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ABSTRACT

This thesis investigates one of the crucial issues currently facing the European financial institutions, in
particular, banks and insurance companies. Currently in Europe, the banks are engaging into insurance
business, and, the insurance companies, to a lesser effect, are engaging into banking business. These cross-
business activities have broken down the long tradition of separation of these two financial industries, and
have raised many questions. But there is little evidence on this issue, theoretically as well as empirically.
This thesis is a kind of interdisciplinary approach and it has two parts. In the first part, the thesis examines
various interfaces that exist between the European banks and insurance companies from two perspectives:
banks’ perspective as well as insurance companies’ perspective. (Chapter two and three respectively).
Based on industrial economic theory, organisation theory, the strategy & international business theory, and
the regulation theory, a historical analysis is employed for the examination of these various interfaces. The
thesis also examines the traditional relationships and traditional distribution channels of banks as well as
insurance companies and the development of their current changing patterns. Driving forces for these
changing interfaces and the regulation concerning changes of interface are also considered in the thesis
(Chapter four). The EC Directives on banking and insurance are also given their due weight for this
examination. One of the major contributions in the first part is to make a theoretical development of this
new area, and the creation of ‘bancassurance’ and ‘assurancebank’ data that is scarce and can be invaluable
for further research and development on this issue. Some of these data are used in the second part of the
thesis.

In the second part of the thesis, two sets of empirical tests are conducted. The first test is the test of return
and risk effects on European bank holding companies diversification into various insurance business,
namely life assurance underwriting, general insurance underwriting, and insurance broking business. The
second test is opposite to the first one, i.e. the test of return and risk effects on European insurance holding
companies diversification into banking business (Chapter five and six respectively). Based on finance
literature, econometric work is employed for these tests. The results of the first test shows that banks
significantly increase their risk in underwriting of life as well as underwriting of general insurance business.
Expansion in life underwriting significantly increases returns but the effect on return from expanding in
general insurance underwriting is not significant. The most profitable expansion is into insurance broking
business since our results indicate a significant positive effect on return with no adverse effects on risk. On
the other hand, the results of the second test shows that the insurance companies bankruptcy risk although
increases, two other risk measurements indicate significant risk reduction, and the return in this case does
not have significant effect. This suggests that only the cross-business distribution activities should be
permitted and the cross-business underwriting activities should be restricted in order to reduce the
probability of bankruptcies.

xi



CHAPTER ONE
INTRODUCTION

1.1. INTRODUCTION

The research in this thesis deals with some of the most crucial issues currently facing
the European insurance and the banking industries, the two most important players in
the financial service world. Both play a key role in a country’s economic system and
their actions have public policy implications directly. That is why they are highly
regulated and supervised. In the United Kingdom, the banking business is regulated
and supervised under The Banking Act 1987, and the building societies under the
Building Societies Act 1987. On the other hand, insurance business is regulated and
supervised under The Insurance Companies Act 1982. In the case of Lloyds of
London, The Lloyds Act 1984 is applied. Similarly, other European countries also
regulate and supervise their banking and insurance industries through their national
laws and regulations.

Although the banking and the insurance businesses have different legislation and
regulation, they have a very close relationship. They are some times referred to as ‘the
two sides of the same coin’ [Manwaring (1977)]. More recently, especially after the
late eighties, we notice a dramatic change in the relationship between the European
banking and insurance sector. This is due to the various regulatory changes, the World
Trade Organisation's liberalisation of trade in services following the Uruguay Round,
and the gradual arrival of the single European market in financial services [Hardwick

(1997), Hardwick and Dou (1998)]. For these, banks are diversifying into insurance



business, and to a lesser degree, insurance companies are making inroads into the
banking business although the banks are more aggressive than the insurance
companies. For banks and insurance companies such convergence has created a new
phenomenon in the financial services world. This is known as ‘Bancassurance’,

‘Assurancebank’ or ‘Allfinanz’.

Before the ‘big bang’ in 1986, the banking and the insurance business were considered
in a more traditional way. They hardly introduced each other’s products although
Barclays is a notable exception. The regulators have traditionally kept them separate
for a long time for the safety and soundness of these two industries. However, this is
changing rapidly in European countries, especially in Western Europe. For instance, if
we look back to an article in the Financial Times in 22nd January 1975 by Gilling-
Smith regarding pension fund management, he showed that out of seventeen funds
fourteen were managed by insurance companies, two by unit trusts companies, and
only one by a bank?. Today, almost all the banks manage pension funds through their

pension fund management outlets.

On the other side, under the then Insurance Companies Act 1974 in the UK, the DTI
(Department of Trade and Industry) was given power to call for the appointment of an
approved trustee, as a custodian of certain assets, in the event of a new insurance
company being formed, even as a subsidiary of an established company, or of a
change of a ownership. By the end of 1975, that is within less then two years, the DTI

is reported to have called for the appointment of trustees for about fifty companies.

! We will clarify these three technical terms later on in Chapter two and three.
2 Keyser Ullman, a merchant banks.



Banks traditionally conducted these trustee businesses. Today, in the nineties, this

trusteeship is treated as if they are insurance companies' traditional products.

But still in the rest of the world, including the US, Japan and other strong economies,
these two industries are kept separate from each other. For instance, in the US the
Glass-Steagal Act 1933 prohibits of such cross-business activities. Only exception is
where there are no more than five thousands people in any US town. In these countries
there is a burning question as to whether such cross-business activities should be
allowed.

However, even though for banks and insurance companies such changing interfaces
have become widespread only from the late eighties in Europe, such relationships
have long been established, especially in the UK. This was found in Crick and
Wadsworth [1936] and was later reported by Maycock and Ravel [1976]. In 1836, a
firm of Scottish solicitors was responsible for the formation of both the North of
Scotland Bank and the Northern Insurance Company. Through mergers and
absorptions, they are now part of the Midland Bank and Commercial Union Assurance

Company.

With the changes of time, the relationships among the services group are changing.
Financial services are available twenty four hours a day. The electronic network has
made possible that which was unthinkable two or three decades ago. These changing
relationships can be drawn in three stages; up to mid seventies, from the mid-

seventies to the early eighties, and from the late eighties onwards especially early

nineties [Saint-Goers (1991)].



Until the mid seventies, banking, insurance and other financial markets could be
understood in terms of a few basic activities. Enterprises managed their holdings in a
simple way. The complexity began in the late seventies. In the eighties, we saw the
introduction of different types of assets and liabilities management tools. Financial
engineering then becomes the name of the game with standby communication among
all the markets. The future and options became more than hedging instruments. The
sophistication of instruments, the instant link arbitrage facilities and huge amounts of
currency circulation among the markets has fundamentally changed both nature of risk
and nature of the regulation.

If we look at the EC level, we notice that the deregulation of financial services and
liberalisation of international trade in the services industries is a joint global strategy
of the EEC [Secretary General of the CEA, Paris (1996)]. For mutual recognition
among the member states and for the single license system three principles were
made. These are mutual recognition, minimum harmonisation and home country
control. The minimum harmonisation has abandoned the different traditions and
legislation of the different European countries. After producing this harmonisation
mutual recognition of authorisation and supervision in the head office country was set
up at a European level standard. Once the minimum recognition and minimum
harmonisation had been achieved, that led to a system known as ‘single license’.
Banks, insurance, investment companies are then subject to one and the same
supervisory system as that of its home country, also known as ‘home country control’.
So, the authorisation granted to an establishment by its home country will be its
‘European Passport’ for other member countries under this umbrella to exercise its
activities freely without further authorisation in countries other than its own. The new

Community strategy based on these three principles is the guiding force behind the



implementation of the Internal Market in financial services: banking, insurance, and
investment services.

The Second Banking Directive gave the power on a single license system and
integrated head office supervision for the banks and the credit institutions. The Third
Life and Non-Life Insurance Directives gave the same power to set up the same single
license system in insurance. There are also Investment Directive, Accounting Standard
Directive, and, lately, Pension Fund Directive. All these Directives are making closer

link among the financial institutions-banking, insurance, investment, and securities.

The rest of this chapter is as follows: Section 2 outlines the motivation for undertaking
this research; Section 3 determines the aims and objectives of this thesis and
formulates hypotheses for empirical test; Section 4 outlines the methodologies to be
used in this research and the sources of data; Section 5 define the terms ‘interface’,
‘banking’ and ‘insurance’ for this research; Section 6, describe the structural summary

of the thesis; and Section 7, concludes the introduction.

1.2. MOTIVATION FOR THIS RESEARCH

The thesis was motivated by the following reasons:

1. The changing interface between the banks and insurance companies is a burning
question to the financial services industry. But there is little evidence, theoretically
as well as empirically, as to whether such cross-business strategic approach by
banks and insurance companies is desirable or whether this will ultimately ruin the
banking and insurance industries. Therefore, this is a very important as well as an

interesting topic to be undertaken for research.



2. In the US, where the regulators deliberately prohibit such cross-business activities
(The Glass-Steagal Act 1933), we find some hypothetical studies that are based on
the US data. These studies are mixed and are not unambiguous. Whereas in the
Europe, where such cross-business activities are permitted by the regulators, we
find little evidence on this issue. What we have found here in Europe, especially in
Western Europe, are some descriptive personal views or very few case studies in a
very limited way’. We believe this research will fill at least part of the gap in the
new field of literature.

3. Banks and insurance companies have begun their cross-business activities very
recently due to the deregulation of financial markets and due to harmonisation of
the financial business within the Member States of the EC. The concept of
‘bancassurance’, ‘assurancebank’ or, ‘allfinanz’ is new. These words have not even
been entered into the dictionary as yet. But this concept is currently an issue of
intense concern in the financial services world. Therefore, it is worthy to undertake
a research at least from academic purpose in order to gain an insight into this new

area for its theoretical development.

4, The cross-business activities between the banks and the insurance companies are
permitted only in the Europe. In the rest of the world, including other very strong
economies such as the US, Japan, Canada etc, such cross business activities are
prohibited by the regulators. There is a burning question in the rest of the financial

markets of the world as to whether such cross business strategic approach for banks

3 In the UK Brown et al., [1996] conducted a study on the UK bancassurance but not on the
assurancebank firms in return and risks context. Their study was based on hypothetical mergers and
they considered only UK life assurance companies. They did not consider the general insurance
underwriting, and insurance broking activities conducted by banks.



and insurance companies should be allowed in order to generate a better
competitive market or whether such interfaces will ultimately ruin the total
financial system. Even the European regulators, who have permitted banks and
insurance companies to conduct cross-business activities, do not have any
empirical evidence of the potential threat and future impact of this radical change.
So, we believe that the regulators, bankers, as well as the insurers of these countries
will find this research useful for their further decision making process regarding

this new phenomenon.

Even in Europe, a significant number of banks and insurance companies have not
adopted this strategy as yet, simply because of the lack of empirical evidence as to
whether adoption of such strategy is beneficial or not for them to have a
competitive gain and for survival in the market. This research will at least partly

help them in further consideration of this issue.

. Not only that, bankers and insurers those who have already adopted this cross
business strategy still are not sure whether they are doing the right thing due to any
empirical evidence. They will also find this useful for further decision making

process.

. This research is also important from the public policy perspective. As the banks
and the insurance companies play key role for a country’s economic system, and as
the major banks and insurance companies in Europe have adopted this cross

business strategy, it is essential to carry out research on this aspect as to whether



combination of these two risky industries increase the probability of their
bankruptcy risk. If this happens, this will ruin the whole financial system by
damaging individuals’ paramount trust and faith of the banking and insurance

sector, and a huge number of depositors and policyholders will lose their savings.

1.3. AIMS AND OBJECTIVES OF THIS THESIS

The general objectives of this research are to examine the various interfaces that exist
between the banks and the insurance companies in the European countries, and to
develop a theoretical framework of this new area of business. Another objective is to
create data from the European context that is scarce and invaluable for further research
and development. Finally, the thesis examines empirically whether such interfaces are
desirable or ultimately whether they will lead to ruin of the financial system.

More specifically, the objective of this study is to investigate the strategic approach of
cross business activities that have recently been adopted by the European banks and
insurance companies, i.e. so called ‘bancassurance’ or ‘assurancebank’ strategy, and
the implication of these strategies in terms of return and risks.

Banks have countrywide branch network. They have huge number of employees with
a vast customer base. Banks believe they can use these special facilities for selling
insurance. Once they are successful in insurance selling they then can move one step
further, i.e. underwriting of insurance in addition to their day to day banking activities.
Insurance companies also believe, in addition to their insurance activities they, by
using their traditional agency and distribution network, can conduct banking activities.
For banks and insurance companies such cross-section strategies raise many issues.

Among the issues the most important issue is its future survival, i.e. the bankruptcy



L

risk. In other words, the risk effect of banks as well as insurance companies if they

engage into each other’s business.

Banking and insurance both are risky business. Both conduct their business with direct
public moneys, the banks by taking money as deposits, and the insurance companies
by taking money as premium, and thus, are highly regulated to safeguard the economy
and to protect the public’s savings. But little research has been done on what’s the

effects of amalgamation will be. Therefore, this is a crucial issue to be examined.

1.3.1. MAIN HYPOTHESES TO BE TESTED

We propose two hypotheses to test the implication of the adoption of banking and

insurance company cross-business strategic approach in our econometric analysis.

Since diversification spread the risks and thus reduces risks, our first hypothesis is that
The banks will decrease their risks and increase their return when banks
engage into (i) life assurance underwriting, (ii) general insurance

underwriting, and (iii) insurance broking businesses, compared to banks’ stand

alone basis; and,

The second hypothesis is that

2. The insurance companies will decrease their risks and increase their return when

insurance companies engage into banking business, compared to insurance
companies’ stand- alone basis. We call the first one as bancassurance hypothesis

and, the second one as assurancebank hypothesis.



1.3.2. MAIN QUESTIONS TO BE ANSWERED

The main questions to be answered in this thesis are as follows: Should banks be in
insurance business? If so, in what sector, life sector or non-life as well? And, in
what capacity as a distributor only or underwriter as well? Again, should insurance
companies be in banking business? If so, in what sector, investment banking only
or commercial banking as well? To answer these questions we examine the
interfaces from two viewpoints, one from the bankers’ viewpoint and the other from
the insurers’ viewpoint. As the bankers are more aggressive than the insurers, we will
place greater emphasis on the bankers’ viewpoint.

To examine from the bankers’ viewpoint we examine interfaces from four angles.
These are:- Banks in life assurance distribution, Banks in life assurance underwriting,
Banks in general insurance distribution; and, Banks in general insurance underwriting.
On the other side, to examine from insurers’ view point we examine interfaces from
three angles. These are:- insurance companies in commercial banking, insurance
companies in investment banking, and insurance companies in Tele banking.

The development of the changing relationships between the banks and the insurance
companies in European countries, and the driving forces for these changes, and the

changes of their regulatory framework are also considered in the thesis.

1.4. RESEARCH DESIGN, METHODOLOGY AND DATA COLLECTION
1.4.1. RESEARCH DESIGN

This thesis is a kind of interdisciplinary approach. It has two parts. In the first part, the
thesis examines various interfaces that exist between the European banks and

insurance companies from two perspectives: banks’ perspective as well as insurance

10



companies’ perspective (Chapter two and three respectively). Driving forces for these
changing interfaces and the regulation concerning changes of interface are also
considered in the thesis (Chapter four). The EC Directives on banking and insurance
are also given their due weight for this examination. Based on industrial economic
theory, organisation theory, strategy & international business theory, and the
regulation theory, a historical analysis is employed for the examination of these
various interfaces and for the theoretical development of ‘bancassurance’ and

‘assurancebank’.

In the second part of the thesis, two sets of empirical tests are conducted. The first test
is the test of return and risk effects on European bank holding companies’
diversification into various forms of insurance business, namely life assurance
underwriting, general insurance underwriting, and insurance broking business. The
second test is opposite to the first one, i.e. the test of return and risk effects on
European insurance holding companies' diversification into banking business.
(Chapter five and six respectively). Based on finance literature, econometric work is
employed for these tests. Finally, the main findings are summarised and some policy
recommendations are made and suggest some of the issues for further research.

(Chapter seven).

1.4.2. METHODOLOGY

To examine the main issues and test the hypotheses formulated above, we have
adopted a number of methodologies that include, historical analysis, econometric
analysis, personal interviews, as well as manual search from press clippings etc, and

correspondence to European banks and insurance companies and their regulators. One

11



may argue about employing a number of different methodologies in one research. But
since this research area is new, and since there is little evidence on this new area of
business, both theoretically as well as empirically, we have had to approach these
methods to be familiar with this new area of business, and to collect data for the
theoretical development as well as for the empirical tests. [Kandampully (1993) and

Decker (1997) employed similar approach in their Ph.D. research].

The historical analysis is employed in conceptional way for the theoretical
development of various interfaces between banks and insurance companies. This
theoretical development is based on industrial economic theory, organisation theory,
strategy & international business theory, and the regulation theory. Personal
interviews are conducted to bank branches randomly to obtain an overall idea of how
the ‘bancassurance’ work at branch level. Manual search and correspondence are
made to collect the data. This is based on press clippings, industry reports, journal
articles, companies annual reports and accounts as well as correspondence with both
industries and the regulators. Since there is no readily available data, collecting data,
which is scarce and invaluable for further research and development, is one of the
main contributions in this thesis. Some of these data will be used in our empirical
analysis.

The econometric work, which is based on finance literature, is employed for our
empirical analysis to test the proposed hypotheses formulated above to see the
implications of these changing interfaces in terms of return and risk consideration. In
the econometric work, we heavily rely on Boyd & Graham (1988) method, and Boyd,

Graham & Hewitt (1993) method. We extend and develop these methods further, and
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apply them to the European market. Details of methodological approaches are stated

in each case before conducting our investigation.

1.4.3. DATA COLLECTION

Data is crucial in any kind of scientific research. The data can be original or secondary
level. Whatever level the data may be, the main factors in considering data are (i) the
availability of data, (ii) the sources of data, (iii) the validity of data and (iv) the
accuracy of data. One of the main problems of this thesis is the unavailability of data
either from commercial sources or other sources.

Banks and insurance companies’ cross-business activities have begun only very
recently. Moreover, they conduct their business mainly through separate subsidiaries.
Therefore, they do not report their subsidiary companies’ data in details. In other
words these subsidiaries’ data are off balance sheet data. In selecting sample as well
as the data, the problem we face here is that we do not know which banks have
diversified into insurance business and what they are, and, on the other hand, which
insurance companies have diversified into banking business and what they are. Diacon
(1990b) reported some of the UK bancassurance companies’ data. They were of
course helpful in extending the sample size.

When a research project is in the international context, availability of data is even
scarcer. Much of our time was spent collecting data. Therefore, collecting data, which
is scarce, can be invaluable for further research and development of this new area, and
this could be one of our main contributions in the thesis.

In order to select our sample for the econometric work as well as for supporting the
theoretical arguments, we have to find the data from the whole banking as well as

whole insurance industries in the European context. To test our proposed hypotheses,
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we have initially taken The Banker’s (1994) top 100 European banks out of top five
hundred European banks, and the top 100 insurance companies from the ‘Top
European 15000°.

For the bancassurance risk test (Hypothesis 1), the banks’ sample has been collected
from the FT EXTEL 1997, but to collect the banks’ own insurance subsidiary data, we
have faced a severe problem. To solve this problem, there is no other alternative
available to us but to chose a manual search. We started manual search from press
clippings, industry reports, companies’ annual reports, different directories etc. in
order to ascertain how many out of top 100 have adopted bancassurance strategy. We
have found that all the banks have at least some sorts of direct involvement in
insurance business.

We then started searching the banks’ involvement in life assurance underwriting,
general insurance underwriting, and insurance broking. Here we faced some
problems. There are some banks who have 100% wholly owned insurance
subsidiaries, while some have just 10% to 15% equity holding of underwriting
insurance subsidiaries or even just a tied agreement/strategic alliance for joint sales.
At this stage, we decided a criterion that we will take as our sample only the
underwriting insurance subsidiaries of banks that have over 50% equity holdings.

Fortunately, the entire insurance sample has over 90% equity holding of banks.
We have decided to take only banks' own insurance underwriting subsidiaries (life

and/or general insurance), excluding those banks who just have a tied

agreement/strategic alliance for joint sales of insurance. Because in a joint distribution
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agreement, banks bear a very little risk*, and underwriting insurance companies bear
the main risks since if claims arise underwriting companies will have to bear the
claims, not the banks. If banks can sell insurance they will get commission/fees from

the underwriting companies otherwise not. Therefore, the main risk ultimately falls in

the insurance underwriters.

We have excluded strategic groups for insurance distribution, but we included banks
that have wholly owned insurance broking subsidiaries to see the impact of banks

involvement in insurance broking business.

One thing to note here that there are some banks within the top 100 lists which do not
have any insurance underwriting subsidiaries. These banks have a tied relationships or
strategic alliance agreement with traditional big insurers for insurance distribution.
For instance, Dresdner Bank that is in 12™ position by assets size have a strategic
alliance with Allianz in Germany. On the other hand, we have found some in our
manual search that there are some banks that are not in the top 100 list but have
insurance underwriting subsidiaries. For example, Leeds Permanent Building society
in the UK that has a life assurance underwriting subsidiary named Leeds Life. We
have, therefore, included them in the sample and excluded the banks that have no

underwriting or wholly owned insurance broking subsidiary in the top 100 list.

We have also found that some banks have more than one /ife insurance underwriting

subsidiaries (TSB in the UK, Credit Lynnoise in France) in addition to general

¢ For details please see universal banking in the United States, what could we win, what could we
lose?, Walters & Saunders, (1994), Cambridge university Press, New York, 1994,
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insurance underwriting subsidiaries and broking subsidiaries, while some have just

one life underwriting or broking subsidiary. Anyway, we have included all.

However, after a long time consuming manual search we have found 58 life assurance
underwriting subsidiaries, 18 general insurance underwriting subsidiaries, and 22
insurance broking subsidiaries’. This is reported in Appendix HI. Most of the wholly
owned insurance subsidiaries are domestic companies. Only two (Generali, and

Bishopgate insurance) in our sample are cross-border mergers.

Now, the next stage is to collect the data of the above sample. At this stage, we also
faced severe problem. Accounting data have been collected from the period of 1991-
1996. Researchers always have to pay attention while collecting data, in particular the
validity of data and the accuracy of data. Accounting data have been collected from
the companies published annual reports and accounts. This is probably the most

reliable source and is widely used in empirical analysis.

To get the accounting data, we first searched in the commercial sources like FT
EXTEL, Data Stream etc, but we did not succeed. We then wrote to the individual
European countries insurance regulators, specifying the names of the insurance
companies. We had a very little success in this process. We then wrote to individual
parent banks, specifying their insurance subsidiary name, to supply us these
subsidiaries data. This time we have got some effective response after a second

reminder letter.

3 Country profile and cross border proportion are reported in Appendices III.
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But still these samples are not sufficient to run a valid statistical test. We then wrote
to the banks’ insurance subsidiaries directly. Here also after a second reminder letter
we have got some positive reply. But still we fail to get some companies data. This is
because probably they do not want to disclose their data outside.

In the final stage, we created a databank in spreadsheets from the annual accounts.
This time we also face some potential problems. Our sample is international base
sample. Therefore, different countries will have obviously different accounting system
and different timing period of accounts. Moreover, different countries have different
currency, and local companies produce accounts in local currency. We, therefore, can
not combine all the different company’s data together. To solve this problem, we
converted the local currency data to the European Currency Unit (now Euro) year by
year.

All the insurance subsidiary data are 31% of December in each final year in all the
countries in our sample. Only in the UK two banks have 31 of March timing period
data. We believe this should not bias our results. Though different countries may have
different accounting system, our sample is within the EC countries®. The EC Directive
has harmonised the accounting system within the member countries. Moreover, our

variables are too broad [like total assets, total net income etc] to have a potential bias.

The UK life assurance companies, data have been collected from the DTI returns. We
also face problem with the UK data. The UK life assurance companies have to submit
their returns in a specific prescribed form, supplied by the DTI. The DTI forms do not
indicate shareholders equity, and net income. We, therefore, have taken minimum
required margin (form 9) as a proxy of shareholders equity. If a life assurance

company become insolvent, this required minimum would be used as shareholders

¢ We have included Switzerland in our sample. Though this country is not within the EC but it is
treated as if it is a member of the EC in case of the financial services.
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equity. Net income is calculated as total income minus total expenditure including
taxation’.

There may be an argument in selecting accounting data verses economic data. Each
has advantages and disadvantages. But there is not a totally satisfactory explanation as
yet which data is most suitable for empirical analysis [e.g. Greenawalt and Sinkey
(1988); Mehra and Prescott (1985); Franklin et al (1982)]. However, we did not have

any choice in selecting data due to unavailability of economic data.

We have selected our banks sample if and only if a bank has at least any of the wholly
owned insurance subsidiaries, i.e. either life assurance underwriting subsidiary or
general insurance underwriting subsidiary or insurance broking subsidiary. 44 banks,
40 life assurance companies, 12 general insurance companies, and 11 insurance
broking companies have been found by applying these criteria to our observations®,

Details are discussed in Chapter five.

On the other hand, for the assurancebank risk test (Hypothesis 2), we have initially
taken top 100 European insurance companies from the ‘Top European 15000°. Again,
we do not know which insurance companies have engaged in banking business, and in
which sector, i.e. investment banking or commercial banking business. We then
started manual search as above and found some banks that are owned by insurance
companies. These are reported in Chapter three. Since insurance companies began to
engage into banking business very recently, i.e. from early and mid nineties, we can

not get sufficient real data from them for a statistical analysis. We, therefore, adopt an

7 Brown et al., (1996) adopted similar proxy in their study of UK life companies return and risk
characteristics.
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alternative way for assurancebank companies. We conduct a simulation study for
assurancebank for academic purpose. For the simulation study, the data is taken from

FT EXTEL 1997. Details are discussed in Chapter six.

Further details of data sources, method, suitability, and validity are reported in

chapters where they are used.

1.5. MEANING OF BANKING, INSURANCE, AND INTERFACE FOR THIS
RESEARCH

1.5.i. Meaning of banking:

There is no universally acceptable definition of a bank or banking. Banking, though it
is easy to understand is difficult to define. Even the regulators are unable to define it.
In the UK the Banking Act 1987 it is just mentioned as ‘doing banking business’. This
act gives some characteristic of banking business stating ‘ those are authorised under
this act to conduct business’. As this is a complicated matter, we will define ‘bank,’
for our research purpose, as those who takes deposits from the common public, lends
money, and have a country wide branch network. This will include building societies,
investment banks, tele banks and savings banks unless otherwise stated.

It is very difficult to define banks according to the products or nature of business.
Bankers as well as insurers in Europe currently offer a variety of products, many of
which are not of their origin. However, the core products of banks are:- (i) taking
money as deposits from the public, (ii) lending of money, and (iii) money transmission
services [Hanson (1987)]. Williams (1995) described five types of basic products

function:- (i) providing media for customers’ investment, i.e. offering customers

® The sample size decreases because we dropped out some samples due to the lack of availability of
data for the whole sample period.
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instruments for investment that provide an opportunity for customers to increase their
capital; (ii) safe keeping; (iii) transaction execution, i.e. facilitating transfers of
customers’ funds to third parties; (iv) providing management, advice, and information
concerning financial assets; and (v) extenuation of bank resources to third parties for
commercial or investment purposes, e.g. making loans, guarantees, letters of credit,
and acquiring obligations of their customers. There are different types of banks
specialising in different banking activities. The most common are commercial banks;
savings banks; investment banks; co-operative bank; postal bank and, foreign banks;

other banks.

1.5.ii. Meaning of ‘insurance’:

As for banks, there is no legal definition of insurance. The Insurance Companies Acts
or the EC Directives do not define insurance. They just mention ‘doing insurance
business’ or ‘undertaking insurance business’. Different authors define insurance in
different ways. Some says it is ‘a risk transfer mechanism’. Others, with special regard
to the legal sense it is defined as a ‘contract’. Insurance may be defined as a ‘system
science’ where by individual risks are gathered and then spread in a scientific way
over the sample taken, i.e. by using the law of large numbers. The core products of
insurance are taking risks (risk transfer) against loss through making common pools

and by charging equitable premiums [Dickson (1992)].

Insurance companies are classified in variety of ways. These are according to
ownership structure, according to the nature of business, and according to the structure
of business. According to ownership structure, insurance companies are classified as

proprietary company, mutual company, and captive company. According to the nature
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of business, they are classified as Life Assurance Company, general insurance
company, Reinsurance Company, and industrial assurance company. According to
structure of business, insurance companies are classified as composite insurance
company, specialist insurance company, and the Lloyds of London’. For our research
purpose, we will classify insurance companies into the life assurance companies and

the general insurance companies, unless otherwise stated.

1.5.iii. Meaning of ‘interface’:

Interface is a term, which describes how two things interact or link [Collins English
Dictionary (1991)]. Maycock & Revel [1976] described banking insurance interface in
three dimensions as:- competitive, non-competitive and, administrative interface.
Dickinson & Dinenis (1992) described banking insurance interface from the economic
angle. They mentioned interface as:- supply- consumer relationships, agency role, and
competitive poster. Interface does not only mean interdependencies, as commonly
regarded, but also inter-competition and inter-co-operation as well. Therefore, this

study will expressly or implicitly divide the interface into three broad categories as:

O Banking-insurance interdependencies;

O Banking-insurance competitive interface; and

O Banking-insurance co-operative interface.

When banks and insurance companies are dependent on each other for conducting
their businesses, we describe these as interdependencies. In economic terms, we may
describe a supply-consumer relationship. On the other hand, when banks invade

insurer territory or vice versa, we describe it is a competitive interface. Banks can

% This is a special type of insurance marketplace that only exists in the UK.
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acquire or establish their own insurance company as a manufacturer as well as a
distributor of insurance products. Insurance companies, on the other hand, may
establish banking firm and, by producing and distributing banking products can
compete with traditional bankers directly.

Co-operative interface is when banks and insurance companies co-operate with each
other for both of their mutual business benefit. For instance, a bank may co-operate
with an insurer, by selling that insurance companies insurance products through the
banks branch network with the banking products line in exchange for commissions
and fees and, on the other hand, a insurance company may co-operate with banks for
selling that bank’s banking products, (loan, mortgage etc) through its traditional
channel of insurance distribution with insurance products line. In this way, both can
increase their products selling and, thus can mutual benefit. The commercial interfaces
between banks and insurance companies as to whether they are competitive or co-
operative will be examined later. In the following, in figure 1.1, we have drawn a

picture of various interfaces between banking and insurance.

Figure: 1.1.  Interface of Insurance and Banking

Competitive Co-operative Interdependencies
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1.6. CONCLUSION

This introduction chapter briefly outlines the rationale of this research. The
importance of this research is discussed in motivation section and the aims and
objectives are then determined for this research. Then the specific hypotheses are
proposed to be tested, and the main questions are determined here to be answered.
After deciding the aims and objectives, brief methodological approaches and data
collection are described. Finally, the terms ‘banking’ ‘insurance’ and ‘interface’ are
defined for this research purpose. In the next two chapters, we will examine the recent

development in banking and recent development in insurance industries respectively.
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CHAPTER TWO
RECENT DEVELOPMENTS IN THE EUROPEAN BANKING

2.1. INTRODUCTION

The purpose of this chapter is to critically examine recent developments in the
European banking industry, particularly the phenomenon of bancassurance. To this
end, we first review the European banking market place and then review the recent
development in banking. We then investigate the various interfaces between the banks
and insurance companies from the banks’ viewpoint in order to develop a theoretical
framework for the new phenomenon of 'bancassurance' as well as to create data
sample for empirical analysis.
The rest of this chapter is as follows: in Section 2, the European banking market place
is outlined in order to provide a general view of the European banking market place.
Section 3 reviews the recent development in European banking. Section 4 defines the
term ‘bancassurance’. Section 5 investigates the various interfaces from the banker’s
viewpoint in order to provide the theoretical development of 'bancassurance' and to
create data for the proposed hypotheses. Finally in Section 6, the conclusions of the

chapter are drawn.
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2.2. THE EUROPEAN BANKING MARKET PLACE

Europe is the third largest banking market in the world after North America and Asia
(including Japan). In 1994, there were 2603 banks with 95960 branches and 1124658
employees in the EU countries. The total assets of European commercial banks were
6727.1 Euro billions. The UK and France account for nearly 50% of total assets. The
breakdown statistics of the EU banking industry are shown country by country in
Table 2.1 in order to overview the banking industry i.e. number of banks, branches,

employees, and assets of the individual countries and their share in the EU.

Table: 2.1
Overview of European commercial banks, 1994
Country No. Of | No. of | No. of | Total European
Banks | Branch | employees | Assets (bn | share by
€s Euro) assets(%)
Belgium 147 7791 76270 594.8 8.84
Denmark 120 2245 44685 126.2 1.87
Germany 331 7571 219200 858.2 12.75
Greece 40 1637 42985 51.8 0.77
Spain 165 17469 | 150624 460.9 6.85
France 427 10428 | 201209 1193.5 17.73
Ireland 56 1002 22400 63.8 0.95
Italy 315 20580 | 328167 1015.4 15.09
Luxembourg | 222 315 17638 449.7 6.68
Netherlands |} 173 6648 105963 655.1 9.74
Austria 56 732 16732 111.3 1.65
Portugal 46 3378 61649 132.6 1.97
Finland 15 911 24556 86.7 1.28
Sweden 17 2329 39498 151.1 2.25
UK 484 12400 | 367700 1989.5 29.57
EURO 2603 95960 | 1124658 6727.1 100%
Total

Source: ECBF/Panorama ‘96
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2.3. RECENT DEVELOPMENT IN BANKING

There have been a number of changes in recent banking activities, especially in
Europe. It is now widely accepted that the traditional 'current account' is no longer a
profitable business. The common market theme, which was introduced in the Treaty
of Rome (1957), has created heavy competition in the European financial markets.
The First, Second and the Third Banking Directives have given a single licence to
banks to conduct businesses within the Member Countries. Furthermore, allowing
building societies and mortgage companies (For instance, the UK Building Societies
Act 1988) to diversify into banking business has created a further threat for European
banks. At the same time, customer habits are changing. People want everything from
under one roof including banking products, securities products as well as insurance
and investment products. Technology has been dramatically improved, especially after
the seventies. Information can be sent more efficiently and faster than ever before.
Laptop, mobile telephone, Internet, and modern telephone system have made it easier
to transfer massages. The risk management tools have also been improved.
Sophisticated high tech has allowed financial companies to asses risks efficiently and
thus minimise risks'. In addition to the traditional option and futures markets, more
complex derivative instruments have been introduced in the financial markets. Trade
and business have become more internationalised by the day. All these have forced
banks to diversify into different areas of business to ensure their profitability, growth
and competitive market position. Some of the major diversified areas of banks and

building societies are reported in Table 2.2.
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Table: 2.2
Banks and Building Societies major diversified products

Clearing Banks | Building Societies
Payment Services Yes Yes
Consumer Loans Yes Yes
Business Loans Yes Yes
Life Assurance: manufacture Yes Yes
Life Assurance: distribution Yes Yes
General Insurance: manufacture Yes Yes
General Insurance: distribution Yes Yes
Estate Agency/Property Services Yes Yes
Fund Management via unit trusts (mutual funds) | Yes Yes
Personal Pensions Yes Yes
Credit Cards Yes Yes
Independent Financial Advice Yes Yes
Mortgages Yes Yes
Securities Market-making Yes N/a
Securities Broking Yes Yes
Securities Underwriting Yes N/a
Investment Banking Services Yes N/a
Factoring Yes Yes
Leasing Yes Yes
Derivatives Tradin& Yes N/a

N/a = not available. Source: Derived from Llewellyn (1994) and own compilation

From Table 2.2, it is seen that European banks have diversified into a wider financial
business area. From the chart (enclosed in appendix II), it is also seen that Credit
Swiss, one of the largest European banks, has diversified into different non-bank
financial services. Other big banks, like Credit Swiss, have also diversified into

different non-bank financial services in Europe.

Among the financial institutions, banks, investment banks, securities firms, insurance
and pension fund companies are the major provider of financial services. From the
graph below (Graph 2.1), it is seen that banking, insurance and pension account for

two third of financial institutions earnings. The banks account for 31% and insurance

For instance, cards transactions and the introduction of PDQ terminal.
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companies for 27% of total earnings in the UK. It is believed that other European
countries have a more or less similar situation. We, therefore, concentrate on these
three” financial institutions' cross-business activities that cover nearly 70% of the total

financial market in the EU.

Graph: 2.1
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Source: ABI 1998
However, a number of researchers have already conducted research on bank
diversification into different non-bank financial activities. For instance, Rajan (1994),
Puri (1994), Gande et al., (1994), James and Wier (1990), Gardener (1990b), Brewer
et al., (1988), Goodhart (1987), Giddy (1985), Edwards (1981) have examined the

diversification of banks into securities.

Similarly, Steinherr (1995), Walter and Smith (1993), and Benston (1990) have
studied the impact of diversification into investment banking activities. The majority

of the studies support the diversification activities in terms of return, risks and cost

2 In the EU countries, pension businesses are provided mainly by the insurance companies, therefore,
we will broadly concentrate on two i.e. banks verses insurance companies' cross-diversification only.
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efficiencies (Discussed further in Chapter five and six.). The historical data also
support the benefit of bank diversification. For instance, from Table 2.3, it is seen that
the EU banks, by providing non-bank financial services account for significant

amount of earnings as a means of fees and commission.

Table: 2.3
Fees and Commission Receivable by Banks, 1996
Local currency (m)
Austria 33887
Belgium 71632
Denmark 8361
France 102548
Germany 31294
Greece 230186
Ireland 800
Italy 10690 (bn)
Portugal 118467
Spain 832 (bn)
Sweden 14547
Switzerland 15407
United Kingdom 12325

Source: Derived from the OECD 1998

But, there is little evidence on the banks’ diversification into insurance activities i.e.
bancassurance activities, especially in a European context. Due to the lack of
theoretical as well as empirical evidence, we will only concentrate on bank
diversification into different insurance activities to fill up some of the gaps in the

literature.

2.4. BANCASSURANCE - A NEW PHENOMENON
The word ‘bancassurance’ is not yet defined in a dictionary. This is a French word
and currently is being widely used in the financial services. 'Bancassurance’ is a term

where insurance products are sold through a bank countrywide branch networks to its

existing client base. Some definitions of bancassurance are given below.
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Sigma, (02/1992) defined bancassurance as a strategy adopted by banks or insurance
companies aiming to operate in the financial services market in a more or less
integrated manner. Hielkema (1994) defined bancassurance as, ‘a marketing strategy
aimed at increasing sales for a bank or an insurance company by selling the product of
the one through the distribution channels of the other, whereby the benefits also can
be extended to various forms of cost sharing.” Leach (1996) defined ‘bancassurance as
insurance sales made by insurance companies in which banks have an equal or
controlling stake of the equity.” Coopers and Lybrand (1993) mentioned
bancassurance as ‘strategies adopted by banks or insurance companies aiming to
operate in the personal sector of financial services market in a more or less integrated
manner’. In the view of Morgan (1994), ‘bancassurance refers to a financial
institution with a branch network, which in addition to its money transmission and
lending services also sells its own insurance and investment products to its branch
customers’.

Papasawas & Prame (1992) defined ‘bancassurance’ as the provision of insurance and
banking products or services through a common distribution channel or to a common
client base. .... The word ‘provision' embraces both manufacturer and distributor of
the products or services.

All the authors, mentioned above, define ‘bancassurance’ when banks engage into
insurance business or insurance companies engage into banking business. We strongly
disagree with this. When banks engage in insurance business we call it bancassurance,
and when insurance companies engage in banking business we call it assurancebank
rather than bancassurance. In other words, bancassurance is a situation when financial

holding companies major activities are banking business rather than insurance
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business, and assurancebank is a situation where financial holding companies major
activities are insurance business rather than banking business.

Some writers defined 'bancassurance' and ‘allfinanz’ as having the same meaning. But
there is a significant difference between ‘bancassurance’ and ‘allfinanz’. The
‘Allfinanz’ is a German word, which includes securities business in addition to
banking and insurance. Farny (1990) defined allfinanz in Germany as concerning the
integration of the following set of activities in banking and insurance: (a.) Production,
(b.) Distribution, (c.) Marketing, (d.) Consumer demand, and (e.) Consumption.
Wager [1990] defined allfinanz as an integration or combination of the supply of
services from three groups of financial organisations, namely: (i.) commercial banks,
savings bank, and credit institutions, (ii.) Building societies, (iii.) Life and non-life
insurance. These three terms, i.e. bancassurance, assurancebank and allfinanz, are

discussed further in chapter three.

2.5. ENTRY STRATEGIES INTO BANCASSURANCE

Banks use various entry strategies in order to engage in insurance business. The OECD
(1992) study mentioned the following entry strategies: (i.) complete integration; (ii.)
bank parent- non-bank subsidiaries; (iii.) bank’s participation in non-bank affiliates;
(iv.) holding company; (v.) joint venture; and (vi.) sales & marketing agreement.
Walter and Saunders (1994) identified three ways for banks to diversify into
insurance business. These are: (i.) in house via a department of the group; (ii.) via a
separately capitalised subsidiary; and (iii.) via a separately capitalised affiliate of the
holding company. Kane (1995) described the banks' entry into insurance in slightly
different ways such as: (i.) forming an insurance-agency subsidiary at a bank or bank

holding company; (ii.) forming a bank subsidiary at an insurance or insurance-agency
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firm; (iii.) negotiating a participating lease agreement, a joint employee or marketing
program, or a joint venture contract between a bank and an insurance agency or
underwriter. Hoschka (1994) discussed all the entry process in four categories. These
are:- (i.) de novo entry; (ii.) mergers and/or acquisitions; (iii.) joint ventures; and (iv.)
distribution alliance. Papasavvas and Parmee (1992) mentioned five ways of entry
into bancassurance. These are- (i.) Opening the client base of one party to the
distribution channels of the other; (ii.) General agency agreements, i.e. in the UK
banks and building societies acting as IFA; (iii.) Tied agency agreements, i.e. in the
UK the bank and building societies acting as an 'Appointed Representative'; (iv.)
Ownership of one party by the other, or both parties owned by the same company or
group; and (v.) Joint ventures.

However, according to the level of integration and the degree of riskiness, all the entry
strategies are classified into five groups. These are (i.) start-up approach,; (ii.) mergers
and acquisitions; (iii.) creation of a holding company; (iv.) joint venture; and (v.)
strategic alliance.

Some writers give mergers and acquisitions and strategic alliance, or strategic alliance
and joint venture the same meaning in their research. But as far as the risks factor are
concerned in bancassurance, which is one of the main objectives in this research, these
entry strategies are fundamentally different from each other. We, therefore, discuss all

of these entry strategies in order to clarify the level of integration and risks.
(i.) Start-up Approach:

The start-up approach (some times referred to as ‘de novo entry) is one of the most

important entry tools used by the banks in order to enter into insurance activities. In
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this approach banks set up their own insurance subsidiary from scratch. All the rights
and responsibilities of such a new venture then belong to the parent bank.

The choice of this entry strategy has merits and demerits. As a start up approach into
new areas of business, the key demerits are the difficulty of getting the team expertise
and adjusting the two separate management bodies and more capital (compared to
strategic alliance or joint venture) is required here. Further more, to learn the ‘know
how’ of business and to get the benefits from this type of entry is lengthy, and a lot of
advertisements and time is required for its publicity in order to build up a client base.
However, the banks have already a client base in their banking area, which may be a
prospective client base for insurance products too. But some customer may not be
interested in doing business with such a new unknown insurance company or may not
wish to put ‘all his eggs in one basket'. Empirical results show that such strategy takes
at least nine years to become a profitable enterprise [De Young and Hasan (1997)].
Rose and Savage (1984) found that the de novo banks had riskier assets, incurred
higher operating expenses. Huyser (1986) found that the failure of de novo banks were
more likely than established banks.

The good side of this entry is that a bank can build up a subsidiary according to its
own choice and need, and keep match with its banking products. Hoschka (1994)
suggested this type of entry strategy for bancassurance companies. The Barclays, the
largest UK bank, has adopted this strategy. It has set up its own life assurance
company, the Barclays Life Assurance Company, in 1965. This life insurance
subsidiary is used as workshop of life and pension products, and marketed by the
Barclays bank branch network. Some other big banks in the UK and in Europe have
also adopted the same strategy. For example, the TSB, the fifth largest UK bank, has

set up its own life and non-life as well as insurance broking subsidiaries. These are the
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TSB Life Ltd, the TSB General Insurance Ltd, and the TSB General insurance
services Ltd. In France, the Credit Agricole, the country’s largest and Europe’s
number one bank has set up its own life and non-life insurance companies named the
Predica and the Pacifica respectively. Predica is now the third largest life assurance
company in France. The Deutsche Bank, Germany’s largest and one of top five
European banks, has set up its own life assurance company, the DB Leben. The DB
Leben, later on in 1994, has merged with Deutsche Harold, a general insurance

subsidiary.

ii. Mergers and/or Acquisitions:

This is another important entry strategy where banks merge with another insurer or
acquire an existing insurance company. As mentioned earlier, some researchers
believe mergers and acquisitions are the same as strategic alliance, which contradicts
our assumptions with respect to risk effects. Therefore, for this research the merger is
defined as a technique where two or more companies combining in such a way that
remains, after the event, only one company, which is the universal successor to the
former companies. All the rights and all the liabilities of these companies continue as
rights and liabilities of the successor company. Sealy (1993) mentioned take-over as
a technique for effecting a merger or amalgamation between the businesses of two or
more companies. There may be two ways of doing this. One is cross-section and the
other is cross-border. After the take over, the two companies remain in being but the
Offeree Company becomes a subsidiary company of the other and controlled and
monitored by the acquiring company. Vander Vennet (1996) found that domestic

mergers among equal-sized partners significantly increase the performance of the
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merged banks. Improvement of cost efficiency was also found in cross-boarder
acquisitions.

In the UK, the Lloyds bank, the fourth largest commercial bank in the country, has
adopted this entry strategy. It has acquired the Abbey Life, which is now the tenth
largest UK life assurance company in terms of premium income. The Banco Central
Hispano of Spain has acquired the Generali of Italy through this entry strategy.
Similarly, the Rabobank in the Netherlands has also adopted this strategy to acquire

the Interpolis.

iii. Joint Venture:

This is also an important entry strategy. Harrigan (1988) defined joint venture as
’business agreements where two or more owners create a separate entity’. In this
strategy, one bank and one insurance company set up a new insurance company,
which is jointly own by them. This may be on a fifty-fifty share holding basis or fifty
one forty nine-share bases. The balance of ownership will depend on the strengths of
each company and their respective contributions to the new joint venture company.
But the insurance companies are likely to be minority shareholders as banks have the
upperhand through its ownership of the strong distribution channel. The parent
insurance company provides technical support such as underwriting and sales training
administration and investment management services while the parent bank provides
support of distribution through its countrywide branch network to its banking client
base. For example, the Credit Commercial de France (CCF) and the Elysees Sante
have created a joint venture insurance company, the ERISA, where the CCF and

Elysees both hold 50% equity each. McConnell and Nantell (1985) found significant

wealth gain from joint ventures.
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iv. Equity Holding:

While in equity holding banks (or insurance companies in assurancebank strategy) do
not generally involve themselves in operating business activities directly, they rather
simply acquire equity from insurance companies and receive dividends as a
shareholder. But some companies acquire a significant share of the equity of insurance
companies and use their bank branches for distribution of insurance. For instance, the
Bank of Scotland has 34% of equity holding of the Standard life.

In the case of the formation of holding companies, a common management body is set
up for the holding company to see the overall affairs of the entire holding with
separate management for banking and insurance. ING has adopted this type of entry
strategy. In a holding company merger analysis, Cornett and Tehranian (1992) found
that the profitability improved significantly after the merger while in a study by Pilloff
(1996) it was found that the mergers were not associated with any significant change

in performance.

v. Strategic Alliance:

A strategic alliance is a long-term business agreement between two or more
companies to pool exchange and/or integrate specified company resources for
achieving some agreed objectives [Hung (1992)]. Dawson and Shaw (1992)
described alliance as ¢ co-operation between two or more retail companies whereby
each partner seeks to add to its competencies by combining some resources with those
of its partners.” Sheth and Parvatiyar (1992) described alliance such that ‘an alliance is
an on going formal business relationship between two or more independent

organisations to achieve common goals.’ In case of bancassurance, a bank makes a

36



strategic alliance with an established insurance company to conduct joint sales of
business in return for fees or commissions. Through such a strategic alliance, the
banks sell insurance products with its banking products to its existing banking
customers, and on the other hand, the insurance companies sell banking products with
its insurance products to its existing insurance customer base. But they do not bear the
underwriting risks for such cross-business distribution activities. In Germany,
Dresdner Bank, the country’s second largest bank, has such a strategic alliance with
the country’s largest insurer, Allianz, for joint sales of business. Chan et al,. (1997)
found significant positive wealth effects on non-equity strategic alliance and no
evidence of wealth transfers between partners. These results support the conjecture in
Jensen and Meckling (1991) that strategic alliances provide a cost effective way to
place decision-making authority in the hands of individuals who possess the

knowledge to make the best decisions.

From the entry strategies discussed above, we can see that the banks' risks vary
according to the choice of entry mode. In the de novo entry, mergers and acquisitions
and formation of holding company, the banks bear all the risks (and benefits) as they
own the whole company through these entry form. On the other hand, in the strategic
alliance and the joint ventures entry, the banks bear lower risks since they share risks
(benefit) with the insurance companies. The strategic alliance has even lower risks
than the joint venture strategy because the strategic alliance bears distribution risks
only, whereas in the joint venture strategy the banks, in addition to bearing

distribution risks, share underwriting risks with the insurance companies.
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Figure: 2.1. Entry Strategies and Level of Integration

Figure
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From Figure 2.1, it is seen that at the bottom the strategic alliance indicates the least
risky (co-operative interface) entry mode, and at the top, the de novo (competitive
interface) indicates the most risky entry mode while the holding form indicates some
neutral position. Therefore, it is seen that the choice of entry strategy has a strong
impact on diversification risk. For our empirical tests, we excluded strategic alliance
as well as joint venture companies since banks have relatively lower risks in these

types of relationships.

As there is little evidence of the effect of each of these entry strategies from a

bancassurance perspective, it is, therefore, crucial to test these entry strategies
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separately in order to assess the impact of these entry strategies. However, due to the

limitation of the scope of this thesis and the time constraint, we will not investigate

the entry strategies any further.

2.6. THE FIELD STUDY ON THE EUROPEAN BANCASSURANCE

For our investigation, we initially took the top 100 European banks (Appendix I)

published by the Bankers (September, 94). We then searched through press clippings,

industry reports, company annual reports, different directory etc. in order to discover

how many of the top 100 banks are involved in insurance business. We have found

that the majority of the banks have at least some direct involvement in insurance

operation. The results of the banks’ involvement in insurance business are reported in

Table 2.4.
Table: 2.4
Major European banks direct involvement in insurance activities
Major European Life Assurance General Insurance
Banks Country Brokin | Under | Broking | Underwri

g writing ting
i Abbey National (24) UK Yes Yes Yes No
2 Barclays Bank (8) UK Yes Yes Yes No
3 NatWest Bank (11) UK Yes Yes Yes No
4 | Lloyds Bank (25) UK Yes Yes Yes Yes
5 Midland Bank (3)* UK Yes Yes Yes Yes
6 | TSB Groups (67) UK Yes Yes Yes Yes
7 | RBS(55) UK Yes Yes Yes Yes
8 | Bank of Scotland (68) UK Yes Yes Yes No
9 Standard Chartered Bank (65) UK No No No No
10 | SG Warburg (78) UK Yes Yes Yes No
11 | Leeds Permanent B.S. UK Yes No Yes No
12 | Co-operative Bank UK Yes No Yes No
13 | Halifax UK Yes Yes Yes No
14 | Nationwide UK Yes Yes Yes No
15 | Woolwich UK Yes Yes Yes No
16 | Banque Bruxells Lambart (46) _Belgium Yes Yes Yes Yes
17 | Credit Communal de Belgium (37) Belgium Yes No Yes No
18 | Generale Bank (28) Belgium Yes Yes Yes Yes
19 | Kreditbank (48) Belgium Yes Yes Yes Yes
20 | CERA (92) _Belgium Na** | Na Na Na
21 | ASLK-CGER (53) Belgium Yes Yes Yes No
22 | Credit Agricole (4) France Yes Yes Yes Yes
23 | Credit Lyonnais (1) France Yes Yes Yes Yes
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24 | Banque National de Paris (7) France Yes Yes Yes No
25 | Societe Generale (5) France Yes Yes Yes Yes
26 | Credit Commercial de france (56) France Yes Yes Yes Yes
27 { Credit Populaire (42) France Yes Yes Yes Yes
28 | Groupe Paribas (10) France Yes No Yes No
29 | Groupe indosuez (49) France Yes Yes Yes No
30 | Cassie Depargna (17) France Na Na Na Na
31 | CIC(35) France Na Na Na Na
32 | CLF(51) France Na Na Na Na
33 | Credit National (91) France Na Na Na Na
34 | Deutsch Bank (2) Germany*** | Yes Yes Yes Yes
35 | Commrzbank (16) Germany Yes No Yes No
36 | Dresdner Bank (12) Germany Yes No Yes No
37 | DG Bank (23) Germany Yes Na Yes Na
38 | Banca de Roma (32) Italy Yes No Yes No
39 | San Paolo Italy Yes Yes Yes Yes
40 | Banca Commerciale Italiana (39) Italy Yes Na Yes Na
41 | CARIPLO(33) Italy Yes Yes Yes Yes
42 | Banca Nazionale del Lavoro (30) Italy Yes Yes Yes Yes
43 | IMI (69) Italy Yes Yes Yes No
44 | Monte de Paschi (36) Italy Yes Yes Yes Yes
45 | Banco de Napoli (43) Italy Na Na Na Na
46 | Credito italiano (47) Italy Yes Yes Yes No
47 | Banco di Sicllia (74) Italy Na Na Na Na
48 | BPM (99) Italy Na Na Na Na
49 | BPN((97) Italy Na Na Na Na
50 ;| BAV (90) Italy Na Na Na Na
51 | ABN-AMRO (6) Nethland Yes Yes Yes No
52 | ING Group (27) Nethland Yes Yes Yes Yes
53 | Rabobank (22) Nethland Yes Yes Yes Yes
54 | BNG (66) Nethland Na Na Na Na
55 | Banca Argentaria (40) Spain Yes Yes Yes Yes
56 | BBV (38) Spain Yes Yes Yes Yes
57 | BCH@3D Spain Yes Yes Yes Yes
58 | Banco Santander (44) Spain Yes Yes Yes Yes
59 | Caja de Madrid (84) Spain Yes Yes Yes Yes
60 | Caja de Ahorros (54) Spain Yes Yes Yes Yes
61 | Credit Suisse (9) Switzerland Yes Yes Yes No
62 | Union Bank of Switzerland (13) Switzerland Yes Yes Yes No
63 | Swiss Bank Corporation (2) Switzerland Yes No Yes No
64 | S Handelsbanken (64) Denmark Yes Yes Yes No
65 | Banque Commercial de Portugees Portugees Yes Yes Yes Yes
66 | Swedbank (52) Sweden Yes No Yes No
67 | S-E Banken (57) Sweden Yes No Yes No
68 | Nordbanken (61) Sweden Na Na Na Na

o HSBC; ** not available; ***.In Germany banks have mainly strategic alliance for distribution
instead of underwriting. Market position of the big banks in Europe is shown in brakets ( ).
Source: own compilation

From Table 2.4, it is seen that the major European banks are engaged in insurance

businesses both as an underwriter and as a distributor in life as well as in non-life
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business. But the above results do not provide any evidence as to which European
banks have diversified into which insurance businesses and what they are. Therefore,
we need further investigation in order to create our data sample for econometric
analysis. We, therefore, went into an in depth investigation amongst the banks which
engage in insurance business in order to find out which category they fall into. We
investigated these banks from four angles in the light of classification and activities.
These are-

I. Banks diversification into life assurance distribution activities;

2. Banks diversification into life assurance underwriting activities;

3. Banks diversification into general® insurance distribution activities; and,

4. Banks diversification into general insurance underwriting activities.

At this stage it is seen that some banks (from our initial sample) have just tied
relationships with the traditional insurance companies. On the other hand, some banks
have life assurance underwriting subsidiary, general insurance underwriting subsidiary
as well as wholey owned broking subsidiary. Some banks even have more than one
life-underwriting subsidiary, like Credit Lynnoise in France and the TSB in the UK.
We exclude all the 'tied insurance' companies' from the sample but include all those
are owned by banks.

One thing to note here that there are some banks not in the top 100 list which do have
insurance underwriting subsidiaries while some big banks in the top 100 do not have
any insurance underwriting subsidiary. For instance, the Dresdner Bank in Germany

has tied relationship with the Allianz for joint distribution. We have excluded from
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the list those banks that do not have any insurance underwriting subsidiary or wholey
owned broking subsidiary. And we have included those who have insurance

underwriting subsidiary though they are not in our top 100 list. The results are

reported in the appendix III.

2.6.1 BANKS DIVERSIFICATION INTO LIFE ASSURANCE DISTRIBUTION

Commercial banks can set up their own life assurance subsidiaries through a De novo
entry or by mergers and acquisitions or as a joint venture basis with traditional
insurers. Or they can simply tie up with one or more traditional life insurer in a
strategic alliance [Hoschka (1994); OECD (1992); Saunder & Walter (1994)]. Banks
also can set up insurance broking companies with a PLC status in addition to their
own life assurance company which can act as Independent Financial Advisers [IFA]
supplying the various products of different traditional insurance companies according

to customers need and requirements.

2.6.1.1. MODELING OF BANCASSURANCE DISTRIBUTION

This section is based on personal interviews with the branch staff of the banks as well
as some previous case studies. For the interviews, which were conducted during
October to November in 1995, six different commercial bank branches were chosen in
the Greater London Area in order to understand how the bancassurance works at bank
branch level. In our interview, we found that there are mainly three channels in the
branch network: (i) Branch staff; (ii) Specialist Sales Force; and (iii) Direct Sales

Force. In addition to these, there are also two other channels of life assurance

* In the UK and most of the Europe short term insurance is known as general insurance while in the US
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distribution which the banks use. These two are (iv). Independent Financial Adviser
[IFA], and (v.) Direct Marketing. We now analyse how these channels work in the
process of bancassurance.

Figure: 2.2. Bancassurance distribution model
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(i.) Branch Staff:

In bank branches, there are branch staffs who conduct day to day banking activities to
meet the customers' needs. These branch staffs are trained to sell life assurance at least
at a basic level. In legal term, they can act as the agent of banks’ own life assurance
companies or as the agent of a company with which the bank has a link for insurance

distribution. In the case of long-term insurance distribution process, branch staffs do

this is known as Property and Casualty Insurance.
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mainly three tasks: (a) create a special database for identifying potential life insurance
customer from the bank accounts. They consider various factors in creating such a
database, such as age, occupation, income etc; (b) pass these data bases to the banks
insurance sales force as ‘warm leads’ or, make links between the sales force and the
potential customer; and (c) sell simple life insurance, if this is allowed, or just pass the
customer to sales personnel. Individual branches have certain quotas for insurance
selling to be filled up by that branch. These branch staffs continuously make links
with the other channels within the parent banking group and co-ordinate the

bancassurance process.

(ii.) Specialist Sales Force:

Banks sometimes employ specialist sales forces, especially for complex long-term
insurance selling. These specialist sales force posses special insurance knowledge and
expertise, and are employed either from amongst branch staffs or from outside. Such
specialists are allocated two to three branches each. They give comprehensive advice
to the customers and perform selling if possible. Some of the banks' specialist sales
forces are shown in Table 2.5. A specialist sales force makes appointment at a mutual
time and place, mostly at the branch, after referral by branch staffs, or branch staff

may make the appointment on their behalf.

Table: 2.5
Some bancassurance specialist Sales Force 1994

Bancassurance Specialist Sales Force
companies

Abbey Life 260

Barclays Life 182

Black Horse Life 163

Midland Life 123

Natwest Life 200

Source: Mintel ‘96
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(iii.) Direct Sales Force:

The Direct Sales Force (DSF) is other channel of life insurance distribution. They
mainly work from home but have strong links with the allocated branch from where
they can acquire prospective customer or potential customer information by referral by
branch staff. The banks’ own insurance arm i.e. own life insurance compahies mainly
employs these DSFs. These sales forces cover those customers who do not frequently

visit the branch with whom they try to make contact at the customer’s home. Some of

the banks’ DSF is shown in Table 2.6.

Table: 2.6
The DSF for bancassurance companies, 1997
Direct Sales Force
Abbey National Life 2500
Alliance & Leicester Life 200
Barclays Life 877
Black Horse Life 1400
Britannia Life 200
Halifax Life 725
National Australia Life 500
NatWest Life 1100
Midland Life 1500
Nationwide Life 336
Royal Scottish Assurance 220
TSB Life/Pension 1300
Woolwich Life 380

Source: Cazalet & Co 1998

(iv.) Direct Marketing:

Direct Marketing is a marketing process where products are distributed directly from
the manufacturer to the consumers without any intermediaries. Though this has long
been established in non-financial companies, the financial services companies such as
banks and insurance companies have taken on this marketing strategy quite recently.

Banks and insurance products are complex in nature. They are invisible as well.
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Therefore, it is very difficult to market these products without face-to-face discussion.
However, banks and insurance companies in Europe have begun to adopt this strategy
due to technological improvement, thus to cutting at the middleman cost. In Europe,
the UK first started this strategy which then began in other European countries. In the
UK, the Direct Line, a motor insurance company, started this method in 1984 and has
shown great success in the motor insurance market. For instance, the total expense
ratio of Direct Line is 13% to 18%, while the industry ratio is 37% to 40%. Similarly,
the First Direct, a Tele banking company started this method in 1988 for distributing
banking products. This Tele banking is open 24 hours a day and 365 days a year, thus,
the customers can do banking any time without visiting the bank branch. Some of the

direct marketing companies of banks are shown in Table 2.7.

Table: 2.7

Banks Direct Marketing (DM) companies

Bank Country | Direct Marketing Arms Entry
Abbey National UK Abbey National Direct 1989
Alliance & Leicester UK A & L Personal Finance Ltd. | 1989
Barclays UK Barclay Call 1995
Barclay loan Direct 1993
Britannia Building Society UK Care Line 1994
Britannia Mortgage Direct 1994
Chelthem & Gloucester UK Mortgage Direct 1994
Clydesdale Bank UK Clydesdale Telebank 1994
Co-operative Bank UK Coop-Armchair Banking 1993
Bank of Scotland UK Direct Line 1993
Midland Bank UK First Direct 1988
Halifax Building Society UK Halifax Direct 1995
Lloyds Bank UK Lloyds Line 1995
National & Provincial B. S. UK N & P Direct 1991
Nationwide Building Society UK Nationwide Direct 1995
NatWest Bank UK NatWest Prime Line 1991
TSB Group UK TSB Phone Bank 1994
Woolwich Building Society UK Woolwich Direct 1994
Deutsche Bank Germany | Bank 24 1995
Groupe Paribas France Banque Direct 1994
Commerzbank Germany | Comdirect 1995
Banco Santander Spain Genesis 1995
Banca Commercial de | Portugal | Ocidental 1994
Portugees
Bank of Ireland Ireland Premier Direct 1994

Source: Own Compilation from various sources.

46



v. IFA Channel:

The IFA (Independent Financial Adviser) is a traditional insurance distribution
channel. Although the main purpose of the banks involvement in insurance business
was to maximise the use of the bank branch network in order to minimise unit costs,
the banks use the IFA channel in a similar manner to the traditional insurance
companies, which may increase banks unit costs. A bank sets up an insurance broking
subsidiary that has separate legal identity (shown in Table 2.11 in section 2.6.3 of this
chapter). These broking companies, like other traditional insurance broking
companies, gather different insurance underwriting companies' various insurance
products. They, in addition to these products, gather their parent banks' underwriting
(life and non-life both) insurance companies (if any) products and make sales. The
special advantage of these broking companies’ is that they have a very close link with
their parent banks. If any bank customer inquires for independent insurance advice in
the branch, he/she is then referred to that broking subsidiary or, in some cases, branch
staff can do the job on their behalf. As major banking products are related to insurance
products (discussed in Chapter four), these broking companies receive the majority of
businesses from their parent banks. Before establishing these banks' broking
subsidiaries, these insurance businesses were conducted by the traditional insurance

intermediaries.

Some times these IFAs are provided with all the customer data from their respective
parent banks and they then select a database for specific customers and select products
according to the gender, age, profession etc. of the customers. From the selective
database they then post application forms stating premium, cover, benefits etc. to the

customer directly or via banks marketing department. If any one is interested they then
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just sign and post it by the pre-paid envelope to the bank’s own IFA broker directly.

Such products are designed such a simple way that no advice is required for them.

One thing to mention here is that in the UK, after the implementation of the Financial
Services Act 1986, any one who wants to engage into long-term insurance business
must follow either of two following routes. One is called 'Independent Financial
Adviser' (IFA), and the other is called 'Tied Agent'. The former is a person or a body
corporate who can give advice and sell insurance on behalf of more than one, but
maximum of six, insurance companies. They offer different types of products to the
common client base and select according to which best suits the clients on a
commission or fee basis. Tied Agent, on the other hand, is a person or body who can

give advice and sell insurance on behalf of only one insurance company’s products.

All the banks insurance broking subsidiaries enjoy the IFA status, and the branch
staffs, the DSFs, and the SSFs have the tied status. Banks are mainly tied with their
own/controlling life insurance companies or in case of non-existing own life
companies they make strategic alliance with traditional insurance companies for a
joint sale. Most of the banks have their own life assurance subsidiaries as well as
insurance broking subsidiaries. Therefore a bank can enjoy 'tied status' through their
own life insurance companies and at the same time 'IFA status' through their own
insurance broking firm. Such a technical loophole gives banks the opportunity to
enjoy tied status as well as independent status which is beyond the regulatory control
until new regulations come into force. For instance, a customer can take insurance

advice from the bank counter as tied today, while tomorrow the same counter staff can

become independent to the same customer.
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From the above analysis, it is seen that the banks use all the available channels in
distributing life assurance. In order to compare the bank success in life assurance
distribution, we show the ratio of premium income of bancassurance channel with the
traditional channels (Table 2.8). This premium variable is chosen because the
insurance companies main source of income is premium income, thus their survival or
death mainly depends on this premium income. Most of these premium incomes are
invested in order to have an another income to meet future claims and thus to enable

companies to make a profit.

In 1995, the life market share by channel of distribution were as follows: the banks in
France 56%, Germany 15%, Italy 19%, Spain 35%, and the Netherlands 15% (Sigma
1996). These figures and Table 2.8 show that the European banks have a significant
market share in life assurance distribution. The French banks have more than half of
the country’s life assurance distribution market share. Spanish banks have 35% of
total market share. This is a serious threat to traditional distributors like agents,
brokers etc.

Table: 2.8
Individual life and pension distribution in European market, 1994
(% of New premium income)

Country Brokers’M  Tied Agents Banks  Company Direct Total
ulti tied Employees
Belgium 57 9 19 15 0 100
France 7 13 55 20 5 100
Germany 30 61 7 2 0 100
Italy 11 43 20 26 0 100
Netherlands 45 7 18 14 16 100
Spain 12 48 23 16 1 100
Sweden 26 2 22 40 10 100
Switzerland 9 2 1 87 1 100
UK 39 7 15 36 2 100

Note: Figures do not necessarily add up to 100, due to rounding up and down decimal places.
Source: Financial Times and others
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From Table 2.9, it is seen that a number of banks life companies are within the top

five domestic league table, which indicates that the life companies owned by the

banks are growing rapidly.

Table: 2.9
Some European bancassurance companies domestic market position, 1993
Bancassurance Co | Parent Bank Country Life Domestic Position

Premium | market share | in top 5
(local (%) in the
currency Country
million)

1 | Alpha Life Generale Bank Belgium 1775 1.27 2"

2 | Omniver Vie Kreditbank Belgium 1395 1.00 3"

3 | Vida Caixa La Caixa Spain 65971 6.43 1

4 | Euroseguros BBV Spain 106388 | 3.77 2%

5 | Predica Credit Agricole France 30405 9.16 2"

6 | Irish Life Allied Ir. Bank Ireland 572 32.06 1*

7 | Life Time Anglo Ir. Bank Ireland 130 7.28 3¢

8 | Fideuram Vita IMI Italy 620 14.10 2™

9 | Mottepaschi Vida | Montedeipschi Italy 521 3.10 4"

10 | Interpolis Rabobank Netherlands | 1183 4.63 5"

11 | Ocidental Vida BCP Portugal 19746 11.92 1*

12 | Scottish Widow | RBS UK 1600 2.88 4"

Source: From Eurostate (1995) and various sources
2.6.2. BANKS DIVERSIFICATION INTO LIFE ASSURANCE
UNDERWRITING

In our investigation, on the banks’ life assurance underwriting activities, we have
found that most of the European big commercial banks are engaged in life assurance
underwriting business. We have found in our investigation that 74 life assurance
companies are owned/controlled by banks* (Appendix IIT). However, due to the lack
of available data, we have reported data on 52 banks’ life assurance underwriting

subsidiaries with their premium income in Table 2.10. This sample data of life

* There might be more. But we did not search all the banks as well as all the European countrics. Our basis of investigation was
within top 100 European banks. But we have added more that we found somewhere else.
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assurance underwriting companies will be used for our empirical analysis in Chapter

five.
Table: 2.10
Banks’ own life assurance underwriting companies 1995
Life Subsidiaries Parent Banks ﬁunﬂy Premium Income
(local currencies)
1 Abbey Life Lloyds Bank UK 871282
2 Abbey National Life Abbey National UK 327276
3 Ambassador Life TSB UK 3960
4 Barclays Life Barclays Group UK 313760
5 Barclays Pension Barclays Group UK 505738
6 Black Horse Life Lloyds Bank UK 555397
7 Britannia Life Britannia B. S. UK 323877
7 First National Life First National Fin. Corp. UK 3826
9 Fleming Life Robert Fleming UK 80
10 | Gisborne Life Robert Fleming UK 43000
11 | Halifax Life Halifax PLC UK 56080
12 | Hambro Assured Hambros UK 45382
13 | Hamilton Life HFC Bank UK 21802
14 | Hill Samuel Life Hill Samuel Bank UK 94142
15 | Leeds Life Leeds Permanent B.S UK 6075
16 | Midland Life Midland Bank UK 345591
17 | N& P Life N &P B.S. UK 29052
18 | Natwest Life Natwest Bank UK 167035
19 | Royal Scott Assuranc RBS UK 130446
20 | TSB Life TSB UK 429835
21 | TSB Pension TSB UK 164960
22 | Woolwich Life Woolwich PLC UK 88654
23 | Predica Credit Agricole France 51261451601,61
24 | Assurances Federales Credit Lynnoise France 16410537
25 | UAF Credit Lynnoise France 16.45bn*
26_| Sogicap Societe Generale France 14414604107,00
27 | LaHenin Vie Group Indosuez France 3751989971
28 | ERISA Vie CCF France 4.1bn
29 | Euroseguros BBV Spain 109064653
30 | Vidacaixa La Caixa Spain 117879528
31 | Cenit Banco Santander Spain 6908088
32 | Caja de Madrid Vida Caja de Madrid Spain 4528096
33 | LaEstrella Central Hispano Spain 56000 m 94
34 | Postal Vida Caja de Madrid Spain 9239757
35 | BBL Life BBL Belgium 2499
36 | Alpha Life Banque Generale Belgium 6705
37 | Omniver Vie Kreditbank Belgium 6246
38 | BNL Vita BNL Ttaly 398096671,187
39 | Montepaschi Vita Monte de Paschi Italy 752009
40 | Sanpaolo Vita Sanpaolo Italy 363529
41 | Cari Vita Caripaolo Italy 419083
42 | Fideuram Vita IMI Italy 1211267
43 | CS Life Credit Swiss Switzerland 817165
44 | Ocidental Vida BCP Portugal 44661
45 | Interpolis Rabo Bank Netherlands 3398 (million)
46 | Handel Sbanken Liv Handel Sbanken Sweden 1158275

Source: own compilation

It should be noted here that no bank, in our investigation in the EU countries, is allowed to

underwrite long-term (life) assurance directly. They have to underwrite life assurance
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business, if they so wish, via separate life assurance companies. These companies may
be the banks' own or controlling life assurance subsidiaries or a joint venture with a
traditional insurer. Banks underwrite mainly simple long-term products, so the
underwriting process is also very simple for them. Normally banks do not require any
medical examination or medical reports. Necessary information data are already
available to life underwriters from the customer accounts at bank branch and based on
these informations, i.e. age, occupation etc, underwriters can assess the risk and can
set premiums. All the life assurance underwriters consider three factors in
underwriting process. These are (i.) mortality; (ii.) investment; and (iii.) loading i.e.
expenses. We are not going to analyse bank insurance underwriting in detail as it is
same as the traditional life assurance underwriting process. From the underwriting
workshop, products come to the bank's marketing department and its IFA broking
companies. From there products are distributed to branches and customers (see Figure

2.2).

2.6.3. BANKS DIVERSIFICATION INTO GENERAL INSURANCE
DISTRIBUTION

The European banks have distributed general insurance for a number of years.
Therefore, in our investigation, we have found a number of insurance broking
subsidiaries owned by banks. We have reported banks’ wholey owned insurance
broking subsidiaries in appendix III. However, we have reported here (Table 2.11)
only those companies whose data we managed to acquire. These broking companies
gather various insurance products [both life (discussed earlier) as well as non-life
insurance products] from various traditional insurers as a distribution agreement and

sell them via banks or their own sales forces. After the implementation of the
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Financial Services Act 1986 in the UK, these brokers can not be tied to more than six

traditional insurers.

Table: 2.11
Banks own general insurance distribution companies 1996

Broking Company Bank Holding Company Country | Premium income
Barclays Insurance Services Ltd. Barclays UK 107618
National Westminster Insurance Services Ltd. NatWest Group UK 114796
Lloyds Bank Insurance Services Ltd. Lloyds Bank UK 150363
Midland Bank Insurance Services Ltd. Midland UK
RBS Insurance Services Ltd. Royal Bank of Scotland UK 11822
Bank of Scotland Insurance Consultant Ltd. Bank of Scotland UK 19.437*
TSB Insurance Services Ltd. TSB Group UK
Halifax Mortgage Services (Insu. Brokers) Ltd. | Halifax UK 2.101*
Hambro Legal Protection Ltd. Hambros UK 15.301*
Clydesdale Bank Insurance Brokers Ltd. Clydesdale Bank 11975
Co-operative Bank Financial AdvisersLtd Co-operative Bank UK 12503
Yorkshire Bank financial Services Ltd Yorkshire Bank UK 16.097*
Robert Fleming Insurance brokers (UK) Ltd. Robert Fleming UK 14,2234+
BBV Brokers Banco Bilbao Vizeaya Spain
BCP Brokers Banco Commercial Portuguese | Portugal | 210.56

| Agen Caixa La Caixa Spain 660.79

* = 1994 figure, ** = 1995 figure.
Source: own compilation

It is accepted that most of the banking products are related to general insurance
products, such as credit related banking products and the credit insurance or overseas
trade and the marine insurance etc (discussed further in chapter four). The banks,
therefore, have an extra advantage in distributing general insurance products. The
banks, before entering into general insurance distribution business, used to take out
insurance cover against their banking products directly from traditional insurance
brokers as assignee or via its customer. When banks realised that this is a good source
of income they then established their own insurance broking subsidiaries and referred
all insurance coverage to that broking company.

From Table 2.12, it is seen that the insurance broking subsidiaries, owned by banks,
account for a significant amount of premium income. In some cases, for instance in
the UK, these broking subsidiaries are in the top league table of the brokerage market.

In a recent study by the ICC (1996), it is seen that in terms of premium income, nearly
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a half of the top ten insurance broking companies (except the Lloyds Brokers) are
owned by banks.

However, from Table 2.12, it is seen that the traditional distribution channels are still
dominant in general insurance distribution. This is because the banks have still not
entered into the distribution of large risk exposure insurance products such as marine,
aviation etc, which require very special technical knowledge and skill and the banks
have not acquired such expertise yet. Therefore, the traditional brokers still dominate
these markets. From Table 2.12, it is seen that in France banks have only 4% market
share in general insurance distribution, while in the life insurance sector (Table 2.8) it
has 56% market share. The Netherlands have relatively better market share in general

insurance business, i.e. 15%, while in Germany and Spain have only 2% and 3%

respectively.
Table: 2.12

Bank’s market share in general insurance distribution, 1995
France (1) % Germany (2) %
Agents 40 Agents 75
MSI 29 Direct writers 2
Brokers 20 Brokers 15
Insurance 4 Banks 2
employees
Banks 4 Branch offices 6
Direct & Others 3
Italy (3) % Spain (4) %
Agents 78.6 Agents 64
Brokers 15.8 Brokers 17
Direct Sales 5.1 Direct Sales 15
Others 0.5 Banks 3

Others 1
UK*(5) % Netherlands (6) %
Brokers 53 Brokers 55
Company Sales 16 Direct writers 20
People
Tied Agents 5 Banks 15
Banks 1 Sales Forces
Direct Telesales 23 General agents 5
Others 2
* = ABI figure

Source: Sigma/Financial Times
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2.64. BANKS DIVERSIFICATION INTO GENERAL INSURANCE
UNDERWRITING |

Although the law of European countries allows (Table 2.4) the banks and building
societies to own or to control general insurance subsidiaries, the banks are not very
interested in the general insurance underwriting business. In our investigation, we
have found not many general insurance underwriting subsidiaries owned/controlled by
banks (appendix III). Some of the general insurance underwriting subsidiaries that are

owned by banks is reported with their premium income in Table 2.13.

Table: 2.13

General insurance underwriting companies owned by banks, 1995

General Insurance Underwriting | Banks Premium
income (m) in
Local currency
TSB General Insurance Ltd TSB Group UK 237966
Midland General Ltd. Midland Bank UK N/a
Direct Line Insurance Ltd RBS UK 663726
Hamilton Insurance Company HFC Bank UK 36215
Ocidental Seguros BCP Portugal 13036
Omniver lard Kreditbank Belgium 2.370
BBL Insurance Banque Bruxels Lambart Belgium 124.00
Pacifica Non-Life Credit Agricole France 416431
Medical de France-Vie Credit Lyonnais France
Mega Non-Life Credit Commercial de | Belgium 209288
Belgium
Ahorora Seguros BBV Spain 59777
Generali (Italy) BCH (Spain) 10846661
Fideruam Assicurazioni Istituto Mobiliare | Italy 24533.12
Italiano
Ticino Monta del Paschi de | Italy 24553.86
Siena
CIDA, SIPEA San Paolo Italy N/A
Bishopgate Insurance (UK) AMEV/VSB (N.lands) 203884

Source: own compilation from various sources

The banks general insurance underwriting process is the same as the traditional
general insurance underwriting companies. Therefore, we are not going to analyse
here the general insurance underwriting process of banks. The banks, like life

assurance underwriting business (discussed earlier in this chapter), can not underwrite
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general insurance directly. They can underwrite general insurance business through
separately owned general insurance underwriting subsidiaries. In those banks that
underwrite general insurance business, their products are produced in the workshop
i.e. underwriting office. These products then are supplied to banks marketing
department but mainly to banks own insurance broking companies. The products are
then sold from bank branch or broking companies or even through direct marketing
channel.

In our investigation, we found that the general insurance underwriting companies that
are owned by banks underwrite very simple general insurance products, such as
household, accident and health insurance products. The banks are not doing well even
in distributing these products. For instance, a recent survey by the KPMG (1997)
shows that the banks and building societies household insurance penetration rates are
falling. Banks have less than half the success of building societies in selling household
insurance. Building societies have almost no success in selling household insurance to
non-mortgage customers, whilst banks enjoy moderate success. Details are shown in

the Table 2.14.

Table: 2.14
Penetration rate of household insurance to banks & building societies
mortgaged and non-mortgaged customers

1994 1996
Mortgage Non-mortgage | Mortgage | Non-mortgage
customers customers customers | customers
Banks 27.15% 7.80% 22.16% 6.87%
Building Societies 66.46% 0.16% 65.32% 0.17%

Source: Derived from Bancassurance Survey 1997, KPMG

No single company, in our investigation, has been found that underwrites large
exposure of risks like marine, aviation, or even property insurance underwriting. This
is because the banks may believe that underwriting these products is a very risky

and/or less profitable area of business. Or the bank management may think that since
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general insurance underwriting results’ are almost always negative (Table 2.15), it is
not worthy to expand into general insurance underwriting business, and therefore, they

mainly concentrate on the general insurance distribution (and life) activities only.

Table: 2.15
Non-Life Underwriting Results, 1996 Euro (m)

Country Underwriting Share in earned

results premium
Austria -209.23 -3.81%
Belgium 394.72 6.07%
Denmark -83.17 -2.27%
Spain -649.93 -5.48%
Finland -314.12 -17.53%
France 1630.94 4.69%
UK -569.02 -1.49%
Italy -2224.36 -11.63%
Luxembourg 50.13 10.39%
Netherlands 536.31 4.67%

Source: CEA 1997

Table 2.16 shows that the share in earned premium in the underwriting performance is
mostly negative, therefore, underwriting general insurance by banks may increase the

banks bankruptcy risks. However, we will test this empirically in chapter five.

2.7. THE RISKS AND BENEFITS OF DIVERSIFICATION INTO
BANCASSURANCE ACTIVITIES

From the above investigation it is seen that the European banks have diversified into
all insurance activities to some extent. Banks by utilising their resources (branch
network, customer information etc) can provide various insurance products to the

bank customers. It appears that the bank will benefit by diversifying into insurance,

5 General insurance underwriting profit is almost always negative. But they have investment income
from where they have to make profit.
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i.e. scale and scope economies [Diacon (1990); Dickinson and Dinenis (1992);
Dinenis and Jung (1998)]. Although the original idea of entering into bancassurance
was to sell insurance products through branch staff, with a view to adding new
products lines to the same distribution outlets in order to minimise the cost
(opportunities for scale and scope economies), banks have not yet been successful in
this respect. This is because banks are still heavily reliant on traditional distribution
channels like tied agent, direct sales force etc as branch staffs have not yet acquired
the necessary skills to approach these products. They have not learnt about the
technical knowledge of life assurance products and that’s why they can not give
standby answers to a customer's query with regard to life assurance. Therefore, they
are heavily reliant on traditional insurance distributors who have now access to the
branch with office space and other necessary secretarial facilities. In this case, they
merely introduce traditional intermediaries rather than distribute. However, they can
supply customers’ data to the banks insurance personnel specialists as a prospective
buyer. Therefore, there may be opportunities for the existence of scale and scope
economies. Anyway, this is an empirical issue which needs to be tested separately.

On the other hand, by diversifying into insurance businesses, banks may increase their
risks. Because banking business itself is regarded as a risky business. Insurance
business, too, is regarded as a risky business. Therefore, diversifying into insurance
business may increase banks' risk. On the other hand, by allowing asset
diversification, banks may decrease their risks. We will test this empirically in
Chapter five.

However, the risks depend on the level of business activities in insurance because the
diversification into distribution activities and the diversification into underwriting

activities are fundamentally different from each other in terms of risks. In distribution
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activities as there is little risk as in distribution activities banks face ‘selling risk’ only,
i.e. as long as they can sell they will get commission. But in underwriting activities,
banks will have to bear the claims (if they arise) which is the main cost of insurance
and this cost is much higher than the premium taken from the claimant. One may
argue that not all the policyholders will claim and even not at the same time.
Therefore, by pooling premiums as well as from the investment income (since
significant part of the premiums is invested for further income) the claims can be met.
But again, there may be on unexpected rise of mortality risk (for life assurance) or
unexpected increase natural disasters, cyclone etc (for general insurance) or
unexpected rise of loading risk i.e. expense risk or even unexpected rise of interest
rate risk (as this directly effect the investment income). In all these cases, the banks
total risk will increase or in the opposite case the total risks may decrease.

The underwriting of life assurance and the underwriting of general insurance are
fundamentally different from each other because they bear different risk characters.
Therefore, the risk effect of diversification into life assurance underwriting and the
risk effect of diversification into general insurance underwriting should be treated
separately.

In distribution activities, both life and general insurance distribution, the banks will
not have to face these underwriting risks as the underwriting insurance companies will
have to bear these risks. Therefore, we will test three categories of risks in chapter five
namely, insurance distribution risks, life assurance underwriting risks and general
insurance underwriting risks.

As it is mentioned earlier, the risks of the banks depend not only on the choice of
underwriting activities but also on the choice of entry strategies. Entry via strategic

alliance, where there is only distribution risks, or entry via creating own subsidiary,
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where there is also underwriting risk, or other form of entries such as joint ventures or

mergers and acquisitions will bear different degrees of risks (discussed in an earlier

section).

2.8. CONCLUSION

This chapter attempts to describe the theoretical development of the new phenomenon
of bancassurance and has investigated the diversification of banks into different
insurance activities and has created bancassurance data sample. The data sample that
has been created in this chapter will be used for the empirical analysis in chapter five.
From the above discussion and investigation, it is seen that the diversification risks
depend on (i.) the choice of entry strategy, and (ii) the choice of entry field, i.e.
underwriting or distribution, and life or general insurance. Since it is seen (Figure 2.1)
that the start-up approach and the mergers and acquisitions (and holding form) are
likely to bear highest risks, we took these samples for our risks and return test in
chapter five. These samples are grouped into three according to the choice of entry
field of banks, i.e. life assurance underwriting, general insurance underwriting and

insurance broking.
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CHAPTER THREE

RECENT DEVELOPMENTS IN THE EUROPEAN INSURANCE
INDUSTRY

3.1. INTRODUCTION

The purpose of this chapter is to critically examine the recent development of
European insurance companies, particularly the development of ‘assurancebank’. To
achieve this objective, we firstly outline the European insurance market place and its
traditional distribution system and the development of new distribution channels in
insurance. Secondly, we examine the recent development in insurance industries,
particularly their diversification into banking business. We also create a data bank on
assurancebank in this section. Finally, we develop a strategic model of assurancebank

as a counter response to banks and test its validity.

The rest of this chapter is as follows: in section 2, we highlight the European
insurance market. In section 3, discuss the traditional insurance distribution system
and their new developments. In section 4, we define the term ‘assurancebank’ and
draw a comparable model among bancassurance, assurancebank and allfinanz. In
section 5, we discuss the recent development in insurance industry and create
assurancebank databank. In section 6, we develop a strategic model of assurancebank

as a counter response to banks, and finally in section 7 we conclude.
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3.2. EUROPEAN INSURANCE MARKET PLACE

In 1996, the global premium income was $2106 billion which is more than triple the
1985 value (Table 3.1). In the global market, Europe holds second position after the

US and is slightly above Asia (including Japan). Currently Europe earns about 30% of

world total premium income (Graph 3.1).

Table: 3.1
Global insurance premium income 1996-1985
Year USSbn
1996 2106
1995 2148
1994 1967
1993 1803
1985 632

Source: Sigma 1997/OECD 1997

Graph: 3.1
Insurance premium income 1985-1996
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The five European countries- Germany, UK, France, Italy, and Switzerland, account
for more than 75% of total business in terms of premium income. The UK is top in
life market, with about 25%, and in the non-life market Germany is top, with more
than 27%. If we add Spain and Netherlands with them the total figure reaches nearly

90%. Hardwick and Dou (1998), through their 'revealed comparative advantage’
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measurement, found that the UK has the most competitive life and non-life insurance

in the EU, with France and the Netherlands in second and third places. They also

found that Germany, which has the largest non-life industry and the second largest life

industry in the EU (Table 3.2), was placed only sixth in the non-life category and

eighth in the life category. In the following table (Table 3.2), we have shown the total

premium income of each European country with market share and breakdown with

life and non-life premium income including life and non-life market share. We have

also reported the total number of insurance companies and the number of their

employees' country by country in order to provide an overall idea of the European

insurance market. The aggregation of the CEA (26 countries), EU (15) countries, and

the EEA (17 countries) are also reported with market share of business.

Table: 3.2
Overview of European insurance industries, 1996 (ECU million)
Country No of | No of | Total % Life % Non-Life %
Insuran | Employees | Premium premium premium
ce Co
Austria 78 30269 10584 (2.0) 4403 (1.5) 6180 (2.5)
Belgium 258 25070 11837 (2.2) 5261 (1.8) 6577 (2.7)
Switzerland 163 47510 24137 (4.5) 16075 (5.6) 8062 (3.3)
Cyprus 38 2300 285 0.1) 149 (0.05) 136 (0.1)
Ck Republic 35 15000 1179 (0.2) 318 (0.1) 861 (.03)
Germancy 719 241700 116391 (21.8) 47790 (16.7) 68602 (27.8)
Denmark N/a 17000 8662 (1.6) 5141 (1.8) 3520 (1.4)
Estonia 23 1500 60 (0.01) 4 (00) 56 (0.0)
Spain 372 48385 23161 (4.3) 10080 (3.3) 13080 (5.3)
Finland 57 10750 8155 (1.5) 6303 (2.2) 1851 (0.7)
France 570 135400 117029 (22.0) 70979 (24.8) 46050 (18.6)
UK 818 200500 113164 (21.2) 72985 (25.5) 40179 (16.3)
Greece 139 9600 1659 (0.3) 801 (0.3) 858 (0.3)
Hungary N/a 18943 740 0.1) 233 (0.1) 507 (0.2)
Ireland 149 10231 4590 (0.9) 2750 (1.0) 1840 0.7)
Iseland N/a 600 159 (0.0) 6 (00) 154 (0.1)
Italy 271 45250 35419 (6.6) 13633 (4.8) 21786 (8.8)
Luxembourg 94 1428 3029 (0.6) 2383 (0.8) 646 (0.3)
Netherlands 506 40770 27771 (5.2) 14610 (5.1) 13160 (5.3)
Norway N/a 10000 5520 (1.0) 2452 (0.9) 3068 (1.2)
Poland N/a 26000 2291 (0.4) 776 (0.3) 1515 (0.6)
Portugal N/a 14171 4725 (0.9) 2243 (0.8) 2483 (1.0)
SE Sverige N/a 18500 10340 (1.9) 6069 (2.1) 4271 (1.7)
SI Slovenia N/a 3780 688 (0.1) 114 (0.04) 574 (0.2)
SK Slovenska N/a 5079 346 0.1) 89 (0.03) 257 (0.1)
Turkey N/a 7500 947 (0.2) 140 (0.05) 806 (0.3)
CEA 987236 532868 (100.0) 285788 (100.0) | 247080 (100.0)
EU 849024 496516 (93.2) 265432 (92.9) 231083 (93.5)
EEA 859624 502195 (94.2) 267890 (93.7) 234308 (94.8)

Source: Compilation from the CEA 1997
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3.3. INSURANCE DISTRIBUTION CHANNEL

The success of an insurance company mainly depends on its effective distribution.
Different writers classify insurance distribution channels in different ways. Whitaker
(1995) conducted an in depth analysis of the insurance distribution channel from
different angles. Proudfoot (1981) classified distribution channels into three categories
i.e. full time, part time, others (direct mail). The Chartered Insurance Institute [Study
Text of Contract Law and Insurance (1991)] classified five types of intermediaries.
These are brokers, Lloyd’s brokers, agents, consultants, home service representatives.
Mercantile & General (1990) classified the channel into two broad categories i.e.

direct channel, indirect channel. Traditionally the insurance products were distributed

in the following simple way -

Insurers > Agents > Consumers (policy holders); or

Insurers > Consumers (policyholders).

The insurance companies used to employ agents on a part-time basis in order to sell
their various insurance products to the customers in return for commission. Later on,
amongst this group, a number of people have taken this as a full-time job and started
to set up their own high street offices to offer to the customers different insurance
companies' products. These are now known as brokers. Due to the internalisation of
business, changes of public attitude and greater competition in the market, this
situation is rapidly changing. Now there are a number of different types of

intermediaries involved in insurance distribution, which makes the distribution
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channel more complex than ever before. The distribution of insurance differs from
company to company within the country. Even different countries have different
distribution system for insurance according to the countries legislation (if any) for
intermediaries, business tradition and culture. It is, therefore, justifiable to analyse
each country’s traditional channel of distribution country wise. We start from the UK,

which is believed to have the most complex distribution system of insurance.

The UK:

In the UK, the following traditional distribution channels are found:

1. Registered Brokers: - A broker is an individual or firm whose full time occupation
is the placing of insurance with the insurance companies. This type of broker is
registered or enrolled with the Insurance Brokers Regulation Council (IBRC) under
the Insurance Brokers (Registration) Act 1977. Only those who are registered in the
IBRC can use the title as ‘Broker’. No person or body corporate can use the title
‘insurance broker’ without the registration. It is a criminal offence. There are 15716
names on the IBRC on which 2118 are sole traders or in partnerships, and 2628 are
body corporate brokers.

2. Lloyd’s Brokers: - Only these types of brokers can place insurance to the Lloyd’s.
They are subject to the Lloyd’s Acts (1871-1982), and the Lloyd’s by laws. It is a
condition of registration as a Lloyd’s broker that the broker is also registered or
enrolled with the Insurance Brokers (Registration) Act 1977.

3. Non-Registered Intermediaries: - For insurance intermediaries who are not
registered brokers, there are two voluntary code of practice for them issued by the
Association of British Insurers (ABI). The first code relates to general insurance

business and the second to the life insurance of non-investment type.
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First Code [General Insurance Business Code of Practice for All Intermediaries
(including Employees of Insurance Companies) other than Registered Insurance
Brokers)] recognises two types of intermediary:

i. Independent intermediary - who act independently on behalf of the client, and,

ii. Company agent - who are employed by one company or may represent a maximum

of six companies.

The Second Code, which is known as Life Insurance (Non-Investment Selling) Code
of Practice, recognises two further types of intermediary:

i. Intermediaries - all persons including the employees of a life office, selling life
assurance and who are not registered brokers.

ii. Introducers - person who merely introduces a prospective policyholder to a life
office but take no part in the subsequent selling process.

4. Investment Type Insurance Intermediaries: - Some long term insurance is
recognised as of investment product under the Financial Services Act 1986. Under this
act all person who wish to carry out ‘investment business’ must follow one of these
two types:

i. Independent intermediary - who acts on behalf of the client. They must secure a
separate authorisation and are responsible for compliance of the requirements of the
Financial Services Act 1986.

ii. Appointed Representatives - who act as tied agents of an insurance company. They
are not required to have separate authorisation under the Act.

An insurance intermediary who wishes to carry on investment business may secure an

authorisation in the UK to do so from a number of sources:

a. By applying directly to the Securities and Investment Board (SIB)
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b. Through membership of a Self-Regulatory Organisation (SRO). There are a number
of SRO’s, each with their own rules regulating their members. They are FIMBRA (now
PIA), IMRO, LAUTRO, SFA. Major clearing banks are members of the IMRO,
LAUTRO.

c. Through certification by a Representative Professional Body. For example, the Law
Society, the Chartered Institute of Accountants in England and Wales etc.

An agent in law is one who acts for another. In insurance the term ‘agent’ usually
referred to the individual or firm whose main occupation is in another field. Estate
agents, building societies, solicitors, accountants, garage proprietors, are often
appointed as agents since their clients may require insurance cover which these
intermediaries arrange.

Consultants - Intermediaries not registered in the Insurance Brokers (Registration)
Council but who wish to mediate in insurance can use this title. They are also referéed
to as ‘Insurance Adviser’, ‘Assurance Professional’, and ‘Financial Consultant’. They

can work independently or as a tied.

Germany:

According to domestic law and commercial practice there are two basic classes of
insurance intermediaries in Germany: the Ascents and the Brokers. Agents deal with
and are instructed by one or more insurance companies on a permanent contractual
basis. Whereas brokers do not intermediate on a permanent basis instead intermediate
periodically. Brokers in Germany works independently. The agents represent the
insurers but brokers may be the agents of insurer or policyholder depending on from

where he/she has received commission.
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There is no restriction on intermediaries placing any types of insurance. Unlike other
intermediaries in other European jurisdictions, there is no specific requirement of
authorisation for insurance intermediaries in Germany. But they have to notify the
local agency for trade registration like other traders. In case of company status, they
have to register with the local commercial register, and have to follow the ordinary
rules of German Company Law like any other company formation. Once
intermediaries are registered as agents or brokers, they can then intermediate all kinds
of i.e. life as well as non-life insurance business. German intermediaries are not
obliged to submit annual accounts to any authority and there is not even a legal
requirement for them to keep a bank account. Different types of insurance
intermediaries are reported in Table 3.3.
Table: 3.3

German Insurance Intermediaries
Channel Number
Full-time Tied Agents | 50000
Part-time Tied Agents | 270000

Salaried Sales Force | 25000

Independent Agents | 5000
Brokers 4000
CAPA Conseil, Paris, 1993

France:

There are four types of intermediaries found in France for insurance distribution.
These are:- (i.) General agents, (ii.) Independent brokers and brokerage firms, (iii.)
Salaried employees of insurance companies, and (iv.) Salaried employees and agents
of insurance agents (sub-agents) of individual brokers and of brokerage firms. General
agents are individuals who act as an agent for insurance companies and they represent
the insurers. Brokers on the other side, may be individuals or a firm with company
status who acts for the insured. Unlike Germany, the French intermediaries are not
free from authorisation. They are regulated under the French Law. They need
authorisation and registration for doing insurance intermediary business. But they do

not need separate authorisation and registration for conducting life and non-life
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insurance businesses. Different types of French insurance intermediaries are reported
in Table 3.4.

Table: 3.4
French Insurance Intermediaries

Channel Number
Tied Agents 19700
Agency Employees 51000
Brokers 2400
Employees of Brokers 16000
Employed Salesman (life) | 25000

CAPA Conseil, Paris, 1993

Italy:

Under the Italian law, there are two types of insurance intermediaries. These are:- (i).
Tied agents, and (ii). Independent insurance brokers. Agents are defined as those who
permanently undertake, for a remuneration, to promote the execution of contracts on
behalf of a principal within a specified territory. [Article 1742, Civil Code]. On the
other hand a broker is one who professionally places two or more parties in contract
for the purpose of entering into a contract without being connected with either of such
parties by way of collaboration, employment or representation. [Article 2754, Civil

Code]. Different types of Italian insurance intermediaries are reported in Table 3.5.

Table: 3. 5

Italian Insurance Intermediaries
Channel Number
Tied Agents 18200
Independent Agenta 3800
Sub Agents 20000
Employed Salesman 3600
Independent Producers | 40000
Brokers 1260 (individual) &
695 (organisations)
CAPA Conseil, Paris, 1993

Spain:
In Spain, the intermediaries are classified in the following ways according to their
domestic law. It classifies agents in the following way: (i). Private individuals and legal

persons; (ii.) Agents; (iii.) Brokers; (iv.) Employees, and (v.) Sub agents. Agents may
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be tied agents with no power of representation and tied agents with powers of

representation of the insurance company. Different types of Spanish insurance

intermediaries are reported in Table 3.6.

Table: 3.6
Spanish Insurance Intermediaries
Channel Number
Tied Agents 19000
Agency Employees
& Sub Agents 70000
Brokers 4700

CAPA Conseil, Paris, 1993

The Netherlands:

Netherlands was the first country in Europe, which introduced legislation in 1952 for
the insurance intermediaries. This law was replaced with amendments in 1991 as the
Insurance Intermediaries Act 1991. In Dutch law, there are two types of intermediaries
for distributing insurance. These are (i). Independent intermediaries, and (ii). Tied
agents, acting pursuant to an agency agreement with particular insurance company.
There are few tied agents, and most of the intermediaries are independent. One
unusual thing for the Dutch intermediaries is that, in Netherlands, the intermediaries
with the highest professional qualifications are sworn in by the district court, and they
are then entitled to use the title ‘makelaar’. Another interesting thing is that the
Netherlands has ‘Insurance Exchange Market’ like a stock exchange market. In
Amsterdam and Rotterdam the ‘Makelaars’, underwriting agents and/or companies
meet there to conduct insurance business. Different types of Dutch insurance

intermediaries are reported in Table 3.7.
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Table: 3.7
Dutch insurance Intermediaries

Channel Number
Tied Agents 18998
Agency Employees | 5684
Trainee Agents 878
Brokers 4268

CAPA Conseil, Paris, 1993

Belgium:

According to domestic law, there are two types of intermediaries in Belgium. These
are (i.) Agents; and (ii.) Insurance writers. Insurance companies and insurance
investigators employ agents. Insurance writers are not appointed as agents or
investigators, They are independent and manage their own portfolios. These insurance
writers are of two types. This two are (ii.a.) Brokers; and (ii.b.) Agents. Different

types of Belgian insurance intermediaries are reported in Table 3.8.

Table: 3.8
Bglgium Insurance intermediaries
Channel Number
Full time Independent | 12000
Intermediaries of  which | 6000

brokers (app)
Part time Intermediaries 12000
Employed Salesman 2500

Staff Working for Brokers 10000
CAPA Conseil, Paris, 1993

Denmark:

There is no specific legislation for insurance intermediaries in Denmark. Just the
general Danish law about marketing practices, accounts and companies etc. which
applies equally to insurance intermediaries. But the professional Danish brokers
association, which is a member of the BIPAR, which works on a voluntary
membership basis, has laid down some rules for professional development. In

domestic law and commercial practice in Denmark the following types insurance
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intermediaries exist. (i.) Insurance Brokers on Commercial line, (ii.) Insurance
Brokers on Non-commercial line, (iii.) Lloyds Brokers, (iv.) Insurance Advisers, (v.)
Insurance Agents, (vi.) Sub-agents, and (vii.) General Insurance Agents.

Brokers on commercial line business are mostly members of the Danish Association
of Insurance Brokers. These brokers are independent and act for the insured. They
chose freely among the insurance companies in arranging cover for various risks for
their clients. But they receive commission from the insurance companies. Brokers on
non-commercial line business are often lawyers or accountants who acts on behalf of
their clients in order to arrange insurance coverage. Section 220(2) of the Act on
Insurance Business allows certain numbers of Lloyds Brokers to assist in placing
Danish non-life risks outside Denmark. Insurance Advisers advice their clients to
cover the risks according to their clients need. They receive payment from their clients
and maintain their independence from the insurance companies. Insurance agents on
the other hand are employed by insurance companies or have an agency agreement
with an insurance company. These agents are dominant in Denmark for insurance
distribution. They some times employ other persons to act as sub agents on their
behalf who are authorised by their insurance company. These agents are called Direct
Sales Force.

Table: 3.9
Danish Insurance intermediaries
Channel Number
Direct Sales Force 2500
Brokers 200

CAPA Conseil, Paris, 1993

In the above sections, different types of insurance intermediaries have been discussed
from the different European countries' context. In the following section, we will

discuss different insurance intermediaries on the basis of the EC Directives.
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3.3.1. THE EC DIRECTIVES ON INSURANCE INTERMEDIARIES

The EC has a directive with regard to insurance agents and brokers. This is The
Council Directive on Insurance Agents and Brokers (77/92/EEC). It offers another
recommendation on insurance intermediaries. This is The Commission
Recommendation on Insurance intermediaries (92/48/EEC). Before this some member
states had no legislation for intermediaries and some members had legislation for
intermediaries. The Netherlands was the first to introduce legislation on
intermediaries in 1952. France started to regulate from 1966 and later on Belgium. On
the other hand, the UK, Denmark, Germany did not have any legislation for
intermediaries. The UK introduced legislation in 1977 named the Insurance Brokers
(Registration) Act 1977.

The Directive (77/92/EEC) notified three types of insurance intermediaries. This is in
Article 2.1 a to ¢. The three types of intermediaries are (i.) Insurance and reinsurance

brokers; (ii.) Insurance agents; (iii.) Sub-agents. The article also defined all of these

intermediaries.

(i.) Insurance and reinsurance brokers:

These types of intermediaries are defined as ‘professional activities of persons who,
acting with complete freedom as to their choice of undertaking, bringing together,
with a view to the insurance or reinsurance of risks, persons seeking insurance or
reinsurance and insurance or reinsurance undertakings, carry out work preparatory to
the conclusion of contracts of insurance or reinsurance and, where appropriate, assist
in the administration and performance of such contracts, in particular in the event of a

claim’ [Article 2.1 (a)].
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(ii.) Insurance agents:

These types of intermediaries are defined as ‘professional activities of persons
instructed under one or more contracts or empowered to act in the name of or on
behalf of, or solely on behalf of, one or more insurance undertakings in introducing,
proposing and carrying out work preparatory to the conclusion of, or in concluding
contracts of insurance, or in assisting in the administration and performance of such

contracts, in particular in the event of a claim’ [Article 2.1 (b)].

(iii.) Sub-Agents:
These types of intermediaries are defined as ‘ activities of persons other than those
referred to in (a) and (b) who, acting on behalf of such persons, among other things
carry out introductory work, introduce insurance contracts or collect premiums,
provided that no insurance commitments towards or on the part of the public are given
as part of these operations’ [Article 2.1 (c)]. The article 2.2 (a) (b) (c) gave the likely
domestic member countries comparisons of titles of the above-classified insurance
intermediaries.
There is a special condition in addition to the general for all to be fulfilled by the
intermediaries categorised in 2.1 (a) in Netherlands [Article 5.2. 77/92/EEC]. These
conditions are-
O where the beneficiary wishes to work as a ‘makelaar’, he must have carried on the
activities concerned in a business where he was in charge of at least ten employees;
0 where the beneficiary wishes to work as an ‘assurantiebezorger’, he must have
carried on the activities concerned in a business where he was in charge of at least

five employees;
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O Where the beneficiary wishes to work as an ‘erkend assurantieagent’, he must have
carried on the activities concerned in a business where he was in charge of at least
two employees.

In the 1977 Directive, insurance brokers are defined as persons ‘acting with complete

freedom as to their choice of undertaking [Article 2.1 (a)]. Although the directive did

not suggest any method by which brokers' independence can be assessed, the

Recommendation imposes a duty on brokers to disclose their connection with

insurance companies. ‘The person defined in Article 2.1.(a) of the Directive

77/92/EEC shall disclose:

0 To persons seeking insurance or reinsurance of risks, any direct legal or economic

ties to an insurance undertaking or any shareholdings in or by such undertakings
which could affect the complete freedom of choice of insurance undertaking, and

O To a competent body, as determined by the Member State, the spread of business

with different insurance undertakings over the previous year.’

The recommendation provides that all intermediaries should secure and maintain a
minimum level of professional competence. It may pose problems for part-time
agents. It also causes a problem for banks, building societies and other retail financial
outlets whose involvement are increasing day by day. This problem is compounded by
virtue of the broad range of persons mediating in insurance, all of them are now
covered by the recommendation. The titles of different intermediaries in different

European countries are reported in Table 3.10.
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Table: 3.10

Title of intermediaries in different EC Member States

Country Insurance and Reinsurance Agents
Brokers Sub-Agents
Belgium -Courtier d’assurance | -Agent d’assurance, -Sous-agent,
Verzekeringsmakelaar, -Verzekeringsagent; -Sub-agent;
-Courtier de reassurance
Herverzekeringsmakelaar
Denmark -Juridiske og fysiske personer, som | -Forsikringsagent; -Underagent;
driver selvstaendig virksomhed som
formidler ved afsaetning af
forsikringskontrakter
Germany -Versicherungsmakler, -Versicherungsvertreter; -
-Ruckversicherungsmakler; Gelegenheitsv
ermittler,
-Inkassant;
France -Courtier d’assurance, -Agent general | -Mandataire,
-Courtier d’assurance maritime, d’assurance; -
-Courtier de reassurance; Intermediaire,
-Sous-agent,
Ireland -insurance broker, -Agent; -Sub-agent;
-Reinsurance broker;
Italy -Mediatore di assicurizioni, -Agente di assicurazioni; -Subagente;
-Mediatore di riassicurazioni;
Netherlands | -Makelaar, --Gevolmachtig agent, -Sub-agent;
-Assuratiebezorger, -Verzekeringsagent;
-Erkend assurantieagent,
-Verzekeringsagent;
USK -Insurance broker; -Agent; -Sub-agent;
Spain -Agentes libres de seguros, -Agentes afectos de | -Subagentes
-Corredores de reaseguro; Seguros; de seguros;
Portugal -Corretor de seguros, -Agente de seguros; -
-Corretor de TeSSeguros; Submediador;

Source: Insurance Intermediaries in the EEC, Lloyds of London Press 1992

3.3.2. DEVELOPMENT OF NEW DISTRIBUTION CHANNELS IN EUROPE

The distribution network for insurance companies and banks are continuously
changing. In addition to traditional channels, the insurance companies currently rely
on banks' channels for insurance distribution, and banks, to a lesser extent, rely on
insurance distribution channel for banks' products. One is called 'bancassurance
channel' and the other is called 'assurancebank channel'. Due to the rise of these two
channels, the traditional channels ;)f insurance distribution, like the brokers, agents

etc, are declining rapidly (discussed in Chapter four). On the other hand, traditional
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banks channel like the bank branch network, is also declining. In both cases, the
reduction of distribution costs is a prime objective. For this reason, the traditional
insurance distributors are facing a serious threat due to the banks' rapid expansion to
insurance distribution, and the banks' employees are losing their jobs due to the rapid
closure of bank branches. Some banks and insurance companies have gone one step
further. Sophisticated IT has made life easier, and they, therefore, have introduced
another new channel of distribution, which is referred as ‘Direct Channel’. Although
these channels are relatively new, they are getting rapidly stronger. We will discuss
these channels in the following sections.

i. Direct Channel:

Direct marketing channel in insurance is growing faster day by day in Europe.
Through this channel customers can take stand by products over the telephone. It can
be done through direct mail, telephone sale, company sales staffs or company agents.
No intermediaries are involved here. This is to cut the commission cost. This is the
alternative tool of insurers to compete with the bankers in insurance distribution.
Major UK insurers have now direct line approach as an extra channel. Some banks are
also approaching this strategy to minimise the cost. The launch by the Royal Bank of
Scotland's Direct Line into the UK financial services, especially in the motor
insurance market in 1984, heralded the beginning of a new era in financial service
distribution. The customer proposition, delivered through a Telephone Call Centre,
was a combination of very competitive prices and a superior service standard. The
Direct Line was an immediate success, and this success led to the Midland Bank
entering the direct banking market with the launch of First Direct in 1989. Currently, a

number of banks as well as insurance companies have introduced this channel of
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distribution for banking and insurance products. Some of the direct marketing

(banking) outlets of European insurance companies are shown in Table 3.11.

Table: 3.11
Insurance companies in tele banking
Insurer Tele Banking Established
Allied Dunbar Assurance Allied Dunbar | 1994
Mortgage
Churchill Churchill Direct 1989
Colonial Mutual Colonial Direct 1995
Insurance Club Insurance club 1995
Preferred Assurance CO Preferred Direct 1982
Prudential Prudential Direct 1994
Sun Alliance Sun Bank 1989
Scottish Widows Scottishwidow Bank 1995
Trygg-Hansa Aktsam 1990
AXA AXA Direct 1992
Generali Genertel 1994
Mapire Mares 1996
AGF Poseidon (Greece) 1994
Zurich Insurance Group Zuritel 1994
General Accident GA Vox (France) 1991
GRE Guardian Direct 1995

Source: own compilation from various sources
ii. 'Bancassurance' and 'Assurancebank' channels:

‘Bancassurers’ are the new entrants in the insurance distribution channel.
Bancassurers are those who distributes insurance through their bank branch network
to its existing customers. They are rising rapidly in Europe. In France, the distribution
of insurance by banks count for more than 50% of the total distribution market. In
other European countries, the market share of banks is 15-30%. Major commercial
banks and building societies in Europe now have linked up with insurance distribution
either with their own insurance underwriting companies or with traditional insurers in
a form of strategic alliance or both. Details are discussed in chapter two. The
assurancebank’ channel is also growing to a lesser extent. Assurancebank is a term
where the banking products are sold by the insurance companies. With this channel,
the insurers can provide banking products as well as insurance products directly to the

consumers.
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3.4. ASSURANCEBANK AND ITS DIFFERENCE FROM BANCASSURANCE
AND ALLFINANZ

When insurance products are produced and/or sold through bank’s country wide

branch network, this is called bancassurance. But when banking products are

produced and/or sold through insurance companies, this is called assurancebank

(discussed
bancassurance.

assurancebank.

in chapter two). Unfortunately,
There

is a clear difference between bancassurance

Table: 3.12

most writers mention both as

and

Bancassurance vs. Assurancebank vs. Allfinanz model

Bancassurance model

Assurancebank model

Allfinanz model

European based

German based

Banks as principal yes | Insurance Co as principal Yes | Banks as principal Yes
Insurance Co as principal | No Banks as principal No Insurance Co as principal No
Banks  parent  with Insurance CO parent with bank - Banks parent with insurance
insurance -

- subsidiary yes -subsidiary Yes | -subsidiary Yes

- strategic alliance for | yes -strategic alliance for joint sales Yes | -strategic alliance for joint sales Yes
joint sales

- joint venture yes -joint venture Yes -joint venture Yes

- majority/minority equity | No -majority/minority equity holding | No | -majority/minority equity holding | No
holding only but not engage in banking only but not engage in insurance

only but not engage in directly or indirectly. directly or indirectly

insurance

directly or indirectly
Banks parent with Insurance CO parent with Banks parent with

-life assurance distribution | yes -commercial banking Yes | -life assurance distribution Yes
-life assurance | yes -investment banking Yes | -life assurance underwriting Yes
underwriting

-general insurance | yes -building societies Yes | -general insurance distribution Yes
distribution

-general insurance | yes -tele banking Yes | -general insurance underwriting Yes
underwriting

-life and general both | yes - -life and general both distribution | Yes
distribution and and underwriting
underwriting

-securities dealing No -securities dealing No -securities dealing Yes

-industrial assurance No

-reinsurance co No -reinsurance co No
Bank Holding CO with Insurance Holding CO with Bank Holding CO with
-autonomous insurance | yes -autonomous banking | Yes | -autonomous insurance | No
management  within  the management within the group management within the group
group
Building Societies with | yes | Insurance CO with Building | Yes | Banks with Building Societies Yes
insurance business Societies
Savings bank in insurance yes Yes | Savings bank in insurance Yes
Bank’s insurance | No | Insurance co’s banking | No | Bank’s insurance subsidiary’s | No
subsidiaries’ banking subsidiary’s insurance subsidiary banking subsidiary
subsidiary
French word UK origin | yes German word German origin and | Yes

Source: own compilation
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Not only that, some authors think bancassurance and allfinanz is the same. But
allfinanz includes securities dealing, whereas bancassurance does not include
securities dealing. We, therefore, have drawn a comparative model of '‘Bancassurance’,

'Assurancebank' and 'Allfinanz’' in Table 3.12.

3.5. RECENT DEVELOPMENT IN INSURANCE BUSINESS

Like the banks, European insurance companies also facing heavy competition due to
implementation of the ‘single licence’ for insurance within the Member Countries
[Hardwick (1997)] and the banks direct involvement in insurance business [Dickinson
(1997)]. Therefore, the insurance companies are also trying to become involved in
banking activities. A study by the Committee de European Assurance (1994) also
shows a number of financial conglomerates (Appendix X). But the study did not
provide information as to which insurance companies have diversified and what they
are.

The insurance companies entry into banking business start quite recently, mainly in
mid nineties and, therefore, at this stage it is very difficult to conduct a thorough study
and their impact. As a starting point in order to create a database for future analysis,
we investigate which are the insurance companies in Europe who have entered into
banking business? And what are they? We took the top 100 European insurance
companies from to ‘Top 15000 European’. We than start searching manually as to
which insurance companies have diversified into banking through press clippings,

companies annual reports etc. The result of this investigation is shown in Table 3.13.
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Table: 3.13

European insurance companies banking subsidiaries, 1996

Insurance Groups Top 100 | Banking subsidiaries Area of | Equity
1991 Operation
Allied Dunber Assurance 33 Allied Dunber Bank PL.C 100%
Allied Dunber Bank International
Ltd
Commercial Union 13 Delta Lloyd Bank Netherlands | 99.7%
Lloyds Abbey Life 24 Lioyds Bank Channel 100%
Island
Scottish Widows Fund & Life X Scottish Widows Bank PLC 100%
Standard Life 6 Bank of Scotland UK 34.8%
Corp Mapfre Cia international de | X Banca Mapfre Spain 100%
Recsoyuros
Achmea Holding X Achmea Bankholdings, Spain
Staal Bankiers 92%
| Aegon 5 Spaarbelg Bank, FGH Bank Netherlands | 99.99%
Assurantieconcern Stad | X SR-Bank Netherlands 100%
Rotterdam anno
INA 41 Banca Marino SpA Italy 80.87%
Riunione Adriatica de Sicurta 45 Rasbank SpA Italy 65%
AGF 8 Banque du Phenix France 100%
AXA Group 4 AXA Banque France 96%
GAN Group 78 Banque pour I'indushrie Francaise, | France 98%
Union industrielle de Credit 97%
Grovpama SA X Banque Financiere Groupona France 15%
UAP X Banque UAP, Banque Worms, France
BNP 14.34%
Banque IPPA 48.57%
Alm. Brand af X Alm. Brand Bank Denmark 100%
AJS Forsikringsselskabet Coden | X Coden Bank Denmark n/a
P&V Assuranees Ste Co-op X Banque Nagelmackers Belgium 100%
Royale Belge 68 Banque Ippa Belgium 100%
Allied Dunber 33 Allied Dunber Mortgage Ltd UK 100%
Commercial Union 13 CU Financial Holdings UK 100%
Legal & General 10 Legal & General Finance PLC UK 100%
Legal & General Mortgage Ltd
Norwich Union Assurance Grou | 7 General Practice Finance { UK 100%
Corporation
Prudential Corp 1 Prudential Financial Services Ltd UK 100%
Royal Sun Alliance Group 6* Sun Alliance Investment Mgt Ltd UK 100%
Scottish Amicable Life | N/a Scottish Amicable Finance Ltd UK 100%
Assurance Society
Alieanza Assicurazioni X Banca Ambrosiano Veneto Italy 16.02%
La Fondiaria 47 Mediobanca Italy 15%
Skandia Insurance Co 32 Skandia Banken Sweden 100%
Skandiabanke Fondkomission
| Trygg-Hansa AB 49 Trygg-Banken, Trygg-Hansais Sweden n/a
ING Group 2 ING Bank Netherlands 100%
Hafnia N/a Hafhia Services Denmark 100%
Topsikring X Top Dank, Top Center Bank Denmark 100%
Tryg-Baltica Group N/a Den Danske BankBaltica Bank | Denmark
(1987) 10%
Hambros (UK)
Forties N/a Spaarbank Breukelin Belgium 100%
Metropoliton Bank
VSB Bank, ASLK-CGER Bank
Aachener & Muenchener X Bank fuer Gemeinwirtschaft (JV) Germany 100%
Athena X Athena-Banque 100%

Source: own compilation from various sources
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From Table 3.13, it is seen that that among Europe’s largest 100 insurance groups,
only a small number of them have entered into banking business, and these banks
offer very few banking products such as mortgage and loan. The insurance companies

commonly used products and their mortgages and loan value are shown in the Table

3.14 and 3.15 respectively.

Table: 3.14

Banking products range supplied by insurers
Banking products Suppliers Comments
Current accounts, cheque | Larger insurers through | -
books etc. separate subsidiaries
Mortgages Most insurers -
Credit/debit cards Few insurers AGF’s Dianars Club card
Loan Most insurers -
Investment Most insurers -
Annuity Almost all insurers -
Unit trusts Most insurers -
Securities dealing Larger insurers -
Foreign exchange dealing Larger insurers -

Source: own compilation

Table: 3.15

Insurance companies mortgages and loans value (local currency) 1995
Country Mortgages loan Loans other than mortgages
Belgium 202181 19477
Denmark 5026 2373
France N/A 56922
Germany 112686 399001
Italy 2042200 N/A
Netherlands 39256* 93895*
Portugal 954 564
Spain 44024** 4845
Sweden 11993 *** 32577
Switzerland 27292 26479
UK 3482%%* 6121

* = 1994 figure, ** = 1989 figure, *** = 1990 figure, **** = 1988 figure
Source: Insurance statistics year book 1988-1995 & OECD 1997

We have shown in Chapter two that the banks in Europe are engaged in insurance
business. They are permitted not only to engage in insurance distribution but also in the

core insurance activities, i.e. underwriting of insurance. This is a serious threat for
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insurance companies. Earlier when banks started distribution of insurance, insurance
companies used to underwrite the insurance and banks used to distribute these
insurance products through their banks branch network. In this way, they had a
principal-agent relationship, insurance companies as principal and the banks as agent.
Such an agency relationship between the insurance companies and banks was a threat to
traditional insurance intermediaries as these banks used to compete directly with the
traditional insurance intermediaries in the intermediaries market. The insurance
companies, by employing banks as insurance intermediaries, used to get an extra strong
channel for distribution of insurance in addition to their traditional channel.

Soon afterwards, when the banks realised that insurance business is a good prospect for
them, they started to think about it. As they had now learnt the ‘know how’ of
distribution of insurance, they started withdrawing support for distribution from
traditional insurance companies. Instead, they established their own underwriting
insurance ventures and distributed their own underwriting products through their own
bank branch network. Therefore, the insurance companies not only lost their strong
distribution channel but also directly faced competition from the banks. This time not
the intermediaries but the underwriters face a serious threat from banks.

In this situation, the insurance companies have three options: 1. Do nothing; 2. Improve
existing services possibly with reduced price; 3. Counter respond. If the insurance
companies do nothing, they will lose their market ultimately. The second option is to
improve existing services. Diacon (1990c), Press Kit (1991) mentioned some of the
following key factors as necessary in order to improve services: (i.) Quality of service;
(ii.) Technological development; (iii.) Effective distribution and marketing; (iv.)
appointment of good investment expertise, (v.) Innovation of products but not

duplication or copying of products; (vi.) Lower pricing and higher quality of products in

83



the products line; and, (vii.) Advertisement of service quality, products and pricing. All
these factors are very important and desirable but not enough within this competitive
environment for insurance companies. Further more, one-third of customers now
prefers everything under one roof [Swiss Re (1992)]. However, in this circumstances,
Dickinson & Dinenis (1992) suggested the following:- discourage any initial predatory
pricing; develop alternative distribution channels; increase of corporate image through
advertise etc.; improve the size and quality of direct sales forces; support services to
agents and brokers like laptop, training etc.; and finally a counter reaction, i.e. to
acquire banks by insurance companies.

Dickinson & Dinenis (1992) further suggested that ‘Insurance companies would adopt
strategies which were conditioned by the strategies of banks, since the banks would be
the prime mover in the game’. They suggested that if banks are less aggressive in
nature, i.e. short-term maximising position, then insurance companies would tend to
adopt a more passive strategy and may even seek to encourage the strategy in this
direction. If the banks were to adopt a more aggressive, predatory strategy, then the
insurance companies would react more positively.

Currently we see that the banks are more aggressive in nature. In this situation, how
insurance companies should respond? A simple answer is to acquire banks by insurance
companies. This is in our opinion is ‘assurancebank’ (defined earlier in this Chapter).
The ING, one of the leading providers of insurance products in Europe has already
adopted this strategy (Figure 3.1). From the corporate structure of the ING (Figure 3.1),
it is seen that the ING, in addition to its life assurance and general insurance business,
has diversified into banking and investment business activities through different

subsidiaries.
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Figure: 3.1

Corporate Structure of the ING Group

ING Insurance ING Bank
l.ife ING Bank
Non-life Posthank
Investment Specials

In 1997, the ING’s total net income was 1.8396 billion Euro and in the same year it
earned 1.2579 billion Euro from banking operation (Graph 3.2). It appears that the
ING is doing well in its banking operation and, therefore, other competitors may be
interested in assurancebank because of ING’s success. Other large insurance groups in
Europe, such as Prudential, Aegon, etc have already moved in this direction (Table
3.4), although the largest European insurance group, the Allianz has stated not to

become involved in banking,
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Graph: 3.2

ING's Income 1997-1993
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mainly due to the potential increases of risks and decreases of profitability. We will
test this issue empirically, i.e. the risks and return effects of diversification of
insurance companies into banking, in Chapter six. However, the insurance companies
that have already entered in banking business, are still struggling (for instance, the
ING Group) in integrating the services at operational level. There needs to be more
integrated corporate structure along with a shopesticated high tech IT network to
deliver the financial products. We, therefore, propose an integrated model of

'assurancebank' in order to overcome such problems.

3.6. A SIMPLE MODEL OF ASSURANCEBANK
3.6.1. THE MODEL
We imagine ‘X’, a medium size life assurance company (it can be general insurance or

composite insurance company). Due to the entry of commercial banks and building

societies into life assurance distribution as well as underwriting activities, it is losing
its market share. The direct competition in distribution as well as in underwriting with

banks and, at the same time, the withdrawal of strategic alliance support of banks
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from insurance companies, have threatened them heavily. The existing clients are also
moving slowly towards banks because of the changing habits of customers. They want
all of their financial products from a single source’. Since the regulators removed the
regulatory barriers between banking and insurance, banks have extended a range of
financial products. Therefore, a customer can buy from his/her bank all the banking
products, i.e. accounts, cheque book, loan, overdraft facilities, and direct debit as well
as all the insurance products, i.e. life assurance, pension, household insurance,
mortgage insurance, motor insurance, credit insurance, and above all the investment
products.

Mr. 'A’, a customer of the insurance company ‘X’, has a life policy worth 75 thousand
pounds. This life policy will have a policy number like traditional policy number. This
number will be the key between Mr. A and the company X. Mr. A has a regular
income (monthly, for instance) which currently goes to his traditional bank account.
The annual gross income of Mr. A is 25 thousands pounds. He has a credit card and
the credit limit is 4000 pounds. His bank has given him Over Draft facilities (OD). He
wants to buy a house with 95% mortgage. He was preparing to apply to a building
society for a mortgage. His bank manager, knowing that, proposed to him to apply for
a mortgage in the bank. Mr. A has a motor car that is insured through a local insurance
broker. The annual premium is 400 pounds. He goes for holiday every year and takes
holiday insurance. The average premium is 75 pounds. He also pays 20 pounds
premiums for his card protection insurance. Mr. A has some direct debits. These are
for electricity bill, gas bill, water bill, council tax bill and a telephone bill. This goes

from his bank through direct debit mandates.

' A recent study supports this argument [‘Life assurance Marketing’ Swiss Re 1993].
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Now, Mr. A is planning to switch off his life policy and going to join with his bank to
take a similar insurance. Can the insurance company 'X' give similar facilities to Mr.
A? If it can, he may stay with the company X.

Yes, X insurance company can by adopting this model.

The policy account will be used as if it is also a bank and credit card account. A
mortgage will be offered to Mr. A as he wants to buy a house. As his gross salary is 25
thousands pounds he can borrow up to 75 thousands pounds, according to (UK)
normal mortgage custom or more, i.e. 95% mortgage. The mortgage indemnity
insurance will be taken against this mortgage like other banks and building societies
do. A life protection cover will be given to Mr. A against the mortgage amount. A
building insurance will also be given for the property being purchased by Mr. A.

He will be given a credit/debit card depending on his financial strength and the
number of years he is running the life policy like other bankers, where they require
certain amount of credit scoring. As regular money comes to this life account, all the
direct debits will be honoured as long as there is sufficient amount of money,
including the credit zone limit like other traditional bankers. Mr. A may get OD
facilities against his regular salary, and/or he may get it after two or three years of
running the policy against his insurance policy. Since a life fund is created from his
life policy which is traditionally invested somewhere else, now simply by switching
off the traditional investment method and area, this life fund can be just invested to
Mr. A as an investment if s/he requires any loan, and thus, get the interest from
him/her instead of other investors. There might be government restrictions to invest in
such ways but some of the funds at least can be invested.

A motor cover can be arranged within the group if it is a composite company, or if it

has a separate general insurance company, or if not, company X can make a strategic

88



alliance with one. As a large number of business volumes will pass through the
company X, X will get special commission rate compared to the traditional broker's
rate. The company X then can supply this relatively cheaply to its client to make sure
the price is relatively lower or at least equivalent in the market. Similar arrangements
may be made for his household, and holiday insurance. A plastic card, debit or credit
card, will be given with the policy number, which will be used as account number for
all these products, including as a card number. When customer A has any inquiry he
will simply show his magnetic stripe plastic card or if over the telephone, simply
quote his policy number (which is also account number). One account number may be
caused problem for a series of financial products, i.e. banking as well as insurance,
which he has already taken from the company X. The simple solution for this is, after
having the account number, counter will simply ask for the policy number. In some
cases, staff may ask further identity like date of birth etc, similar to traditional bankers
when any body ask for an inquiry over the phone. When the staff confirmed the
identity of the client then he can ask for what the query is. Alphabetical symbol can be
used for each product in order to simplify the catalogue of the products that Mr. A has
already taken out from the company. For life assurance L or for motor insurance M, or
cheque book C, credit card for K or direct debit DB and if DB for telephone then
DB.T, for gas bill DB.G, if instead of DB, the client uses cheque book, then C.T for
telephone bill etc. In case of incoming money, just the policy number will be used,
similar to traditional bank account number. For out going of money including
withdrawal of cash by the client from the ATM, this single account can be used (Table
3.17). For cash withdrawal this is important. ATM will be connected with a main
computer like the traditional ATM. The company X can set up its own ATM in its

branches and agency offices as well as links with traditional ATM network, so that,
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Mr A can withdraw money easily whenever he needs subject to availability of funds or

credit zone limit. Now in the following Table (3.16) we can classified all the products

taken by Mr. A.
Table: 3.16
Products range to be covered by the assurancebank
Banking type Investment Life insure. type Gn. Insurance type
type

Current account

Savings account

Pure life cover

Household insurance

Cheque book Pension Life and savings | Building insurance
cover

Plastic card PEPs Linked life Content insurance

Direct debit Other savings Accident & health Motor insurance

Deposit taking Annuity Mortgage indemnity | Travel insurance

Personal loan Share dealing Credit insurance

Money transmission

Card protection
(internal & external)’

Figure: 3.2 Assurancebank model

Figure

Front Office

Specialist group

Y
Central computer Direct
marketing

General
insurance

| Life assurance| | Investment Banking

Assurancebank model

? For internal like commany’s own products, i.e. monthly mortgage payment, insurance premium etc.

and external payment like telephone bill, gas bill, council tax bill etc. either via Direct Debit or Cheque
or phone banking.
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Life type, investment type, banking type, and general insurance types of products will
be underwritten in separate sections but all will have direct links with each other for
harmonisation of products and for the protection of duplication and conflicts of
products. After designing and approval of each of the products, these will then be
transmitted to the central computer (Figure 3.2). The central computer will play an
important role. This central computer will be connected with the front office as well
as Direct Marketing (DM) section so that both can down load products as necessary
and to the requirements of customers. The DM will be used like current DM system,
i.e. direct sale of products over the telephone or in some cases referred to front

specialist office group.

The front office will usually have two groups, namely ordinary and specialist. The
ordinary groups will deal all sorts of financial dealing like bank branch. If specialist
advice is necessary the matter will be referred to specialist group who will be very
easy to access almost stand by. The front office may be insurance companies’ own
banking branch or agency or brokerage office. But emphasise will be given to DM.

For further details, please see the organisation chart in Figure 3.3.

3.6.2. PRODUCTS TO BE COVERED BY THE MODEL

3.6.2.1. LIFE ASSURANCE TYPE PRODUCTS

(a) Life assurance:

Just a pure life cover can be given as if this firm is a traditional life insurer. This life
office may design life policy in such a way that it can give to customer the benefit of

protection and at the same time saving. Thus, that the customer instead of being
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interested in just traditional savings, can be interested in this product which will give

both the benefits to the customer.

(b) Linked life:

Linked life cover can also be given to a customer. If customer qualifies for a mortgage
product which is also life company's own product, can be given life
coverage/indemnity against the mortgage value to this customer. The property for
which the mortgage is sanctioned can also be given coverage with a building
insurance. This building insurance policy can be the company’s own or they can act as
an intermediary for this building insurance. At the same time content insurance or
household insurance cover can be given for the house being mortgaged with the
company. So that this company is selling five (mortgage, mortgage indemnity, life,
household, building insurance products) products at the same time with the same

person to a same person. Scale and scope economies should exist in this case.

Accident and health insurance can also be sold in this way.

3.6.2.2. INVESTMENT TYPE PRODUCTS

(a) Pension product:

Since traditionally the insurance company ‘X’ as a life company, will have experience
in selling pension products as a combination of coverage, it should minimise its
administration cost and should sell relatively cheaply in the market. As the
salaries/wages come to this firm, it is easy to chase the customer for pension. In this

case, the firm will create a database for prospective persons' for pension products.

92



This data base will be created from the data already held the central computer on age,
job type, whether the customer’s employer run a pension scheme and whether it is
adequate for the customer, sex, etc. Care should be taken that the customer is not

forced if it is not necessary for him and if customer does not want it.

(b) The PEPs:
Insurance companies are now familiar with selling PEPs. So, this product will be

distributed in the existing way or if necessary like pension method way mentioned

above.

Similarly, annuity, and share dealing can also be introduced through this investment

sub channel.

3.6.2.3. GENERAL INSURANCE TYPE PRODUCTS

(a) Motor insurance:

A significant number of households have motor car. Third party insurance is
compulsory. So to the same person who has taken mortgage, life assurance etc. can be
offered motor insurance. As most of the underwriting information is held for previous
products it is easy to sell motor products over the phone. If this company or any of its
group do not underwrite motor insurance, they still can act as an intermediary with
minimum commission or in some cases without commission at all in order to not to
say ‘no’ to a customer. Thus, customer can be satisfied. Though it does not sound nice
as a trader, it should be remembered that the company should satisfy the customer to

retain him as the customer giving money to the company for different related

products.
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(b) Travel insurance:

Travel insurance can be sold in a similar way. But some holiday companies require
their own products or a product that of a similar standard to that holiday company. In
this case, the company can standardise the product to be similar to that of the holiday
company’s insurance products. It even can set pre arrangements such that if a
customer comes and shows their proof, this will be accepted, as most holiday
company keep the options that if you can bring similar products they will not charge
for insurance.

In the same way, mortgage indemnity insurance, building insurance, household
insurance, credit insurance, and personal loan and card protection insurance can be

designed and introduced to the production line.

3.6.2.4. BANKING TYPE PRODUCTS

(1) Current account and cheque book:

This is important for assurancebank. If the customer has already taken a life or a
mortgage etc. products, he will be offered a bank account number for banking
activities. This account will receive his wages/salary etc. It can be the other way round
if the customer has already opened an account and requires further services like
mortgage etc. He will be given a cheque book so that he does not need to go to a
traditional banks to do banking. This cheque will be of similar standard to the current
banking chequebooks. Through this chequebook the customer can write cheques to
others according to his need. The customer should confirm that he has sufficient fund
to clear the cheque, other wise the cheque will not be honoured. This is same as in
case of traditional bankers. The only difference is if the customer have opened a life

policy, as long as he run the policy the firm will not charge the cheque return fee. If
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the customer has not taken the life policy, a small charge can be taken but must be
significantly lower than the traditional insurer. Putting the condition (mandatory) of
life assurance is that the firm will be able to sell an extra life insurance. The customer
will buy this policy thinking that as I will not pay the cheque return fee, instead I will
pay a small amount of premium for my life cover. Not only that if the customer take a
life policy or a mortgage and his salary should come regularly to the firm from his
employer, he will be given free banking facilities. Currently traditional banks give free
banking facilities if the customer do not overdrawn. Other services should also be free
like as direct debit for paying gas bill, electricity bill, telephone bill etc, but the firm
will pay the bill only if there is sufficient funds including pre arranged credit zone
limit (if the customer is qualify for credit zone limit. The qualification measure may

be the similar of traditional banks).

(b) Mortgage:

This product was offered traditionally by the building societies. Later on banks were
allowed to offer mortgage (for instance Barclays). Lately insurance companies have
also become involved in offering mortgage products (for instance, General Accident).
Insurance company X can offer this mortgage. As the big insurers have already in the
market and now have already learnt the ‘know how’, this will be easier for them to
extend. If the customer is not the customer of the current company and has applied for
a mortgage, he can be given the mortgage subject to qualification. He can (at the same
time with mortgage offer or after giving the mortgage) be offered other services like
bank account, chequebook, insurance cover etc. Once he has been captured by any of

the major products, other products also can be sold to him as he needs these products
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and he will take these if he has not already taken these products from some where

else.

c¢) Deposits:

To qualify to take deposits from the public, an insurance company needs authorisation
from the authority to do banking activities. The requirement of minimum capital is no
problem for large insurance companies. The requirement of ‘fit and proper’ person
can also easily be found as there are large number of redundancies in banking
industries due to mergers and reducing of branches. For instance, the merger between
UBS/Credit Swiss has cost redundancies about 4000 employees.

However, once the authorisation is granted the legal requirement is done. One
question needs to be addressed here that can an insurance company conduct banking
business through the existing legislation of European countries? We will attempt to
answer this question later on in the next section. Another question is whether
insurance companies need banking authorisation for conducting distribution of
banking business (not underwriting banking business)? To find out this, we quote an
example: In the UK, supermarkets like Tesco, J. Sainsbury etc. conduct banking
activities to their own retail customers without having authorisation from the central
bank or from the appropriate authority. What they do is to make a tied alliance with an
established bank, and sell their banking products. Regulators have not yet intervened
in these activities. Insurance companies can acquire a small or medium size bank or
can create their own having prior authorisation from the appropriate authority, usually
from the central bank. If a suitable domestic partner is unavailable, a cross boarder
strategy might be helpful to have a banking subsidiary. Now the established insurance

company can back this new sister bank in order to expand the business with strong co-
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operation as if it were a different section of the same office. If authorisation is not

granted simply within the existing scope of business, still some sort of banking

operation must be conducted.

(d) Direct debit/standing orders/chequebook:

Insurance companies receive lots of direct debits/standing orders/ as well as bankers
cheques as the payment of insurance premiums and fees. Insurance companies on the
other hands pay small claims maturity money or surrender money to customer by
banks cheques. If they have their own cheque they can reduce the dependence on
traditional banks. Thus, the insurance companies that are very big customer of banks,

by withd