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Korte samenvatting

Dit rapport bevat een empirische analyse van coentie op de markt voor
levensverzekeringen. Op deze markt spelen finanei@Viseurs een belangrijke rol. Daarom
wordt tevens uitgebreid ingegaan op de werkingdemarkt voor financieel advies. De
belangrijkste uitkomsten luiden als volgt. Empihieconcurrentie-indicatoren wijzen op een
beperkte werking van concurrentie op de markt V@eensverzekeringen. Er zijn grote
schaalvoordelen, de gemiddelde efficiéntie is kvagle zogenoemde Boone-indicator duidt op
weinig concurrentie in vergelijking met andere diemsectoren. Ook de hogere
winstgevendheid van Nederlandse levensverzekevaageleken met hun buitenlandse
branchegenoten duiden op minder intensieve conaigrenaar hierbij past de kanttekening dat
deze indicator hoofdzakelijk het verleden weersglie@eter functioneren van tussenpersonen
en adviseurs kan een sleutel bieden voor verbgtgen de concurrentie. Uit de
onderzoeksresultaten blijkt dat consumenten dieeratussenpersoon lijfrentes hebben
aangeschaft, gemiddeld een lagere opbrengst nealisan consumenten die direct zaken
hebben gedaan met een levensverzekeraar. De uttomsderstrepen het belang van grotere
transparantie van en onpartijdige advisering oeemsverzekeringsproducten.

Steekwoorden: concurrentie, levensverzekeringssehpersonen

Abstract

This report presents an empirical analysis of cditipe in the market for life insurance. In this
market, financial advisors play a large role. Tk the report devotes considerable attention
to the functioning of the market for financial ackwi The main findings are as follows.
Empirical indicators of competition find only weakmpetition in the market for life insurance.
There are substantial economies of scale, largeeXiciencies, and limited competition as
measured by the Boone-indicator compared to o#fteices sectors. Also the higher
profitability of Dutch life insurers compared tcethforeign peers suggests weak competition,
although it should be pointed out that this inddcabainly reflects the situation in the past.
Better functioning of financial advisors offers eyktowards improving competition. Consumers
who purchased annuities through advisors are fooiaghieve lower pay-outs than consumers
who purchased directly from life insurers. Thisdiimy underlines the importance of more
transparency of life insurance products and of peeelent advice.
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Preface

Life insurance products play a very important fial¢he financial planning of many
households. For this reason it is important thasamers have access to a well-functioning
market for life insurance products. At the sameetimany consumers view life insurance
products as complicated. Therefore consumers aftarke the assistance of financial advisors
who consequently play a central role in this market

This study presents an empirical analysis of coitipetin the Dutch market for life
insurance. A separate chapter discusses policgrapfor improving the functioning of this
market. The study should be useful to policymakesponsible for designing appropriate
policies for improving the functioning of markets fife insurance and financial advice.

The report is based on joint research of CPB ané&NMe research team consisted of
Michiel Bijlsma (NMa), Machiel van Dijk (CPB), Migal van Leuvensteijn (CPB), Marc Pomp
(CPB) and Cora Zonderland (NMa). Jaap Bikker offbiuech Central Bank (DNB) contributed
a large part of chapter 4. Finally, we benefitexhrfithe work of Victoria Chorny, who wrote
her Master’s thesis during an internship at the CPB

Thanks are due to participants of a workshop inlAR&05 where a draft of this report was
presented. Comments of Peter Andrews from the Utarkdial Services Authority, Johannes
Hers of the Ministry of Financial Affairs and Wijnd van de Beek of the Dutch Financial
Market Authority (AFM) were most helpful. In additi we would like to thank Angela van
Herwegen and Hugo Keuzenkamp (University of Amstery Peter Risseeuw (SEO) and
Marcel Canoy (currently at the European Commigsiontheir detailed and useful comments
on previous drafts of this report. Finally, we thahe Dutch Consumentenbond for providing
us with data on pay-out ratios used in the analpsihapter 5.

Henk Don
Director CPB

Pieter Kalbfleisch
Chairman of the board of the Netherlands Compaetifiathority






Summary

The life insurance industry produces a wide rarfdemancial products, from classical life
insurance (insurance against living “too short"pamsions and annuities (insurance against
living “too long”) to products that combine an imance and a savings element e.g. capital
insurance linked to mortgages for owner-occupiegsing. Thus, life insurance products play a
very important role in the financial planning of myshouseholds.

It cannot be taken for granted that these marksistion properly. Characteristics of the
market such as concentration, barriers to entry hégh search and switching costs may raise
concerns about anti-competitive behaviour. Thesential problems may be exacerbated by
the nature of the products involved. Many consurhage their choice of product and firm on
financial advice, showing that consumers find itchi make the right choice on their own. As
a result, the functioning of the market for lifesimances depends to a substantial degree on the
functioning of the market for financial advice.

In this report, we present an empirical analysitheffunctioning of the market for life
insurance. The empirical analysis consists of tendsp In the first part, we focus on
competition in the market for life insurance. le tecond part, we focus on the market for

financial advice.

Empirical indicators of competition in the market f or life insurance

The empirical analysis of competition in the marfketlife insurance focuses on three
indicators of competition. The first indicator iaded on economies of scale. Estimates indicate
that scale economies are substantial comparedabis/isually found for other financial
institutions such as banks. All existing insurancepanies are far below the estimated
(theoretical) optimal size. The present analysisdfore seems to suggest that further
consolidation in the Dutch life insurance marketyrba efficient. Apparently, competitive
pressure in the insurance market has been ingrifitd force insurance firms to exploit the
existing economies of scale.

The second indicator is based on so-called X-iaiefficy. We find X-inefficiency estimates
of around 25%, on average, a magnitude which woatde expected in a market with heavy
competition. Incidentally, such inefficiencies @ uncommon for life insurance firms in other
countries.

The third indicator is the Boone indicator. Estiggabf this indicator point to weak
competition in the Dutch life insurance industryrggared to indicator values in other service
industries. All our empirical analyses are basetb@ance sheet and profit and loss data from
both new and old business. Although the annual preistem in large part from new policies,
the portfolio of policies is built up over the ysaHence, an improvement of competition would
show up in these figures only with some delay, ddpgy on the type of indicator. However,



annual estimates of the Boone indicator for thetmaxsent years find a weakening rather than a
strengthening of competition.

Although the evidence from these three indicatasschot allow us to draw strong
conclusions on competition in the insurance mawdéthree indicators find only weak
competition.

Empirical analysis of the quality of financial advi ce

On the basis of consumer survey data, we investigahether and how product choices differ
between consumers who use financial advisors ansutoers who do not. By comparing the
choices of these two groups, we are able to drawlasion about the functioning of financial
advisors. A first finding is that consumers who aveare of the fact that advisors are usually
being paid on the basis of commission are muchlilesly to purchase through an insurance
advisor. Moreover, the effect of commission awassnon choice of channel is very large.
Second, a consumer’s level of risk aversion is fbtmnhave a significant influence on product
choice in the case of direct purchase. The hidhetavel of risk aversion, the higher the
probability of purchasing a safe product. Surpgsi, this relation between risk aversion and
product choice is absent in the case of purchasegh an insurance broker. The most probable
explanation for this is that a substantial numidénsurance advisors do not take into account
consumers’ risk aversion when advising consumensitat product to purchase.

By combining the consumer survey data and datauotatjons by life insurance companies,
we also investigated the impact of search behayfmancial advice and personal
characteristics on the quality of the decisions tomsumers make with respect to life
insurances with a guaranteed pay-out. Only theotiaa insurance advisor was found to have a
statistically significant effect on how well consera select an insurance company. This effect
turns out to be negative: on average the resposdeiour sample who bought a policy through
an insurance advisor receive a significantly lopay-out than the respondents who bought a
policy directly from an insurer. Furthermore, weifial that virtually all respondents could
receive a pay-out that is substantially higher tthenpay-out of the policies they have actually
chosen, independent of whether or not they usechéiial advice. We conclude therefore that,
within this type of life insurances, (i) consumgenerally do not buy the best policies
available, (ii) advisors do not advice the besilatsée policies for their customers, and (iii)
consumers who buy through a financial advisor ayese off than those who do not.

Policy options

The empirical analysis has raised doubt about égees of competition in life insurance
markets. Moreover, this analysis also indicatesfihancial advisors often fail to advise the
best product to their clients. Government policuldplay a role in improving the functioning
of these markets. We therefore present a numbeolady options that address these issues. A
number of policies are already being implementedini@ form or another, other options will be
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implemented after the new law on financial interraédn (WFD) has entered into force by the
end of 2005. In addition, we also consider a nunalb@olicy options that are currently not
discussed in Dutch policy debates. Each of thecpalptions has potential benefits but also
potential costs in terms of implementation costadministrative burden. Before
implementation an assessment of their costs anefiteis recommended.

We distinguish between policy options aimed atilileurance firms, policy options aimed at
financial advisors and policy options aimed at coners. In the first category, we argue that it
will be important to evaluate whether the recentifications to the Initial Disclosure
Document (in Dutch: Financiéle Bijsluiter) do imdkresult in greater transparency. There is
also a case for reducing reputational barrierotopetition by improving the safety-net in case
of failure of a life insurance firm.

Turning to financial advice, one policy option dsihtroduce certificates for independent
advisors. A certificate of independence could lduced which lays down certain minimum
requirements such as the number of different fitorise included in the comparison on which
the advice is based, the absence of financiabtiesr than commission, the obligation to keep
records of the advice process for at least a cepwiiod etc. A policy option that goes one step
further would be to reserve the label ‘independéntadvisors who are purely paid by
consumers on the basis of fees per hour of ad&izether option is further improving the
transparency of remuneration of advisors. One Waaghieving this is along the lines of the
approach recently introduced in the UK, where amgisnust show the market average of the
costs of advice for similar products. In additiorimhproving transparency, policymakers may
also regulate the terms of the contracts betwéemisurance firms and financial advisors. By
excluding certain types of contract conditionsndy be possible to better align the interests of
consumers and advisors. Once again the UK exampéddvant. So-called volume contracts
are explicitly forbidden. In addition, financial\ddors are not allowed to take out loans from
banks or life insurance firms for which they sélcial productskinally, presents, holiday
trips, or bonuses from insurance firms to adviswesnot allowed. Although the effects of these
measures on the quality of advice are hard to preoktter aligning the interests of consumers
and advisors would be expected to improve thisityual

Policy options aimed at consumers include improogsumer awareness of the need to
shop around. One possibility is a policy experimamnwhich comparable information on
financial products is made available to consumerérée. A second option is standardisation of
products. This has been attempted in the UK wighittroduction of so-called stakeholder
products. The stakeholder approach can be summariststandardisation light” (since firms
were still free to offer non-stakeholder productd)ere is at least one example from other
markets were such a policy seems to work, namelWibrwegian energy market. A final
option is to reduce switching costs. Because oftfleading of costs, switching to another
product or another firm is expensive. Reducing aiftg costs by disallowing front loading and
replacing this by a system of annual commissionslavgive consumers the option to switch to
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another product and/or another firm. However, ré@ayiswitching costs also has a possible
disadvantage. Lack of consumer commitment can générefficiencies in insurance markets
because short-term contracts do not offer insurageést reclassification risk (a change in
health status resulting in increased premiums)s Pbssible disadvantage must be traded-off
against the advantages of reduced switching destsently the Dutch government has decided
to impose a maximum on front loading of 50% of &l commission received. This decision
can be seen as a compromise between the advaatadjdisadvantages of switching costs in

this market.
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Introduction

The life insurance industry produces a wide rarfdemancial products, from classical life
insurance (insurance against living “too short"pamsions and annuities (insurance against
living “too long”) to products that combine an imance and a savings element e.g. capital
insurance linked to mortgages for owner-occupiegsimg. Thus, life insurance products play a
very important role in the financial planning of myshouseholds. This important role is
reflected in the size of the life insurance indysspending on life insurance products accounts
for almost 5% of GDP for all products combined.pid this figure into perspective, annual
spending on new cars amount to about 2% of GDRar{gldt is very important for consumer
welfare to have access to well functioning marketdife insurance products.

It cannot be taken for granted that these markeiadked function properly. Characteristics
of the market such as concentration, barriers ticyeand high search and switching costs may
raise concerns about unilateral and/or coordinatgédcompetitive behaviour. Moreover, these
problems may be exacerbated by the nature of thdupts involved. Many consumers base
their choice of both product and firm on finanaalice, which shows that consumers find it
hard to make the right choice on their own. Assaltethe functioning of the market for life
insurances depends to a substantial degree onrnb8dning of the market for financial advice.

In this report, we present an empirical analysitheffunctioning of the market for life
insurance. Before presenting these empirical asalyse present our theoretical framework for
studying competition in this market (chapter 2)isTik followed by chapter 3 in which we lay
out the main facts about the Dutch market foriliurance in an international comparative
perspective. The empirical analysis consists of pads. In the first part, we focus on the
functioning of the market for life insurance as laole (chapter 4). In the second part, we focus
on the market for financial advice (chapter 5). @ka6 discusses policy options for improving
the functioning of the market for life insurance.
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2.1

2.2

Figure 2.1

Analytical framework and literature review
Introduction

In this chapter we present our analytical frameworkanalysing competition in the market for
life insurance. The starting point of our framewagkhe vertical structure of the market, which
is characterised by the presence of financial inéeliaries as an important link between final
consumers and life insurance companies. The netibas discuss determinants of competition
for the three actors in this vertical structuré Insurance firms, financial intermediaries and

consumers. Where relevant, empirical results frioenliterature are mentioned.

The vertical structure of the market and the pi  votal role of financial
advice

The starting point of our analytical frameworkhe tvertical structure of the market (see Figure
2.1). As is well known, financial advisors play ery important role in these markets. As
indicated by the arrows with label C, life insurarmompanies sell some of their products
directly to consumers but a large share (on avesbget 60%) of total sales is channelled
through financial intermediaries acting as agemtsbdnsumers (the various types of advisors

will be discussed in chapter 3).

Vertical structure of the market

Life insurance

A 4

companies

A.
v

Financial advisors

B.

A 4

Consumers

A
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2.3

This vertical market structure has clear implicasidor our research strategy. For an overall
assessment of competition in the market, it will I/ enough to analyse the market in which
insurers sell directly or indirectly to consumedrgl{cated by A. and C. in figure 1). Even if
these markets would function properly, this maly stit lead to acceptable market outcome
from a consumer perspective if financial advisarsxdt compete (or compete on the wrong
product dimensions) in the consumer market (degibteB. Figure 2.1).

This suggests that in assessing the level of cdtigrein the market for life insurance, we
should distinguish between traditional supply datgtors that affect competition between life
insurance companies on the one hand, and fact@atraffiect competition from the demand side
on the other. Therefore, we start with an overvidweterminants of competition on the supply
side (section 2.2), and then move on to determinaihtompetition on the demand side (2.3).

Determinants of competition: structure & conduc t of life insurance firms

In order to assess the functioning of marketsiferihsurance and annuities, we will apply the
diagnostic framework developed in CPB (2003). Therhework can be used to assess
empirically whether a given market structure cdosts a tight oligopoly. A tight oligopoly is
defined as follows

A tight oligopoly is an oligopoly of which the maticharacteristics facilitate the realisation of
supranormal profits for a substantial period of &m

‘Supranormal profits’ refers to a profit level theatceeds a ‘fair’ rate of return on capital
invested. A ‘fair’ rate of return is a profit leviidat is market conform relative to the firm'’s risk
profile. The term ‘facilitate’ indicates that firns® not necessarily gain supranormal profits, but
that it is easier due to the market characteristiés ‘easier’ in the statistical sense, i.ee th
probability that one observes welfare reducingosatin a tight oligopoly is higher than on a
more competitive markétFinally, ‘substantial period of time’ is an impant addition. We are
interested in oligopolies in which the market staue, without government intervention, will be
stable for a number of years.

1 We stress that welfare reducing actions are not intrinsic to all tight oligopolies. A tight oligopoly refers to structural
characteristics of the market and therefore only to the feasibility of welfare reducing behaviour. In other words, there may
exist tight oligopolies in which competition is fierce. Thus, if we would conclude that the markets for life insurance have
characteristics that warrant the label tight oligopoly, this does not in itself imply limited competition. Nevertheless, if these
markets qualify as tight oligopolies, then it becomes relevant to assess structural remedies that reduce the probability of
anticompetitive behaviour - in other words actions that make these oligopolies less tight (e.g. reducing entry barriers).
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Economic theory suggests factors that raise thieglmitity that we are dealing with a tight
oligopoly. These factors are summarised in Talle Phe table draws a distinction between
coordinated effects on the one hand, and unila¢ffatts on the other hand. Coordinated
effects refer to both explicit and tacit collusievhile unilateral effects refer to actions
undertaken by individual firms without any formadordination with other firms.

Table 2.1 Determinants of competition: supply side factors ®

Relevance

Essential

Important

Coordinated effects Unilateral effects

High entry barriers High entry barriers

Few firms Few firms

Frequent interaction Heterogeneous products
Transparency

2 Source: CPB (2003), p. 34 (except adverse selection).

High entry barriers

It is intuitively clear (and supported by econottfieory) that a high degree of concentration
combined with high entry barriers is conducivehte tealisation of supranormal profits. Data
on concentration and actual entry will be presemezhapter 3.

High entry barriers may derive from several sourEast, efficient risk management
requires scale and scope. This follows immedidtelyn the basic idea behind insurance, which
is risk pooling. Risk pooling requires a sufficilgriairge customer base with uncorrelated risks.
Furthermore, as was pointed out in the introductiimce the mortality risks influence the value
of annuities and life insurance in opposite wayki¢gner than expected life expectancy leads to
profits on life insurance and losses on annuities\ace versa), offering both products enables
the firm to reap economies of scope in risk managem Empirical research finds that
economies of scale are important in life insura@w®apter 4 will summarise the literature and
present new estimates for the Netherlands.

Second, entry barriers may derive from reputatifeces. Purchasers of life insurers may
be willing to pay more (or receive less) if therfihas a proven reputation. This may make it
more difficult for new firms to enter the markeh& German experience with the so-called
Riester pension (a tax-favoured supplementary pahandicates that such reputation effects

can be important.

2 If re-insurance is cheap and easily available, scale and scope become less important. However as long as the insurance
company retains some risk, scale and scope effects will play some role.
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One reason for the low take-up of the Riester ipansas that consumers questioned the
viability of the life insurance companies that weedling the relevant policies (Casey 2004, p.
7)3

The importance of reputation, and hence its efiectntry, may be lessened through
insurance guarantee schemes that protect the galidgr against bankruptcy of their insurer
see chapter 3).

Differences in regulation across countries ardrd fhossible source of entry barriers.
Although within the EU important steps have bedwiteto harmonise insurance regulation,
representatives of insurance companies within thestil complain about large differences in
regulation (CEA 2004). These differences may applyarious types of regulation (Davis
2002, p. 20-21):

Balance sheet regulation which stipulate whichtaggad in what proportion) life insurers
should hold.

Mandatory use of standardised mortality tables. ja.8elgium).

Mandatory adoption of prudent assumption abousrateeturn on assets.

Some regulators have gone further, and put limitthe type of products that can be sold. Also,
some countries have adopted regulations that tireiguaranteed returns that insurers may
offer on annuities (Davis, 2002, p. 20). This lisrthe scope for exploitation of uninformed
consumers. For example, in the US, the interestassumed by salesmen in advising
customers on variable annuities is not permitteldet@ver 5% per year, thus seeking to limit
aggressive sales tactics by salesmen promisingrbighns. Recent research on business
services (excluding financial services) has shdven differences in regulation constitute an
important barrier to international trade and foredfirect investment (CPB 2004). This may also
be the case for life insurance. One possible mmwt@rds harmonisation that has been implied
in the recent directive in trade in service is $becalled home-country principle, which
stipulates that firms only have to comply with rigion in the country where they are
incorporated (CPB 2004). However, in the casefefitisurance, the EU-insurance directives
stipulate that the law of the country of commitmapplies (CEA 2004). Given the important
interactions between private life insurance andudi@s and public pensions, it seems unlikely
that this will change. Nevertheless, Member Staggslation could be made more transparent
e.g. by putting it on a simple and immediately asdae internet site (CEA 2004).

3 However, the UK experience suggests that reputation provides no guarantee for financial soundness. The Equitable Life
crisis was one of the oldest firm in the market (established in 1762) with an excellent reputation. As a result, its failure
resulted in a general loss of confidence in annuities — and also in life insurance companies who are largely responsible for
running personal pensions (Casey, 2004, p. 7).
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Transparency and frequent interaction

Transparency and frequent interaction are conduoieetight oligopoly since they make it
easier for firms to coordinate their actions andetect and punish deviations from the
(explicitly or tacitly) agreed upon behaviour. Undi#J-competition law, several forms of
cooperation between (life-) insurance firms areva#ld on efficiency grounds, even if such
forms of cooperation would normally be consideradasirable because they would entail a
risk of anticompetitive behaviour. In order to alsuch efficiency-increasing cooperation,
insurance companies are partially exempted frorole®1 of the EC-Treaty (the article that
deals with anti-competitive cooperative behavidufirons). The exemption is laid down in
directive no 1534/91 and block exemption no 358&0he block exemption allows insurance
firms inter alia to cooperate on:

The establishment of common risk premium tariffsdgzhon collectively ascertained statistics
or the number of claims,

The establishment of common standard policy cooraiti

The common coverage of certain types of risks,

The settlement of claims,

The testing and acceptance of security devices.

These exemptions are motivated on the groundghbgtmake it possible to improve the
knowledge of risks and facilitates the rating gks for individual companies. This can in turn
facilitate market entry and thus benefit consumidesertheless, this exchange of information
on costs, mortality and premium calculations atsvlitates communication among firms with
less noble (i.e. anti-competitive) intentions. Ttids is not a purely theoretical possibility is
shown by a case brought by the Italian competigiotinorities in 2000, involving Italian car
insurers. In this case, information exchange wanthrfurther than needed for the tasks
envisaged in the EU-directives. The Italian contfmetiauthorities concluded that the aim had
been to establish a cartel, and imposed a finb@edmpanies involved of EUR 50 million
(NMa, 2003, p. 51).

Heterogeneous products

With differentiated products, consumers are ldsd\lito switch to another firm in response to
differences in price. Therefore, if products offeliént firms are hard to compare, it is easier for
an individual firm to raise its price independerdfycompetitors. Life insurance products may
differ in many dimensions, including:

Duration of the contract
The underlying investment portfolio

Coinsurance rate of partner (in case of annuities)
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With or without a bequest element (in case of aties)i

Cost of early termination of contract, including thmount of frontloading of costs
Financial soundness of the insurance company

Annuity or lump-sum (in case of private pensions)

Constant or inflation-linked policies (in case ohaities)

This plethora of options makes it hard for consigterdetermine what is the right product
for them, and explains the large role of finaneidvisors. Nevertheless, some of the products
traded in these markets are highly standardisedexample is the single premium direct
annuity. For such a simple product, the marketiteggransparent and the available evidence
(e.g. Mitchell et al. (19998uggests that in these cases the market usualtfidas quite well.
However, a large segment of the market consistifierentiated products. For example,
consumers opting for a unit-linked or with-profibduct will find it much harder to compare
products because of the differences in the rigk@funderlying assets or in the performance of
the fund managers. In these cases, product heteritgenay facilitate unilateral departures

from competitive prices.

Determinants of competition: consumer search an d switching behaviour

Whether firms are able to realise supranormal f&ddir a substantial period of time by
unilaterally raising prices depends on the firmelesasticity of demand. If demand at the firm
level responds only weakly to a change in the fippnige (assuming other firms keep their
prices constant), then it will not be very attraetfor an individual firm to raise prices. If, on
the other hand, the demand response to such aanallancrease in price is large, then firms
may find it attractive to raise prices above coritpetlevels.

Prominent causes of a low firm-level elasticitydeinand include high search and/or
switching costs. The fact that many consumersnteernediaries to compare and select the
appropriate product for them suggests that searsts @re indeed substantial. Furthermore,
switching costs in life insurance are often highe@mportant reason is that life insurance firms
allocate most of the costs to the early years #ftestart of the policy (so-called front-loading).
As a result the policyholder accumulates fewer fudidring these early years compared to later
years. This leads to lock-in of existing consumgris. not obvious that this is to the detriment
of consumers. Hendel and Lizzeri (2003) show tt@itfoading may even benefit consumers.
They show that in the US, contracts that are manetlbaded have lower present value of
premiums for the same insured capital. This is@&red by the lower likelihood of early
termination (which is made more costly by frontloey) and by the fact that frontloaded
contracts retain better risk pools (from the pectipe of the insurance firm). Without
frontloading, people would want to modify or teriaia their contracts if they discover that
their health is above average, and this would farserance companies to raise premiums ex
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ante. This possible advantage of frontloading rhestet against the disadvantages in the form
of high termination and switching costs.

Fundamental errors in decision making

Imperfections in decision making by consumers mag take on more fundamental forms. If
consumers are prone to cognitive errors in planfonghe future, over-insurance or
underinsurance may result. The text box below dises these possibilities in some detail.
These possibilities, although they may have sewettare implications, do not classify as
barriers to competition except to the extent theatpgde fail to shop around for better deals. For
this reason, we will not analyse these cognitim@tiitions (or their policy implications) in this
report.

Determinants of competition: financial advice

According to a recent survey by Forrester Rese@donsultancy), “..53% of European
consumers use financial advisors. But most of thelieve that they don't pay for that advice
and aren't willing to pay for it. Hidden productemissions lie at the heart of the advice

industry's problems.*
This citation includes three factual statements:

Many consumers feel they need advise in order dosd the right financial products.

Many consumers do not know how advisors are bedd,. p\s a result, they fail to appreciate
the possibility that advisors may give self-servaityice (commission bias).

Advisors often have strong incentives to providesbd advice.

Survey evidence also indicates that people hatwp siround for the best deal. This would not
be a problem if financial advisors did the shopgangund for them. However facts 2. and 3.
suggest that this might often not be the case. resalt, consumers may not end up with the
product that offers the best value for money. Meegpif customers and their financial advisors
fail to shop around, this leads to an uncompetitnzeket.

This state of affairs — where many consumers fe®} heed a financial advisor - may
change under influence of the internet. If therimé¢ makes it easier for customers to shop
around, then the problems of biased advice andkadficompetitive pressure may be
alleviated. Indeed, Brown and Goolsbee (2002) firvad Internet comparison shopping sites led
to lower prices for term life insurance in the U34sing micro data on individual policies, they

* http://www.forrester.com/Research/Document/Excerpt/0,7211,35259,00.html
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find that in the period 1992-97 “..the growth oétimternet has reduced term life prices by 8-15
percent.” (p. 481).

Errors in decision making in life insurance

In addition to search costs and switching costs or imperfections in financial advice, there may be intrinsic limits to the
ability of individuals to make the choices that maximise their long-term welfare. Such limits may cause people to
underinsure, over-insure, or to choose the wrong insurance product. While such imperfections have potentially large
adverse effects on welfare, they do not in general affect competition in markets for insurance.

Underinsurance

There is a considerable body of evidence suggesting that people tend to buy too little life insurance and annuities. For
example, Bernheim et al, 1999, 2001 argue that too few families have life insurance, a conclusion which they base on
the large decline in income suffered by families who lose a wage earner. Extremely risk-loving preferences are required
to explain this as the outcome of rational decision making. Furthermore, although theory strongly suggests that annuities
ought to play an important role in the portfolios of elderly households, this is not the case in practice. In the words of
Brown (2004): “ If ever there were a prediction of economic theory that was blatantly violated by the empirical evidence,
it is that of full annuitisation. Indeed, outside of Social Security and traditional defined benefit pension plans, very few

assets in the United States are converted into life annuities.”

Overinsurance

The bias in consumer choice does not only go in the direction of too little coverage but also in the direction of too much
coverage. Indeed it has been argued that many of the elderly seem to have too much life insurance (Cutler and
Zeckhauser, 1999).

Other errors in product choice

Money illusion: In the UK-context (where inflation indexed annuities are available) it has been argued that there is
money illusion: individuals prefer nominal-fixed (level) annuities given the higher initial income, whereas inflation
protected (index linked) would give better protection over the long term.

Mortality drag: often individuals delay purchase of an annuity, although such a strategy is vulnerable to “mortality drag”:
some annuitants will die earlier than expected, receiving less than their fund value. In effect, their remaining funds are
then used by the provider to cross-subsidise those who survive longer. By delaying the purchase of an annuity, an
investor will not benefit from this cross-subsidy.

Failure to buy impaired annuities: Impaired life annuities are life annuities for people with below average life
expectancies, which offer a higher income per euro invested. In the UK it has been found that very few individuals buy

impaired life annuities, although 40% were eligible (due to health conditions, smoking history etc.).

The overall impression is that consumers are not fully rational in their purchase or non-purchase of life insurance
products. Although this may be true for many other markets as well, the consequences of this seem more serious in
financial markets such as life insurance where errors have large effects on income, learning is limited due to long time

lags, an choices are hard to reverse due to lock in.
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Still, it is a distinct possibility that many custers will continue to depend on financial
advisors. Therefore, the quality of advice, angarticular the possibility of biased advice,
remains an important topic. In sections 7.3 andve4ummarise the evidence on commission
bias. Section 7.5. looks at the experiences wignleging advice in the UK, the country that has
been at the forefront of this type of regulationt Brst we ask whether commission bias is
always a bad thing.

Is commission bias necessarily a bad thing?

One may ask whether commission bias is always ahdagd. Recent theoretical research has
shown that under certain circumstances the ans\agrb@ negative (Bentz, 2001). Borrowing
ideas from the economics of advertising, he painotsthat insurance companies that offer
higher commission rates may be signalling thatrtheducts are of better quality than those of
the competition. He also shows that this will onlgrk if, after having purchased the product,
purchasers find out the true quality of the prodlids questionable whether this condition in
fulfilled in the case of life insurance productgy.ebecause of the long time lag between
purchase and payout. Reputation may not always eithler, since firms that have a good
reputation now may perform much worse one or twzades into the future (withess again the
Equitable Life episode in the UK). Thus, theory gests that commission bias might be a
problem, especially for these types of financialdurcts.

Evidence on commission bias I: UK private pensions

The experience surrounding the large-scale intrboluof private pensions in the UK provides
a much-discussed case of bad financial advice disistrous consequences (see CPB, 2000, p.
137-8). The story starts in 1988, when the goverimeade it possible for workers to opt-out
of their occupational pension scheme. By 1995, semmdllion workers had indeed opted out.
As it turned out, many of these workers were baaflyrmed by financial advisers and as a
result made severe errors in their pensions saviggrding to Davis (2004), “500,000
individuals were persuaded by commission-driveessakn to leave occupational funds, of
whom 90% received inappropriate advice (owing tfhitransfer costs and no employer
contribution). The response has been massive dinéssurance companies and tightening of
regulations on selling. This issue continues teaftonfidence in personal pensions,
compounded by comparable concerns over misselfiegdowment insurance policies to back
mortgage loans for house purchase.” (Davis, 20046pIn 1997, the government started a
large-scale program aimed at compensating thendgctiEstimates of the costs of this
programme amount to 5-25 billion pounds.
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Evidence on commission bias II: studies using micro -data

What do we know empirically about the importancea@fmission bias, apart from the UK
experience with private pensions? Unfortunatelg,amount of empirical research on this issue
is very limited. To our knowledge, there are omlptstudies that assess the presence of
commission bias empirically.

The first study is an empirical analysis of comnaisdias in the UK by Charles River
Associates (CRA), for the UK Financial Services tarity (2002). CRA present two types of
evidence. The first consists of an econometricyaigbf the relationship between market share
and the level of commission. Here the hypothesksettested is that higher commissions lead to
higher market share. This would be interpretedvadeace in favour of commission bias. The
results of this analysis indicate that for mosafioial products (20 out of 24), the null
hypothesis of no relationship was not rejected. elamw, for two important products, pension
annuities and unit-linked endowments (a kind & lifsurance to pay-off the mortgage), clear
statistical evidence of commission bias was detedtethe case of annuities, the effect was
quite small, with a 10% increase in commissiong&say from 5% to 5.5%) relative to
competitors’ rates leading to a 6% increase in etaghare (say from 10% to 10.6%). However,
in the case of unit-linked endowments, the corradpw effect was much larger: in this case a
10% increase in commissions is predicted to réswt4.5% larger share of the market for these
products. These results, although interestind,lstilye unanswered the question whether
commission bias is really to the detriment of conets.

The second type of evidence presented by CRA dsriis ‘mystery shopping’ exercise.
‘Shoppers’ were sent to 250 financial advisors wistructions to get advice on either a lump
sum inheritance to invest, or a private pensioreseh This yielded 179 complete observations
(the remaining 61 could not be completed ‘in a tinfashion’)

Advisors included both tied advisors (with finaaddies to one company) and independent
financial advisers (IFAs). The advice received s compared to what would constitute the
best advice (according to a group of advisors doediy the researchers). In the first case (an
inheritance to invest) these advisors agreed th#$A (a tax-favoured individual saving
account) plus cash savings account would be optim#he second case (pension) the advisers
agreed that a stakeholder pension would be op{iseal section 6 for a description of
stakeholder pensions). The outcomes of the mystawpping exercise showed that in the case
of the inheritance to invest, 1 in 5 advisers thtie recommend the right product. Surprisingly,
the wrong advice came predominantly from IFAs, fnotn tied advisers. In 9 out of 72 cases,
the researchers concluded that wrong advice wangln these cases, the products that were
recommended on average carried much higher comons$6.5% instead of 2.8%). Although
no statistical test is performed, this suggestsmimsion bias. However, no relationship was
found between provider choice and the level comimiss

Turning to the pension case, again the tied advigerformed better than the IFA, with the
former in over half of all cases advising a staké@opension and the latter in less than a 25%
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2.6

of all cases. In only 5 out of 95 cases the wrahgce may have been due to commission bias,
as in the remaining cases the level of commissiotthie two types of products was almost the
same.

The second empirical study on commission bias ld@keadvice for mortgages in The
Netherlands (Bruggert et al., 2004). This studyswdsgta from a survey among 418 households
who had recently taken out a mortgage. Of thesehdili8eholds, 241 consulted an advisor
while the remaining 177 took the mortgage direfrityn their bank or other mortgage provider.
The main finding of the study is that household®wbnsult an advisor tend to purchase more
frequently a complex type of mortgage, in partic@quity-based mortgages (with these
mortgages, monthly premiums are invested in eduitgs; there is no guaranteed capital). The
difference is large: 36% of those who consult onmore advisors had purchased an equity
based mortgage, compared to only 17% of those \¢choat consult an advisor. Those who did
not consult a advisor tended to buy much more #atjy mortgages without redemption (29%
compared to 18%). Commission rates on mortgagdsutredemption were much lower than
on mortgages with redemption (0.5-1% compared tp. 2%

In the next step of their analysis, the researchssessed whether respondent had obtained
the lowest interest rate available in the marketefgtheir product choice). They assess this
separately for the group that did use one or mdwvésars and the group that did not use any
advice. The standard errors from this exerciseyrtit they cannot reject the null hypothesis
that both groups received the lowest interestamtalable.

They also looked at the fit between the type oftgage the household “should” have taken (on
the basis of stated preference) and the actuabagettype chosen. This is achieved by feeding
answers of respondent about the desired produetityp a internet-site that gives financial
advice. They find that there is no difference trbftween those who do and those who do not
consult a financial advisor. However, after remgvive cases from their dataset in which a
worse fit goes hand in hand with a lower interagt rthey do find that those who used an
advisor pay on average significantly higher interates.

Possible drawbacks of competition

Competition does not only have beneficial effe€tse reason is that competition forces firms

to focus on measurable product attributes. If petglhave attributes that are hard to measure or
difficult to understand for (many) consumers thiaese attributes may be neglected as a
consequence of competition. In this respect, irctse of life insurance the most relevant
adverse effect is that too much competition maydadfirms to adopt less prudent standards of
behaviour (Davis, 2002, p. 29). This could takeesalforms:
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2.7

Assuming relatively high (for annuities) or low (fiife insurance) mortality risk
Investing in riskier assets

Assuming higher rates of return on assets

Because of the long time lag between purchaseesktfinancial products and pay-out, the
consequences of such prudential slackening wallitikelihood be detected when it is too late.
In order to prevent this scenario from becomindityeahe behaviour of life insurance firms is

regulated in various manners (see chapter 3).

Conclusions

In order to analyse competition in markets for lifsurance, it is useful to draw a distinction
between life insurance firms on the one hand aedrtarket for financial advice on the other
hand. It is also a good idea to devote speciahtidte to search and switching behaviour of
consumers since these are likely to be importateragénants of competition in these markets.

With respect to the structure and conduct of lifeurance firms the discussion in this
chapter points to the important role of entry lErgiand market concentration, transparency and
frequency of interaction, and the heterogeneitgroflucts. These factors will be analysed in
detail in the two chapters that follow.

Turning to consumers of life insurance products,literature has pointed to various sources
of search and switching costs. As a result, conssieeert only limited competitive pressure on
life insurance firms. Many consumers may also faugnitive barriers to making decisions on
the optimal amount and mix of life insurance. Cotitjpa will probably not eliminate these
barriers so this calls for a policy response déferfrom stimulating competition. In this report,
we do not pursue this important issue further.

In the area of financial advice the literature p®io the difficulty of aligning the interests
of advisors and customers, the so-called princiedent problem. This misalignment of
incentives may give rise to commission bias, ir@ricial advice that maximises the income of
advisors but that is not in the best interest st@er. The limited empirical literature on this
issue indicates that commission bias is a realilpdiss

Too much competition in markets for life insuramsay force firms to adopt less prudent
standards of behaviour. This explains the impontalet of prudential supervision in these

markets.
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3.1

3.2

The life insurance market in the Netherlands

Introduction

As a background for the following chapters, thiamter presents a brief overview of the Dutch
market for life insurance. Section 3.2 describestyipes of products that are sold by life
insurance companies. Section 3.3 looks at thedditee market and at developments over time.
Section 3.4 presents figures on profitability & linsurance firms, a rough and ready measure
of competition. Section 3.5 describes the markeicttre of life insurance. Section 6 discusses
the role of financial intermediaries in life insacz. Life insurance is subject to various types of
regulation. In recent years there have been impboctaanges in regulation. This is the subject
of section 3.6. Section 3.7 concludes.

What is life insurance?

In order to protect the standard of living of theslatives, people may insure against early
death. This is perhaps the most obvious definitiblife insurance. However, life insurance
firms also sell many different products besidessitzal life insurance. Many of these products
include a savings element in addition to insurafoe.example, life insurance related to
mortgages - a very important part of the markdteroconsists of an insurance component that
pays out in case the mortgager would die beforaintatof the loan, and a savings component
that accumulates a sum of money to be used foersig the mortgage either fully or partly.
More generally, life insurance products can besifizsl along the following dimensions:

Individual versus group insurance

Individual life insurance offers cover for one inidiual person and his or her family members.
Group insurance consists mostly of pensions faoamof employees and are usually taken out
by employers without pension funds. Life insurancepanies are the main players in the
market for individual pensions and also play apantant role in group pensions for certain
industries or professions. Moreover, some pensiodg have reinsured their risks through a
life insurance company.

Unit linked versus fixed sum

With a fixed sum, an insured person receives afpx@determined amount of money at the end
of a specified term. This sum is sometimes suppheeatwith profit sharing. In the case of a
unit-linked insurance policy the risk rests witle gholicyholder. In 2003 33% of all new

policies were unit linked and 67% were fixed suneddured by the amount of insured capital
in 2003 unit linked contracts accounted for 419 fixed sum for 59% of new policiés.

® Dutch Central Bureau of Statistics (CBS).
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A once-only payment of the premium (so-called sipgémium insurance policy) versus
periodic payment of premium

With single-premium life insurance, the policyhalgys a premium only once. With periodic
payment, premiums are usually paid annually faredf number of years.

Risk versus saving insurance

Risk insurance covers the risk of ‘living too shard provides relatives with an income in case
of death of the insured. Saving insurance coversitiks of ‘living too long’ and guarantee a
fixed capital or an annuity upon reaching a cergaja, for example an old-age pension.

Capital insurance versus annuity insurance

As just indicated, within the class of saving irmwe a further distinction may be drawn
between capital insurance, in which case the pladilder or his beneficiaries receive a fixed
capital payment at the end of a term, and annngyriance, in which case the insurer receives a
recurrent allowanc&Annuity insurance can be started immediately ortsadeferred, which
means that the policyholder will get a paymentradtpre-arranged number of years usually
when reaching the pension age. A special typeaafpital insurance is a life insurance linked to
mortgages. Another type of capital insurance iditaéme death insurance, which pays out in
case of death of a policyholder. In 2002, 32.3%lbiouseholds had one of more life insurance
policies linked to a mortgage and 23.2%d one or more life insurance policies for pension
build-up (in 1996, these percentages were 26.8.8r@P6)’

Table 3.1 presents a breakdown of total premiurarimealong the first three dimensions
mentioned above

Table 3.1 Premium income of life insurance companie s for own account in 2002

Fixed sum Unit linked Total

min euro

Total Periodic payment of premium 5,708 6,563 12,271
Individual 3,990 4,872 8,862
Group 1,718 1,691 3,409
Total Single premium 7,555 3,090 10,645
Individual 6,591 1,533 8,125
Group 964 1,557 2,521
Total direct business 13,263 9,653 22,917
Source: CBS.

® This periodical payment usually ends at the moment the insured person passes away.
" Dutch association of insurers (Verbond van Verzekeraars), ‘Verzekerd van Cijfers 2004, 2004.
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33 Size of the market

Life insurance is aerylarge industry. In 2003 total annual premium inedior own accoufit
of Dutch life insurance firms was about 24 bln eunoapproximately 5% of GDPOver the
past two decades, total premium income has inctezess rapidly (see Figure 3.1).

The growth of premium income in the early 1990s imisenced by changes in tax policy.
The major tax reforms affecting life insurance Wi discussed in paragraph 3.7. For now we
note the development of single- premium insuraradieips in 1990 and 1991, just prior to the
tax reform called ‘Brede Herwaardering'. The prditut of single-premium insurance showed
strong growth anticipating the introduction of tBeede Herwaardering’, while production fell
in 1992,

In the late nineties, the volume of new insurardedined (see Figure 3.2). The tax revision
of 2001, the reduction of fiscal facilities condeignthe special saving possibilitiespgarloon
and the recent abolition of the standard tax deddor life insurance premiums played a role
here, but also the economic downswing and the dsitrg returns on shares have contributed to
the decline.

Figure 3.1 Premium income for own account (min euro )
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Source: DNB/PVK and Assurantiemagazine Yearbook 2000-2004.

8 In 2002, the total reinsurance premiums amounted 912 million euro.
° AM Yearbook 2004. Excluding premium for reinsurance.
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Size of the market in international perspective

The gross premium per capita in the Netherlands, that is an indicator of the turnover of the life insurance companies, is
substantial but not among the highest in Europe as is shown in table @. Denmark, Ireland and the United Kingdom
have a higher average life insurance premium per capita, ranging from 1652 euro per capita to 2837 euro per capita.
The turnover of the life insurance companies can better be compared to France. Belgium, Italy and Spain have lower
production levels per capita. These differences are the result of different types of pension systems within Europe. The
population in some countries is more dependent on life insurance products for their pension schemes than in other

countries. Furthermore, different fiscal systems also explain the variation in production between the different countries.

Premium per capita

Premiums Life Insurance (2003) Average Life Premium per capita (2004)
min euro euro

Belgium 18,138 1,390
Denmark 9,678 1,652
France 93,100 1,434
Germany 68,600 788
Ireland 7,978 1,845
Italy 62,261 797
The Netherlands 24,300 1,484
Norway 5,227 1,178
Spain 17,675 654
United Kingdom 132,431 2,837
Source: CEA , 2004.

Figure 3.2 Number of on new life insurance policies  , (x1000)
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34 Market Structure

Judging from the number of firms that are activéfsninsurance in the Netherlands, the market
is not very concentrated. In 2003 87 life insuracmmpanies were under supervision of the
Dutch Central Bank (DNB, the Dutch supervisory auitly on insurance companies). Of these

companies, 84 had their statutory seats in thee¥iatids.

Table 3.2 Admitted life insurers in the Netherlands
1980 1985 1990 1995 2000 2003

With license 67 69 89 96 101 87
Statutory seat in the Netherlands 55 59 79 92 98 84
Sub-office in the Netherlands 12 10 10 4 3 3
By notification . . . 7 153 160
Total 67 69 89 173 254 247
Source: DNB.
Table 3.3 Market shares life insurance firms (asa  percentage of premium income)

1996 1997 1998 1999 2000 2001 2002
ING 25.6 25.5 24.4 23.1 24.1 22.4 21.5
Aegon 12.8 12.5 12.3 15.2 13.1 13.3 15.3
Fortis ® 6.6 6.9 8.6 6.7 6.0 13.3 13.3
ASRb 4.7 5.0 5.7 4.2 5.9 . .
Aviva (Delta Lloyd) 8.2 8.8 9.0 10.2 10.4 10.0 10.8
Rabo-Interpolis 6.6 7.6 7.8 8.0 8.5 8.2 7.5
Achmea 8.1 7.4 6.9 9.6 7.1 7.2 7.6
SNS reaal 4.9 5.0 4.7 3.7 4.8 4.8 6.1
Zwitserleven (Swiss Life) 4.4 4.4 3.7 4.7 4.3 4.7 4.3
AXA ¢ 2.0 1.7 3.6 2.3 29 2.5 2.5
Allianz . . . . . 1.6 1.8
Rest 16.1 15.2 13.3 12.3 12.9 12.0 9.3
C4 54.7 54.4 54.3 58.1 56.1 59.0 60.9
C6 67.9 68.7 69.0 72.8 69.2 74.4 76.0
Cc8 77.5 78.7 79.4 81.7 79.9 83.9 86.4
C10 84.8 84.8 86.7 87.7 87.1 88.0 90.7
HHId 1129 1079 1103 1146 1115 1153 1256

& From 2001, incl. ASR.

b Until 2000.
€ In 1996 and 1997 still UAP.
d Herfindahl-Hirschman Index.

Source: AssurantiemagazineYearbook.
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However, if we look at market shares we find that market is much more concentrated. This
is because the very uneven size distribution efitiurance firms. Table 3.3 presents an
overview of the market shares of the ten largésttisurance companies (based on gross
premium income).

Clearly, the market for life insurances is domidaty a few large conglomerates. The top-
ten players in table 4.3 are groups of severahied insurance companies. These
conglomerates have strengthened their market positirecent years. The ten largest
conglomerates account for almost 91% of the tat@dgpremium income in life insurance in
2002 (in 1996 the C10 amounted 85%). The four Egpkayers, ING, Aegon, Fortis and Delta
Lloyd, had almost 61% of the market in 2002 (in 9% C4 amounted 55%). Although its
market share fell somewhat since 1996, ING is bytfa largest life insurer with a market share
of 22%. Fortis has gained most market share sif8é,Imainly as a result of the take-over of
ASR in 2001%°

With an HHI-index of 1226 in 2002 and a C4 of 61ti¢ concentration rate on the life
insurance market can be qualified as moderate. Menvehe degree of concentration in some
submarkets is substantially higher. For example¢cdiective life insurance, the concentration
is considerably higher than for individual insurasa¢C4 of 68.5 and 58.1 respectively, HHI of
1383 and 1089 respectively in 2001). ING and Aegpgether own almost fifty percent of the
collective life insurance market. On the individiitd insurance market, Aegon’s market share

is much smaller.

19 Market shares of firms working by notification without a license in the Netherlands (not included in table 4.3) are very
small.
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International comparison: Number of firms and entra nts

In the Netherlands, the number of firms operating in the life insurance market increased in the period between 1990 and
1999. As can be seen in the table below, this trend is not shared by other European countries. For instance, the life
insurance markets in the UK and Germany have seen a decrease in the number of firms. In these markets the number
of firms declined strongly due to mergers. Probably consolidation started later in the Netherlands. The number of
entrants as percentage of the total number of firms is in the Netherlands is relatively high around 4%. Also in absolute
numbers the Dutch life insurance market has a large entry compared to other European markets like for example in
Germany and the UK.

Number of firms and entrants

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

UK

Number of firms 205 202 196 194 191 174 177 177 176 Na
Number of entrants 9 4 3 4 2 6 2 2 Na Na
Entrants % 4.4 2.0 15 2.1 1.0 34 11 11 Na Na
Germany

Number of firms 338 342 326 327 319 323 320 319 318 314
Number of entrants Na Na Na 3 3 7 5 4 4 5
Entrants % Na Na Na 0.9 0.9 2.2 1.6 1.3 1.3 1.6

The Netherlands

Number of firms 96 96 97 98 95 96 99 107 108 109
Number of entrants 0 4 2 5 5 3 6 9 3 4
Entrants % 0.0 4.2 2.1 5.1 5.3 3.1 6.1 8.4 2.8 3.7
Canada

Number of firms Na Na Na Na Na Na 146 151 150 143
Number of entrants Na Na Na Na Na Na 3 5 1 1
Entrants % Na Na Na Na Na Na 2.1 3.3 0.7 0.7
Japan

Number of firms 30 30 30 30 31 31 44 45 46 47
Number of entrants 0 0 0 0 1 0 13 1 1 2
Entrants % 0.0 0.0 0.0 0.0 3.2 0.0 29.5 2.2 2.2 4.3

Source: OECD, IMF, Group of Ten.
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International comparison: degree of concentration
Concentration in the Dutch life insurance market is high compared to most other countries and comparable to
Japan, Australia, and to a lesser extent France. Concentration ratios have declined during the nineties. The

market share of the 5 largest firms fell by nearly 8 percentage points.

Concentration ratios for some industrialised countr ies (percentages)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

Largest 1

USA . . 97 95 89 87 81 80 75 .
Canada . . . . . 179 189 186 185 18.6
Japan 211 208 20.8 208 209 211 212 222 226
Australia 324 330 283 289 266 272 259 327 279 .
France 128 150 156 18.0 17.8 184 198 19.7 220 20.0
Germany 121 117 118 123 124 123 122 122 134 132

The Netherlands 25.9 25.0 25.7 259 262 254 265 26.0 26.3
United Kingdom 13.0 12.1 13.6 13.3 146 13.0 152 134 132

Largest 5

USA . . 282 275 26.0 253 257 255 252 .
Canada . . . . . 65.6 684 70.6 731 733
Japan 639 636 638 638 641 642 637 651 537
Australia 735 709 658 641 615 600 583 616 60.0 .
France 48.2 489 513 49.2 485 496 539 532 584 56.0
Germany 299 291 294 296 295 295 291 289 299 294

The Netherlands 65.7 63.3 63.6 63.3 631 614 605 59.0 57.7
United Kingdom 36.3 353 342 381 359 347 356 34.8 38.6

Largest 10

USA . . 40.2 396 383 384 398 39.7 394 .
Canada . . . . . 828 861 80.0 820 821
Japan 85.4 851 849 846 848 848 837 850 73.6
Australia 87.1 850 815 80.6 784 762 763 769 76.3 .
France 68.3 688 755 69.7 689 69.7 734 755 80.2 79.0
Germany 439 425 434 436 435 443 439 436 455 438

The Netherlands 775 753 76.1 759 76.0 746 743 730 717
United Kingdom 50.5 50.5 495 535 51.3 49.1 521 511 58.0

Source: OECD, IMF, Group of Ten.

Profitability

As a prelude to the analysis of competition inrterket for life insurance in the chapters that
follow, this section looks at profitability. Prddibility is a rough-and-ready measure of
competition. However, there are several problentl using profitability figures as indicators
for profits. First, accounting measures of profigpend heavily on accounting practices.

Second and more specifically for life insuranckrge part of current profitability is
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attributable to past sales of insurance policiesc@led embedded valug)Third, fluctuations

in profitability are potentially heavily influencdaly stock valuations (depending on whether or
not fair value accounting rules have been adoptesia result of these factors, current
profitability only partly reflects the current degr of competition.

With these caveats in mind, we calculate the awepagfit margin as the ratio between
profits before taxes and gross premium writtenngdigures from the ISIS dataset, we
compare the Netherlands with some major Europeanczuies (see Table 3.%)Profit
margins in the Netherlands amount to some 9% afipnas during 1995-2002 This is
relatively high compared to other countries likarkre, Germany, Italy and the UK, with
profits of around 7%, 2%, 5% and 4% respectivelgaklured Dutch profits may be biased
upwards, because the ISIS dataset does not inoladg of the smaller insurance companies
which may be less profitable. However, even if we data published DNB, which includes all

licensed firms, figures for the Netherlands ari lsigh at around 7%.

Table 3.4

1995
1996
1997
1998
1999
2000
2001
2002
2003

a

Average profit margins of insurance firms in various countries (in %)

1SIS® DNB

Germany France UK Italy  The Netherlands The Netherlands
2.2 . 5.0 . . 8.1
2.3 12.9 4.2 . 10.2 8.1
2.6 6.3 4.9 7.2 8.1 7.3
2.9 5.6 5.1 5.3 10.0 6.6
3.0 5.8 3.9 4.2 12.6 7.1
2.0 6.9 3.1 6.1 12.0 7.3
1.3 6.2 2.4 4.7 10.9 6.8
1.3 2.1 1.0 2.8 2.2 3.2

8.9

aWeighted averages.

Sources: Own calculations based on ISIS (first five columns) and DNB (last column).

3.6

Distribution channels

Financial intermediaries play an important roléha distribution of life insurance policies. In
2002 53% of the life insurance policies was soldribgrmediaries. About 25% of all life
insurance policies is sold throughect writing.* This share is higher for non-life insurance,
because non-life products are less complex anéfihrer consumers feel they need less advice

™! This measure can be defined as PCM = Zi”:lsi (p; -MG )/p; where p; denotes the firm’s equilibrium output
price and mc; its marginal cost and s; is market share.

2 The ISIS dataset will be described in Chapter 4.

3 The fall in profit in 2002 is due to large losses on stock market. The fall is exacerbated by accounting practices which
enabled insurers to postpone losses in previous years (profit smoothing).

 Source: Verzekerd van Cijfers 2004, Dutch insurance industry in figures. Other distribution channels that are distinguished
are: distribution by bank insurance (12,1%), employers (1,8%) and other (7,9%).
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for buying non-life products. The share of direciters and banks in the total distribution of
life insurances increased from 29,9 % in 1996 td %in 2002.

Table 3.5 Distribution channels as % of the totalm  arket

Life Non-life

1996 2002 1996 2002
Intermediaries 58.0 53.2 54.3 49.0
Direct writing 20.6 25.0 254 30.3
Banks 9.3 12.1 12.9 12.7
Rest 12.0 9.7 7.4 8.0

Source: Dutch Association of Insurers (Verbond van Verzekeraars), ‘Verzekerd van cijfers 2003’, based on research of GFK / TOF.

Most intermediaries in the Netherlands are insugdmmokers. Insurance brokers give advice to
consumers when they purchase insurance policiesbfidker acts as an intermediary between
the consumer and the insurer with regard to thetase of insurance. Brokers also provide
services such as processing of claims and chandhe policy. In addition to brokers, there are
also intermediaries that are tied to and work dmalfeof a certain insurance company; these are
called agents.

Brokers are paid on the basis of commission: thargr pays the insurance broker a
commission on the policy which the insurance braedis to the consumer. The fee which the
consumer pays for the services of the insuranckebiis indirectly included in the insurance
premium. The insurance broker therefore has a éaul¢: he is both an advisor and a sales
channel.

Unfortunately, data on the number of insurance érekliverge considerably across
different sources. Examples of public sources whinh be consulted to obtain an overview of
the number of active insurance brokers include¢géster of brokers under the Insurance
Brokerage Business Act\let assurantiebemiddelingsbedrijiaintained by the Socio-
Economic Council, Dutch Central Bureau of Stats{iCBS), the registers of the Chambers of
Commerce and research carried out by the EconamliGSacial Institute of the Vrije
Universiteit (ESI-VU). On the basis of these sosrage conclude that there are at least 6500
active insurance brokers in the Netherlands. Threduction of the Financial Services Act in
2005 Wet financiéle dienstverlening (Wf@hd the obligation arising from this law to olotai
licence from the Netherlands Authority for the Fioml Markets (AFM) will probably provide
a more precise estimate of the number of activkdys
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International Comparison of the use of distribution channels

In most of the countries listed in the table, banks are the main distribution channel for life insurance products. In Ireland,

the United Kingdom and the Netherlands intermediaries (brokers and agents) are most important.

Distribution channels for life-insurance products ( 2002)

Insurance companies  Agents and brokers Other networks (banks, Other
employees post offices)

Belgium? 2.0 27.9 52.6 17.5
Spain . 22.6 66.9 10.5
France 16.0 17.0 61.0 6.0
United kingdom 29.3 64.3 6.4
Ireland 19.5 78.5 . 2.5
Italy 8.9 20.5 70.6 )
The Netherlands 28.0 58.0 14.0
& 2001.

Source: CEA 2004.

3.7

3.71

3.7.2

Regulation and tax treatment

Two types of sector-specific regulation

The market for life insurance is subject to twoetymf sector-specific regulation. The first type
is prudential regulation aimed at safeguardindfitiencial soundness of the sector. From a
prudential point of view, very intense competitimay be undesirable if this results in a
reduction of the financial soundness of individiirahs, which may be undesirable in this
particular sector. The second type is the favoertdt treatment of life insurance products,
which has a large effect on the demand for thesdymts as well as on the degree to which life
insurance products with a savings component arstisues for (and thus compete with) non-
life insurance savings products. Both types of lagn will briefly be described in what

follows.

Prudential supervision

Prudential regulation is based on the Wet ToeAfehzekeringswezen (WTV). This law
stipulates solvency requirements in line with thievant EU-directive. Member states may
choose to impose stricter solvency requirementssinge 1995 within the EU the so-called
single licence principle applies. According to thitnciple, an insurer is granted a licence in its
home country for the entire European market an@rsigion is only carried out in the home
country (home country control). The insurance comypaay enter the Dutch market with this
licence obtained elsewhere and only needs to infbemDNB (former PVK) that activities are
being conducted (notification procedure). Insuracm@panies from outside the EU must apply
for a licence from the DNB.
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If a life insurance firm becomes insolvent, thengamers are to some extent protected by so-
called safety net regulation for life insurers. Skafety net regulation stipulates that a life
insurer which has become insolvent can be forceith&yNB to reinsure or hand over his
portfolio to the so-called safety-net. Other lifisiirers are under a legal obligation to contribute
to this fund to a maximum &00 min euro. Moreover, the maximum amount thatlmaosed

for safeguarding the customers of a single firhd® min euro. The Dutch Central Bank has
recently argued that these amounts should be isede@NB 2005, p. 83).

3.7.3 Tax treatment of life insurance
Life insurance products traditionally receive faxahle tax treatment in the form of
deductibility of premiums paid from taxable incoM&ince the early nineties, a number of
steps have been made to limit this deductibility.

The tax reform called “Brede Herwaardering” (1992)

* Annuities
The ‘Brede Herwaardering” limited the unconditioteat deduction of annuity premiums (and
also single premium). Until 1991, it was possilll@éduct life insurance premiums each year
up to a fixed amount of 7 923 euro (Dfl. 17 459.891) irrespective of the purpose of the
capital build-up. With the ‘Brede Herwaarderindiis was reduced to 2 337 euro (Dfl. 5
150)*® Larger deductions were available in case of pensimrtage. If the built-up pension
(including AOW) was less than 70% of their last eadter making use of the standard
deduction, then extra deduction of annuity premiwase allowed.

Until 1992 premium deduction was possible withagard to the beneficiary party and the
commencing date of the capital payments. For exafglore the ‘Brede Herwaardering’, this
money could also be used for a cash allowance argidsto children. Since 1992, tax
deduction is only allowed for a few specific purpssfor example a annuity till retirement in
favour of the person who paid the premium.

» Capital insurance
Until 1992 the interest received on the capitalthup on life insurance policies was free of tax
provided at least 12 years annually premiums wai@, @nd provided that during the term the

maximum annual premium and the minimum annual prenmemained within a certain

*% In principle, the special tax treatment is limited to insurers who count the annuity insurance obligation to their domestic
company capital. However, if premiums are paid to an insurance company that does not have its statutory seat or a branch-
office in the Netherlands, then tax deduction is only available if the insurance company has accepted the obligation to
provide information to the Dutch fiscal authorities and is also liable for unpaid taxes related to the insurance. Also
immigrants who want to continue an annuity policy in their home country can apply for tax reduction.

*® The amount is annually adjusted for the rate of inflation.
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range'’ This range was wider if the duration of the insiw&awas longer. Since 1992 the
interest was only free from tax if the capital pa&yrhwas not higher than EUR 23.598 (in 1992)
after 15 years or EUR 103.466 (in 1992) after 2arg¥

The income tax reform of 2001

Annuities

The reform of 2001 left the regime introduced vilib Brede Herwaardering basically
unchanged. However, the standard deduction forignpremiums was reduced to EUR 1036
(annually adjusted for inflation). Supplementargdetions remain conditional on a pension
shortfall. If the supplementary deduction has resrbused within a certain year, it may be
carried over to the 7 next years.

Capital insurance

From 2001, tax exemption of interest on capitalthug in life insurance is only allowed for
capital insurance intended for redeeming the mgegs an owner occupied house. Each
taxpayer obtains a once-in-a-lifetime exemptiola ofiaximum of EUR 125.500 (Dfl 276566
in 2001). The exemption is adjusted for inflatively year.

Further restriction of tax deduction of annuity pre miums in 2003

Deduction for annuity or single-premium insurareeimly tax-deductible if pension shortage
can really be indicated. The standard deductioewd 1069 for annuity premiums has been
abolished in 2003.

Conclusions

Life insurance covers a large number of differenatdpicts. Apart from offering insurance,
many life insurance products also incorporate &ngawelement. This is also the case for the
largest product (in terms of insured capital), lifsurance intended to pay off the mortgage.
Life insurance is a very large industry, accounfmgroughly 5% of GDP. For the market as a
whole, the degree of concentration can be clagsiffemoderate. However, a very large share
of sales takes place through financial intermedgnmainly independent advisors (brokers).
Competition in the market for life insurance iduginced by two types of sector-specific
regulation. The first type is prudential regulateimed at safeguarding the financial soundness
of the sector. From a prudential point of view,witense competition may be undesirable if
this results in a reduction of the financial soussinof the sector. The second type of regulation
is the favourable tax treatment of life insuranoedpicts, which limits the degree to which life

" In the case of a term of 12 year the range that was allowed was 1:5 (minimum premium: maximum premium). In the case
of a term of 30 year the allowed range was 1:20.
%8 In both cases the allowed proportion between the minimum and maximum premium was 1:10.
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insurance products with a savings component arstisues for (and thus compete with) non-
life insurance savings products.

Profitability is a rough-and-ready indicator of goetition. According to this indicator,
profits of Dutch life insurance firms have beeratielely high compared to other countries.
However, for a number of reasons profitability ¢&& a good indicator of the current state of
competition. Therefore, a complete picture of ttensity of competition in the market for life
insurance will have to await the analysis in thapthrs that follow.
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4.1

4.2

Competition and efficiency in Dutch life insuranc e
Introduction

This chapter investigates competition in the Duifghinsurance market using three different
empirical indicators. All three indicators are bdhe® econometric analyses of the same dataset,
described in the next section. The analysis inchapter complements the descriptive analysis
of market structure and profitability presentedapter 3.

Ouir first two indicators look at efficiency. Comjtiein forces firms to operate more
efficiently, so that low efficiency indicates liraid competition. We distinguish between two
types of efficiency: scale efficiency and X-effin@y. Scale economies are related to output
volumes, whereas X-efficiency reflects managetidits to keep down production costs, after
controlling for output volumes and input price llsvd arge non-exhausted scale economies and
low levels of X-efficiency raise questions abowd tompetitive pressure in the market. The
existence of scale efficiency is also importanttfer potential entry of new firms, an important
determinant of competition. Strong scale effectsiligut new firms into an unfavourable
position.

Our third measure of competition is the so-calledie indicator. The Boone indicator
makes use of the fact that an increase in competigwards efficient firms relatively more
than less efficient ones by increasing their penéomnce in terms of market shares or profit.

As indicated in chapter 3, the life insurance indusonsists of several submarkets. The
degree of competition may vary across these sulstsarkor instance, submarkets where
parties bargain on collective contracts and subataror direct writers may be more
competitive than submarkets where insurance agelfitproducts to uninformed but trusting
customers. Unfortunately, a lack of sufficient dataprices of life insurance products, market
shares of products and distribution channels, ma&parate analyses of the various submarkets
impossible. This has the following implicationtliie analysis in this chapter would indicate that
overall the level of competition is satisfactorydnyme standard, then there may still exist some
submarkets with low intensity of competition arnde versa

The chapter proceeds as follows. Section 4.2 givesverview of the data by describing the
life insurance industry. Section 1.3 measures ssad@omies, while the next section introduces
the measurement of X-efficiency. Section 4.5 diseashe Boone indicator. The last section

sums up and concludes.
Description of the data

The empirical analysis in the sections that folisweased on data of the former Pensions and
Insurance Supervisory Authority of the NetherlalgK), which recently merged with the
Dutch Central Bank (DNB). The data refer to Dutéh insurance companies over 1995-2003
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and consists of 867 firm-year observations. Indataset, the number of active companies in
the Netherlands was 84 in 2003 and 105 in 1998umber of insurance firms are owned by a
holding company and, hence, not fully independ€he average size of a life insurance
company in terms of total assets on its balancetshe around € 2.5 billion. This firm has
around half a million policies in its portfolio,sares a total endowment capital of 7 billion euro
and current and future annual rents of almost 4@meuro. Profits are defined as technical
results, so that profits arising from investmemtsiacluded, and are taken before tax. Profits of
an average firm amount to 5.5% of their premiunoime. An average firm uses five percent of
its gross premiums for reinsurance. Roughly 63%remiums are from individual contracts,
the remainder is of a collective nature. More thali of the insurance firms have no collective
contracts at all. Two-thirds of the contracts ameda on periodic payments. Annual premiums
reflect both old and new contracts. Because oragee#8% of the premiums paid are of the
lump sum type, whereas, on average, 15% of thegierpremiums refer also to new policies,
the majority of the annual premiums stems from besiness. Note that also cost and profit
figures are based on a mixture of new and old legsinBalance-sheet and profit and loss data
for new policies only is not available. So callgdtdinked fund policies, where policyholders
bear the investment risk on their own depositst {)ygpremiums minus costs), have become
more popular: 44% of premiums are related to thid bf policies. Endowment insurance is the
major product category, as 57% of all premiumscatkected for this type of insurance. This
type of insurance policy is often combined with artgage loan. The total costs are around
13% of the total premium income, half of which dstss of acquisition (or sales) costs. The
medians and the differences between weighted aweighted averages reflect skewness in the
size) distributions. Larger firms tend to have tgghrofit margins and relatively lower
acquisition cost, lower management cost, less iddal contracts, less periodic payments,
more unit-linked funds policies and less endownpaticies.
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Table 4.1 Description of the data on Dutch insuranc

Total assets
Annual premiums
Annual costs, total
Annual profits

Number of policies

Total endowment capital
Amount of annuity rent
Total unit-linked capital

Profit / premiums
Reinsurance

Acquisition costs / total costs
Individual contracts

Periodic payments
Unit-linked funds
Endowment premium
Acquisition costs
Management costs

Number of firms per year
1995
1996
1997
1998
1999
2000
2001
2002
2003

Total

a
Annual payment .
Source: see text.

Median

min euro

521.5
66.0
18.2

2.6

number

168.672

min euro

2.229
9
67

ratios

0.05
0.01
0.53
1.00
0.72
0.25
0.93
0.09
0.18

number
94
103
104
105
101
94
93
89
84

867

e firms. 1995-2003

Mean
weighted unweighted
2472.5
247.7
32.8
15.7
522.421
7.376
387
246
0.08 0.06
0.03 0.05
0.34 0.53
0.63 0.90
0.52 0.67
0.44 0.33
0.57 0.82
0.06 0.16
0.13 0.23

Standard deviation

6991.6
588.9
63.2
47.6

973.601

13.483
1.397
589

0.25
0.11
1.86
0.21
0.27
0.32
0.26
0.29
0.22
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4.3

Indicator |: Scale economies

The first indicator for competition that we analysehe existence of unexhausted scale
economies. In the present market, we expect tlad¢ ®conomies would reduce under heavy
competition™® The existence of non-exhausted scale economasiiglication that the

potential to reduce costs has not been employéddnot, therefore, can be seen as an indirect
indicator of (lack of) competition. This is thedireason why we investigate scale economies in
this chapter. A second one is that we will corfect(potential) distortion by possible scale
economies in a subsequent analysis based on theeBiodicator. This correction can be carried
out using the estimation results of this section.

We measure scale economies by estimating a transktgunction (TCF). In a translog cost
function, costs are related to output and inputioiaprices. To ensure flexibility, quadratic
terms and cross terms are added for these exptgnatoables. Furthermore, some correction
factors are added to correct for heterogeneityradpcts between firms. In our case, the costs
of production are explained by output, the reinsaearatio, the acquisition ratio and some
correction factors like the individual premiumsioathe periodic premium ratio, the unit-linked
fund ratio and the endowment insurance ratio.

In the literature, measuring output in the lifeurence industry is much debated. Where in
many other industries, output is equal to the vallged, we can not calculate this figure for
insurances?® Most studies on the life insurance industry useypum income as output
measure. Hirschhorn and Geehan (1977) view theuptimh of contracts as the main activity
of a life insurance company. Premiums collecteddlly concern the technical activity of an
insurance company. The ability of an insurance amyigo market products, to select clients
and to accept risks are reflected by premiums. Hewgremiums do not reflect financial
activities properly, as e.g. asset managementsepted by the returns on investment is
ignored?* Despite shortcomings, in this section we alsopusenium income as output
measure.

From the estimations of the TCF we can derive timthmarginal costs and the scale
economies. Scale economies which are smaller than correspond to economies of scale,
that is, a less than proportionate increase inwbsh output levels are raised, whereas scale
economies which are greater than one indicate aligguies of scale.

Table 4.2 presents the TCF estimates. We assurneas$ia are explained by production (in
terms of total premiums), reinsurance and acqaisit$o that these variables also emerge as
squares and in cross-terms. To test this basic Infimdebustness, we also add four control
variables in an extended version of the model ¢semn 3 in table 4.2) . Periodic premium

" This interpretation would be different in a market with only few firms. Further, this interpretation would also change when
many new entrees incur unfavourable scale effects during the initial phase of their growth path.

% Some insurance firms can approximate their value added by comparing their embedded value over time. These data are
not publicly available.

2 The definition of production of life insurance firms is discussed further in Section 1.4.
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policies go with additional administration costdieseas unit-linked fund policies save costs.
The bottom lines of Table 4.2 shows that life nagice companies, on average, enjoy scale
economies of 18%. After correcting for differenaeshe product mix or the share of unit-

linked funds and so on, we find a similar averaf2186. We also calculated average scale
economies for various size classes with size medsas the companies’ premium income.
Scale economies appear to be larger for the snsflerclasses. According to the extended
model, small firms — in the lowest 25 percentilessl — may realise average scale economies of
42%, where large firms — in the highest 25 pertetass — enjoy just 10% economies of scale.

Table 4.2 Estimation results of the translog costf  unction a

Basic model Extended model

Coefficient T-value® Coefficient T-value®
Premium income (production) 0.50 5.5%* 0.16 1.3
Reinsurance ratio 0.26 2.6%* 1.13 0.9
Acquisition ratio’ -0.18 -1.3 0.05 0.2
Premium income? 0.01 2.6%* 1.03 4.9%*
Reinsurance ratio® 0.04 0.6 1.01 0.9
Acquisition ratio -0.03 -1.9* -0.02 -0.7
Premium income * reinsurance ratio -0.03 - 3.0* -0.01 -11
Premium income * acquisition ratio 0.03 1.7% 0.02 0.9
Reinsurance ratio * acquisition ratio 0.01 0.06 2.5%*
Individual premiums ratio -0.09 -0.7
Periodic premium ratio 0.27 7.9%*
Unit-linked fund ratio -0.05 - 3.1*
Endowment insurance ratio 0.15 2.1*
Intercept 2.24 4.4 4.10 5.5%*
Adjusted R® 0.89 0.89
Number of observations 607 456
Economies of scale 0.82 0.79
Idem, small firms (25%) 0.72 0.58
Idem, small to medium-sized firms (50%) 0.77 0.68
Idem, medium-sized to larger firms (75%) 0.80 0.74
Idem, large firms (100%) 0.87 0.90

 All terms are expressed in logarithms.

b+ Jevel of confidence is 95%; **: level of confidence is 99%.

Decreasing scale economies with firm size havelzdgsm found by Fecher et al. (1993) for the
French life insurance industry. The comparison ketwthe basic model and the extended
model makes clear that the average scale econ@miesze class depend (only) slightly on the
model specification. Although the average economifestale for both models are rather
similar, the dependency of the scale economieszenctasses in the basic model is less than in
the extended model.
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4.4

The optimal production volume in terms of grossnpiten is defined as the volume where an
additional increase would no longer diminish maagcosts, so that the derivative of marginal
costs is zero. According to the basic model, thentgd size can be calculated as far above the
size of all actual life insurance firm$This implies that (almost) all firms are in theper)
left-hand part of the well-known U-shaped averag& curve. This suggests that consolidation
in the Dutch insurance markets is still far fromaptimal level.

The TCF estimates make clear that average scat®ates of around 20% are an important
feature of the Dutch life insurance industry. Thesale economies are generally higher than
those found for Dutch banks (e.g. Bos and Kold@03), but not uncommon in other sectors.
Similar figures were found in other countries. Feodt al. (1991) find 15% for France and
Grace and Timme (1992) observe 4% to 27% for theddBending on type and size of firm.
The existence of substantial scale economies nmgditate a moderate degree of competition,
as firms have so far not been forced to emplop@dkible scale economies.

Indicator IlI: X-inefficiency

Our second indirect measure of competition is Xfioency. It is expected that heavy
competition forces insurance firms to drive doweaittX-inefficiency. Therefore, X-efficiency

is often used as an indirect measure of competieafficiency reflects managerial ability to
decrease production costs, controlled for outpiumes and input price levels. A firm’s X-
efficiency is defined as the difference in costeMaen that firm and the best practice firms of
similar size and input prices (Leibenstein, 19&8jors, lags between the adoption of the
production plan and its implementation, human iaedistorted communications and
uncertainty cause deviations between firms anetheent frontier formed by the best-practice
life insurers with the lowest costs, controlled éutput volumes and input price levels.

For our estimations we use the stochastic froajroach, a parametric method. The
stochastic frontier approach assumes that the tmaris the sum of a specification error and
an inefficiency term. These two components canisinduished by making one or more
assumptions about the asymmetry of the distributiaihe inefficiency term. Although such
assumptions are not very restrictive, they are mbekess criticised for being somewhat
arbitrary. A flexible alternative for panel datale distribution-free approach, which avoids
any assumption regarding the distribution of treffiniency term, but supposes that the error
term for each life insurance company over timesimzHence, the average predicted error of a
firm is its estimated inefficiency. The assumptiorder this approach of — on average — zero
specification errors for each company is a vergrgirone, and, hence, a drawback. Moreover,
shifts in time remain unidentified. Finally, thissthod does not compare single life insurers
with the best-practice life insurers on the frontilaut produces an inefficiency measure for the
whole sample. The 25th percentile of the life ieswost distribution is taken as the ‘thick’

2 Of course, the accuracy of this optimal size is limited, as its calculated location lies far out of our sample range.
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frontier and the range between the 25th and 75itepéle as inefficiency. This approach
avoids the influence of outliers, but at the saime tassumes that all errors of the 25th
percentile reflect only specification errors, nwfficiency.

Various approaches are available to estimate Xiaency (see, for example, Lozano-
Vivas, 1998). All methods involve determining afi@ént frontier on the basis of observed
(sets of) minimal values rather than presupposartam technologically determined minima.
Each method, however, uses different assumptiothsray result in diverging estimates of
inefficiency. In the case of banks, Berger and Horap (1997) report a roughly equal split
between studies applying non-parametric and paranethniques. The number of efficiency
studies for life insurers is small compared to fbatanks and a similar extensive survey is not
available for the former sectdf. Non-parametric approaches, such as data envelupm
analysis (DEA) and free disposable hull (FDH) aralyhave the practical advantage that no
functional form needs to be specified. At the s&ime, however, they do not allow for
specification errors, so that such errors if theyeslist may be measured as inefficiency, raising
the inefficiency estimate. The results of the DEAthod are also sensitive to the number of
constraints specified. An even greater disadvamégjgese techniques is that they generally
ignore prices and can, therefore, account onlydohnnical, not for economic inefficiency.

All approaches have their pros and cons. All inthk stochastic frontier approach, which
has been applied widely, is selected as beingprimtiple — the least biased. This chapter will
also use this approach. Berger and Mester (1998 twaund that the efficiency estimates are
fairly robust to differences in methodology, whithtunately makes the choice of efficiency
measurement approach less critical.

From our estimations it follows that the averagst et-efficiency is 72%, so that the
inefficiency is, on average, 28%. That implies ttadts are, on average, 28% higher than for
the best practice firms, conditional on producttomposition, production scale and input
prices. The average cost X-efficiencies fluctuategularly over time, so that apparently no
clear time trends emerge. The inefficiencies asei@ed to reflect managerial shortcomings in
making optimal decisions in the composition of atitand the use of input factors.

A possible reduction of cost by at least one guatbes not seem plausible in a competitive
market. However, it should be remembered that threféiciency figures set an upper bound to
the measured inefficiencies, because they mayydaetthe result of imperfect measurements of
production and input factor prices. Particularlyhe financial sector, production is difficult to

measure, while our data set also suffers from noaexact information on input prices.

2 gee Bikker, Bos and Goldberg (2005) for a short survey.
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Table 4.3 Average cost X-efficiencyin 1 995-2003

Year X-efficiency
1995 0.72
1996 0.73
1997 0.74
1998 0.72
1999 0.73
2000 0.71
2001 0.73
2002 0.73
2003 0.72
Total 0.72

Instead of drawing very strong conclusions regaydimmpetition, it is better to compare these
results with benchmarks. In the literature, theiraace inefficiency figures in other countries
range from 10% to 65%. This implies that our ir@#ncies are quite common and even lie
earlier towards the lower end. They are similathinefficiencies that have generally been
found in the banking literature, which spread —eljd- around 20% (Berger and Humphrey,
1997; Altunbas et al., 2001). Bikker (2004, p.2f6e)orts an average X-inefficiency for Dutch
banks in 1997 of 26%, remarkably similar to thaufigyfor insurance firms.

Table 4.4 Average cost X-efficiency over size class es
Size class Cost Average size
x 1000 euro
1 0.747 13,261
2 0.763 94,907
3 0.731 277,937
4 0.693 548,474
5 0.696 936,795
6 0.701 2107,749
7 0.742 14479,608
Total average 0.724 2447,891
Median 519,970

Table 4.4 shows average cost X-efficiency for sesiea classes. Here we observe a clear U-
curve for cost efficiency: higher efficiency for athinsurance firms, lower efficiency for
medium-sized companies and, again, increasingexffiy for larger firms. A possible
explanation could be that smaller firms generatbyfipfrom their orderly structure and neatly
arranged composition of products, so that diffeesrio managerial inability across smaller
firms are limited (as has also been found for bas&s Bikker, 2004, p. 209 ff. ). The largest
firms operate more than others on competitive suketa such as pensions and on the
competitive international markets which has fortesh to become more efficient.
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4.5

Indicator Ill: The Boone indicator

Recently Boone has presented a novel approachdsuriag competitioA’ His approach is
based on the idea that competition rewards effigieln general, an efficient firm will realise
higher market shares and hence higher profitsdHhass efficient one. Boone shows that when
profit differences are increasingly determined arginal cost differences, this indicates
increased competition. An advantage of the Boodeator is that it is more directly linked to
competition than measures such as scale economies-mefficiency, or frequently used

(both theoretically and empirically) but often neiatling measures as the concentration iRtiex.

The Boone indicator can be used to answer two munsstThe first question asks, ‘how
does competition evolve over time?’, the secondwldoes competition in the life insurance
market compare to competition in other service@ws®t. Since measurement errors are less
likely to vary over time than over industries tl& fuestion can be answered with more
confidence than the second. For that reason, Bfmmuses on the change over time within a
given sector. Comparisons across sectors are fmdsili unobserved sector specific factors
may affect this indicator. The Boone indicator rieggi data of fairly homogeneous products.
Although our data describe a fairly homogeneousliypcbcompared to other studies, we try
correct for possible heterogeneity in products digireg variables which reflect product
differences.

The Boone indicator is the parameter reflectingrédationship between relative marginal
costs and relative profits. Following Boone (20843 Creusen et al. (2004), we also introduce
a dummy variable for each insurance firm and fahegear into the model. The advantage is
that these firm dummies pick up all company-spedfiaracteristics, including scale, that are
not captured by the other variables, so that dfahendisturbances is eliminated. The time
dummies eliminate unobserved specific time depenf@etors. Furthermore, some control
variables are added: the percentage of individatyholders, policyholders with periodic
payments, unit-linked fund policies and endowmastirances to correct for product
differences between firms.

To obtain a comparable scale for the dependerablar{profits) and the independent
variable (marginal costs) and to avoid that outlieave to much effect on the estimated slope,
these variables are both expressed in logarithimssé&juently, all observations of companies
with losses — instead of profits — have been deéjetgroducing a bias in the sample towards
profitable firms. This introduces a focus towardgfipable firms, but the competitive effect of

firms with losses is still present in the behaviand results of the other firms in the sanffle.

# See Boone and Weigand in CPB (2000) and Boone (2001, 2004).

% More competition can force firms to consolidate (see our scale economies discussion). Claessens and Laeven (2004)
found in a world wide study on banking that concentration was positively instead of negatively related to competition.

% Suppose that the negative profit firms are price fighters. In a well functioning market the price fighters will influence
profitability of the other firms.
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Finally, we adjust the Boone model also by replaafien-used proxies for marginal costs,
such as average variable cost, by a model-basetbéstof marginal cost itself. We are able to
do so using the translog cost function from Secdich Moreover, this enables us to correct the
marginal cost for the effects of scale economié® dorrection is based on an auxiliary
regression wherein marginal costs are explainea dpyadratic function of production. The
residuals of this auxiliary regression are useddjgsted marginal costs.

Figure 4.1 presents estimates of the Boone indiegithb profits and marginal costs in
logarithms. Marginal costs are represented in thrggs: average variable cost, defined as
management costs as share of the total premiumtas traditional Boone model (see e.g.
Boone, 2004; Creusen et.al., 2004), marginal cestyed from the translog cost function of
Section 1.3, and adjusted marginal costs, i.e. imargosts adjusted for scale econonffes.
Average variable costs have the advantage of bessgcomplex, since they are not model
based, but they are less accurate because we tdistmguish between variable and fixed
costs.

As indicators of competition, the annual estimatess of course, pivotal in the analysis. The
estimates of the Boone-indicator based on averagable costs, which range from -0.2 to -0.7
and are significant in all years but one. The mdideded marginal costs estimates are slightly
higher and only significant in four out of nine ygaAlthough the level of the indicator is
difficult to interpret, its low degree of signifinee suggests moderate competition. When
marginal costs are adjusted for scale economie® obthe betas are significant. This indicates
that scale economies are an important componehealbserved Boone indicator.

Figure 4.1 shows that the Boone-indicator fluctsa@mewhat over time in all three model
versions. We observe an upward trend, indicatisligat, but insignificant decline in
competition over the respective years. Averageatdeicosts and model-based marginal costs
result into similar estimates. The third measureafginal cost renders a comparable pattern
over time, but — due to the eliminated scale ecdesr at a higher level.

In order to assess whether our estimates for tlem&andicator are high or low, we
compare them with estimates for other Dutch indestiCreusen et al. (2005) estimated the
traditional Boone model for the manufacturing aet/e industries and found elasticities
between average variable costs and profits of atowspectively, -5.7 and -2.5, for the years
1993-2001. The Boone indicator of the life insuemdustry is around -0.45. Comparisons of
the Boone indicator across sectors are problerdatgco measurement error, for example due
to differences in accounting practices of profitsl @osts. However, the absolute value of the
Boone indicator of insurances is much lower (cldsezero) than in other service industries.

Moreover, estimations using exactly the same dé&imifor profit as in Creusen et al. (2005)

% Note that the variable cost may change over the size classes due to scale efficiency (just as the marginal cost may do),
so that the average variable cost may differ from the marginal cost. Apart from this theoretical dissimilarity, these variables
are also measured differently in practice.
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Figure 4.1
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lead to the same conclusiGhAll in all, this suggest that the life insurarindustry is less
competitive than the manufacturing and service strikes.
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45.1

Sensitivity analysis: the Boone indicator bas  ed on market shares

The Boone indicator is subject to the deficienat ihis based on profitability of past business
instead of entire new production. This issue iselby analysing another performance
indicator: market shares. Just as is the caseréditgy market shares will also react stronger on
marginal costs, the more competitive the marke¥lerket shares are based on annual
premiums and a significant part, 55% of these jpram, are from new policies. Therefore
market shares reflect largely the current business.

Although the indicator as originally formulated Bgone is based on relative profits, the idea
behind it — namely that competition rewards efficig — implies that we could also use the
intermediate magnitude relative market shares &me variable. Therefore, as a check on the
findings in the previous section, this section pres estimation results based on markets
shares. Results are shown in Figure 4.2. We fiatldkierage variable costs have a significantly
negative effect on market shares. An increaseisflarginal cost measure with one percent
results in a market share loss of around 0.45%el€onsider changes in the indicator over
time, we observe larger negative values in thesypet before the major fiscal policy change-
over of 2001 with respect to annuities (see algaifei 4.2). This indicates that competition has
intensified somewhat in these years, probably vé#pect to annuities, which is in line with the

% The value of the Boone-indicator in these estimations becomes around - 0.85. Results can be obtained from the authors.
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Figure 4.2
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observed increase in advertising and sales. Isdhsequent years, we see that the effect of
marginal costs on market shares decreases, pototiwgakening competition.

Effect on market shares of average varia  ble costs and (adjusted) marginal costs
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Although the results presented above uniformlydaté that efficiency gains lead to larger
market shares, this could also fully or partly lne tb scale economies, as observed in Section
1.4. Large firms enjoy these scale economies widdiice marginal costs and work to increase
market shares. To avoid possible distortion dusitokind of endogeneity, we correct the
marginal costs (mc) for scale economies. This ctioe for scale economies yields the purest
method of investigating the present relationshigufe 1.2 present the estimates for the market
share model based on marginal cost adjusted fét& ecanomies. As in the earlier model
versions, we find that higher marginal cost tenditoinish a firm’s market share and vice
versa. However, the value of this indicator andeit®! of significance are much lower now
(namely around -0.2), apparently due to the faat tie positive contribution of scale
economies has been eliminated (see also FigureHo®ever, one should not draw too strong
conclusions based on this coefficient as it mayp glartly be smaller due to measurement
errors. The conclusion remains that even afterecting for scale economies, efficiency gains
hardly affect market shares.
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4.6

Conclusions

This chapter analyses competition and efficienah@Dutch life insurance market. As
competition cannot be observed directly, we useetlimdicators to estimate competition in an
indirect manner.

The first indicator is the scale efficiency lev&ltranslog cost function has been applied to
measure scale economies in the Dutch life insuramttestry. Estimates indicate that scale
economies exist and amount to 20% on average,marigim 10% for large firms to 42% for
small firms. Such scale economies are substamtiapared to what is usually found for other
financial institutions such as banks. All existingurance companies are far below the
estimated (theoretical) optimal size. The presaatysis therefore seems to suggest that further
consolidation in the Dutch life insurance marketrha beneficial. Apparently, from an
efficiency point of view competitive pressure i timsurance market has been insufficient to
force insurance firms to employ the existing seaenomies.

The second indicator is the X-efficiency level. Yl cost X-inefficiency estimates of
around 25%, on average, a magnitude which wouldeaxpected in a market with heavy
competition. Incidentally, such inefficiencies @ uncommon for life insurance in other
countries.

The third indicator is the Boone indicator. Estiggatf this indicator point to weak
competition in the Dutch life insurance industryrggared to indicator values in other service
industries. All our empirical analyses are basetb@ance sheet and profit and loss data from
both new and old business. Although the majoritarmiual premiums stems from new policies,
the portfolio of policies is built up over the ysaHence, eventual improvement of competition
would show up in these figures only with some detiepending on the type of indicator.
However, annual estimates of the Boone indicatotlfe most recent years find a weakening
rather than a strengthening of competition.

The evidence in this chapter does not allow ugawdtrong conclusions on competition in
the insurance market. The reason is that our aisalyen an aggregate level. Yet, all three
indicators point to limited competition.

Reduction of both X-inefficiency and scale ineffincy would be advantageous for all
parties involved. Developments in information tealogy make further improvements in
efficiency possible. Our empirical research alsgpgests that consolidation would carry
substantial cost savings.
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5.1

Financial advice and consumer choice

Introduction

A well functioning retail market for financial pradts requiresinter alia, that consumers can
find the product that matches their preferencesatthe lowest possible price. Financial
products, and in particular life insurance produate generally considered to be complex.
Searching and comparing financial products caretbes be difficult and time consuming. For
this reason, many people make use of financialsadsito help them make the right decisions.
However, the market for financial advice may natdiion properly. In particular, due to the
incentive structure in his market (commissions fmidnsurers) coupled with the infrequent
purchase of these products and the lack of suffi@pertise by consumers, financial advisors
may give biased advice that is not in the best@steof consumers.

This chapter empirically analyses what factors meitge how well consumers make their
actual choices. In particular, we will investig#te role of financial advice in the decision
making process. In order to compare choices, wasfon a class of rather simple and
homogeneous life insurance policies (in Dutch: lsmoppolissen). These insurance products
consist of single or periodic premium paid to theurer, followed by a payment at maturity to
the policyholder. This payout is either guarantegdiepends on the value of an underlying
investment portfolio.

We will focus on three different decisions that somers will have to make in order to buy
this type of life insurance. First, we analyse die¢erminants of the choice of distribution
channel. Second, we aim to explain what type airimsce policy is chosen. Finally, we focus
on the determinants that underlie a consumer’scehafi insurance company.

We use two types of data to perform our empiricallgses. For analysing what choices
people made and why they made these choices, we usakof a consumer survey by
CentERdata. For evaluating how well people havecsedl their insurance company, we
obtained data on insurers’ quotations from the Gorentenbond and MoneyView. Both
datasets will be further described below.
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What insurance policies do we analyse?

In this chapter we analyse so-called unit-linked life insurance policies and life insurance policies with a guaranteed
payout (‘koopsompolissen’). These insurance products consist of an initial deposit of a lump sum or a periodic

premium, followed by a payment at maturity. The duration of these policies generally ranges from 5 to 30 years.

The periodic or lump sum payment can be invested in an investment portfolio (equity funds, real estate funds etc.), in
which case the payment at maturity depends on the return of investment. The payout of this type of policy is therefore
uncertain, and there is a risk that the payout will be either lower or higher than expected. These products are often

called unit-linked products, because their value is linked to a number of underlying units of investment.

Alternatively, the policy holder can chose for a guaranteed pay-out. The payout of the latter group of insurance products
is certain, and there is no risk involved in the amount a consumer receives at the end of the duration of the product. For
this reason, the relative value of products from different insurers is easily determined by comparing the payout (per euro

invested) of a product from a particular insurer with another.

Within these products, a policy holder can choose to receive no payout if the purchaser of the product dies before the
insurance matures. Although such a choice leads to a higher payout (given the premium) at maturity, the vast majority of
purchasers of policies with a guaranteed payout choose restitution of the maturity payment in case of premature death.

Before 2001, the premiums paid for these policies were tax exempted (up to a certain amount). Since then, they are

only exempted under rather strict conditions.

5.2 Survey data

In this section we will briefly describe the surweg conducted and present an overview of the
survey statistics. This overview is meant to givadeacription of the data and to draw some
preliminary conclusions on this basis. These caichs will be investigated further on in this
chapter by estimating the influence of variablesonsumer choice by means of econometric
techniques.

The survey was conducted by CentERdata over a tegkwperiod, starting 11 September
2004, by means of an on-line questionn&indlithin its panel, CentERdata had previously
collected data on the purchase of life insurantkese data contain information on number and
type of policies purchased, the time of purchaskthe insurance company from which the
insurance policy was purchased. However, this dataot identify through which channel a
particular product was purchased or what type foffination was used by the consumer before
purchasing the insurance policy. Our survey wasetbee aimed at unveiling through which
distribution channel these insurance products warehased and what type of information was

% CentERdata is an institute related to the University of Tilburg, and specialised in acquiring data through the Internet by
using a panel of about 2000 persons. The panel is representative of the population in the Netherlands, with regard to sex,
age, level of education, religion, geographical residence, marital state and number of persons per household. In appendix I,
a cross-section is presented (available from the website of CentERdata), comparing the composition of the CentERdata
panel with data for the Netherlands as a whole from the Central Bureau of Statistics (CBS), http://www.uvt.nl/centerdata/nl/
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available and used by the consumer. Thus, our iguesiire basically contains questions about
how and why people bought their policies.

Survey statistics

In total, 368 respondents from 351 different hoat#hcompleted the questionnaire. They
purchased in total 562 products. For 23 policies,type of product could not be determined.
Further, for 23 policies, we could not determine distribution channel uség.

For 518 product purchased by 346 respondents,disitibution channel used as well as the
type of product purchased, could eventually berdgteed. Out of these 346 respondents, 250
purchased only one product, whereas 66 purchasegrvducts and 30 purchased more than
two products.

Out of the 518 products, 287 were classified aslitked, whereas 231 were classified as
having a guaranteed payout. Of the 287 unit-linkextiucts, 149 were bought through an
insurance advisor, whereas 138 were bought diréctig an insurer. Of the 231 products with
a guaranteed payout, 115 were bought through amanse advisor, whereas 116 were bought
directly from an insurer. Thus, the respondentsattger evenly spread over the two types of
products (unit-linked and guaranteed payout) asttidution channel (insurance advisor and a
direct writer).

The period over which the majority of products ud#d in the survey were purchased
ranges roughly from 1984 until 2004, a period ofy/2@rs®* The number of purchases per year
is not uniformly spread over time. Figure 5.1 shevgteady rise in the number of products
purchased, starting around 1985, with a peak ar@000, after which the number of products
purchased shows a steep decline. This decline $ likely due to the stricter tax exemption
rules that applied to these policies since 2001.

Starting from 1995 and ending in 2001, much moiielinked products were sold, as
compared to the number of products with a guardnpegout. This largely coincides with the
period that stock markets were booming, and possildigest a link between the performance
of stock markets and the preference for unit-lingeaducts.

% These respondents had indicated they had purchase neither a unit-linked nor a product with a guaranteed payout. When
asked in what sense the product was different the responses were ‘no idea’ in these 23 cases.
% There is one outlier in 1964. This probably constitutes a typo, as products with this duration do not exist.
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Figure 5.1 Number of policies purchased by year and distribution channel
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In the table below, a number of survey statistizslie entire dataset are given.

Table 5.1 Sample statistics by type of policy
Unit linked Guaranteed

Average age on purchase 42.44 41.40
Average age on survey date 48.91 50.29
Average gender 0.25 0.33
Average net income 1765.98 2249.63

Search behaviour of respondents: importance of fina ncial advice

In Figure 5.2 below, we show for each distributabrannel (direct and insurance advisor) what
percentage of respondents used which type of irdbom before purchasing the insurance
policy.3* Overall, around 62% of the consumers use onlysouece of information. Roughly
20% of the respondents purchasing insurance prediiretctly from an insurer used
information from only one insurance advisor, wherd&% used information from only one
bank. This shows that insurance advisors still farmather important source of information,
even for consumers who purchase directly from aarier. Around 75% of the respondents
buying through insurance advisors used informafiom only one insurance advisor, whereas
11% used information from only one bank. Thus, comsrs purchasing through an insurance
advisor depend heavily on the information provitégchim. This shows how important it is that
financial advice given by insurance advisors isantipl and aimed at maximising benefit for

consumers.

%2 The various percentages add up to more than 100% because people could answer several questions with ‘yes’.
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Figure 5.2
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Consumers purchasing insurance products direatiy Bin insurer were asked whether they had
compared offers of several companies. The resutisate that of those who purchased a
product directly, 60% indicate that they have rmnpared several banks or insurers before
buying the product. Of the respondents who purahageroduct through an insurance advisor,
more than 40% indicated the insurance advisor diccampare several insurers and banks. For
those respondents who indicated the broker did eoengeveral products, on average 3.2
products were comparéd.

Effect of commission awareness on choice of distrib ution channel

Respondents were asked in what way, accordingeto,tAn insurance advisor gets remunerated
for his advice and intermediation. Possible answen®: his services are for free, the insurance
advisor charges me directly, he gets commissiom fitee insurance company, he receives a
fixed income from the insurance company, and diemdw. The results show that most people
either don't know how insurance advisors are rermatee, or know that an insurance advisor
receives commission from the chosen insurer. Ttad tmmber of people answering that
insurance advisors offer their services for frémrge directly or receive a fixed income is
relatively small. For those consumers purchasinguidsh an insurance advisor, the percentage
of people who don’t know in what way the insuraadeisor gets remunerated is much higher
than for those consumers purchasing directly frarmaurer (Figure 5.3). Of the respondents
who purchased a product through an insurance agiéboost 38% knew how the insurer

rewarded the advisor for its services, whereas 8&ésn’t know how the insurance advisor was

% One respondent indicated 99 products were compared. This is probably a typo. We have set this value to missing in the
rest of our analysis.
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Figure 5.3
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respectively. Direct purchasers are thus much raware of the existence of commissions.

Remuneration awareness by distribution ¢~ hannel

. -

Free Direct charge Commission Fixed income Don't know

M direct Efinancial advisor

Effect of distribution channel on relation between risk aversion and product purchased
The survey also contains data on how the resposaemild classify themselves with regard to
risk-aversion. This was done by asking them todatdi to what extent (on a scale from 1 to 7)

whether they agreed with the following proposition:

‘| consider it to be more important to invest safely aeceive a guaranteed payout than to take

risk in order to receive the highest possible yield’

Figure 5.4 shows the relation between product ehaia risk aversion. The results tentatively
suggest a negative relation between the probabilipurchasing a unit-linked product and risk
aversion. The more risk averse a respondent idpther the probability that he or she
purchases a unit-linked product. An important goesis whether the choice of distribution
channel has any influence on this relation. Figudebelow shows the proportion of unit-linked
policies, for both distribution channels. The résindeed suggest there might be an effect.
When consumers buy products directly from a bardaoinsurer, there is a rather clear link
between the type of product chosen and the indidateel of risk-aversion. However, when
consumers buy their products through a insuranesad the correspondence seems to be

much weaker.
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Figure 5.4 Product choice and risk aversion
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Figure 5.5 Product choice and risk aversion per dis tribution channel
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5.3

Conclusion

Consumers on average do not compare a large nwhbesurers or banks when buying a life
insurance. Further, a large number of consumersoti&now how an insurance advisor is
remunerated. However, consumers who buy their ptsdiirectly from an insurer seem to be
more aware of the way in which insurance advisetsgmunerated. Finally, the data suggest
that the relation between risk aversion and prodhbotce is stronger for consumers who buy
their product directly from an insurer than for samers who buy their products through an

insurance advisor. In the next section we will elalte on these observations.

The consumer’s decision problem

The decision problem of a consumer who plans todneyof the products in our dataset can be
broken down into two steps. First, the consumerthaecide through which distribution
channel she will purchase the product. An analyktke factors determining consumer choice
of distribution channel is important because it Imigoint to effective strategies to influence
consumer behaviour and thereby intensify compaetitiwr example, a policy issue which
currently receives some attention is to what extesurance advisors should disclose to
consumers the way in which they are remuneratedrantvel of remuneration. If knowledge
by consumers of an insurance advisors’ remunerdatituences either the distribution channel
or the type of product chosen, transparency wispeet to remuneration can be an effective
policy instrument to influence consumer behavi@elow, we will therefore first analyse the
factors determining consumer choice of distributtbannel.

Next, we will analyse what factors determine howsgners choose between safe and risky
insurance products. If a consumer purchases aypodi or she can either purchase a product
with a guaranteed payout or a unit-linked prodlrcthe former case, the consumer will know
exactly what he will receive at the end of the tioraof the product, whereas in the latter case
the payout can only be predicted on average. Alunkied product is therefore said to be risky.
Consumers should be rewarded for this risk. Theeetfte average expected payout of a unit-
linked policy should be higher than the certainquéyof a guaranteed policy. People who are
relatively risk-averse will prefer safe productsigky products, even though they receive a
higher expected payout when buying risky produatss risk averse people may prefer buying
risky products. Thus, it is reasonable to assuraedttonsumer’s risk appetite influences his or
her choice between unit-linked products and pradwith a guaranteed payout.

In addition, there might also be other factors thlitience the type of product chosen.

We analyse whether the quantitative effect of thdamatory factors depends on the
distribution channel used. We expect this effediganore pronounced for people who
purchase their insurance product through an inseradvisor than for people who purchase
directly from an insurer, because consumers whe kiffficulties searching for products, might
find it difficult to compare various products, amight have a hard time judging whether
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product fits their characteristics best. Insuraadeisors play an important role in overcoming
these information asymmetries and lowering seaosksc An insurance advisor should be able
to judge what a consumer needs, should be abledsify a product with respect to these
needs, and should be able to search for and compeoais products.

The above description of the consumers decisiobleno leads quite naturally to the
following approach. First, a binary choice modeta#ing the choice of distribution channel
is estimated. Second, for each of the two distiGimuchannels a binary choice models
describing the choice of product (unit-linked gyumranteed payout) is estimated. This results
in three models each of which estimates the prdibabf a particular choice made as a

function of a number of explanatory variabfés.
Choice of distribution channel

Knowledge by the consumer of the way in which iasge advisors are remunerated may
influence the choice of distribution channel. Polgsiconsumers will be more inclined to
purchase products through direct writing if theypwninsurance advisors receive a considerable
amount of money if they sell a product. We measiuedevel of remuneration awareness by
asking consumers whether they know in what waysarance advisor is remunerated. If the
guestion is answered correctly, remuneration avem®is set to ‘high’, otherwise it is set to
‘low’.

A second variable which might influence the chai€distribution channel is consumers’
stated knowledge of financial products. Consumérs think they have a high level of
financial expertise will think they can comparedintial product themselves, without the help
of an insurance advisor. Consumers with a higledtlvel of financial expertise might be
more inclined to purchase insurance products djrétt

A third variable influencing the use of distributichannel might be age (at the time of
purchase of the product). Elderly people mightdss lable to compare complex financial
products. Also, the Internet is an important tao$éarching for a financial product. Elderly
people might be less inclined to use Internet, @afig for such purposes.

In addition, income might influence choice of distition channel because the opportunity
costs of searching for a financial product mighbigger, the higher one’s income. People with
a higher level of income might be less willing fead leisure time in searching for products
themselves. Because the effect of additional incasfigoresumably be less strong the higher

3 To make sure that the estimated endogenous quantity can indeed be interpreted as a probability, this function cannot be
linear. Its value has to be limited between zero and one. A common choice for such a function is the logistic distribution. This
results in a so-called Logit model. We have used the Logit model in our estimation. Choosing a different distribution results
in a different binary choice model (probit). This does not yield qualitatively different results for our estimations.

% We measure a respondents stated level of knowledge by asking whether she considers herself an expert in financial
matters on a scale of 1 to 4. Respondents who answer 3 or higher are classified as having a ‘high’ stated level of expertise.
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the level of income, we take the natural logarithiincome as the appropriate explanatory
variable.
Also, the level of education might be importantspandents with a high level of education
might be more able to search for the best offem fheople with a low level of education. We
distinguish between respondent with a ‘low’ andhigh’ (HBO/WO) level of education.
Finally, gender might influence the use of disttibn channel. For example, men might be
more interested in financial products and mightefare be willing to invest more time in
searching for an offer from a direct writer. Th&ewant factors influencing the choice of
distribution channel are therefore:

Stated level of expertise
Age

Income

Level of education

* Gender
54.1 Results
To identify which parameters influence a consumeingice of distribution channel, we
estimated the probability of purchasing an insuegmoduct through an insurance advisor as a
function of transparency, stated expertise, ag@nre, educational level and gender.
P(Insurance brokefp . x) = F@ . x)
B . % =Po + B remuneration awarengssp, stated expertise Bz age + p4 log(income) + s
education levek Bsgender
Table 5.2 Choice of distribution channel: logit est  imates (financial advisor=1, direct channel=0) (num  ber
of observations=270)
Estimate T-value
Constant 1.157 0.45
Commission awareness -1.977 -6.53
Stated expertise -0.346 -111
Age -0.050 -3.37
In(come) 0.323 1.01
Education level -0.658 -2.12
Gender 0.273 0.74
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5.5

The results in Table 5.2 show that age, educatieel land commission awareness are
significant in determining which distribution chasas been choséhThe higher someone’s
age, the less probable it becomes that this pevdbbuy products from an insurance advisor.
Whether or not this result is in agreement with iotuition is unclear. On the one hand one
might expect elderly people to have more diffi@gtsearching for insurance products
themselves. On the other hand, elderly people ntightsed to purchase directly from a bank or
an insurance advisor. The higher the educatiori tevee consumers, the lower the probability
that he or she will buy insurance products throaglinsurance advisor. For respondents with a
higher level of education, it might be easier tarsh for products themselves. Finally, the more
consumers know about remuneration (commission aweas3, the more probable it is that they
will buy products directly from an insurer insteaidthrough an insurance advisor.

The effect of commission awareness is the most itapbeffect of these three significant
variables. If people are aware they actually paytie advice they receive, they will search for
an insurance product themselves more often. Ifuoess know how insurance advisors were
remunerated, the probability of purchasing direfitbyn an insurer increases with no less than
40%. The most straightforward explanation for tieisult is that consumers are not willing to
pay for financial advice if the cost structure di/ee is made explicit.

Choice of product type: guaranteed vs. unit-lin ked

In the survey, people were asked to indicate tbe#l of risk-aversion. As already noted, this
indicated level of risk-aversion should be an int@ot factor influencing the type of product a
consumer choose¥.Risk averse consumers should purchase on averageproducts with a
guaranteed payout, whereas consumers who areeddles should purchase on average more
unit-linked products.

Apart from the level of risk aversion, there miglet other important factors that influence
choice of product. An important candidate that rhiguence the type of product chosen is a
consumers’ level of financial expertise. Responsierith a higher level of financial expertise
might be more able to judge how risky a particplarduct is. Therefore, the higher the level of
a consumer’s financial expertise, the better hehermight be able to match risk aversion with
his or her product choice. Because this reasosiogly valid for people who indeed have a
high level of expertise, it is the revealed levieéxpertise rather than the stated level of

% Taking into account other variables such as revealed expertise, number of products purchased or year dummy’s for the
period 1991-2001 does not influence these results. The year dummy’s for 1996, 1997, 1998 and 2000 are significant and
indicate an increased likelihood of purchasing through an insurance advisor. In addition, a Lagrange Multiplier test indicated
there was no heteroscedasticity, except marginally in the variable ‘education level’. However, a Wald test indicates that there
is no heteroscedasticity in ‘education level'.

3" Respondents have been asked about their risk aversion after they had already purchased the insurance policy. A problem
with this procedure might be that consumers rationalise their choices ex-post.
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knowledge that is relevarit. To measure the revealed level of expertise, coassiare asked
several questions. If they answer these questiomedctly, their level of revealed expertise is
set to ‘high’. If they answer one or more questiont®rrectly, their level of revealed expertise
is set to ‘low’.

Another factor that might influence the type of ¢wot chosen is income. People with a
higher income will be able to take on more riskyastments with less adverse consequences
for their personal finances. Therefore, a giverl®f risk aversion might relate differently to
product choice for people with a high level of im@than for people with low incomes. As
before, instead of income the natural logarithnmodme is more appropriate as an explanatory
variable.

An additional factor that might be of importancege upon purchase. Elderly people have
a lower remaining life expectancy. Therefore, didpeople will have less time to average out
fluctuations in level of the stock markets. Thisame that the risk involved in purchasing a
unit-linked product is higher. We might therefosg@ect elderly people on average to buy less
unit-linked products. In addition, someone’s ristesion might shift during the course of a life.
This variable catches such an average shift inaigtsion with age.

Finally, the average consumer’s preference foyrigloducts might shift over time. To
capture potential shifts in average consumer peafs¥, we have introduced a year dummy.
This dummy allows for changing (average) consumefepence over time. For example, it
allows distinguishing between the period when carens expected the stock market to boom
(approximately between 1995 and 2000), during whielcan expect respondents to be more
likely to purchase unit-linked products, and thargebefore and after this period.

The relevant factors influencing product choicetherefore:

Risk aversion

Revealed level of financial expertise (crossed wik aversion)
Income

Age

Year dummy

Results

We have analysed the influence of the variablestioesed above on product choice separately
for consumers purchasing insurance products thraudjhect writer and for consumers
purchasing through an insurance advisor. A comtigdactor is that some respondents have
purchased multiple products. These respondentsdraaxeered the questionnaire for each

product separately. This means different obsermatare no longer independent, as they

% Also, this reasoning implies that revealed expertise should enter the model as a cross-term with risk-aversion. We expect
no direct effect of level of financial expertise on product choice.
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correspond to one single respondent and resudts-talled serial correlation. In principle, it
would be possible to adjust our econometric angliyssuch a way as to allow for such serial
correlations. However, for simplicity we have chose include only one observation for
people who have purchased multiple proddttShus, we estimate the probability of receiving
a guaranteed payout, with explanatory variablessive, income, age, the dummy variable
hype, and aversion crossed with revealed expéftiRevealed expertise enters the equation
crossed with aversion because it should have metdmfluence on product choice, but could
result in a stronger effect of aversion on prodinice.

We assume that there are no selection effects.aBsismption is justified, as can be shown
by estimating a switching regression model thatves| for selection effects The null-
hypothesis of no selection effects could not beateid on the basis of this model. The
following relation has been estimated separatalgdmsumers purchasing insurance products
directly from an insurer and consumers purchasisgrance products through an insurance

advisor:

Table 5.3 Choice of product: logit estimates (guara  nteed = 1, unit-linked=0)

Advisor® Direct’

Value T-value Value T-value
Constant 4.33 1.52 1.47 0.48
Risk aversion 0.01 0.09 0.28 2.02
Ln (income) -0.48 -1.44 -0.28 -0.79
Year dummy 1995-2001 -1.43 -3.39 -1.47 -3.42
Age 0.01 0.71 0.01 0.06
Risk aversion * revealed expertise -0.26 -1.68 -0.00 -0.02

# Number of observations: 146.

® Number of observations: 121.

% We have checked for robustness against selecting the observation included in the analysis. Choosing the first product
purchased, choosing the second product for those who purchased more than one product does not influence our results.
Also, the regression results are robust against including include all data points and estimating without correcting for multiple
products per respondent.

“We have also checked whether excluding log(income) as an explanatory variable influences our results in table 5.3 below.
This might occur if risk aversion and income are strongly correlated. However, the results remain unchanged, the coefficient
for risk aversion changes slightly in the case of direct purchase and remains significant at the 5% level, whereas the
coefficient for risk aversion in case of purchase through an advisor is still not significant, with a P-value of 0.99.

“! To check whether our results might be influenced as a result of selection bias, we have additionally estimated a binomial
choice switching regression model with the same explanatory variables that allows for self-selection effects due to the
influence of unobserved variables. Selection effects might be present if the probability of a particular observation to be
included in the sample depends upon the phenomenon we are explaining. Selection bias might be due to the sampling
frame, non-response or to self-selection of respondents. The Center-panel is representative of the population in the
Netherlands. Within the panel, non-response was negligible. Bias due to self-selection could for example arise if, due to
unobserved characteristics, risk averse respondents who purchase unit-linked products are more likely to end up purchasing
through an insurance advisor. Our results for the binomial choice switching regression model show that there are no
selection bias effects.
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P(guaranteed payoy . x) = F@ . x)
B . x =p,aversion+ B, log(income) +Bsage + pshype + psaversion* revealed expertise

The outcome of the regression is shown in TableWi8n purchasing through the direct
channel, there are two variables that have a $gmif influence on products choice: risk
aversion and the year dummy variable. The estima#ieults suggest that for consumers
purchasing insurance products directly from anneisuisk aversion plays an important role in
the choice consumers make. The sign of the coeffidor risk aversion implies that consumers
with a higher level of risk aversion are more likéd buy insurance products with a guaranteed
payout. This confirms that people with a high levkstated risk aversion indeed prefer to
purchase less risky products than people with b leigel of stated risk aversion, giving
confidence in the use of the stated risk averstoa measure of revealed risk aversfofihe
other variable that is significantly related to somer choice is the year dummy. The sign of
the coefficient for this dummy implies that in theriod 1995-2001 people were more likely to
buy unit linked product&’

For consumers purchasing products through an insaradvisor, only the year dummy is
significant. The risk aversion of consumers purtigthrough an insurance advisor is not
significant in determining which type of produceshpurchasé?

To interpret the different influence of risk aversion consumer choice for the two
distribution channels, we have tried to think ofieas possible scenarios that could explain
why insurance advisors do not take into accourtrsemer’s level of risk aversion when
advising a certain type of product.

A first possibility is that the data we use do regiresent the variables we think they
represent. For example, the stated level of aversight not indicate the true level of risk
aversion. This explanation assumes that in retilgye is a relation between true risk aversion
and product choice, but not between the stated tdvesk aversion and product choice. On the
basis of their expertise and a consumers incongeetry insurance advisors judge what the
‘true’ level of risk aversion is. There are sevgralblems with this explanation. First, there is
no significant relation between any of the othesgenous factors and product choice. This
might imply that we have missed out on the mostartgnt variables explaining ‘true’ risk

“2 Another way in which one can gain confidence in stated risk aversion as a measure of revealed risk aversion is by relating
it to variables like gender, age, income and education. If any of these is significant in explaining risk aversion, the relation
should agree with naive expectations. The results of this exercise are that gross income, age and educational level are
significantly related to risk aversion. Income is negatively related to risk aversion. The higher gross income, the lower risk
aversion. Age and educational level are both positively related to risk aversion. The higher age or educational level, the
higher the level risk of aversion. These dependencies are in line with what one would naively expect.

3 For the entire sample, including respondents who purchased two or more insurance policies, we've also analysed product
choice with a dummy for every year in the period 1990-2003. All dummies for 1990-1994 and 2002-2003 were not
significant. A log-likelihood ratio test indicated that the restriction of all dummies from 1995-2001 being equal was not
significant.

“We have checked our results for robustness by including variables for which there seems to be no obvious reason to
include them, like gender, stated expertise and education level. These variables are not significant and including them does
not influence our results. In addition, a Lagrange Multiplier test indicates no heteroscedasticity in the exogenous variables.
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5.6

aversion. This seems improbable. Second, if wenasghat true risk aversion does influence
product choice, the fact that there is no signifta@lation at all between stated risk aversion
and product choice implies that there can only kerg weak correlation between stated risk
aversion and true risk aversion. This also seemsdbable. Finally, our results show there is a
relation between stated risk aversion and typeadyct chosen for direct purchase. This
suggests that a respondent’s stated level of viskséon indeed corresponds to his or her true
level of risk aversion.

Therefore, a more probable explanation is thatranste advisors, on average, either ignore
risk aversion, or treat all consumers as havingtmae level of risk aversion. On the basis of
other variables, such as age, income and educhtéed, the insurance advisor then searches
for the best product. However, again we note tbatrof the variables that might influence the
type of product chosen are significant. This tresadk to the question: on the basis of what
factors do insurance advisors advise their cliamarticular type of product ( unit-linked or
guaranteed payout)?

Choice of insurance company

The previous section has dealt with the choicerofipct type. This section focuses on the
choice of insurer. Here, we aim to assess howpegple choose and what factors are relevant
in making the right choices with regard to the masice company. In particular, we will look to
what extent search intensity, financial expertise #he use of financial advice have helped
people in making the right choice.

The choices we are examining here are limited @cstiection of the insurance company
offering policies with a guaranteed pay-out. Thesan for this is that only for these policies we
can assess how well people have made their chMeewill do this by comparing the
guaranteed pay-out of the chosen policies wittptyeout of the policies they could have
chosen. As the pay-out (per euro invested) is tte r@levant criterion for this type of policies,
it constitutes an unambiguous performance measuthd chosen life insurance.

As competition between insurance companies depémds alia, on the responsiveness of
consumers to differences in premiums, understandghrag factors help consumers to pick out
the best offer could provide policy-makers usefistiuments to enhance competition between
life insurers. Furthermore, it could clarify to vitextent financial advisors help consumers in
making the right choices.

Note that, in this section, we will not evaluateetlrer a consumer should better have
chosen a unit-linked policy rather than a policyhwa fixed pay-out, nor will we look at
whether the consumer should have bought a liferamse in the first place.
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5.6.1 Methodology
The basic idea of the research in this sectioa &ntalyse the choices that consumers make with
regard to the insurance company. Virtually all ness offer life insurance policies with a
guaranteed pay-out, but, for a given individudifedences between insurance companies can
be substantial. An example of these differenceggvisn in Table 5.4. This table shows actual
guotations for a male, aged 45, investing a sipgéenium of 2804 euros for 20 years (as of

November 2000).
Table 5.4 Quotations for a male, aged 45, investing 2804 euros for 20 years (as of November 2000)
Insurance company Pay-out Pay-out index
euro %

A 8370 2.34
B 9022 10.31
C 6984 -14.61
D 9344 14.25
E 9725 18.90
F 7060 -13.68
G 8079 -1.22
H 8900 8.81
| 8939 9.29
J 7846 -4.07
K 8700 6.37
L 7489 -8.44
M 8071 -1.32
N 8645 5.70
@] 8608 5.24
P 8898 8.79
Q 8792 7.50
R 6847 -16.28
S 6581 -19.54
T 7940 -2.92
U 7636 -6.64
\Y 7462 -8.77

Source: Consumentenbond

The difference between the insurer with the higpastout (E) and the lowest pay-out (S) is
more than 3000 euro for identical policy conditioAs there is no relationship between the size
and age of insurers on the one hand, and the gpakedut on the other, these large differences
cannot be explained by differences in reputatidrie@insurance companies. Moreover, all
these insurance companies are supervised by tted [Banhtral bank. This prudential
supervision explicitly aims to minimise the defangk of life insurance companies and, as
such, protect their policy-holders.

As shown, the choice of insurance company couldenatlot. But how well do people
actually make their choices? In order to answey dgliestion we constructed a database that
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consists of the following pieces. For each indiadof the CentERdata panel that bought a life
insurance with a guaranteed pay-out, we know winisirance company he or she selected.
Further, we constructed for each individual a caaiet containing all insurance companies that
the respondent could have chosen, including theopéyhat the respondent would get from
these insurance companies. By comparing the pagfdhe chosen company with the pay-outs
of the other life insurers, we can assess howtlvelhctual choice of the respondent is.

The simplest way to do this is by looking at howcmmore money the respondent could
have made if he had chosen the best quotation. tAawdifferent respondents have different
policies. We therefore have to express the quafithe choice in relative terms in order to
make fair comparisons between respondents. We pecpeariable, labelled Pay-out Index
(POI) to assess the quality of a given choice:

POI = actual_ pay_out
average pay_out

(5.1)

We thus evaluate the actual choice by the relative distance ofdtericpay-out of the chosen
company to the mean pay-out in the relevant table of qonsafThe last column of Table 5.4
shows this variable for the quoted insurers. Thus, if poretent had chosen company E from
this table, his pay-out index would be equal to 18.9Jying that he has chosen an insurance
company that offers a pay-out that is 18.9 percent above ¢hagev(for comparable policies).
After measuring the quality of the actually chosen insuranogpanies, we will analyse

what factors explain how well consumers make their choices beingeance companies. We
hypothesise the following determinants:

The use of an intermediary: intermediaries supposedly havetivdddge to support
consumers to buy the best policy available.

Search intensity: consumers that are more active in searchinigedyedifind better policies.
Financial expertise: consumers with a better understandifigaotcial products are expected to
find better policies.

Education: highly educated people are expected to be better abtietstand and select the
right policy.
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5.6.2

The next section describes the data that we will use to peffierabove analyses in more
detail.

The data

Within the CentERdata panel described in section 5.2, a nurhlespmndents indicated that
they had bought a life insurance with a guaranteed pay-auth&se respondents we know
which insurance company they have selected, the premiumbdkieypaid, the year of
purchase and other personal characteristics (gender, age, et cetera.).

To establish the relevant choice sets for these respondertiayeebtained data on
guotations by insurance companies from the ConsumenterinohiélloneyView. Each quote is
based on the age of a (fictitious) applicant, his genderetheand type of the policy and the
amount of the single or regular premium. By type ofgyolire mean whether or not the
insurance pays out in case the holder dies before the endtefritheAs the vast majority
chooses a policy that is payable if the holder dies witiérterm, we only consider this type of
policies:® After excluding the quotes for policies that are not payabbase of death, data on
2253 guotations remain. These data cover 46 insurance compmartles period 1996 until
2003. The quotes can be represented in 130 different tabless wéich table contains quotes
from different insurers, but with identical policy cotioins*® Hence, on average around 17
insurance companies are present in each table (=2253/130). wplexat such a table was
already given in table 5.4

The next step consists of linking the table of relevantajigots to the policies of the
respondents in our samgieAs the conditions of the quotations are hardly ever exduly t
same as the characteristics of the respondents’ policies, ualatiave to find the table that is
closest to the policy of the respondent. We have adoptedllitwifig rule to determine which
table of quotations is most appropriate. We take the tabldiochwhe (absolute) differences
between the conditions of the quotes and the conditioeotspondent’s policy is minimal,
taking into account the following order of conditions: yebquotation, gender, age, duration
and premium. Thus, first we select tables on the basis afstlgeotation year. Then, from the
remaining set of tables we select the tables on closest gémelenn closest age, and finally on
closest premium paitf.

Taking the closest table of quotations for respondents wiwlgges do not perfectly
correspond to the quoted policies constitutes a non-paramedthod to estimate POI. The

% The data do not allow us to determine what type of policy the households have actually bought. However, the empirical
results below are robust to the assumption we make here. l.e., assuming that all respondents bought a policy that does not
pay out in case of premature death does not alter the empirical results below.

“6 Only some minor differences remain in the percentage of the capital paid out in case the policy holder dies. The effects of
these differences on the Pay-out Index are negligible.

Af respondents purchased a policy from a company of which no quotes are available at all, these respondents were
obviously removed from the analysis.

“8 The choice of order for the last four variables is rather arbitrary. However, the results presented below are robust to the
order of these conditions.
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alternative would be to use a parametric method, by which ywetéPOl by estimating it for
those respondents whose insurance company was not quoted/@atithey bought the policy.
For robustness, we have also applied this method to ourTdetgarametric method and its
results are described in the appendix of this chapter. Theésrasalindeed robust with respect
to these two different methods.

After linking the table of relevant quotations to the poligéthe respondents in our
sample, we have the actual choice of policy the respondent hasaméa table that consist of
guotes from different companies based on conditions sitoildre conditions of the
respondent’s policy. We interpret this table as the actuatelseit of the respondent. This can
be justified by the fact that the quoted insurers collectivapture virtually the whole market
for life insurances. Interpreting the table in this way cae assess how well the choice of the
respondent actually was by comparing the (quoted) guaranteeepigf the selected
insurance company with the guaranteed payments of the othpanm®. As mentioned before,
from the consumers’ point of view, these payments arertherelevant product characteristic
in which policies with guaranteed payments could differ betirsmers® The policies are
therefore directly comparable by looking at differences betwese thgaranteed pay-outs. The
pay-outs can thus be used to benchmark the actual choices edpoadents.

We have already proposed a variable, labelled Pay-out Index t@*&d¥ess the quality of a
given policy. More formally, this POI for a given quatati is:

POI; ¢ =100x Phat 4|, (5.2)
Pat

Here,p denotes the guaranteed pay-out of a potiayenotes the relevant table, drdkenotes

the year of quotation. We thus evaluate the actual choice by thea@stance of the quoted
pay-out of the chosen company to the mean pay-out in léneare table of quotatior8.The

last column of table 5.4 shows this variable for the quimsaters. The figure below shows the
histogram ofOl for all available quotations. This histogram again indictitatsthe

differences within a choice set can be very large. For somegmlamnsumers could get a 32
% higher pay-out than average. But we also observe quugdtiat offer a pay-out that is more
than 40 % below average.

“9In a very few cases, profit-sharing arrangements may lead to a higher pay-out ex post. Leaving out these observations did
not alter the results presented below.

%0 In stead of comparing the actual pay-out to the mean pay-out, we have also used the maximum pay-out as the benchmark
within a choice set. Again, the results are robust to this. We have chosen to use the mean as the benchmark, because it is
more stable if, for some reason, a typical cheap or expensive insurance company is not quoted in a particular year.
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Figure 5.6 Histogram Pay-out Index
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5.6.3 Econometric analyses

What factors explain how well consumers make their choicesafance company? We have
already hypothesised the following determinants: the use iofemrmediary, search intensity,
financial expertise and education. All of these variables arecteqh to have a positive impact
on the quality of the actual choices.

We will estimate the impact of these variabledP@l using the following explanatory
variables. For the use of an intermediary we use a dummy laBENt5EOR. Search
behaviour is represented by a variable labelled SOURCES. Itscitenhumber of information
sources the respondents had used during their decision npakicess. These six sources are:
relevant newspaper articles, financial magazines, informatiolisped by the
Consumentenbond (including tables of quotation), intebrethures from insurance
companies and financial software.

Financial expertise is proxied by a dummy that accounts foectty answering two
guestions about the (general) conditions of their polityese questions were about what would
happen when the policy expires. The first one was abouttiwhaespondent could do with his
pay-out. Five options, including “I don’t know” were pretagh The second question, which
was only asked to respondents who gave the right answles previous question, was as
follows: do you have to buy your annuity from the samamany you bought your life
insurance policy from? KNOWLEDGE is the dummy that accofartanswering the first and
second question correctly. Education, finally, was again caphyraddummy variable
(EDUCATION) accounting for being highly educated (HBO/WTH)e sample means of the

explanatory variables are presented below:
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Table 5.5

Sample means explanatory variables

Mean
Variable
Advisor 0.64
Sources 0.41
Knowledge 0.07
Education 0.10
We thus estimate the following model:
POl =a + S[BROKER + y [BOURCES+ d (KNOWLEDGE + @[EDUCATION + ¢ (5.3)
Because of heteroskedastic error terms under OLS, we estimatem®tgl(feasible)
generalised least squares. The results of this regressibe @illtsample can be found in the
table below.
Table 5.6 Regression results full sample
Parameter estimate Standard error T-value Pr> |t
Variable
Intercept 2.15 0.99 2.17 0.03
Advisor -5.35 1.12 -4.77 <0.00
Sources 0.08 0.65 0.12 0.90
Knowledge -0.78 1.18 -0.66 0.51
Education 0.03 1.66 0.02 0.99

R-Square: 0.1336.
Adj R-Square: 0.1122.
Number of observations: 167.

For the full sample, only the coefficient for ADVISORsignificantly different from zero at the
5% significance level (two-sided). It does, however, havewteng’ sign. Respondents who
buy a policy through an intermediary obtain a significaltlyer guaranteed payment than
respondents that buy a policy directly from a life insurancepemy. This can also be seen in
Figure 5.7 from the differences in the distributiorP@! between the two distribution channels.

Figure 5.7 shows that for both groups of respondéet® is some variance in the actual
pay-out indices, but the distribution for the groupesfrondents that bought their policies from
direct writers is indeed more to the right. Nevertheless, roathis group could have achieved
a much higher pay-out than they actually did. But thidiepgven stronger to the respondents
who used an advisor. We can hence derive two conclusioastv{§ors do not advice the best
available policies for their customers, and (ii) consumers Ity through a financial advisor
are worse off than those who do not.
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Figure 5.7
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Diagnostics and sample restrictions

In the full sample, there are some respondents who boughtthen one policy. There could
therefore be some serial correlation in the residuals for thessv@tions. Serial correlation
could mean that the score of an individual on POI is bettdaiged by an unobserved
individual characteristic. A Godfrey-test, however, rejeatshiypothesis of serial correlation.

Further, there could be a sample selection bias (between peatpls¢han advisor and
those who do not). Perhaps there are unobserved charactergtiostthexplain why people
use an advisor and how well people make their choice ofendgnoring the possible
existence of such unobserved characteristics can significaasiyHe results, because
differences in POl may then be incorrectly attributed taieeof an advisor.

To test for sample selection bias, we estimated a switcbgrgssion model that contains
(1) the choice of distribution channel (according to the spatifin in section 5.4.1) and (2) the
POI according to equation 5.3, conditional upon the chosgribdition channel and allowing
for correlation between the residuals of (1) and (2). The agtimresults of this model indicate
a positive correlation between the residuals of the model thiies the choice of distribution
channel and the residuals of model 5.3 for people who usadvésor. Further, these outcomes
point to even more pronounced and significantly negatifeetsfof the use of advisors. This
would suggest that there is indeed a sample selection effethemesulting bias
underestimates the negative relationship between the use ofisoraohd POI. However, these
results should be taken with care. In particular the estinf@télse selection effects are not at

all robust to slightly different specifications of the rebdApparently, the sample is too small

* The switching regression model is much more demanding (in terms of degrees of freedom) than the model of equation
5.3.
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to draw conclusions from the switching regression moetgrding selection effectRegarding
the effects of the other explanatory variables, the outcontbe afvitching regression model
are consistent with outcomes presented in Table 5.7.

Finally, one could argue that for some observations the imbdtween the date of
quotation and the date of actual purchase would create too miseli’fsithough there is no
reason to expect that this noise will bias the result indineetion or the other, it might still be
useful to run the analysis on a more restricted samptbelfollowing analysis we will
therefore use a sample in which we only consider one (8t fiolicy per respondent. Further,
we only consider policies for which the date of purchaserisoat two year§ away from the
nearest table of quotations. The results can be found ialtkekelow.

Table 5.7

Variable
Intercept
ADVISOR
Sources
Knowledge
Education

Regression results restricted sample: dep  endent variable is POI

Parameter estimate Standard error T-value Pr> |t
4.95 0.96 5.16 <0.01

-8.65 1.30 -6.68 <0.01

-1.72 0.98 -1.76 0.08

0.72 2.99 0.24 0.81

0.06 3.07 0.19 0.85

R-Square: 0.4764.
Adj R-Square: 0.4354.
Number of observations: 56.

The results for this restricted sample are very similar.obigih the sample is substantially
reduced due to the restrictions, we find an even strongatinegffect of using an advisor on
the pay-out. Moreover, there is a large improvement initloé the model as measured by the
R-square statistic Finally, we restricted the sample even loyaakbowing for no differences
between the date of purchase and the quotation date. Againathi® significant effect on the
results.

In conclusion, in all the above samples we find a signifigarggative coefficient for the
effect of advice on the pay-out index. The average pay-dakifor consumers using an
advisor is 5,4 (full sample) to 8,7 percentage pointdr{ce=d sample) below the average pay-
out index of those who do not use an advisor.

52 Note that part of this possible noise is already filtered by the method of weighted least squared that we used.
%3 Setting this limit involves a trade-off between sample size and possible noise in POI. The results are, however, robust to
different settings of this limit.

v



5.6.5 Alternative benchmark

Until now we have compared the average pay-out of those ahotduse an advisor with the
average pay-out of consumers who do use an advisor. Howeeecpuld argue that such a
comparison is too mild for truly assessing the performaheglvisors. After all, an advisor
should know the market so well that he should always re@mirthe best available policy.
Using this as a benchmark, we should redefine POI (the depevariable - see equation 5.1).
Instead of the average pay out, we now include the maximuraytay the denominator. In
order to make this a fair comparison, we only includetii;m¢alculation the policies from
insurers that are sold through both distribution channels

Estimation results using this modified dependent varialglstaown in table 5.8. We find
that those consumers who do not use an advisor achieve oneaagyayg out index that is 10.3
percentage points below the maximum of 100%. Consumers seharuadvisor achieve on
average a pay-out index that is 14 percentage points belanatkimum.

Table 5.8 Regression results full sample: dependent variable modified is POI (see text)

Parameter estimate Standard error T-value Pr> |t]
Variable
Intercept -10.30 1.32 -7.82 0.00
Advisor -3.71 1.48 -2.50 0.01
Sources -0.74 0.85 0.88 0.38
Knowledge -3.30 1.68 -1.97 0.05
Education -1.61 2.23 0.72 0.47

R-Square: 0.07.
Adj R-Square: 0.04.
Number of observations: 145.

57 Conclusion

On the basis of consumer survey data, we investigated thensenshoice of distribution
channel and product type and the relation between these dnoniSsion awareness is found
to be statistically significant in determining which distriion channel consumers will choose
to purchase their insurance product. The higher the lewmnmission awareness, the lower
the probability of purchase through an insurance advisareter, the effect of commission
awareness on choice of channel is very large. The level of siskexversion is found to be
significant for product choice in the case of direct purchBise.higher the level of risk
aversion, the higher the probability of purchasing a saféymt. Surprisingly, this relation
between risk aversion and product choice is absent in th@tpsechase through an insurance
broker. The most probable explanation for this is thabatantial number of insurance
advisors does not take into account a consumers risk aversemadvising consumers on
what product to purchase.
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By combining the consumer survey data and data on quotalydife insurance companies, we
also investigated the impact of search behaviour, financial advicpesisonal characteristics
on the quality of the decisions that consumers make witlecesp life insurances with a
guaranteed pay-out. Only the use of an insurance advisdowato have a statistically
significant effect on how well consumers select an insuranceamyn This effect turns out to
be negative: on average the respondents in our sample that bqugjicy through an insurance
advisor receive a significantly lower pay-out than the respatsdthat bought a policy directly
from an insurer. Furthermore, we have found that virtudliseapondent could receive a pay-
out that is substantially higher than the pay-out optblecies they have actually chosen. We
conclude therefore that, within this type of life insuran¢@&onsumers generally do not buy
the best policies available, (ii) advisors do not advice thedwadable policies for their
customers, and (iii) consumers who buy through a finandiatar are worse off than those
who do not.

Appendix: Estimating POI parametrically

In section 5.6, we presented a non-parametric method of astyrR&|. In this appendix, we
propose to estimate this variable parametrically.

For those respondents whose insurance company was not qutitedyear they bought the
policy, we estimate&@Ol by the following model:

POI| = B,Q; +¢ (5.4)

The index denotes the insurance company, @denotes a set pivectors containing a
constant and the quotation conditions gender, age, dugatitbthe natural logarithm of
premium. We thus estimate 46 equations on the quotatiomtiate all years are pooled,
allowing fjj to vary across insurance companies. The parameter estimateseo€thS
regressions are then used to preBi©t for the non-linkable respondents. Hence, for this group

we have

N

POIi,j,t :,BJH y (55)

whereP; denotes a vector containing the gender, age, duration ancuprerhthe respondent
and his policy. Note that the level of the prediddl will not differ across years when this
methodology is applied.
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The fact thaPOl is estimated for a number of cases implies that the deperatétile will
have some measurement error. This, however, will not dasesults. In general, adding
random noisey (with E (7) =0) to the dependent varialjigposes no problem. If the true

model is

y=[8Ix+¢&, (5.6)

andY =y+7, we can write (5.6) a¥ = B[ X +w, wherew = £ +77. Assuming that the
covariance betweeX and s is zero, the covariance betwesmndw will be zero as well.
Hence we only have to evaluate how reasonable the assumptieroafovariance betweén
and 7 in our case is. AX represents variables such as the use of an intermediary) searc
behaviour and financial knowledge, there is no reason to etliz#¢he errors in predictirfgOl
are related to the explanatory variables of (5.5)FAast on this hypothesis, applied to the 51
linkable cases for which we can calculate the prediction eraeehconfirms this.

Although the prediction errors do not bias the estimatesnadde cases with estimatedI|

may still introduce heteroskedasticity in the error term($i8). A Breusch-Pagan test,
however, rejects the hypothesis of heteroskedasticity. We cortbleiddore that the estimators
of (5.5) are unbiased.

The question that naturally follows concerns the predictiaditywof (5.5) or, related, the
aggregate explanatory power of (5.4). Thereagpeiori some factors that could adversely
affect the explanatory power of this model. First of &k, dbserved variation Ol may be
largely due to variationwithin insurance companies rather thmtweercompanies. This
‘within” variation may not only occur across tables, bub @sross different years.

In order to test the aggregate explanatory power of (5etgstimated the following equation:
PO; :ZDJ(Qj)"'Qv (5.7)
i

whereD; denotes the company-specific dummies. Rhef this model is equal to 0.63. Hence,
on average we are able to explain 63 % of the total variatiB@Irby including the quotation
conditions gender, age, duration and premium in interactithoempany-specific dummies.
The company specific intercepts account for most of the explaarétion (59 %), implying
thatPOl is largely determined the chosen insurance company. The md8eb) is thus
expected to produce reasonable predictior®Qiffor the policies that cannot be directly linked
to a table of quotations.

Applying (5.5) to the non-linkable cases produces 157 oatens in total for which we
estimate the following model:
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PO, = + B (BROKER+ y (BOURCES+ 8 (KNOWLEDGE + @[EDUCATION + ¢, (5.8)

The results of this regression can be found in the tabbavbel

Regression results full sample

Parameter estimate

Variable

Intercept 1.38
Advisor -3.95
Sources 0.30
Knowledge 0.72
Education -0.41

R-Square: 0.1128.
Adj R-Square: 0.0894.

Number of observations:

157.

Standard error

0.91
1.04
1.56
1.16
1.55

T-value

151
-3.81
0.54
0.62
-0.27

Pr> |t

0.13
0.00
0.59
0.53
0.79

The results are very similar to the results following frmum non-parametric estimation BOI.

If we only include one (the first) policy per respondent anly consider policies that were

bought in years for which we have quotation data (1996-2@83)bservations remain in the

sample. This sample is much smaller, but will not suffen possible autocorrelation due to

households with more than one policy. Furthermore, the eeghecise irPOl is lower. The

results of the regression on this smaller sample are lislebAgain, the outcomes are

comparable. We conclude therefore that our results are robusesgjtéct to the chosen
method of predicting?Ol.

Regression results with restricted sample

Parameter estimate

Variable

Intercept 3.62
Advisor -7.98
Sources 0.04
Knowledge 1.07
Education 1.72

R-Square: 0.2590.
Adj R-Square: 0.2031.
Number of observations:

58.

Standard error

1.88
2.03
1.38
3.74
3.05

T-value

1.92
-3.93
0.003
0.029
0.056

Pr> |t]

0.06
0.00
0.98
0.78
0.58
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6.1

6.2

Policy options
Introduction

The analysis in the previous chapters has raised doubtthlealegree of competition in life
insurance markets. Profit margins have been relatively Highe is evidence of substantial
inefficiencies, and high marginal costs have a much smalfadtron market share than is the
case for other services sectors for which comparable estimates#ablav This impression of
weak competition is confirmed by our findings concernhrgyrarket for financial advice.
Consumers do not shop around extensively for financiatagaind often this advice does not
result in an optimal choice, given the available options bad¢onsumer’s risk preference. As a
result, consumers exert only limited competitive pressui@doisors or on life insurance firms.
At the same time, life insurance products are a very impdrstntment in the financial
planning of many households. Therefore, a well-functioniagket for life insurance is an
important policy objective.

In this chapter we discuss policy options aimed at impgpthe functioning of markets for
life insurance products. Some of these are already being imptedn@ one form or another,
some other options will be implemented after the new ladimancial intermediation (WFD)
has entered into force at the end of 2005. But we also esresidumber of policy options that
are currently not discussed in Dutch policy debates.

It should be stressed that each of these policy optiongdtastial benefits, but also
potential costs in terms of implementation costs or aditnative burden. Before
implementation, an assessment of there costs and besefitommended.

Our discussion of policy options is structured aldmglines of our analytical framework
presented in chapter 2. Thus we distinguish between threpsgobactors, life insurance firms,
financial advisors and consumers. Competition may be héddgy structural or behavioural
characteristics of each of these groups. In the followirggtkections, we discuss policy
options aimed at each of these groups of actors. In each ggainage first discuss relatively
light forms of regulation, and then move on to morerwentionist policies. Section 6.5

concludes.

Options for policies aimed at structure and con duct of life insurance
firms

Improving transparency of product characteristics

Below we will discuss policy options aimed at improvirensparency of remuneration of
financial advisors. However, transparency of the charactergdtit® product is also important.
This applies in particular to so-called unit linked policigsich account for a large and
increasing share of the total market for life insurance prodsetschapter 3). With unit-linked
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policies, the pay-out depends (at least partly) on the returasportfolio that is invested in
stocks and bonds with uncertain yields. Because of thesémt uncertainty, consumers cannot
base their choice of firm or product on a comparison of thehatturns on different unit
linked products. Rather, consumers (or their financial acs)lidrase their choices on
information provided by insurance firms in the InitiasBlosure Document (in Dutch:
Financiéle Bijsluiter), and on hypothetical calculations piesliby insurance firms based on
assumptions about future returns on the underlying piordiod on investment costs (fees,
commissions, profits - all expenses that are not investdtiunderlying portfolio). Such
calculations may enhance the comparability of different produntghus help consumers in
choosing between different firms and products. However, atregahuation of the IDD by the
financial services authority (AFM) has indicated that consuwites find the information in
the IDD too long and too complicated. Also, the informaifimthe IDD is not always
comparable due to reporting differences across providers. Ther#fernew law on financial
intermediation (WFD) and the so-called Besluit Financiéle Dveniening based on this law
include a number of modifications to the IDD. It will bepiantant to evaluate whether these
modifications do indeed result in greater transparency.

In will also be important to evaluate whether the modifie® Mill allow consumers,
financial advisors or other parties (e.g. the financial ses\acghority (AFM), consumer
organisations, comparison websites) to check whether thehegjail calculations of future
pay-outs are correct, given the underlying assumptiorntbelpast, before the recent
introduction of the IDD for unit linked insurance prodydhis seems not to have been the case,
as a recent incident illustrates. In the summer of 2005 a Rwtch insurance firm found out
that it had presented incorrect calculations on expected payeargasumers. The calculations
presented to consumers suggested a higher pay-out thanstited on the basis of the
underlying assumptions. Although the firm reported histake voluntarily, and promised to
compensate consumers, this incident points to the desiyaifilitansparency of investment

costs.

Monitoring firm behaviour

Currently a unit within the Dutch competition authorityMB) specialises in monitoring the
financial sector, including life insurance. The presence of sudiit avill have a preventive
effect on the competitive behaviour of life insurance firkkiowing that the competition
authority is watching you might deter firms from colloglion prices or market shares. The
analysis in this report has indicated there is weak competitiparts of the life-insurance
market. Therefore, special attention from the competition aitithe indeed warranted. Apart
from the empirical findings summarised in the introductmihis chapter, there are also some
institutional features which are not conducive to competitwst notably, life insurance firms
are allowed to cooperate in drawing up life tables and for atdis@tion of policy conditions.
These tasks require frequent interaction between the stafferkdi life insurance firms in
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6.3

order to exchange information. It is a well-established insigthe economic analysis of
competition, that frequent interaction may facilitate coor@id@nti-competitive behaviour.

Reducing reputational barriers to competition for | ife insurance firms

In chapter 3, we presented a description of the horizontalatnstrikicture of life insurance, i.e.
the number of firms and the distribution of market shahe. level of concentration in this
market can be characterised as intermediate, so there is no immedamadbat the number
of players in this market poses a risk to competition. éies, we also pointed out that small
and/or new firms may find it hard to compete with large iandmbent firms if consumers (or
their financial advisors) base their choice of firm on the tagpn of the firm. In that case, the
moderate level of concentration does not guarantee a satisfestelrpf competition between
life insurance firms. Survey evidence reported in chapteribates that consumers attach some
value to reputation: when asked about rank the importan@puofation in choosing a firm on a
scale of 1 to 7, the average answer was 5.

A possible policy option is setting up a scheme like d&éosurance in banking, where
consumers will not lose their money in case of bankruptdlze bank (up to a maximum of €
20,000 per account). Although a kind of safety net has loduced in life insurance, the
Dutch central bank has indicated that the funds available iro€ased may be insufficient
(again see chapter 3). This suggests that an improved saefetyuld stimulate competition in
life insurance by reducing the importance of reputation. Howélvisrpolicy option must be
balanced against the possibility that a safety net may lead ¢ozdh Imazard problem:
consumers may be willing to choose less prudent firtieeBe promise higher returns in the
expectation that they will be bailed out in case of bankruptcy

Policy options aimed at financial advisors

Supervision aimed at improving the quality of finan cial advice

The already mentioned new law on financial intermediation@MRcludes a number of
provisions aimed at improving the quality of financial aeviTo this end the law includes
requirements with respect to the expertise that is requiriaaboicial advisors. Furthermore,
the actual advice of financial advisors will be monitoredigyRinancial Market Authority
(AFM). One way in which the AFM is planning to perfothis new task is by developing risk
indicators that point to potential misselling. For examiiie,share of high-risk products in the
total volume of products sold might be a risk indicatohigh value of this indicator for a
particular financial advisor might provoke closer scrutinytsy AFM.
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Introducing a certificate for independent advisors
The WFD does not restrict in any way the use of the labé&tfiendent’ by financial advisors.
Thus, advisors will continue to be able to present thensalwéndependent, irrespective of the
number of firms they work for, the way in which theg aemunerated or the financial ties
between with financial firms whose products the advisselling. As a consequence,
sophisticated consumers will not attach much value to the‘labependent’, while naive
consumers may be misled into thinking that they are dewafiiga truly independent advisor
when in fact they are not. In order to increase the informalticontent of the label
independent, a certificate of independence could be introduced aggtdwn certain
minimum requirements, such as the number of different fionie included in the comparison
on which the advice is based, the absence of financial tiestb#mecommission, the obligation
to keep records of the advice process for at least a certain period et

A policy option that goes one step further would besterve the label ‘independent’ for
advisors who are purely paid by consumers on the basis gideé®ur of advice.

Improving transparency of remuneration

The evidence presented in chapter 5 indicates that about 60Pe@fisimers in our sample
does not know how financial advisors are being remunersieckover, consumers who are
aware of the fact that financial advisors are usually beinggrattie basis of commission, are
much less likely than other consumers to use a financi@@d\ his suggests that consumers
believe that the remuneration structure creates wrong incertigeswe discuss how more
transparency could lead to better market outcomes, withoutldinatetrvening in contract
terms. In the next subsection we discuss policy opaaned at modifying the remuneration
structure trough regulation of contract terms in such athatythe interests of advisors and
consumers are better aligned.

Policies aimed at improving transparency of remuneratiorotiaeed to start from scratch.
Since the introduction of the IDD in 2001, consumers have sitgésformation about the non-
investment costs of financial products (i.e. the sharbeofdtal amount they have to pay that is
not invested on their behalf). However, this informat®osually provided late in the advise
process, namely after the advisor has put together an offarsfzecific policy. This limits the
scope for comparing the costs of different products andreiffdirms.

This suggests that there are two ways in which transpacémeynuneration could be
improved further. The first concerns the timing at whidhitiformation is presented to
consumers, the second concerns the amount of informaticenpeddo consumers. Preferably,
consumers should have insight into the remuneratiorecdidiisor early in the advice process,
well before choosing a specific firm/product combination.

With respect to the amount of information, assessing ehétie level of remuneration is
reasonable would be easier if consumers had some benchmavkhicikhto compare the
remuneration received by their advisor. An interesting optidhis regard is the approach
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recently introduced in the UK, where advisors must show thuistomers the market average of
the costs of advice for similar products (see box). Althabghe are obviously some regulatory
cost involved in preparing these market averages, the bend#tsns of helping consumers
and disciplining advisors could be large. This can only be t@&sted if this policy option is
accompanied by a well designed policy evaluation effort.

With respect to the amount of information made available tewuners, a relevant issue is
whether to require only disclosure of the size of the comamsbioth the size of the
commissiorandthe size of other non-investment costs, or the totalesititwo. In the UK, the
FSA has opted for the first option on the groundsdiféérences in commission are the source
of possible commission bias. However, for consumersaisis relevant to know what share of
his payment will actually be invested on his or her behalf, this requires insight in all non-
investment costs, including cost accruing to the insuramnoe f

Finally, it is sometimes suggested that an obligatioradtvisors to disclose the commission
they receive would lead to an unlevel playing field. The raagda that life insurance firms
selling directly to consumers through salaried employeealdecto use various incentive
schemes other than commission, which may have the sameleffedbich are unknown to
consumers. For example, employees may receive bonuses ant@qu on the basis of sales.
If similar high powered incentives would not be allowedantracts between insurance firms
and financial advisors, then the latter would be put ataaldéntage, so the reasoning goes.
However, this argument misses the point that financiakady present themselves as
independent while obviously life insurance firms represemhgiedves. Consumers seem to take
this into account. Our finding in chapter 5 indicate thaséhconsumers who buy directly from
life insurance firms shop around much more frequently tioasumers who buy through

financial advisors.

Better aligning the interests of consumers and fina ncial advisors

Apart from improving transparency, policymakers may a¢gpilate the terms of the contracts
between life insurance firms and financial advisors. Byualiop certain types of contract
conditions, it may be possible to better align the intexstensumers and advisors. The UK
experience is once more relevant in this connection. As alreaidgied (see box), volume
contracts are explicitly forbidden. In addition, financial advs are not allowed to take out
loans from banks or life insurance firms for which tkelf financial products.

Finally, presents, holiday trips, or bonuses from iasge firms to advisors are not allowed.
Although the effects of these measures on the quality of adkéckeard to predict, better
aligning the interests of consumers and advisors would lectgto improve this quality.
One may argue that such measures are needed as complemeneagedthtmansparency of

remuneration. Otherwise, non-commission incentives cauddtiute for commission based
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incentives. Transparency of commission would then com@&ymplete and possibly

misleading information to consumers about the incentiv@sdadvisors.

Regulating financial advice: the new UK-approach

The Financial Services Authority (FSA) in the UK has recently (December 2004) introduced new rules with respect to
financial advice. Before an advisor begins the process of advice, he must present his customer with an Initial Disclosure
Document (IDD). The IDD explains which providers the advisor uses, informs the consumer that he may ask for a list
containing the providers’ names, states whether the consumer receives advice or has to decide by himself, mentions the
firm’s responsible regulator and discloses ownership of product providers (if a provider owns more than 10% in the
distributor) . The IDD will also offer the menu card. The menu is an additional disclosure document that all advisors must
give to their customers together with the IDD. The menu provides an indication of the cost of advice of the distributor. It
shows the payment options (fee, commission or a combination of both) and the maximum fee or commission amount
that can be charged on a product. If the firm offers its customers the option of paying by commission, then the menu will
also include market average estimates of commissions on different product groups (pensions, annuities, etc.) in the
packaged products market. These market averages will be prepared by the FSA with the intention to provide a market
benchmark of commissions and to ease comparison of cost of advice between different distributors. The menu will be
used by all distribution channels in order to ensure a level playing field. Complementary regulation forbids indirect
benefits (such as a free trip, expensive wine) to all agents except single-tied agents. Volume overrides (i.e., bonuses for

advisors selling more than a certain volume of a given firm) are also forbidden.

The FSA has conducted a cost benefit analysis of the new depolarisation regime with the following results. The one-time
compliance costs of all firms to implement and comply with the new rules are estimated to be 40 million pounds. The

ongoing compliance cost per year is estimated to be 22 million pounds.

Some indirect costs may be that consumers will focus only on the cost of advice (commission or fee amounts) and
ignore other factors (such as product charges). Increased competitive pressure as a result of the menu introduction may
have several adverse impacts. First, firms may stop distributing good value products if they are expensive to sell.
Second, entry barriers may increase as new providers or products would have to pay higher commissions in order to
motivate advisors to consider the product in their range. Third, product providers may produce products with lower
commissions but not necessarily lower charges. Finally, the market commission averages stated in the menu may

facilitate collusion between firms on cost of advice, so that commissions may end up around the market average values.

Possible benefits are increased consumer awareness of cost of advice and commission bias leading to less misselling
of products. Increased awareness may increase consumer bargaining power and negotiations with advisors. This may
result in cost of advice being closer to its true cost and more commission rebating. Firms may prefer not to sell high
commission products as it may make them appear less competitive and they would have to explain why they have high

commissions. This should result in both downward pressure on commissions and less bad value products sold.

All'in all, the FSA concluded that if the new rules along with the IDD and the menu are successful in increasing
consumer awareness of prices, encouraging shopping around and reducing commission bias then the benefits could

outweigh the costs.

Source: Chorny (2005)
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6.4

Prohibiting commission-based advice >

A legal prohibition of commission-based advice will eliatie advice bias. In addition, since
consumers will determine the amount of fees they are willinay to advisors, the price of
advice may move closer towards advice’s true cost and valuesgovthe fact that consumers
will determine how much to pay is one of the problents farbidding commissions.

Currently, consumers have little information about adviseeskings and the process of advice
itself. Therefore, consumers may not know what is the actnace that they receive from
advisors and as a result how much they value this servieednthe FSA (2002) conducted
consumer surveys in the UK, indicating that consumers aliagvib pay less for financial
advice than for other professional advice (accounting &teapy be the case that consumers
are willing to pay such small fees that it would be unecacalfor advisors to continue
working. Thus, the fee-based advice market may unravel becauserems have a lack of
information, not because they do not need advisors.

Moreover, an important advantage of commission-based adissbia their advice is free
until a product is purchased. Hence it is cheaper to compare betosenission-based
advisors relative to comparing fee-based advisors (which lmeustid for each consultation).
All'in all, commission-based advisors may serve as a conyaepitessure on other
commission- and fee-based advisors. Thus, the costs affgoset intervention by forbidding
commissions may well be higher than its benefits.

Policy options aimed at consumers

Improving consumer awareness of the need to shopar  ound

The evidence presented in chapter 5 indicates that consumerfadftercompare offers from
different financial advisors. This obviously reduces contipetbetween advisors. A higher
level of consumer awareness that shopping around paydatsiaompetition between
financial advisors and, indirectly, also between insurersvayer, it is not clear that there is a
role for government policy here. The internet is makingstexgor consumers to shop around,
and evidence from the US indicates that this has resulteduneegbrices for life insurance
products (Brown and Goolsbee, 2002). In addition, thexatch consumer organisation, the
Consumentenbond, publishes regular comparisons and th-aleglyses that clearly indicate
the high potential rewards from shopping around. Alttopigblications from the
Consumentenbond are not for free (an annual subscriptibtie @nsumentengeldgids
(Consumer money guidedsts 37 euro), this does not seem to create a serious tauriie
middle and higher income earners who are the typical buyersss# ffnancial products. On the

other hand, if many more consumers would use the informptiblished in the

** This section is based on Chorny (2005).
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Consumentengeldgidfsthis were available at much lower prices (or even for fremuthh the
internet) then there might be a case for subsidising thagiwn of this kind of information.
This could be tested in a policy-experiment in which suésifbr the provision of information

are made available for a limited period (say a year).

Facilitating consumer search by standardising finan cial products

One reason why consumers take recourse to financial adviee thely perceive financial
products as complex products. One may ask whether it idfogsreduce this complexity by
standardisation of products. Such standardisation has lieeptdd in the UK with the
introduction of so-called stakeholder products. Stakeholadglugts are standard savings,
pension and insurance products defined by the governmsutina way that these products
would suit most consumers. Firms are still free to ofter-stakeholder products. Also, the
advice process for stakeholder products is closely regulatdddetailed guidelines for the
way advice must be given (FSA, 2004). For example, firmstieep a record of each
recommendation to purchase a stakeholder product for 6 Jéwmranplicit assumptions in
introducing these products are, first, that more compligateducts are often unnecessary for
most customers, and second, that the public will be confidahthese regulated products
satisfy their needs better than other products. Exceptaketsblder pensions, it is too early to
judge whether these assumptions are justified. Stakeholdgippsiave not been a great
success in the UK, but this is often attributed to thetfadtthe government regulated the
maximum fee that could be charged for stakeholder produtias been argued that this
maximum was set at a level that was too low to make thesgegiroattractive for advisors to
offer.

The stakeholder approach can be summarised as “standardisatid(siigte firms were
still free to offer non-stakeholder products). There igast one example from other markets
were such a policy seems to work, namely the Norwegian engagket. Since 1998, the
Norwegian Competition Authorities publishes price compasgona number of standard
contracts (currently four) in an easy-to-understand formabmsumer survey by Norsk Gallup
in 2003 indicated that 25% of all consumers use this wetsdehat the information on the
website is seen as very reliable (Norwegian Competitiohakity (2003), p. 18).

Reducing switching costs

As pointed out in chapter 2, front loading of costs leadnsumer lock-in. Once a contract
has been signed, switching to another product or anotheidfivery expensive. Reducing
switching costs by disallowing front loading and replgdims by a system of annual
commissions, would give consumers the option to swit@ntaher product and/or another
firm. For the consumer this has the advantage of being@btarect mistakes (wrong product,
wrong provider, wrong advisor). Moreover, lower switthcosts may discipline advisors since
they risk loosing dissatisfied consumers and the assoattsai of commissions. However,
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6.5

reducing switching costs also has a possible disadvantagegaed by Hendel and Lizzeri
(2003), ‘[lJack of consumer commitment can generate inefficiericigsurance markets
because short-term contracts do not offer insurance againstifesdties risk: bad news about
the health status of a consumer resulting in increased prem{pn299). This possible
disadvantage must be traded off against the advantages oédeslitching costs. Recently the
Dutch government has decided to impose a maximum onléading of 50% of the total
commission received. This decision can be seen as a compromisehéte advantages and
disadvantages of reducing switching costs in this market.

Concluding remarks

The analysis in the previous chapters provides points ¢ea for policy measures aimed at
improving competition in the market for life insurance, inthg the market for financial
advice. Some of these policies are already being implementeddntipolicy initiatives. Only
if these policies fail to lead to substantially better resultore interventionist types of
regulation could be introduced (preferably following araate cost-benefit analysis of these
policies). This points to a need for a careful evaluatioh®fmarious policy initiatives.
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