate contracts, covering
particular forms of property and/or risks and placed with either one or several insurers.
Alternatively, and especially for small businesses, the insurance is combined in one contract and
placed with asingle insurer. In the latter case the insurance can either be a‘combined’ policy or
a ‘package’ policy. A combined insurance divides into a number of sections that provide
different forms of cover, but the insured has quite wide discretion as to which covers to take up
and as to the coverage limits for various sections, which are usually priced separately by the
insurer. A package insurance provides integrated coverage with little discretion on the part of
the insured to select or rgect individual covers or to vary individual limits. The contract is
usually priced as awhole, rather than section by section.

Whatever form the contract takes, and however it is administered, the subject matter of
business insurance will comprise some or al of the following:

(@ some form of physical property which is exposed to the risk of loss or material damage
and in which the insured has an interest;

(b)  apotentia financial or pecuniary loss;

(© a potential legal liability, on the part of the insured, to pay compensation to another
person.

Each category is discussed in turn.

1.2.1 Material damage (or property) insurance

These insurances cover some form of tangible property and compensate the insured for
loss or physical damage. The property in question may be goods, buildings, crops growing on
land or any other material thing. The policy may cover a particular peril only (such asfire) or a
number of specified perils. Alternatively, the contract may be written on an ‘all risks' basis. In
this case the insurance covers loss or damage caused by any means other than perils which are
specifically excluded (a number of perils are commonly regarded as uninsurable and an ‘all
risks insurance will always exclude some forms of loss, despite the name). Instead of
describing the risks which are covered, the 'al risks insurance simply specifies those which are
not.

At present, there seems to be a tendency in some Member States to write commercial
property insurance on an ‘al risks basis, but the older ‘named perils approach is still quite
common.

1.2.2 Financial loss (or pecuniary) insurances

When property is damaged, further financial loss may be incurred, beyond the cost of
restoring the property itself. For example, if commercial or industrial premises are seriously
damaged by fire, production may cease or reduce significantly for a period of time, resulting in
loss of profit for the proprietor. This potential financial loss can be insured and, although it isa
direct consequence of material damage, it can be treated as a separate class of insurance (known
asloss of profits, or business interruption insurance).

Other types of pecuniary insurance exist to cover financial losses that do not result from
any material damage to the insured’s property. Credit insurance, for instance, covers losses
arising from bad debts of the insured’ s customers who have become insolvent or have defaulted
on their obligations. Alternatively, the insured may suffer financial loss or incur heavy
expenditure as aresult of hisbeing drawn unexpectedly into litigation. Legal expenses insurance
is available to meet this contingency.

14



1.2.3 Liability insurances

Firms or individuals who wrongfully cause harm to others, either by injuring them or
damaging their property, may become liable in law to pay compensation for the losses which
they have inflicted. The earliest forms of liability insurance mainly covered liability arising from
industrial activity, trade and transport, and responded to accidents involving injury to people or
damage to property. They grew to include liability arising from the sale of products and services
that resulted in bodily injury or damage to property. More recently liability insurance products
have been developed to cover financial loss arising from professional negligence or
mismanagement. They include professional indemnity insurance, directors and officers
insurance (‘D& O’) and various other specialised lines.

1.3 Classification for licensing and regulatory purposes

In the EU, as in other insurance markets, insurers must apply to the appropriate
regulatory authority for a licence (or authorisation) before they may start to do business. Once
authorised, insurers are subject to ongoing supervision. They must submit regular and detailed
reports to the authorities so that the latter may be satisfied, among other things, that each insurer
IS maintaining a sufficient margin of solvency.

Insurers are not given a comprehensive licence to write all lines of insurance. In the EU
they must apply for a license to write specific classes or groups of classes of insurance falling
within two broad divisions. ‘life’ assurance business and ‘non-life’ insurance business.
According to the EU insurance directives' ', there are seven individual classes within the former
and eighteen classes within the latter category.'?

Insurers are subject to a number of reporting obligations: they must regularly submit to
the competent supervisory authority a breakdown of premiums, claims etc. for the various
classes of insurance they underwrite. These reporting classes are often based around the
authorisation classes described above, but are not necessarily identical: Furthermore, these
reporting classes are not necessarily common across EU Member States, although work is on-
going among EU supervisory authorities to streamline these reporting obligations.

1.4  Classification adopted in the sector enquiry

Although the broad categories of insurance outlined above exist in all EU national
insurance markets, there are differences in detail when it comes to classification, particularly in
relation to classification for reporting purposes, as discussed above.

For the purpose of this sector inquiry, a “traditional” classification was used. In the
guestionnaires sent to various insurance market participants, respondents were asked to provide
information about their insurance activities in relation to various lines of insurance and

1 Directive 2002/83/EC concerning life assurance; Directive 73/239/EEC concerning non-life insurance.

2 The classes of life assurance business are: | Life and annuity, 11 Marriage and birth, 111 Linked long-term, 1V
Permanent health, V Tontines, VI Capita redemption, VII Group pension fund management (Annex | to
Directive 2002/83/EC concerning life assurance). The classes of Non-Life insurance business are: 1 Accident 2
Sickness, 3 Land vehicles 4 Railway rolling stock, 5 Aircraft, 6 Ships, 7 Goods in transit, 8 Fire and natural
forces, 9 Damage to property, 10 Motor vehicle liability, 11 Aircraft liability, 12 Liability for ships, 13 General
liahility, 14 Credit, 15 Suretyship, 16 Miscellaneous financia loss, 17 Legal expenses, 18 (Tourist) Assistance
(Annex A to the First Non-Life Insurance Directive 73/239/EEC). In general, EU law does not alow a single
insurer to be licensed both for life and non-life classes. However, Member States may still have derogated from
this prohibition provided that they complied with the strict conditions laid down in Articles 18 and 19 of the
Life Assurance Directive 2002/83/EC: each activity has to be managed separately and life and non-life
companies within the same group are not alowed to co-mingle their funds.
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consumer segments. The classification used in these questionnaires was also retained when
drafting this report.

The lines of insurance were classified as follows':

o Property/Business Interruption
o MAT:
0 Marine
0 Aviation
0 Transportation
. Motor
° Liabil ity
0 General Liabilities
0 Professional Indemnity/E& O
0 Environmental Liabilities

0 Directors and Officers’ Liability
o Personal Accident/Medical Expenses
o Credit and Suretyship
o Residual Packages

The consumer segments examined were:

o Small and Medium-sized Enterprises (SME)
o Large Corporate Clients

For the purpose of the enquiry, the definition adopted for SMEs was any company
whose staff number is below 250 people and whose turnover is under 50 million EUR. ‘Micro-
companies’ were thus also included in the SME category.

2. The function and benefits of business insurance

Insurance is arisk-spreading mechanism that alows buyers of insurance to transfer some
of the risks associated with their business activities to insurance companies. In doing so, they
exchange the uncertain cost of large potential future losses for the reasonably certain cost of the
insurance premiums they pay. To create this security for consumers, insurers transfer to them
some of the benefits of their ability to diversify risk by building a large portfolio of insurance
consumers (the law of large numbers) so that the premiums charged are less than most risk-
averse consumers are willing to pay. In thisway consumer welfare is enhanced.

The core concept of insurance - and the same is true also for business insurance — is
therefore that the losses of the few are paid for from the pockets of the many. However, the am
of insurance is not to eliminate all risk, which would eliminate also al reward. The am is to
eliminate a degree of risk — common risks that are not core to the fundamental business or
investment risk. Once the threat of fire or theft is taken care of by insurance coverage, the
manager of a business can focus on the actual business risk: whether there is a market for the
product, or whether the pricing isright.

Also, with adequate liability coverage, there is assurance for employees and customers
that they will not be “left in the rain” if something goes wrong (e.g. bankruptcy, asbestos, etc.).
This may influence their choice to work for or buy goods or services from this company, and
thus influences the company’ s success. However, one needs to bear in mind that coverage such
as employers’ liability are included in the social security framework of a number of Member
States.

13 Seethe Glossary for the definitions of these lines.
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Individual consumers also benefit from a wide variety of ancillary risk-related services
that insurance firms (including intermediaries and claims-handling firms) are able to offer.
These include advice on safety and |oss prevention, the mitigation of losses when they occur and
legal advice and support in dealing with compensation claims that might be made against them.

The risk transfer and risk spreading mechanisms provided by insurance companies can
be viewed in terms of the efficient use of capital. Business firms would need to hold and retain
more precautionary capital to safeguard their enterprises if there were no insurance markets to
absorb risk. Thus, in effect, insurance companies supply contingent equity capital to industrial
and commercial enterprises. This means that across the economy as a whole less equity capital
is needed to support commercial activity.

3. Demand and supply factors in business insurance

In this section we consider the factors that govern the demand and supply of insurance
and also the ways in which insurance volumes and insurance activity can be measured and
compared in different markets.

3.1 The demand for insurance

In the broadest sense, the demand for insurance in a given territory appears to be largely
afunction of wealth (personal and in terms of business assets) in the country concerned. In poor
societies insurance spending is low, as there is both relatively little wedlth in the form of
property and other assets to protect by means of insurance and little money to spend on
insurance.

The demand for business insurance depends on a number of factors other than the degree
of economic activity and economic growth in a given market. These include:

e changes in the structure of the economy in a given market — this can reduce the
demand for some types of insurance and/or increase it for others. For example, the
change from centralised economic planning to market economies in the — now — 10
new Member States has clearly changed the need for insurance in these countries.
Less dramatically, the switch from a manufacturing to a service economy may bring
about a reduction in the demand for industrial property and engineering insurance
but increase the demand for professional indemnity insurance;

e the extent of compulsion to insure, which may be imposed at government level or
through the demands of trade or professional bodies, or the requirements of business
partners,

e theinfluence of government in terms of taxation policy affecting insurance and also
social security policy, where a diminution in state provision (e.g. of workers
compensation benefits or health care) may stimulate increased demand for privately-
insured alternatives, or vice-versa;

e socia vaues and attitudes.

There seems to exist few close substitutes for business insurance. Risk prevention and
risk assumption (*self-insurance’) are not close substitutes as they do not involve risk transfer.
Alternative risk transfer (ART) devices (such as catastrophe bonds) are not complete substitutes
or realistic options for small firms. Again, businesses insurance premiums do not usually form a
high proportion of total costs, and even when they do (as in the case of firms whose business
involves high-risk activities) the effects of compulsion and the lack of substitutes may make it
difficult to economise on insurance costs.
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However, large firms whose absolute expenditure on insurance is high may have more
scope for reducing their reliance on insurance because of their greater ability to self-insure or
use planned risk assumption. The tendency of large firms to do so is certainly a factor in the
relatively slow growth in general insurance spending in recent years.

3.2 The supply of insurance

The supply of insurance is mainly dependent on the ability to return a profit — after all,
insurers are undertakings who only offer to underwrite insurance contracts if there is potential
for making profit'. In particular, financial capital seems to be the main determinant of the
supply of insurance.

Apart from the insurers ability to assess risks and probabilities and their necessary
know-how to develop products that have the potential to be profitable, a number of restraining
factors determine the ability of an insurance market to supply insurance, including:

regulatory and legal restrictions;

the ability to pool risk exposures;

adequate information to price insurance contracts;
an acceptable level of moral hazard,;

the financial capacity to absorb very large losses.

3.2.1 Regulatory and legal restraints

National legislation or regulation may directly or indirectly limit or hinder the
development of new and innovative insurance products. In some cases, official refusa to
sanction a particular form of insurance may be based on considerations of “general good”, for
instance the reluctance to allow kidnap and ransom insurance or insurance against the financial
consequences of losing a driving licence. However, economic and social change and product
innovation do influence the regulators in their appreciation of what is deemed to be best in
public interest. For example, liability insurance — insurance against the financial consequences
of negligence — was widely held to be contrary to the public interest in the early nineteenth
century but is universally accepted now.

Insurance contracts are subject to a number of legal criteria, which differ between
Member States. However, some of those requirements are generaly recognised. Hence,
policyholders are only allowed to insure things or events in respect of which they may suffer a
financial loss (the principle of insurable interest) and they should not be able to profit through
insurance if the agreed insured event should occur (the principle of indemnity). For insurance
markets to work there must also be a predictable legal system in which insurance contracts can
be enforced and insurance disputes resolved.

3.2.2 The ability to pool risk exposures

Insurance is founded on the pooling of a large number of risk exposures, with the
assumption that not al the contributors to the pool, or even a large number of them, will be
struck at once. However, this assumption will hold good only where the potential causes of loss
are largely independent of each other. This is the application of the law of large numbers, or
portfolio diversification. If the risksin the pool are small in number but very largein size, and/or
where there is a high degree of correlation between risk exposures, due to a potential common
and simultaneous cause of loss, then insurance is less effective as a risk transfer mechanism.
Catastrophic |osses can either comprise one very large loss (such as the destruction of the World
Trade Centre building) or, more commonly, arise from the accumulation of a large number of
smaller losses from one event (such as the devastation of New Orleans that resulted from

" The profitability of the European business insurance market is examined in Chapter V1.
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Hurricane Katrina). Failure to have an effective pooling of risk exposures does not necessarily
mean that insurance cannot be supplied, but it does mean that the cost of insurance will tend to
be high, because more capital will be needed to absorb these greater concentrations of risk.

When insurers or reinsurers provide insurance on low frequency/high severity risks (such
as flood), they expect to spread losses not just across a portfolio of risk exposures at a point in
time but also to spread them over time.

3.2.3 Adequate information to price insurance contracts

The ability of insurers to price risk depends on a number of conditions. First, the causes
of loss or forms of damage that will trigger an insurance payment must be clearly defined in the
insurance contract. Second, insurers must have sufficient information to estimate the probable
frequency and severity of loss from the set of defined causes in order to determine prices. Third,
consumers must not be allowed to conceal from the insurer, either willingly or unwillingly,
information about their propensity to suffer loss. If they do so this will prevent the insurer from
charging actuarially accurate prices, leading to adverse selection.

Adverse selection is predominantly a problem whereby “bad risks’ are underwritten
either on the basis of incorrect assumptions or where there is fraud or non-disclosure by clients.
It isamajor risk of entry into new markets or new segments, where new entrants can be taken
advantage of by brokers and/or clients.

Accurate pricing is also necessary to reduce moral hazard, which is discussed next.

3.2.4 Acceptable level of moral hazard

Moral hazard is a problem that affects insurance generally: it is the risk that, by giving
insurance cover, the insurer will bring about a change in human behaviour which makes the
adverse and economically undesirable insured event more likely to happen. For example,
insured persons may become less careful or even cause losses deliberately in order to get the
insurance money. Moral hazard is thus to a large extent also the risk of fraud, but it has been
noticed that insurance can indeed change risk awareness and risk aversion.

To discourage this, insurers generally seek to restrict cover to losses which are
‘fortuitous’ (accidental) and restrict payments to an indemnity only —i.e. exact compensation for
the loss and no more. Moral hazard can be reduced by a number of standard techniques. These
include the exposing of the insured to part of the risk by means of deductibles or coinsurance,
the use of policy conditions to restrict coverage for high risk insured, either in advance of 1osses
occurring or as a consequence of claims experience, and the levying of variable premiums
according to risk.

However, if moral hazard is significant and cannot be controlled, or cannot be predicted
and factored into the prices charged in the market, insurers may be unwilling to provide an
adequate supply of insurance.

3.2.5 Adequacy of financial resources

The financial resources of the insurance market are enormous: the size of the global non-
life market was over EUR 1.1 trillion in 2005. These resources derive from the capital and
reserves held by insurers and reinsurers and the amount of new capital that they can raise
quickly, plus part of the short-term cash flow from new business (since after a very large loss,
insurance prices tend to rise sharply for a period of time).

Because loss exposures and loss concentrations have tended to become larger over time
(for example, simply as a result of the continuous accumulation of valuable property over finite
land areas) insurers and risk managers have sought to increase the capacity and flexibility of the
insurance market over time. Most recently this has been achieved by tapping the capital markets
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to supplement insurance and reinsurance capacity through alternative risk transfer (ART)
instruments such as 'Catastrophe’ bonds.

4. Methods of pricing and underwriting business insurance

Historically, insurers have not always been entirely free to set the price of the insurance
contracts they issue, or to bargain freely with their customers over price. In some EU Member
States governments exerted considerable control over the price of insurance, setting minimum
prices and/or maximum prices or fixed price scales for particular classes of insurance or, indeed,
for al of them. This was justified on public interest grounds, to ensure that insurance prices
were adequate but not excessive or excessively discriminatory. At the same time, groups of
insurers collaborated quite extensively in exchanging information to price risks and, in some
cases, agreed standard policy wordings and scales of charges (‘tariffs’) by which al members of
these insurer groups would abide when dealing with customers. While some of these practices
still exist outside the EU, within it they have been severely curtailed. The right of Member
States authorities to exercise control over insurance policy terms has been effectively
removed'®. At the same time, competition law sets clear limits to cooperation among insurers.'®

Generaly speaking, insurance companies in the EU are now free to write insurance on
any terms they agree with their policyholders provided they have the funds to set up the
necessary actuarial reserves against their liabilities to protect shareholders and satisfy solvency
regulations. As a starting point, insurance supervisory authorities do not monitor premium prices
and policy conditions, but the over-all financial position of the insurance undertaking and its
compliance with prudential regulation.

4.1  Pricing methods

Insurers generally employ two main methods for setting insurance prices. These are class
(or group) rating and experience rating.

4.1.1 Class rating

Class rating is the method used for the majority of business insurance risks and almost
exclusively for relatively small ones. Since the probability of loss varies from one risk to
another, insurers seek to divide the total population of risks into a number of sub-classes or
groups, placing risks of a similar type in the same group and charging the same rates of
premium.

The factors which are most likely to influence annual claims cost are used to distinguish
one group from another. These are known as rating (or underwriting) factors. The basic rate of
premium for a given group or class of risk is based, at least in theory, on the average claims
frequency for risksin that group and the present value of average claim size for such risks.

The techniques that are used to analyse data will depend on the level of detail and
reliability of the data available, and also the extent to which the data are a good predictor for the
future. In the case of some lines of business insurance the data is usualy rather limited in scope,
but in other lines, such as motor insurance, there are often large amounts of data down to a very
fine level of detail.

1> See Chapter 1V, Section 2.1 for adiscussion of this aspect of deregulation.
16 See Chapter X.
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4.1.2 Experience rating

Essentially, experience rating is the pricing of a risk on the basis of the policyholder’s
own past clams experience, or rating a risk on its own merits. Here it is assumed that the
policyholder’s own past claims experience can provide a statistical base that is wide enough to
predict future loss patterns with reasonable accuracy. For example, experience rating can be
used effectively for motor fleet risks (where there are a large number of vehicles under one
ownership) and non-proportional reinsurance risks (for example, excess of loss treaties).

Large liability risks can also be experience rated. For example, in the case of a
corporation with a large number of employees, accident statistics and claims experience for the
last few years should provide a reasonably accurate prediction of future accident levels,
allowing the workers compensation or employers liability risk to be based on experience
rating.

Experience rating's use is limited in a number of ways. In particular, it cannot be used
effectively for small risks, because the claims data for such risks often has little statistical
significance.

Experience rating may not be practical even for large risks if they are of the type that
generates long-tail claims, such as liability insurance claims for pollution or industrial disease.
In this case, the level of claims being paid at any given point in time may not be atrue reflection
of the ‘riskiness' of the business at that time, but rather only an indication of the riskiness of the
business in the past — perhaps as long as thirty or forty years ago — when the claims being paid
today had their origin.

In practice, insurers often use a combination of class and experience rating, rather than
just one or the other. The no-claims discount (NCD) or bonus-malus system, used by motor
insurers in many countries, provides a good example. Here experience rating is used to modify
subsequently a premium that isinitially set by the class method described above. Policyholders
that do not claim enjoy a discount on the ‘standard’ premium, with the discount accumulated to
amaximum that is retained as long as the policyholder’ s record remains claims-free, but reduced
if claims are made.

Similarly, insurers often modify the ‘standard’ rate that they would otherwise apply to a
business risk in the light of the insured’s own claims experience and any other relevant factors
peculiar to the client, applying a loading or discount as appropriate. Insurance pricing then
becomes an initial process of classification (‘what general class does this risk fall into?) and
discrimination (isit agood risk of itstype or a poor one?).

4.2  Other factors affecting the price of insurance

The price of insurance will depend on the cost of meeting expected claims for a given
risk, based - in the case of class rating - on the average claims frequency and present value of
average claim size for risks in that group, together with the cost of handling those claims. This
will produce a sum know as the ‘risk premiunm’. However, the final cost of the insurance will
depend on a number of other, additional factors. They include:

o the level of deductible (excess) taken by individual policyholders;

o the cost of reinsurance that is purchased by insurers;

o loadings applied by insurers for contingencies (uncertain future events or trends);

o expense loadings (e.g. for business acquisition costs, renewal expenses, claims
handling costs and general overheads);

o investment income generated by the funds that insurers hold, and hence interest
rates and equity values;

o the cost of the capital that supports the business.
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It is also well understood that insurance cycles arising from market forces and market
behaviour exert a powerful effect on the price of insurance at any given time. Thisis considered
next.

4.3 The underwriting cycle

The term ‘underwriting cycle' (or insurance cycle) describes a distinct pattern of upward
and downward movements in insurance prices in non-life markets, broadly cyclical in nature,
and their subsequent impact on underwriting profitability, which is similarly cyclical.

Cyclical patterns, typically running over a period of six to nine years (peak to peak) tend
to be especially pronounced in insurance markets. One commonly held view in studies of the
insurance cycle is that while both the demand for and supply of insurance varies over time, it is
variations in supply that are the more important. Financial capital is the main determinant of the
supply of insurance and new financial capital can come into a market quickly to increase supply
when premiums are high, and also can withdraw quickly from the market if investors feel that
the rate of return received is falling below a satisfactory level. Similarly, and subject to
regulatory approval, new insurance firms can enter an insurance market quite quickly, in
contrast with many other sectors.

There are a number of theories relating to the underwriting cycles that have an empirical
support. One theory is based on the expected investment income (or more generally investment
returns) that can be earned on insurance premiums. If interest rates (or rates of return) are
expected to rise, then some insurers may reduce insurance prices in order to attract more
premiums in expectation of these higher returns. Other insurance companies, not wishing to lose
market share, may also then reduce their insurance prices. Similarly, if interest rates fall or are
expected to fall, insurance rates should then tend to rise, after atime lag.

A second theory is founded on the availability and cost of equity capital, which might be
considered more relevant than debt capital because insurance regulators accept equity capital for
solvency purposes while restricting the use of debt capital. According to this theory, there are
two main effects when stock markets rise markedly. First, the cost of capita falls for both
existing and new insurance companies. Second, rising share prices increase the value of
insurance companies financia asset holdings and bring about an even greater increase in their
capital and reserves. The increased availability and reduced cost of capital tends to increase
supply and hence exert downward pressure on insurance prices. Similarly, if stock markets fall
markedly and remain depressed, insurance prices will tend to rise.

A third, ‘claims shock’, theory holds that claims experience rather than capital markets
effects are the key cause of cycles. It supposes that insurers tend to underestimate the potential
for claims when there are no large individua losses or accumulations of loss. However, when a
very large loss occurs, insurance prices rise sharply, especialy if the effect of the loss is to
deplete capital or cause insurer insolvencies. Subsequently, and in the absence of further major
losses, insurance prices tend to fall as a consequence of competitive forces until another large
loss occurs. This theory, based on the concept of an ‘economic shock’, assumes that insurers
have a short memory. The theory also supposes that following a major loss, insurers will try to
recover some of their losses, especially if claim payments were well beyond those anticipated
when premiums were fixed. Of course, exceptionally large losses or accumulations of loss are
likely to be more or less random in their timing, but their effects may appear to be cyclical.

Evidence suggests that all the theories and effects described above can operate together
but in differing degrees of importance, varying with the type of insurance. For example, it has
been suggested that cycles in the price of insurance covering natural catastrophes are more
likely to be caused by the ‘claims shock’ phenomenon, while less risky types of insurance are
more likely to be influenced by capital market effects. Furthermore, there are indications that the
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insurance cycles have a big effect on large risks and a smaller effect on SMEs and micro
businesses.

5. Insurance markets: basic structure

The object of this section isto provide a brief overview of insurance markets, to identify
the main players and describe their function. We begin by describing the various types of
enterprises that underwrite insurance, or act asrisk carriers. We will then examine various types
of intermediaries that bring buyers and sellers of insurance together and so act as distribution
channels.

Insurance undertakings in the sense of risk carriers can be classified in various ways, for
example:

according to whether they are proprietary insurance companies or mutual insurers,
according to the line(s) of insurance they write;

according to whether they are direct (primary) insurers or reinsurers;

according to whether they are independent of any particular buyer of insurance or
closely affiliated to a particular buyer or group of buyers (as in the case of captive
insurers or reinsurers).

In addition there are specialist insurance exchanges (bourses) such as LIoyd' s of London.

5.1 Proprietary and mutual insurers

Proprietary companies are owned and financed by shareholders whose liability for losses
is restricted to the nominal value of their shares. Shareholders receive their share of profits by
way of dividends.

Conversely, mutual insurers are owned by their policyholders.

The significance of mutuals in the provision of business insurance is small in some
markets, such as in the UK, and significant in others, as in France. It shall be noted that
legislation on mutuals differs between Member States.

Recently there has been a trend towards ‘demutualisation’ in some countries, meaning
that mutuals have been converted into limited liability companies. Sometimes this has been in
response to capital weakness — mutuals cannot turn to the capital markets in order to raise
capital - and sometimes to give mutuals the opportunity to acquire other companies by issuing
shares rather than using cash.

Contrary to mutual insurance companies that will, generally, accept business from the
public or industry at large, mutual indemnity associations originaly accepted business only
from members of the particular business, profession or trade from which the association
originated.

‘True’ mutual indemnity associations are essentialy trade bodies. They are, in effect,
common pools into which members of a particular profession or trade contribute, and from
which they can make a clam when necessary. Historically, they were often formed when
members of a particular trade felt that the cost of commercial insurance was too high in the light
of their own particular claims experience, or when they had insurance needs which could not be
met adequately by the commercial market at the time. Examples of trades that have formed such
associations at one time or another include physicians, pharmacists, farmers, furniture
manufacturers and ship owners.

Over the years many of these associations have been taken over and absorbed into the
conventional insurance market or reformed as mutual or proprietary insurance companies. In
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some cases they have had to accept business from members of the public in order to create
greater financial stability and awider spread of risk.

5.2  Specialist, multi-line and composite insurers

5.2.1 Specialistinsurers

Specialist insurers underwrite one type of insurance business only. At one time, a
number of countries, including some in the EU, had ‘monoline laws', restricting insurers
generaly to one line of business, or requiring that certain classes (for example, credit or legal
expenses insurance) be written by specialist insurers only. Generally, these mono-line laws have
now disappeared. Companies that specialise in one or a few lines of insurance now do so for
reasons of business strategy.

5.2.2 Multi-line insurers
Multi-line insurers are simply those that write several or many lines of business.

5.2.3 Composite insurers

Composite insurance companies are those that were originally given authorisation to
underwrite life and non-life business at the same time. However, current EU legislation does not
allow as a genera rule the formation of new composites. Member States are able to derogate
from this prohibition only for life assurance classes and non-life insurance classes 1 and 2
(accident and sickness)', and only for undertakings already authorised as composite insurers on
15 March 1979 (or later for Member States accessing the EU at later dates)'®. This derogation
has also been provided for the New member States; therefore their undertakings existing before
1 May 2004 and having authorisation to underwrite both life and non-life insurance business can
continue to do so'®. However, in this case, the Member States have to impose strict requirements
of separate management of the life and non-life business.

53 Reinsurers

To reinsure means simply to insure again, SO a reinsurance contract is an insurance
against losses on an insurance policy, or an insurance upon an insurance. In the EU, reinsurance
is regulated in the Reinsurance Directive. It shall be noted that this Directive only applies to
companies doing reinsurance business and which are not already authorised in accordance with
the life or non-life insurance Directives.

Reinsurers can be divided into the following categories:

e gpecidist (‘professional’) reinsurance companies,
e ordinary (‘direct’ or ‘primary’) insurance companies that write reinsurance business also;
e Lloyd ssyndicates.

Reinsurance can be arranged facultatively or through a standing reinsurance treaty. In the
first case the reinsurance is optional rather than obligatory: the direct insurer offers arisk which
is not automatically covered under an existing treaty to one or more reinsurers who may then

Y Art. 18(2) of the Life Assurance Directive 2002/83/EC
18 Art. 18(3) of the Life Assurance Directive 2002/83/EC

%" Council Directive 2004/66/EC of 26 April 2004 adapting Directives 1999/45/EC, 2002/83/EC, 2003/37/EC and
2003/59/EC of the European Parliament and of the Council and Directives 1977/388/EC, 1991/414/EC,
1996/26/EC, 2003/48/EC and 2003/49/EC, in the fields of free movement of goods, freedom to provide
services, agriculture, transport policy and taxation, by reason of the accession of the Czech Republic, Estonia,
Cyprus, Latvia, Lithuania, Hungary, Malta, Poland, Slovenia and Slovakia.
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accept or decline it.?° A treaty reinsurance is a standing insurance contract between a direct
insurer and one or more reinsurers under which the former agrees to cede (transfer) and the
|atter to accept automatically a certain proportion of the risks®' falling within a class defined by
the treaty, or losses beyond a certain level arising from them. Risks falling outside an insurer’s
existing treaty arrangements (because, perhaps of their size or unusual character) may be offered
to reinsurers facultatively, as described above.

There are many forms of reinsurance, but they fall into two basic types. The first is
proportional (pro-rata) reinsurance under which the reinsurer(s) agree to accept a defined
proportion of all risks of a certain class. Claims are then shared between the direct and reinsurers
in the same proportion. Premiums are shared on the same basis, with allowances for commission
and brokerage. The proportion of each risk transferred to the reinsurer may be fixed (quota
share) or variable according to the size of risk (surplus share).

The second basic form of reinsurance is non-proportional. In this case the reinsurance
contract hinges on the sharing of claims that actually occur rather than on any prior division of
risk. For example, under one of the most common forms of non-proportional reinsurance, excess
of loss reinsurance (XL), the reinsurer(s) agree to bear the balance of any single loss (or
accumulation of losses from one defined event) that exceed a threshold (for example, EUR 1
million) defined in the reinsurance contract.

Reinsurance is often arranged in layers. Severa reinsurers may participate in each layer
of cover, meaning that large losses may ultimately be spread amongst a large number of
reinsurers.

Reinsurers may themselves reinsure some of the risks they have assumed, this further
transfer of risk being known as retrocession. For example, a reinsurer which provides
proportional (pro-rata) reinsurance capacity to insurance companies may wish to protect its own
exposure to catastrophes by buying excess of loss protection. Again, a reinsurer which writes
excess of loss reinsurance may want to protect itself against an accumulation of losses across
different lines of insurance business which may all become affected by the same catastrophe, for
example when a windstorm causes damage to property, vehicles, ships and loss of life. The
process of retrocession can sometimes continue until the original reinsurance company
unknowingly receives some of its own business (and therefore its own liabilities) back. Thisis
known as a‘spira’. In the 1980s Lloyd’s and the London insurance market (which is the largest
forum for retrocession business) was badly affected by the development of reinsurance spirals,
which concentrated risks into the hands of afew reinsurance syndicates. A series of catastrophic
losses in the late 1980s bankrupted some of these syndicates.

Reinsurance can be arranged directly between the ceding company and the reinsurers or
arranged through an intermediary, which may be an insurance broker that also arranges direct
business or a specialist reinsurance broker.

Reinsurance and reinsurance markets are considered in more detail in Chapter VII1.

2 Except in the case of afacultative-obligatory reinsurance, under which the reinsurer is obliged to accept certain

defined risksif they are offered.

Not all treaties require the reinsured to cede every risk. Surplus treaties often allow the insurer to decide whether
or not to cede risks, although the reinsurers are committed to accept all ceded risks (within set parameters). Only
in a“Quota Share” agreement, all risks are aways ceded.
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54 Pools

Coinsurance®® or co-reinsurance groups (often simply called pools) are risk-sharing
partnerships among otherwise independent insurers and reinsurers. Typically, they are formed in
order to create a broader underwriting base for exceptionaly large, ultra-hazardous or
unbalanced risks or groups of risks. Members agree to write the risks in question only within the
scope of the pool. Each insurer benefits from the profits of the pool (or suffers its losses)
according to its own proportionate interest in the pool. The pool members collectively will often
cede or accept reinsurance to produce a further spread of risk.

There are two main forms of pool. In the case of a coinsurance pool, members share the
risks within it directly (i.e. as primary insurers). In the case of a reinsurance pools (or co-
reinsurance pool), a primary insurer writes the risks and then allocates them among the
participating insurers by way of reinsurance.

The commercial argument for insurance pools is that, in some cases, market failure
would occur without them, owing to lack of capacity and/or lack of expertise among individual
insurers in the market. Pooling allows difficult risks to be diversified effectively and alows pool
members to develop expertise in risks with which they are unfamiliar. The most common
examples are pools for nuclear risks. There are also, among others, pools for terrorism risks,
pollution and environmental liability risks.

5.5 Captive insurance companies

Captive insurance is a method of risk transfer that has become very common in recent
years, especially amongst large national and international industrial corporations. Typically, the
parent company or group forms a subsidiary company to underwrite certain of its insurance
risks. Indeed, the incentive for many large industrial groups to form a captive company is to
cover the low quantum/high frequency risks, where the value of the insurance is limited.
Another incentive for setting up a captive might be to obtain coverage for risks which are
otherwise uninsurable in the market, due to the unwillingness of the commercial insurance
market to write particular risks, or to provide full cover®,

The main objects in establishing a captive are:

o to obtain the full benefit of the parent company/group’ s risk control techniques by
paying premiums based on its own experience;

o to avoid the direct insurers’ overheads and administrative costs;

o to retain as much of the premiums, and the investment income on them, as
possible within the group;

o to obtain tax advantages and the lower cost of (less rigorous) regulation in an
offshore base.

o to obtain a lower overal risk premium level by purchasing reinsurance
‘wholesale’ and at lower cost than that required by the conventional or direct
insurer.

The last point is particularly significant. As explained above, direct insurers usually
retain only a portion of many large risks and reinsure the portion that is above their financial
ability to retain. Asthe direct or primary insurer has all the acquisition and survey costs to bear,

2 |t shal be noted that Directive 78/473/EEC on Co-insurance provides specific rules for co-insurance
arrangements that fulfill the conditions stipulated in that Directive.

% 1t may be noted that the Reinsurance Directive 2005/68/EC applies to such captive reinsurance undertakings that
fulfill the criteria contained in Article 2(b) of that Directive.
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the net cost of reinsurance is substantially lower than the cost of direct insurance. Therefore,
captive insurers can have access to the lower cost reinsurance market and, through the
proportion of the risk retained, still have the advantages for the group of self-insurance for that
amount of risk.

Although only larger groups tend to create captives, the growth in their numbers has
been striking in recent years. See the table below.

1920s first captives formed

1970 163 captives worldwide
1980 1,350 captives

2000 4000 + captives worldwide
2005 5200 + captives worldwide

Many captives are operated from offshore locations, mostly due to reasons of favourable
taxation regimes and to avoid the mostly more stringent regulatory framework at the parent
company’s location. At present, around 3,000 captives are located in the Caribbean, 1,200 in
Europe and Asiaand around 1,000 in the US.

There are many different types of captive.

Among the EU Member States, there are a number of significant captive domiciles
including Dublin (Ireland), the Channel Islands (UK) and Luxembourg. In many cases national
legislation has been passed specifically to encourage captive formation.

5.6 The Lloyd's Insurance Market

Lloyd’'s of London is in itself not an insurer but a market place where insurance is
bought and sold. Hence the old saying that insurance is written at Lloyd’s and not by Lloyd's.
Originally, the only insurers at Lloyd's were individual Lloyd's Members (‘Names') who
grouped themselves into syndicates to accept insurance business, traditionally with unlimited
personal liability. Risks were accepted on behaf of Lloyd's Members by professional
underwriters employed by Underwriting Agencies (underwriting firms). Lloyd’ s Names were
either "Working Names", that is, professionals who worked in the market itself, or ‘Externd
Names', who were simply investors in the market. Despite the special structure of Lloyd's, the
EU insurance legidation applies to the Lloyd's market, e.g. to "the association of underwriters
known as Lloyd's'.

Lloyd's share of the world insurance market is relatively small (less than 2% of the
world market for non-life insurance). However, its importance for the European insurance
market aswell asfor certain large risks (such as aviation) is considerable. Lloydsis afoca point
in the London insurance business, where approximately 10 to 15% of world’s reinsurance and
large commercia insurance business, including around 15% of all marine business, 27% of
world aviation insurance and as much as 60% of al energy business, iswritten.

Lloyd's suffered from an exceptional number of catastrophes in the late 1980s and early
1990s, some (such as hurricanes and floods) the product of natural perils, and some (such as the
Piper Alpha oil-rig disaster in 1988) man-made. Liability claims (especially from asbestos and
pollution risks in the United States of America) also hit Lloyd's hard. The resulting losses,
around EUR 16 billion in five years, resulted in huge cash calls on Lloyd’'s members, around
1500 out of atotal of 34,000 of whom were declared bankrupt. However, Lloyd’s underwent a
process of reconstruction and renewal. One key result has been the introduction of ‘ Corporate
Names' to provide new capital. Companies may now invest at Lloyd’s, often taking the form of
investment trusts. The growth of ‘corporate capital’ at Lloyd's has been very rapid. It now
provides most of Lloyd's capacity (about 80%) as the contribution of the ‘traditional’ Names

27



continues to shrink. Insurance companies — predominantly US, Bermudian and Continental
European firms — provide about half of this capacity. They gain thereby the ability to write
business in more than 60 countries through Lloyd' s overseas licenses. Furthermore, many of the
remaining ‘old’ Names are converting from underwriting on an unlimited basis to underwriting
on alimited liability basis.

At present, capital at LIoyd’sis provided by:

o 55 corporate members
. 1,497 individual underwriting members (‘Names') with unlimited liability®*
o 468 individua underwriting members with limited liability

Other market participants include 46 managing agents, approximately 60 syndicates and
164 Lloyd’s brokers.

There have also been many mergers amongst the syndicates and companies operating in
the market, so LIoyd’s is becoming more like an ordinary insurance company or, at least, like a
group of insurance companies.

Lloyd'sis not entirely unique as an insurance market as other insurance exchanges have
been established from time to time around the world. For example, there is a somewhat similar
Dutch Co-insurance Bourse (VNAB) though this, like other such bourses, does not operate on
the scale of Lloyd's.

5.7 Intermediaries and their classification

Insurance can be distributed by insurance companies through the use of direct marketing;
for example, through call centres (‘telesales’) or the Internet, or via the company’s own sales
force operating from branch networks. In some markets, even large industrial risks have
traditionally been placed directly with insurers, which maintain special departments to service
their large commercial and industrial clients. However, in many mature insurance markets a
large volume of insurance, and often most business insurance, is arranged through
intermediaries.

Classifying insurance intermediaries presents some problems, because the terms used to
describe them are not used consistently across different insurance markets, or even within some
individual insurance markets.

Historically, there has been relatively little regulation of insurance intermediaries in the
EU, at least in comparison to the degree of regulation applied to insurance companies.
Furthermore, the national laws on insurance intermediaries that did (and still do) exist often
adopt different classification systems for insurance intermediaries. Regulation of insurance
intermediaries a EU level has now been brought about through a Directive on Insurance
Intermediation®®; however, while the Directive refers in its preamble to ‘agents’, ‘brokers and
‘bancassurance operators these terms are still not defined and they are not used in the Directive
itself, which employs the generic term ‘insurance intermediary’ throughout.?® The general
approach of the Directive is that the same provisions shall apply to all kinds of intermediaries.

2 The Corporation of Lloyds hasindicated that it wants to eliminate unlimited liability.

% Directive 2002/92/EC. In 1992, the Commission had already adopted Recommendation 92/48/EEC on insurance
intermediaries. The Recommendation was largely followed by Member States but, given its non-binding nature,
substantial national differences remained.

% This term is defined in the Directive, along with variations such as ‘reinsurance intermediary’ and ‘tied

insurance intermediary’.
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Notwithstanding its inexactness and the lack (in many Member States) of any strict legal
significance, the most commonly-adopted basic distinction is that between insurance agents and
insurance brokers. However, other categories are sometimes added. For example, banks, which
are important operators in many insurance markets, are often regarded as a distinct form of
distribution channel.

In order to understand the role, status and responsibility of particular insurance
intermediaries, and label them appropriately, the following questions need to be addressed:

1. How independent is the intermediary and what range of products can they offer? Are
they contractually bound to sell the products of just one insurer, or able to offer clients
the competing products of several insurers, or of many insurers?

2. Is the intermediary an insurance ‘professiona’, with specialist knowledge, or is the
selling of insurance an activity which is incidental to some other business or profession
in which the intermediary engages?

3. Towhom istheintermediary responsible — the insurer or the (would be) insured?

5.7.1 Brokers

The term “insurance broker” is generaly reserved for fully independent, specialist
insurance intermediaries. They are not tied to any specific insurance company or companies and
are able to select insurers to meet their clients' needs from a wide range of providers rather than
just a few. An insurance broker’s full-time occupation or business is the placing of insurance
with insurers. In doing so, he is capable of exercising a relatively high level of skill and
knowledge in the insurance field.

Insurance companies often grant a higher level of authority to insurance brokers than to
other intermediaries. For example, some brokers may have authority to grant cover for certain
classes of insurance and, in some cases, to issue policies and pay claims. Furthermore, brokers
(and especiadly the largest firms) usually have a wider range of competencies than other
insurance intermediaries and can offer a variety of services in addition to insurance placement.
These may include, for example, risk management, actuarial, loss control and claims
management Services.

In general terms, an insurance broker should always be acting on behalf of the insured or
would-be insured. However, the status of an insurance broker is somewhat unusual. While, as a
rule, intermediaries in the commercial sphere act on behalf of one party only, insurance brokers
may act for both partiesin certain instances — this can present arisk of conflict of interest.

For example, a potential client may instruct an insurance broker to select an insurance
company and arrange cover on their behalf. In selecting the insurer and assisting the client with
the necessary documentation (for example, by completing a proposal form) the broker clearly
does so as agent of the client. As a consequence, any errors or omissions in the documentation
will be attributable to the client. On the other hand, if the insurer subsequently sends the broker
documents and the insurance has not yet been paid for (in the case of a credit agency) then the
broker holds the documents on behalf of the insurer and acts as agent of the insurer. Again,
insurers might have given brokers authority to grant cover or settle claims on their behalf and, in
doing so, brokers clearly act for the insurer. Inevitably there is thus some scope for conflicts of
interest when an intermediary acts for both parties.

5.7.1.1 Economic function of brokers

The long-term economic effect of brokers should be to reduce risk costs and to facilitate
atruly competitive market. In economic terms, they fulfil three main roles:

Reducing search costs. Brokers reduce the resources expended or the costs incurred by
insurance buyers when seeking for insurers and those incurred by insurersin seeking clients.
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Reducing uncertainty. Buyers and sellers have asymmetric information on the product or
service being sold, making it difficult for them to agree on the price and terms of the contract to
be concluded. Also, in insurance the client knows specifics of the risk that the insurer might not
be aware of. On the other hand, the insurer knows more about prevailing market conditions.
Brokers provide a channel for information that reduces this asymmetry and, since they rely on
long term relationships, they should have an incentive to ensure that neither party acts in an
opportunistic way.

Asymmetric bargaining power. Small and medium-sized buyers of insurance may have
significantly less bargaining power when dealing with large providers. Brokers are able to
secure better terms for such clients, thus reducing asymmetries in bargaining strength.

5.7.1.2 Brokers’ business models

Brokers operate under a variety of business models, but there is a broad division between
‘global’ brokers, regional or niche operators, and wholesale brokers?” Some brokers may
combine the characteristics of more than one model.

Global brokers are by definition large firms with international operations, tending to
seek large and medium sized corporations as their main clients. Their structure varies, but a
typical broker of this type might comprise a ‘retail’ unit, which liaises with clients, analyses
their needs and designs and structures appropriate insurance programmes, a ‘placement’ unit,
which places the programme with insurers, and a ‘service’ unit which provides ongoing advice
and assistance to the client for the duration of the insurance programme.

Regional or ‘niche’ brokers also design and structure risk and insurance programmes for
their clients, but often work with a wholesale broker (see below) to place risks in the
international insurance market. Some of these firms may specialise in a particular commercial or
industrial sector (e.g. the construction industry), particular form of insurance (e.g. credit
insurance) or particular form of risk transfer (e.g. catastrophe bonds and other alternative risk
transfer (ART) products). These are generally small or medium sized firms which may be
unable in themselves to provide the wide range of services offered by the largest brokers and, as
consequence, may work with independent specialist firms (e.g. risk management companies or
actuarial consultants) in order to compete with the large international brokers. Regional brokers
break down into medium sized full service chain brokers, broker networks and local/high street
brokers.

Whol esale brokers, as the name suggests, may have no ‘retail’ operations at al and may
speciaise in the placement of risks in international markets that have been referred to them by a
regional broker. However, some wholesale brokers may have retail unitsin at least some parts of
the world and rely on regional brokers for business in those territories where they themselves are
not represented. Also, global brokers place a large amount of wholesale business through their
networks.

There may well be two or more brokers in the insurance distribution chain. In some
cases the first broker in the chain may be known as the *producing’ broker as distinct from the
‘placing’ broker. However, the terminology used in insurance broking is not wholly consistent.

5.7.2 Agents

From a legal point of view, an agent is simply one who acts for another. However, in
insurance, the term is usually reserved for the individuals or firms, other than brokers, who act

" See Swiss Re, sigma No. 2/2004, p. 11 and Cummins, J.D. and Doherty, N.A. (2005) ‘The economics of
insurance intermediaries’, Wharton School, University of Pennsylvaniafor fuller and more detailed discussions
of the role of insurance brokers and the economics of their operation.
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as insurance intermediaries. Insurance agents vary greatly in terms of their characteristics,
authority and operation.

Applying each of the three questions raised above, we can note first that insurance agents
are typicaly less independent than insurance brokers. In the extreme case the agent may be an
‘exclusive agent’, contractually bound to offer the products of one insurer only, or only non-
competing products of more than one insurer. On the other hand, the agent may be a ‘multiple
agent’ able to offer clients competing products from a wide range of insurers. In this case the
agent may have a degree of independence not dissimilar to that of atypical insurance broker.

When considering question 2, there is also a range of possibilities. Some insurance
agents are not ‘professional’ insurance intermediaries. sometimes, their main occupation is in
another field. For example, insurers may appoint real estate agents, law firms, accountants, car
dealers, garage proprietors, banks and financial services firms as their agents: their clients may
require insurance cover on various occasions; firms such as these are in a good position to
arrange it. Conversely, for many insurance agents, giving advice on and arranging insurance is a
full-time occupation or business. Thus a multiple agent of this type is not unlike an insurance
broker.

As regards question 3, insurance agents, unlike insurance brokers, are generally regarded
as agents of the insurance companies they represent rather than agents of their clients. However,
there is no reason why an insurance agent should not, in principle, act on behalf of the client on
some occasions. For example, if a client of a multiple agent seeks genera advice on their
insurance needs, and the advice is negligent, then the agent would carry legal responsibility for
such negligence, and one could not attribute the actions of the agent to any particular insurance
company.

The authority granted to insurance agents varies widely. In some cases it may be very
limited, perhaps only to the introduction of business, with no authority to collect premiums,
grant cover or pay claims. In other cases, in particular with certain specific multiple agents, the
authority may be extensive and similar to that of atypical insurance broker.

Finally, we can note that insurance intermediaries, whether brokers or agents, vary
greatly in terms of their size and legal status, ranging from private individuals to international
corporations with thousands of employees world-wide.

5.7.3 Banks and Insurance

The involvement of banks in insurance occurs at various levels. Close affiliations
between banks and insurance companies (and, in some cases, securities houses and other
financial firms), and the involvement of any one in the business of the other(s), is commonly
encapsulated in the umbrella term * bancassurance'.

Historically, legislators in many countries have often forbidden or severely restricted
close affiliations between banks, insurance companies and other financial firms. This was
emphatically the case in the United States of America, where depression-era legislation that
severely constrained such affiliations has been dismantled only within the last few years.
European laws on this matter have traditionally been rather more liberal. In any event, there has
been a process of further liberalisation in recent years, not only in Europe but worldwide,
leading to the formation, in many markets, of financial conglomerates including bank and
insurance companies in the same group.

Liberaisation within the EU has been driven largely by the desire to increase European
integration, strengthen competition and allow firms to reduce risk through diversification.
Nevertheless, EU laws generally do not permit banks to underwrite directly insurance business,
just as insurers are forbidden from engaging in banking business directly (or indeed, in engaging
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in any business other than insurance). This means that a bank’ s involvement as a ‘ manufacturer’
of insurance products, as distinct from a distributor, must be indirect.

From the point of view of banks and insurers themselves, close affiliations may offer the
potential for generating economies of scale and scope. Specific potential benefits may include
the gaining of access by one or both of the affiliates to the customer base of the other,
opportunities for cross-selling, lower marginal costs in generating new business, benefits
derived from the superior brand or image of the affiliate and downstream vertical integration to
secure distribution.

Banks are involved in insurance business as distributors of insurance. Such involvement
can take two main forms:

e bank as agent;

e bank as broker.

In the first case the bank in question simply acts as an agent of one or more insurance
companies, distributing insurance products underwritten by the latter. In the second case the
bank in question establishes or acquires its own insurance broking subsidiary. In this case, the
bank’s broking subsidiary will place business with a range of different insurers, just like any
other broker.

In Chapter IV the insurance activities of banks are discussed briefly in the specific
context of the EU.

5.7.4  Classification of intermediaries for the purpose of the sector
enquiry survey
There is clearly some overlap between the different types of insurance intermediaries
and there are different ways of classifying them. In the questionnaires used to gather information
for the Sector Inquiry, the following classification and definitions were adopted:

1. Exclusive agent — an intermediary who acts as an agent of the insurer and who is
under exclusive agreements to refer business to one insurer or otherwise constrained by
agreement to refer business to one insurer (except 3 below).

2. Other agent — an intermediary who is acting as an agent of the insurer and who has
multiple insurer agency agreements (except 3 below).

3. Bank —abank or lending institution acting as an insurance agent or insurance broker.

4. Insurance broker — an intermediary acting as an agent of the insured, who is not tied
by agreement to refer business to an insurer (except 3 above).

5.8  Other participants in the insurance market

Besides the main players described above, the insurance market is served by a number of
speciaists. These include independent loss adjusting firms, which are appointed by insurers to
handle larger and more complex claims. In addition to loss adjusters there are also |oss assessors
who act on for policyholders and negotiate claims on their behalf with a view to obtaining the
most favourable settlement for them.

A wide variety of firms provide additional services to the insurance industry. They
include actuarial consultants, risk modelling specialists, accountancy firms that specialise in
various types of insurance work and, in many markets, specialist insurance law firms.
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IV. CHARACTERISTICS OF THE WHOLE EU INSURANCE MARKET

1. OVERVIEW OF THE EUROPEAN NON-LIFE INSURANCE MARKET "

The European non-life insurance market, collectively, is comparable, but nevertheless
smaller, in size to that of the US, the other major world market. Germany has the second biggest
national market after the US, and that of the UK ranks third, just ahead of Japan. Among the top
ten national non-life insurance markets, six are EU Member States. In fact, EU Member States
account for the greatest part by far - around 90% - of European non-life premiums, even if
Europe is defined very broadly. The only substantial European non-life markets outside the EU
25 are Switzerland®® (accounting for about 3.5% of all European non-life premiums), Russia
(about 3.2%) and Norway (about 1.3%).

The size of national non-life markets in the EU varies enormously. The six biggest EU
non-life markets command over 83% of premium income while the six smallest account for
barely 0.5%.

Figure IV.1 - Non-life insurance penetration in the EU: premiums as % of GDP 2005

Source: Swiss Re, sigma No. 5/2006, p.37

Premium volumes for the major world non-life markets are detailed in the table that
follows (EU Member States highlighted).

% Among the non-EU insurance markets of Europe Switzerland is, for the present time at least, the most
significant by far, since it is home to some of the major pan-European non-life insurance groups, including
Zurich and Winterthur. Swiss reinsurers also command around 14% of world reinsurance premiums.,
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Table IV.1 - Non-life insurance volumes in EUR mio

Ranking Country Premiums Premiums % change Non-life World EU
2005: 2005 2004 (inflation share of all share share
World adjusted) business 2005 2005
& (EU) 2004 & 2005 % %

1 USA 503505 487958 2.0/-0.3 54.8 43.10

2 (1) Germany 86106 85305 1.5/-1.0 54.3 7.37 22.99

3 (2 UK 80959 79589 -1.0/0.2 33.5 6.93 21.62
4 Japan 80874 84881 -0.5/-4.2 211 7.92

5 (3) France 54838 53385 2.1/0.9 30.7 4.69 14.64

6 (4) Italy 38177 37237 2.5/0.7 34.1 3.27 10.20
7 Canada 35614 32897 2.3/-0.5 56.2 3.05
8 (5 Spain 27963 26054 5.5/3.8 57.8 2.39 7.47
9 (6) Netherlands 23460 23198 na/-.06 47.7 2.01 6.27
10 Australia 19550 18545 0.6/-1.0 46.8 1.67
11 S. Korea 19377 16336 2.4/6.7 29.0 1.66
12 PR China 16524 14247 17.0/12.7 34.2 1.41
13 Switzerland 14747 14421 3.2/1.5 44.6 1.26
14 Russia 13370 10306 17.6/12.0 94.8 1.14
15 (7) Belgium 12363 11919 na/0.9 33.1 1.06 3.30
16 Brazil 10780 7913 6.9/6.0 55.9 0.92
17 Taiwan 8204 7566 3.7/21 20.8 0.70

18 (8) Austria 8097 7799 3.0/1.3 53.3 0.69 2.16
19 (9) Ireland 7885 7307 na/na 32.9 0.67 211

20 (10) Sweden 7115 6828 11.3/5.4 31.9 0.61 1.83

21 Mexico 6053 5681 4.1/-11 58.9 0.52
22 (11) Denmark 6023 5970 na/-0.9 35.8 0.52 1.61
23 S. Africa 5838 4987 12.3/11.8 21.9 0.50
24 Norway 5409 4852 4.0/4.9 41.7 0.46
25 (12) Poland 4439 3708 6.0/3.8 58.4 0.38 1.19
26 (13) Portugal 4219 4253 0.3/-3.1 31.4 0.36 1.13
27 India 3900 3707 10.1/11.5 29.4 0.33
28 N. Zealand 3852 3688 0.0/0.5 84.4 0.33
29 Turkey 3851 2618 23.3/10.7 83.8 0.33
30 Israel 3216 3831 1.0/0.7 53.8 0.28

31 (14) Finland 2862 2833 5.7/0.2 201 0.25 0.77

35 (15) Czech Rep 2412 2138 3.1/3.2 61.6 0.21 0.65

37 (16) Greece 2031 1895 na/na 52.3 0.17 0.54

44 (17) Hungary 1505 1374 -1.4/41 55.6 0.13 0.40

47 (18) Luxembourg 1171 1094 na/na 10.8 0.10 0.32

49 (19) Slovenia 1085 1027 4.6/3.1 701 0.09 0.29

52 (20) Slovakia 860 765 7.1/5.2 62.9 0.07 0.23

69 (21) Cyprus 287 267 na/na 50.9 0.02 0.08

78 (22) Lithuania 219 204 12.0/7.9 72.3 0.02 0.07

81 (23) Latvia 185 (est) 175 na/na na 0.02 0.05

83 (24) Estonia 172 151 11.7/9.5 68.1 0.01 0.05

85 (25) Malta 122 116 na/na 46.5 0.01 0.03

EU 25 374555 364591 = = 32.06 100
World 1168186 1123468 2.3/0.6 42.4 100

Source: Swiss Re, sigma Nos. 2/2005, p. 39 and 5/2006, p. 35

The number of non-life insurers in Europe has declined steadily in recent years.
However, there are still close to 3,000 non-life companies operating within the EU insurance
market, with an average premium volume of around EUR 125 million each. This compares with
around 2,500 providers in the larger US market, where premium volumes average around EUR
200 million. By contrast, the large Japanese non-life market is highly concentrated, hosting




fewer than 60 insurers — no more than in Austria — with an average premium volume in the
region of 1,350 million.?

The concentration of non-life insurance providers within individual EU Member States
varies significantly. Measured in terms of the market share of the ten biggest companies, it
ranges from around 50% in Germany to over 95% in Finland, Sweden, Ireland and several
new Member States. It seems that thisis at least in part attributable to the size of the market: the
bigger the market the smaller the shares of the biggest insurers. In most Member States non-life
market concentration has increased in recent years.

2. THE INTEGRATION OF EU INSURANCE MARKETS

Historically, the European insurance market has been largely fragmented, consisting of a
number of national insurance markets which, to alarge extent, developed independently of each
other. This fragmentation has been the result of a mix of influences, including the nature of
national insurance regulation, local distribution systems and the ownership characteristics within
the insurance sector in some markets, such as those dominated by mutual insurers or state-
owned enterprises. One of the objectives of the wider programme to create a single financial
services market in Europe is precisely to address this fragmentation (see chapter V for a more
detailed description of the extent of integration of EU insurance markets).

2.1 Theimpact of insurance regulation in Europe

The aims of insurance regulation at EU level is to create a framework for an integrated
insurance market in which insurance contracts can be arranged between risk carriers and
policyholders in different EU Member States with comparative freedom from restrictions or
differences in the regulatory environment at national level, while ensuring that consumers till
enjoy an adequate level of protection. Integration is expected to benefit both buyers and sellers
of insurance, giving the former a wider choice of suppliers and products and a higher degree of
competition and giving the latter the potential benefits of increased regional risk diversification
and possible economies of scale.

EU legidators have attempted to remove, or at least lower regulatory barriers between
Member States by introducing coordinated rules on insurers, with e.g. rules on the initial
authorisation, ongoing supervision and solvency requirements, coordinated rules on
intermediaries and an opening of the market to competition in terms of policy terms and
premiums charged.

The European insurance Directives®® have thus provided to the insurance companies
operating within the European Union the freedom of establishment and the freedom to provide
services on the basis of a Single Passport and Home Country Control. Other obstacles, affecting
particular lines of insurance or insurance activities have been addressed through a further series
of directives.”’

Despite this, not all the barriers posed by different regulatory systems have been
removed entirely. This is because the insurance directives do not fully harmonise insurance

# gwiss Re, sigma No 3/2000, p. 2. According to the authors there were 2,890 non-life insurers operating in
Europe in 1998 compared with 2,456 in the US and 57 in Japan.

% n the field of non-life insurance: Directives 73/239/EEC, 88/357/EEC, 92/49/EC, 2002/13/EC. For life
insurance, the corresponding Directives have been consolidated into Directive 2002/83/EC.

31 For example, directives on Coinsurance (1978), Third party motor liability insurance (1972, 1984, 1990, 2000,
2005), Tourist Assistance (1984), Credit and Suretyship (1987) Legal Expenses (1987), Insurance Company
Accounts (1991), Compulsory Winding-up of Insurance Companies (2001), Insurance Mediation (2002) and
Reinsurance (2005).
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regulation in the Member States. The directives therefore do not automatically produce an
entirely ‘level playing field'.

2.2 Some effects of deregulation

While the efforts to create a Single Market in insurance have led to an increase in the
stringency of regulation in Member States where regulation has traditionally been light, (such as
the UK, Ireland and the Netherlands), there has been deregulation for many Member States, and
on balance for the EU as awhole, most significantly regarding the ex ante controls on insurance
prices and policy terms.

Prior to deregulation (and especially the ‘third generation’ of insurance directives)
potential competition in Europe was restrained by protracted procedures for obtaining an
insurance licence and by regulated ‘tariff’ systems that hindered true price competition in many
markets. The establishment of strong distribution systems in those markets dominated by tied
agents meant that entry costs for new insurers would tend to be high, giving established insurers
a protected market environment. The introduction of the ‘single licence’, coupled with home
country control, now allows (at least in theory) much faster market entry. The abolition of
national controls over insurance prices and products means that new contracts can be introduced
without prior approval from a regulator, alowing efficiency gains and lower prices for
consumers.

However, deregulation has not, as yet, led to any significant general expansion in cross-
border trade in insurance. Combined with a number of other factors that will be discussed
below, deregulation has rather led to an unprecedented wave of mergers and acquisitions
(M&As), with European insurers seeking to exploit new market opportunities through the
medium of an acquired local insurer rather than by selling directly into the territory concerned.
From 1990 to 2002 there were 2,595 M&As involving European insurers as an acquirer and/or
as a target. Activity peaked in the year 2000, and 1,669 of the deals resulted in a change of
control. These transactions occurred both cross-border and within-border and well as cross-
industry (e.g. ‘bancassurance’ deals).*?

As a consequence, the EU insurance market has become more concentrated. In 1980
there were approximately 7,000 insurers, both life and non-life, in the countries that now make
up the EU, and this number has now reduced to fewer than 5,000, amongst which there may be
fewer than 2,000 economically independent entities writing non-life insurance.

2.3 The Euro and European capital markets

The introduction of the Euro, and the formation of a massive Euro capital market from a
number of nationally fragmented capital markets, has contributed to structural change also in the
European insurance industry. Insurance companies, which are amongst the biggest institutional
investors, now each own a smaler share of the larger overall market which means that
investments can be liquidated more easily while, at the same time, the range of investment
products has increased. The Monetary Union thus forces companies to have a wider

2 M&A activity has been especialy intense in relation to UK targets. During this period transactions in which the

target was a UK company ran at approximately four times the level, both in terms or number and value, of
transactions involving targets in any other large insurance market and they exceeded the total for such deals
involving targets in France, Germany and Italy combined. See Cummins, D.J. & Weiss, M.S. ‘Consolidation in
the European insurance industry: do mergers and acquisitions create value for shareholders? Brookings-
Wharton Papers on Financia Services (2004) pp. 217-257.

The CEA (European Insurance in Figures, June 2006) record 4.933 insurers ‘operating’ in the EU-25 during
2004 with the largest numbers in the UK (1167), Germany (677) and France (475). However, a very large
number of these are effectively inactive.
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geographical spread in their investment portfolios and to gear their portfolio performance to a
European benchmark. The shares of insurance companies themselves will increasingly be
measured against a European benchmark and companies that do not match up to their rivals will
be ide?rl;[ified more easily and will find it increasingly difficult and expensive to attract capital
funds.

3. CURRENT ISSUES AND TRENDS IN EUROPEAN INSURANCE MARKETS

In this section we consider some key issues and trends affecting European insurance
markets. We examine, in turn, trends affecting insurance carriers and insurance brokers and
other distribution channels. *°

3.1 Insurance carriers

We begin by looking at issues and trends affecting direct insurance providers in Europe.
In particular, we discuss three trends which are interlinked: a surge in merger and acquisition
activity among insurers in the EU, the increasing prominence of European multinational
insurers, and increasing concentration within the EU non-life insurance market.

3.1.1 Merger and Acquisition Activity

As stated earlier, deregulation of EU insurance markets prompted a sharp rise in M&A
activity in the 1990s leading in turn to more concentrated European markets. While the 1980s
saw a large volume of national mergers and acquisitions, cross-border deals became more
prominent in the 1990s, rising to 50% of the total in 1999.

Cross-sector M&A transactions have been uncommon in relation to non-life insurance
business. Whereas banks and life insurers have exploited opportunities for cross-selling products
through common distribution channels, banks seemed to have demonstrated less interest in
selling non-life insurance products apart from the few that have acquired property/casualty
insurers in order to offer personal lines of general insurance (e.g. motor and home insurance)
though their own distribution channels.

By 2003 foreign penetration of national markets was much higher than it had been ten
years earlier, except for countries such as Ireland, Belgium and Austria, where foreign
ownership had historically been high. In these countries foreign owned companies often
changed hands as a result of mergers and agreed acquisitions between insurance companies in
other countries, usualy in the larger European countries and, in particular, France, Germany,
UK, Switzerland and the Netherlands.

3.1.2 Drivers of M&A activity in European insurance markets
M&A activity amongst insurers in Europe seems to have been driven by a number of
factors. First, managers may hope to increase the efficiency of their business through economies
of scale and scope.

¥ Swiss Re, (sigma No. 3/2000, p. 15) also suggests that from an underwriting point of view the Euro means an
even more strongly international flavour in commercia insurance business. They note: ‘...the abolition of the
capital market boundaries removes the last magjor hurdle to a single European insurance market. The mainly
broker-based distribution system makes it easier for companies to conduct business across national borders and
encourages the harmonisation of the provider and product structure. Insurers offering commercia insurance
across Europe can also diversify their big risks more effectively in an international context, allowing a reduction
in the capital base and a subsequently lower cost of capital.’

% For a more detailed discussion of the main drivers of change within European insurance markets over the last
two decades, see Dickinson, G. (1996) ‘ The European Insurance Market’ in The Changing Map of Europe, eds.
Silberston, A and Raymond, C. P., Macmillan Press, pp.137-154.
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There are relatively few empirical studies of the economies of scale and scope in the
insurance industry, but existing literature suggests that efficiency gains are likely to be modest
and only to the benefit of very large insurers®. However, these empirical studies fail to measure
adequately the scale and scope advantages that large international insurers can achieve through
global networks of offices: only the large international insurers can effectively service the needs
of multinational corporations.

The motives for M&A deals are just as likely to be strategic as economic. For example,
in a saturated market a take-over or merger may be the only readlistic way to acquire market
share and the only way to break into a market where the structure of existing distribution
channels makes it difficult to build them from scratch.

It is worth noting that LIoyd's of London mirrors the rest of the European insurance
market in its trend of consolidation and enhanced M&A activity. In 1983 there were
approximately 400 Syndicates at LIoyd' s whereas now the number of those actively trading has
fallen to around 60, with a corresponding increase in the average syndicate capacity. However,
change at Lloyd's has been driven by additiona factors. In particular, it was the Reconstruction
and Renewa Initiative of 1992, triggered by the massive Lloyd’s losses of the late 1980s, that
led to the initial sharp drop in the number of Lloyd's vehicles, as closure and run-off took their
toll. Since then, however, M&A activity at Lloyd's has been driven by much the same
considerations as in the insurance company market.

3.1.3 The opposite trend: Outsourcers, “virtual insurers”

Along with the tendency for insurance companies to get bigger and bigger, thereisaso a
counter-trend, towards the outsourcing of many insurance functions to specialist firms,
information technology being a major, but not the only example. Cost reduction seems to be the
main reason for all such outsourcing deals, although critics argue that shifting of responsibility
from industry to supplier can damage a company’s ability to react and make strategic moves.

When taken to its limit, outsourcing results in the creation of ‘virtual’ insurers. These are
stripped-down insurance operations with the minimum of staff. They focus on a few core
competencies — such as product development, pricing, risk selection, marketing and investment
— and outsource everything else, including all processing, documentation, customer service,
regulatory and management reporting and payroll functions. Most do not have their own
buildings and hold only short-term leases; the Internet is the preferred method of distribution.

3.1.4 Therise of European multinational insurers

Swiss Re*” notes that one of the most significant development in the non-life EU
insurance market in recent years has been the rise in prominence of a group of European
multinational insurers, which they designate the ‘Europeans .*® Swiss Re contrasts these with
mainly independent domestic providers of insurance (‘ Nationals' — ranging from large providers
with diverse portfolios to very small niche insurers) and companies that are owned mainly by
foreign insurers (‘Foreigners’). The authors note that in the period 1990-1998 the combined
share of European multinational insurers in the six biggest national markets®® more than

% For example, one relatively recent study concluded that only multinational insurers with premium volumes of

around EUR 2.0 billion demonstrate economies of scale and that it is mainly national insurers which benefit
from M&A deals. See Katrishen, F.A. and Scordis, N.A. (1998), Economies of scale in services; a study of
multinational insurers, Journal of International Business, No. 29 pp. 305-24.

3" Swiss Re, sigma No. 3/2000, pp. 17-21.

The companies in the study were Allianz (Germany), AXA (France), CGU (now Aviva) UK., Generdi (Italy),
RSA (UK), Winterthur (Switzerland) and Zurich (Switzerland).

¥ Germany, UK, France, Italy, Netherlands and Spain.
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doubled, rising from 18% to 39%, and their share of entire EU non-life market also almost
doubled, from 16% to 31% in the same period. This expansion was attributable almost entirely
to external growth through mergers and acquisitions, as discussed above. These firms built up
market share at the expense of both purely national and foreign-owned insurers, even though the
former managed to offset a small part of their losses through organic growth.

European multinational insurers are now leaders in most EU nationa markets and,
although their origina home markets are still important, the significance of such markets is
gradually decreasing relative to other European markets, which often provide better growth
possibilities.

It should be noted that the business activity of the European multinational insurers is not
limited solely to the EU and the rest of Europe. A number of them (including Allianz, AXA,
Zurich, RSA and Aviva) have established a substantial presence in the US and/or the emerging
markets of Asia.

Details of the major European non-life groups, based on 2004 premium data are given
below.

Table IV.2 - Major European non-life groups, net non-life premiums, 2004

Group EUR mio *
Allianz (Germany) 37,407
Zurich (Switzerland) 23,140
Axa (France) 20,271
Generali (ltaly) 17,261
Aviva (UK) 13,911
Groupama (France) 8,281
Royal & SunAlliance (UK) 8,197
Winterthur (Switzerland) 6,895
ING (Netherlands) 5,813
Eureko (Netherlands) 4,554
Fortis (France) 4,361
Ergo (Germany) 3,491

* includes non-European as well as European business

Source CEA (2006) ‘European Insurance in Figures’
based on data from Argus de I'assurance (Dec. 2005)

3.1.5 Increasing concentration of EU non-life markets

Given the recent high levels of M&A activity amongst insurance firms in Europe, it is
clear that the European insurance market has, in the ssimplest sense, become more concentrated.
Concentration has increased markedly in virtually al the large EU markets and also in most of
the small ones. However, concentration has decreased in some markets, most notably in a
number of the New Member States.*® Although the data are not available for al EU-25
Member States, this pattern is clearly revealed in the table below.

0" In some New Member States for which data in the table is incomplete a reduction in concentration will have
resulted inevitably from the breaking of the monopoly of asingle state-owned insurer.
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Table IV.3 - Market share of the largest non-life insurance groups

(CR5 =first 5, CR10 = first 10)

Country CR5 1993 CR5 2004 Change CR10 1993 [ CR10 2004 | Change
Austria 54.6% 63.8% 9.2% 75.4% 81.4% 6.0%
Belgium 51.8% 60.1% 8.3% 68.6% 79.7% 11.1%
Cyprus 34.6% 48.5% 13.9% 53.6% 71.0% 17.4%
Czech Rep. 84.4% 95.0%

Germany 23.6% 37.0% 6.4% 36.4% 51.0% 13.6%
Denmark 58.2% 69.9% 11.7% 76.1% 84.2% 8.1%
Finland 87.5% 91.3% 3.8% 96.5% 98.7% 2.2%
France 40.8% 52.4% 11.6% 59.5% 71.5% 12.0%
Greece 38.8% 38.9% 0.1% 51.2% 56.1% 4.9%
Hungary 93.8% 81.5% -12.2% 100% 95.0% -5.0%
Ireland 50.1% 67.0% 16.9% 79.7% 96.8% 17.1%
Italy 34.1% 69.3% 35.3% 51.8% 87.6% 35.9%
Lithuania 69.7% 89.8%

Latvia 71.9% 97.6%

Malta 72.1% 89.2%

Netherlands 44.0% 64.9%

Poland 83.9% 92.6%

Portugal 55.1% 70.1% 75.5% 86.2% 10.7%
Spain 19.5% 38.7% 19.2% 30.8% 56.3% 25.4%
Sweden 84.3% 90.8% 6.5% 94.0% 97.6% 3.6%
Slovenia 93.0% 99.3%

Slovakia 99.8% 89.7% -10.1% 100% 97.2% -2.8%
United Kingdom | 29.7% 53.2% 23.5% 44.4% 69.3% 24.9%

Source: CEA (2006) ‘European Insurance in Figures',
Axco non-life reports and national insurance associations

This pattern of steadily increasing concentration in Europe mirrors that of the USA
where, according to the Insurance Services Office (1SO), concentration in the US
property/casualty insurance sector has increased from 229 on the Herfindahl scale in 1980 to
341 in 2004 “1It is also worth noting that in 2004 the top four US property-casualty insurers had
nearly 30% of the US market,*? whereas the top four European insurance groups have only
around 25% of the European non-life insurance market between them. On the other hand, there
is no individual EU national market in which the four largest non-life insurers have less than
30% of the whole market.

3.2. Brokers and other distribution channels

In the EU as a whole there is great diversity of distribution channels for business
insurance, across national insurance markets, lines of insurance and consumer segments. In this
section we briefly examine some of the main trends in insurance distribution and discuss some
of the key current issues.

“ However, concentration in the US remains relatively low, at least according to the standards of the US
Department of Justice, which classifies any score under 1,000 as unconcentrated and only a score over 1,800 as
indicative of ahighly concentrated industry.

2 Insurance Information Institute, New York (www.iii.org)
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Insurance brokers can bring together buyers and sellersin different Member States. They
have a high involvement in constructing the complex international insurance programmes that

3.2.1 The broking sector in general

are required by large pan-European or multinational firms.

An indication of the relative importance of insurance brokers in selected markets and

countries, including the larger EU Member States, is given below.

Table 1V.4 - Brokers’ share of non-life distribution by country

Country Total share Commercial lines Personal lines
Netherlands 70% na na

Ireland 68% 95% 40%

Belgium 65% na na

UK (domestic) 56% 85% 32%

UK (London market) | = 95% = 95% not significant
Austria 27% na na

Sweden 20-25% na na

Spain 22% na na

France 18% na na

Portugal 16% na na
Luxembourg 15% na na

Germany 10% na na

Poland 10% na na

Denmark 10% na na

Finland 9% na na

Italy 7% na na

Source: “Commercial insurance and reinsurance brokerage — love thy middleman”
Swiss Re Economic Research and Consulting, 2/2004

3.2.1.1 Consolidation in the broking sector
A list of the world' slargest brokersis given below.

Table IV.5 - Top ten global brokers by revenue 2005

Rank | Company Brokerage revenues Country
EUR mn.
1 Marsh & McLennan Cos. Inc. 8037,9 United States
2 Aon Corp. 5242,3 United States
3 Willis Group Holdings Ltd 1763,5 United Kingdom
4 Arthur J. Gallagher & Co. 1085,6 United States
5 Wells Fargo & Co. 771,2 United States
6 Jardine Lloyd Thompson Group plc | 708,8 United Kingdom
7 Brown & Brown Inc. 623,3 United States
8 BB&T Insurance Services Inc. 608,8 United States
9 Alexander Forbes Ltd. 548,5 South Africa
10 Hilb Rogal & Hobbs Co. 528,9 United States

Excerpted with permission from BUSINESS INSURANCE EUROPE, Issue of July 17, 2006,
copyright © 2006. Crain Communications Inc. All rights reserved

There was an extraordinary wave of M&A activity among the leading firmsin the period
between 1996 and 1999.* However, the pace of M&A activity in the insurance broking sector

has quickened in recent years.

43 This period saw Marsh acquire Johnson & Higgins (1997) and the Sedgwick Group (1998), Aon acquire Bain
Hogg, Alexander and Alexander (1996), Minet and Jauch & Hubener (1997) and mergers between Jardine
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This enhanced trend has been shaped by the same general considerations of efficiency
and strategy that are common to all insurance market sectors. Furthermore, insurance brokers
have in recent years faced pressure from several directions. Large commercial clients (and they
are increasingly large, since many are themselves the product of M&A activity) may now use
their size to justify buying less insurance rather than more. They retain more exposures, take
bigger deductibles, and increasingly use captives and other corporate vehicles in preference to
full commercial insurance. In many cases, they are committed to a philosophy of sophisticated
financial risk management, and look for risk transfer techniques that combine traditional
insurance risks and traditionally uninsurable risks, in some case preferring that the two be
blended in a single product which can be supplied at alower overall cost.*

A business strategy of the major insurance brokers has been to adapt, diversify and equip
themselves with new skills. They now offer clients a whole portfolio of risk-related services,
which might include environmental, product and workplace safety audits, captive management,
legal services, advice on corporate governance, employee benefits consulting and the assembly
of sophisticated ART structures. Strength in these disciplines can be acquired quickly only by
combining with firms that already possess the necessary skills. This has been a further factor
driving merger activity in the broking sector.*

For brokers which do not have the means to extend their range of capabilities the logical
aternative is to move in the opposite direction: that is, to speciaise rather than enlarge and
diversify. Some brokers have thus sought to exploit niche markets that are too specialised for the
major players to consider or to cultivate clients whose insurance and risk management needs
have so far been considered too small to interest the global broking firms.

These two strategies, consolidation/diversification and specialisation, might explain the
increasingly polarised nature of the insurance broking sector.

3.2.1.2 Effects of increasing insurance broker importance

Brokers have increased their role in relation to large commercial insurances in most
Member States. Thisis partly because corporate buyers of insurance have sought the services of
the brokersto find the best combination of price and contractual terms and conditions, not just in
national markets, but in international markets also.

Of course, the role of the broker can be used to strengthen the bargaining position of the
commercia customers for whom they act. As such, it can act as a countervailing force to the
increased bargaining power of large insurers and reinsurers, discussed earlier. However, brokers
might also use this bargaining power, to some degree, to negotiate higher commissions for
themselves. Indeed, because broker commissions are sometimes based on premium levels, the
full benefit of their bargaining power may not be passed on fully to their corporate clients.

One key capability of the international insurance brokers is their theoretic ability to
switch insurance business from national insurance markets to other markets within the EU or
elsewhere. This is especially so for some very large risks. This switching capability might have

Insurance Brokers and Lloyd Thompson (1997), Heath, Lowndes Lambert and Fenchurch (1997) and Benfield
and Greig Fester.

The transaction cost of capital market solutions (such as securitisation of risk) is likely to fall as liquidity rises,
making products such as these even more attractive than traditional insurance in the eyes of large corporate
clients. See Doman, A, T. Duchen and M. Markus, ‘Brokers versus Insurers’, The McKinsey Quarterly, 1999
No. 3 pp. 26-35.

It is interesting to note that, as part of this process of diversification, most large broking firms have quietly
dropped the term ‘insurance’ from their title in favour of something broader and more generic, such as ‘risk
services ‘risk solutions' or thelike.

45
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the effect of increasing price competition in a national insurance market. However, the extent to
which insurance brokers will wish to switch business abroad will depend on the current and
expected profitability of the insurance business.

3.2.1.3 Broker role versus insurer role

The extra size and wider competency of the biggest broking firms might enable them to
push insurance rates down whilst, at the same time, allowing them to collaborate with their
clients in finding alternative solutions to traditional insurance. Potential insurer responses
include the attempted by-passing of brokers through increased direct marketing, particularly in
the small and medium-sized business sector, and direct competition with brokers in the
provision of fee-based risk-management services.*

3.2.2 Theinvolvement of banks in European insurance markets

Evidence suggests that in Europe, nearly all major banks have at least some involvement
in insurance business. * However, it is apparent that European banks involvement in life
insurance is far greater than their involvement in non-life insurance, especially as regards
insurance underwriting (as opposed to insurance distribution). Thus, while many — and probably
the majority — of major European banks have set up or acquired life insurance subsidiaries, far
fewer have established non-life insurance subsidiaries. No doubt this is because there are much
closer synergies between banking and life insurance operations and products than between
banking and non-life insurance. Non-life insurance underwriting companies owned by banks
focus almost exclusively on simple non-life insurance products, such as home insurance,
accident and health insurance. Their involvement in marine, aviation and large commercial
property/casualty risksis negligible.*®

There are similar patterns as regards insurance distribution by banks. European banks are
major distributors of life insurance products, and in a number of EU Member States they are the
dominant distribution channel.*® However, European banks share of non-life distribution is
small, ranging from 3% to 11% in one survey.*

In general, European banks' involvement in ‘businessinsurance’ issmall and is confined
mainly to the distribution (and only occasionally the underwriting) of policies covering small
business risks.

% However as Doman et al observe (note 44 above) the perceived independence of insurance brokers gives them

an advantage against insurersin this arena.

4" Nurullah, M (2002) ‘Bankers as Insurers: the European perspective’ unpublished paper based on PhD thesis.

8 Nurrulah, quoted in note 47 above.

49" Nurrulah (quoted in note 47 above) found that banks in Portugal, Spain, France and Italy account for over 60%

of life insurance distribution and only in the UK and Netherlands are they relatively insignificant, with market
shares of 10.2 and 21% respectively.

% Nurrulah, quoted in note 47 above.
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V. MARKET INTEGRATION®

1. BENEFITS OF INTEGRATION

An integrated EU insurance market offers benefits to both insurers and their clients.
First, insurers benefit from an improved regional diversification of insured risks. This reduces
the likelihood of a large accumulation of losses from one event (such as a storm or flood)
affecting a magjor proportion of risks in the same portfolio. It may aso have other smoothing
effects, such as in dampening the volatility of the insurance cycle.>® Other benefits include the
possible realisation of economies of scale and scope and a wider area for investing assets.
Clients should benefit from a wider choice of insurance suppliers, a higher degree of
competition and, to the extent that efficiency gains made by insurers are passed on, lower prices
from that source also. Clients might also benefit from a broader choice of insurance contracts as
a consequence of competitive innovation by insurers and the availability of products developed
in foreign markets but not previously available, though the availability of the latter may depend
upon the mode of market entry by the insurer. Thisis discussed below.

2. THE EXTENT OF INTEGRATION IN THE EU INSURANCE MARKET

One indicator of integration is the level of penetration of the EU insurance markets by
foreign (EU) insurers and the corresponding possibility for consumers to access foreign insurers.
This penetration/access takes three basic forms:

1. direct cross border sales by insurers without local establishment in the territory of the
consumer (operation on a services basis);
2. sadesthrough locally established branches or agencies;
3. operation in foreign markets through locally established subsidiaries, which may be:
(@) set up as‘greenfield’ investments;
(b) the result of merger or acquisition activity.

2.1 Models of integration

A recent analysis by the European Commission’s DG Internal Market and Services™
describes three competitive structures, as follows, namely:

e Competition within national markets, where markets are organised within
national boundaries,

e Competition on an EU-wide basis, where competition takes place in a fully or
well integrated market, and where companies operate in several EU countries
either through branches or directly via cross-border provision of services;

e Multi-domestic competition with cross-border entities, where customers are
confined to their national markets, which are dominated by a few, large
companies. Some of these companies are, or are part of, pan-European groups.

L For amore detailed analysis of the state of integration of the EU-insurance market, cf. the annual publications of
DG Interna Market and Services “Financial Integration Monitor” 2004, 2005 and 2006:
http://ec.europa.eu/internal_market/finances/fim/index_en.htm. In the 2006 edition, a specia feature was
dedicated to the insurance sector.

2 Though the benefits may be limited in this respect, as the peaks and troughs of underwriting cycles appear to

coincide quite closely across national insurance markets.

* DG Interna Market and Services Financial Integration Monitor 2004, pp. 13-14. See
http://ec.europa.eu/internal_market/finances/docs/cross-sector/fin-integration/sec-2004-559 en.pdf.
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This latter structure, which can be described as a ‘partly integrated market’, is the
structure that characterises the EU insurance markets at present. consolidation takes place
mostly on a cross-border basis through acquisitions, resulting in significantly increased
concentration levels at EU level. From a company perspective, an important share of business
takes place in countries other than the home country. From a customer point of view, choice
does not improve, as thereislittleif any cross-border provision of services. However, customers
may still benefit indirectly from the effects of consolidation of these pan-European insurers, to
the extent that the achieved efficiency gains may be forwarded to the customers.

The various forms of foreign penetration are now considered in more detail, beginning
with cross-border sale of insurance.

2.2 Cross border sale of business insurance

The questionnaires sent to insurance companies from EU-25 in the context of the sector
inquiry tackled the issue of cross-border sales of business insurance. Of the companies that have
international operations, 65% declared that they sold business insurance through cross-border
provision of services™.

But as we see in figure V.1 which shows the percentages of cross border business over
total premiums written for our sample and for business insurance only®, cross border business
for EU-25 is low: it varies between 1.5 % and 2.2% of gross premiums written in 2000-2005
and it islower in EU-10 than EU-15. We can also see that the percentage of cross border salesis
much lower for SME customers than for large commercial clients (LCC).

Figure V.1 - Cross-Border Sales of Business Insurance by free provision of services in
% of total premiums written

4.00%
3.50% -
3.00% B @ 2000
0509 | m 2001
=
1,50% i 5
, m 2004
1,00% 1 @ 2005
0,50% |
0,00% -

EU25| EU15 EU10 EU25TEU15 EU10| EU25 EU15 EU10

SME LCC Total

Source: European Commission, Business Insurance Survey 2005-2006.

* The question was asked to each company at group level. The companies had moreover to answer for all
subsidiaries of their group in the EU-25. This means that two companies belonging to the same group have
answered identically and for al the subsidiaries belonging to their group. In the calculation of the aggregate
numbers over EU-25, we have taken into account only one company answer per group, and we have included al
the subsidiaries.

*  Theindividual percentages per company were weighted by gross premium written.
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On the distribution side, we asked brokers about the use of foreign insurersto offer cover
to domestic clients. 65% of the brokers in our sample (covering 14 EU Member States™)
reported placing insurance in 2005 on behalf of domestic clients with insurers that were located
in a different Member State than the one where the broker was located. Of this group, 67%
placed such business without any other intermediary, 44% used an intermediary belonging to the
same group and 52% used an intermediary not belonging to the same group®’. However, the
amount in terms of premiums of such business placed is very small on average: respectively
3.49%, 0.56% and 0.19% of total annual premiums placed (excluding non-EU wholesale
business; the amounts of premiums were weighted by the total revenue of brokers).

2.3 Sales through branches and agencies

The data on the extent to which insurers in various EU Member States make use of
branches and agencies is limited. However, OECD figures give an indication of the significance
of this form of penetration in a number of EU Member States, including al the large non-life
markets (see Table V.1).

Table V.1 - Market share of branches/agencies of foreign undertakings in total
domestic non-life business 1994-2003 (percentage)

1994 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003

Austria 0.16 017 (016 | 017 | 014 |0.16 | 019 (022 |0.15 |[0.24
Belgium 2.92 234 | 257 | 246 |257 |259 |259 |267 |254 |227
Czech Rep. | 0.87 068 | 110 |[1.44 |1.07 | 138 [228 |2.81 |222 |[0.75
Denmark 3.42 243 |1.80 |[1.73 | 1.81 162 | 159 |- na 0.02
Finland 0.44 012 |012 (013 |0.13 | 024 [031 |- 0.29 | 0.35
France 1.35 135 | 135 | 124 (123 |1.04 (100 |0.97 |049 |0.24
Germany 1.53 111 | 0.70 (066 |0.67 |0.67 |066 |0.68 |0.72 |0.51
Greece 10.91 | 10.67 | 10.13 [ 10.25|9.82 | 826 |7.32 |491 |353 |[526
Ireland 2486 | 18.07 | 19.68 | 16.05 | 16.75 | 16.54 | 13.33 | 14.37 | na 8.61
Italy 2.80 3.67 |38 |453 |4.83 |557 [6.73 |6.94 |6.95 |[7.07

Luxembourg | 18.71 | 15.91 | 15.79 | 14.94 | 12.34 | 10.01 | na 10.06 | 6.73 | 13.13
Netherlands | 5.11 3.06 |256 (250 |241 |212 [186 |1.91 |na na

Poland na na na na - - - - 0.01 0.13
Portugal 3.67 0.70 | 0.71 | 0.74 |0.78 | 0.05 | na 0.08 | 0.10 | o0.12
Spain 6.