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ABSTRACT

INTEGRATION OF THE TURKISH INSURANCE MARKET WITHTH E
EUROPEAN SINGLE INSURANCE MARKET

There has been a continuing process of integratidhe EU financial markets
especially since the establishment of EMU. Thedithis study is to analyze the extent
of the integration of the EU/EEA life and non-lifsurance markets which occupy an
important place in the financial markets and théegration prospect of the Turkish
insurance market with the European single insuramegket. The results revealed that
even though consumers and re/insurers situatechinane of the Member States are
completely free to operate throughout the EuropBannomic Area (EEA) under the
same conditions with local companies and consuniessiyance market indicators do
not converge, insurers do not make use of freedbnseovices and freedom of
establishment and thus insurance markets of the ME/ber States are still far from
being integrated markets. Mergers and acquisitians still the dominant strategy to
access a foreign insurance market in the EEA. Aagahe Turkish insurance market is
concerned, it is argued in this study that Turkaw, acceding country to the EU,
harmonized its insurance legislation with the Eldurance acquis to a great extent.
Perceptions and expectations of the Turkish insteamarket on the current level of
harmonization and the integration prospect are stigated by a survey. The sector
believes that Turkish insurance legislation is attg harmonized with the EU insurance
acquis and that the EU membership of Turkey wowdbeneficial for the Turkish
insurance market but would not result in the intgm of the market with the
insurance markets of the EEA Member States.
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OZET

TURK SIGORTA PiYASASININ AVRUPA TEK SiIGORTA PiYASASIYLA
ENTEGRASYONU

Ozellikle Ekonomik ve Parasal Biglh kurulmasindan bu yana Avrupa Bili
finansal piyasalarinin entegrasyon sireci hizlalkadeevam etmektedir. Bu ¢cahanin
amaci ise, Avrupa Ekonomik Alaninda (AEA) finargghsalarin énemli bir parcasi
olan hayat ve hayat-gh sigorta piyasalarinin entegrasyon seviyesini \igkTsigorta
piyasasinin Avrupa tek sigorta piyasasiyla entegwas olasilgini aragtirmaktir.
Calismanin sonuclari, tim AEA Uyesi ulkelerdeki tiKeetizi ve sigorta/reasirans
sirketlerinin eit sartlarda faaliyet gbstermesine kan, sigorta piyasasi gostergelerinin
birbiriyle yakinsamadii, sigortasirketlerinin hizmetlerin serbest sunumu ve ygrie
serbestisinden yararlanmagive sigorta piyasalarinin entegre olmaktan henldakca
uzak oldgunu gostermitir. AEA'da yabanci sigorta piyasalarina girmek ngci
kullanilan esas yontem hala bighee ve satin almalardir. Bu ¢canada Tirk sigorta
sektoriine ilkin olarak ise, AB ile Uyelik miuzakerelerine devaden Turkiye'nin
sigorta mevzuatini AB sigorta muiktesebatiyla buglgiide uyumlu hale getirgi
sonucuna varilmtir. Tlrk sigorta sektoriiniin uyum seviyesi ve aaiggn olasigina
iligkin algilari ve beklentileri ise anket yontemiyleagiriimistir. Buna goére, Turk
sigorta sektorll, sigorta mevzuatinin AB sigorta tesdbatiyla hali hazirda uyumlu
hale geldgini ve Turkiye'nin AB Uyedinin Turk sigorta piyasasina faydali olagai,
ancak Uyellin AB sigorta piyasalariyla entegrasyona yol agcnaagani distinmektedir.
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1. INTRODUCTION

It is generally agreed that there has been anasere the level of international
financial integration over the last two decadeseréhhas been a continuing process of
integration in the European financial markets a#i, vespecially since the establishment
of EMU. The theory and empirical findings suggesattthe integration of financial
markets is likely to contribute to economic growth.this context, like other financial
markets, an integrated insurance market contribtttethe economic growth and thus
increases the welfare of the citizens. It may dlage important implications on the
insurers such as improved diversification, incrdaseonomies of scale and higher
competitive power and on the consumers such aerlaigpice of products and higher
protection. Therefore, the degree of insurance atarkategration merits investigation.
However, although there has been an increasingestteamongst researchers in the
integration of European financial markets, therditare on the integration of the

European insurance markets is neither extensivextwustive.

The same argument is valid for the Turkish insueamarket as well. Insurance
market in Turkey is a young, dynamic and promisingrket which has been growing
steadily in recent years with increasing premiuwdprction and foreign investments. It is
in a process of harmonization with the EU insuraacquis and has a big growth
potential. However, among the financial marketsumance market in Turkey is one of

the least studied markets by scholars.

This study sheds additional light on the extenthefintegration in life and non-
life insurance markets and tries to fill the gaghe literature by analyzing the European
single insurance market and the Turkish insuranagket. First, it aims to quantify the
level of integration of the insurance markets & EEA Member States constituting the
European single insurance market and to find owdtiadr the European single insurance
market is an integrated market or is a market caagwf different individual national
insurance markets. Second, it aims to analyze thikish insurance market in its

harmonization process with the European singlerarsze market and to find out the



integration potential between the Turkish insurantarket and the European single

insurance market.

Scarcity of data, especially data on cross-bordsurance trade, was the most
important challenge of this study. Main data sosirosed in the study are Insurance
Statistics Yearbooks of the OECD, Financial StabiRReports of the CEIOPS and
European Insurance in Figures of the CEA. A grdfirteis made to make the data
comparable. The data set is augmented by sigméstatiSwiss Re, Annual Reports of
the Turkish Insurance Supervisory Board About lasae and Private Pension Activities
in Turkey and Annual Reports of the Associationtleé Insurance and Reinsurance
Companies of Turkey.

First chapter of this study introduces the basitc and methodology of the study
and gives the sequences of the chapters. Secomtechs devoted to conceptual and
theoretical framework of insurance and financiakgnation. The section on insurance
theory discusses the concepts of risk and insurandesuggests definitions. History,
principles and types of insurance are also predentée role of insurance in the
economy is analyzed from theoretical and empirpaint of views. The section on
financial integration theory discusses the concep&sconomic and financial integration
and offers definitions. Different methods to meastne level of financial integration as

well as the benefits and costs of financial integraare demonstrated.

Third chapter analyzes the European single inseramarket and level of
integration of the insurance markets of the EEA Menfttates. Following the discussion
on the creation of the European single insuranc&ehand its basic principles, the size
of the market is introduced to understand its placehe world insurance market.
Legislative harmonization in insurance through ¢hrgenerations of directives is
examined in order to find out the level of harmati@n in the market. Following a
summary on the integration of European money, beqgdjty and credit markets, the
integration level of the European insurance marketanalyzed. The main aim is to
conclude whether and to what extent the insuranaekeis of the EEA Member States

are integrated.



The integration is first measured at legislativareleby a cross-country
comparison of the transposition and implementatibithe insurance directives. Given
the impossibility of the use of price-based indicatin the insurance services, the level
of integration is measured by quantity-based indrsa In this context, convergence of
insurance market indicators, volume of cross-bomdsurance trade and foreign market
entry strategies are analyzed. Furthermore, densatel and supply side barriers for
further integration of the European insurance niarkare described and possible

solutions for overcoming these barriers are offered

Chapter four is devoted to Turkish insurance maaket its level of integration
with the European single insurance market. Follgvtire discussion on the history of the
accession of Turkish insurance market to the EUislation governing the Turkish
insurance market and the size of the market arengi® comparative analysis between
Turkish insurance legislation and the EU insuraaspuisis made in order to find out the
level of harmonization of the Turkish insurance ke#&rwith the European single
insurance market and existing regulatory and sugany differences are evaluated.
Measurement at legislative level is augmented ntty-based measurements. In this
context, convergence of insurance market indicadas the volume of the EU insurers’

operations in Turkey are explored.

The main aim is to conclude whether and to wha¢rxthe Turkish insurance
market is integrated with the European single iasce market. For the purpose of this
study, integration between the insurance marketiefied as the use of FOS and FOE.
However, since Turkey is not a member of the EEA #s, is not part of the single
market, integration cannot be measured through &Q@SFOE. Therefore, expectations
of the managers in the Turkish insurance sectdherevel of potential integration of the
Turkish insurance market with the European singkuiance market as well as their
perceptions and expectations on the arguments lanmdscpresented in this study are
investigated by a survey. Descriptive and infeardanalyses are conducted in order to

identify and interpret the results.

Finally, chapter five is the conclusion which sumiz@s the basic findings of
the study.



2. CONCEPTUAL FRAMEWORK

2.1. INSURANCE THEORY
2.1.1. The Concept of Risk

For the study of insurance, risk is the essentehent. If there were no risks in

the daily life of the individuals and firms, insae would cease to exist.
2.1.1.1. Definition of Risk

Risk is defined as the variation in the outcomes tlould occur over a specified
period (Williams and Heins, 1989, p.8 in Outrevill®97, p.2). When there is only one
possible outcome in case of an occurrence of amteWeen there is no risk. If the
outcome is well known, then there is no uncertaihgnce no risk. However, if more
than one outcome is possible, then there is anrtamcty about the outcome, hence the
risk is different than zero. The risk is reducedewhthe outcomes become more
predictable. Therefore, the inability to predice tbutcomes of future events is the

essence of risk (Mehr and Cammack, 1980, p.18).

For the study of insurance, risk is defined asuheertainty of a financial loss.
The greater the variation of the average expeaiss, lthe greater the risk. In a given
event, if a loss is certain to occur, insuranceldomot be obtained since the companies

would not want to insure it.

On the other hand, if a loss is certain not to gcosurance could still not be
obtained since no one would want to buy it. Mehd &ammack (1980, p.19) give the
example that the owners of a house located onest bank where flood damage occurs
three years out of four would be eager to buy flomiirance but the owners of a house
on a nearby hill would not buy insurance as floazuild never result in financial losses.
Therefore, insurance exists because people aretaimcabout what will happen to their

life or to their property in the future.



The definition of risk for the study of insurancevers also the concept of loss
which means an unintentional decline in value agdrom a contingency. If someone
intentionally buys a gold ring, it does not meaattthey have suffered a loss. However,
if someone’s house is burned due to a fire, it mdhat they have suffered a loss. In this
case, insurance is the most commonly used methogribgte or legal persons for

shifting the financial consequences of a loss.

Risk refers to perils to which private or legal smrs are exposed. Peril may be
defined as the cause of a loss. While risk is theettainty about the loss, peril is the
loss-producing agent. The examples of perils frolnnciv people are subject to loss may
be fire, explosion, storm, premature death, acdéglensickness. Insurance is not a tool to
prevent the occurrence of these perils but a togbrbtect people from the financial

losses caused by the perils.

The cause of the peril which is the cause of the Is called hazard which refers
to the probability of loss. It is the condition thmay create or increase the probability of
loss arising from a given peril. For instance, fine breaking in a house is the peril while
the faulty electrical equipment is the hazard bseatiis the cause of the fire and thus the
real cause of the loss. The examples of hazard$aatyy highways, machines out of
repair, dangerous employments or carelessnessf alhich increase the probability of
occurrence of the peril and thus the probabilitjosfs. The electrical equipment in the
example and the construction material of a housetlas examples of physical hazards.
There are also moral hazards which refer to thavithgal characteristics of the
policyholders that increase the probability of loNet being honest in case of loss or
being indifferent to losses due to the existencanoinsurance coverage are the examples

of moral hazard.
2.1.1.2. Classification of Risks

Risks can be classified as, static and dynamiariprticular and fundamental
risks or pure and speculative risks. Insurancevisconcerned with all of these classes of

risk.



In literature, risks are distinguished dependingtib@ cause of the event as
dynamic and static risksDynamic risks are not insurable by nature. Théses are the
result of the changes in the economic conditiorhsas price levels, consumer tastes,
demand patterns or saving behaviors. On the otéued,hstatic risks involve losses that
would occur even if there were no changes in tlee@my, such as accidents, fires or
other natural perils (Outreville, 1997, p.3). Suislks are more predictable and the risk of

occurrence of a peril in one year is the same ynadner.

Risks can also be classified depending on theiergpbf impact as particular
and fundamental risks. Particular risks such affidraccident, personal accident or
burglary refer to individual risks which only imgaa small number of people while
fundamental risks such as war, unemployment orrabtatastrophes refer to mass risks
which impact a large number of people. Whereastiéoretically possible to insure both

types of risk, it is much more difficult to insuiendamental risks.

Economic risks which are under the scope of instganay best be divided as
pure and speculative risks depending on their eatur both of these classes there is
uncertainty as to the outcome of the event buasemf speculative risks, there is also a

possible outcome producing profit which is not tlase for pure risks.

Pure risks refer to possibilities that range frarsslto no change and thus there
is no gain potential. A house’s exposure to lossfitey is an example of a pure risk
because if there is a fire, there is a loss arldeife is no fire there is no change in your
situation since the fact that the house was noswmed by fire leaves you no better off
(Bennett, 1989, p.61). Mowbray and Blanchard (196%) consider the possession of
any form of property as an example of exposure uee pisk since its destruction is
uncertain and it results in loss while its presBoradoes not of itself yield any increase
in value or profit. Pure risks are often insurahtethey lend themselves to the law of
large numbers and as there is no possibility afi gathe end.

On the other hand, speculative risks refer to pagges that range from loss to

gain. Dorfman (1998, p.8) classify the gains orséss associated with interest rate

! see Willett, A. H. (1901)The Economic Theory of Risk and Insurardew York: Kessinger Publishing.



changes, stock market investments and price mousmein foreign currencies as
speculative risks. Since there is a potential oh gand they do not meet some of the

criteria for insurable exposures, most speculaisies are not subject to insurance.
2.1.2. The Concept of Insurance

First of all, insurance should be distinguishedrfrgambling. While in gambling
the risk is created by the transaction, in insueathe risk is reduced by the transaction
(Mehr and Cammack, 1980, p.30). Therefore, gamhding insurance are opposites as

one creates risk and the other reduces it.

Second, insurance is not a charity either. Whilarith is given without
consideration, insurance guarantees the paymeatiaxs only in return for the payment

of a certain amount of premium.

Finally, insurance is not a tool to prevent losandge or injury occurring to the
subject matter of the insurance itself, i.e. to lifes property or other interest insured
(Carter, 1979, p.5). It cannot compensate the soffeof people or the loss of
commodities possessing sentimental values. It oinampensate the economic losses

measured in monetary terms after the occurrentieeafisured risks.

Insuranceoffers financial protectioim the case of unpredictable adverse events
which are called risks. If there were no uncertagmaibout the occurrence of an adverse
event, the concept of insurance would cease tat.ekiswever, in a world full of
uncertain risks, insurance plays a crucial role dbminating or reducing the cost of
certain types of risk to society. Accordingly, Medmnd Cammack (1980, p.29) define
insurance as a financial mechanism for reducirigliyscombining a sufficient number of

exposure units to make their individual lossesemiVely predictable.

Insurance is different from other financial sergicgnce its main role is to
spread financial lossek.is basically a risk transfer method. Historigakkconomic risks
were managed through informal agreements withircttmemunity. In our modern world,
this idea of cooperation among the members of totety became formalized in the

insurance industry. Under a formal insurance aearent, each insurance policyholder



implicitly pools his or her risk with all other poyholders without necessarily knowing

or having direct connection with other policyholsléAnderson and Brown, 2005, p.2).

European Insurance and Reinsurance Federation edefinsurance as in
exchange for payments (premiums) from the poliayéglthe insurance company (also
called as insurance undertaking or simply insuagrees to pay the policyholder a sum
of money, to provide them with a service or to cemgate the damage upon the

occurrence of a specific potential event (CEA, 2G06).

The term insurance can be defined in financial af§ as in legal terms. The
legal definition deals with the insurance contragtereas the financial definition deals

with the funding of the uncertain future losses.
2.1.2.1. Financial Definition of Insurance

Insurance is a financial arrangement that redisteib the costs of unexpected
financial losses through a pooling mechanism. Isuiance, loss is transferred to a
multiplicity of people exposed to similar risks awtio are willing to enter into the same
type of agreement. Insurance is then pooling alargnber of people with homogenous

risk exposures and the redistribution of lossesrayiibe members of the pool.

The pool participant is called policyholder. Thetpagreeing to make the claim
payments is the insurer. Insurance is a transfetheamesm from the insured’s point of

view and a pooling mechanism from the insurer'sipof view (Outreville, 1997, p.131).

Through its pooling mechanism, insurance convertsertainty to certainty.
Through insurance, individuals are able to trangfeir irregular and uncertain large
losses for a certain premium payment. They exchangeknown loss for a known cost.
On the other hand, the insurer must be able tachttmough policyholders for the risk to
be well spread. Therpts of uncertain individual risks transferred ttee insurer will
become fixed and predictable according to the laVarge numbers. Therefore, it is this
pooling mechanism which transforms the random eagirrisk into a known cost for

both individuals and insurers (Soo, 1996, p.1).



Mehr and Cammack (1980, p.30) explain that inswaatows individuals to
replace a large and uncertain loss with a defigitel affordable cost under an
arrangement whereby the fortunate many who escag® Will help compensate the
unfortunate few who suffer loss. The loss is int faaid for by the policyholder making
the claim and by all the other policyholders whaéhaot suffered in the same way.
Logically, while some people will pay for their umance and never have a claim, others
will be compensated for their losses in returndgeremium which constitutes a limited

proportion of these losses (Acar, 2008, p.40).

Insurers consider the probability of different tgpaf risk happening and they
calculate the premiums needed to create a fund lmgugh to make loss payments from
this fund. Those premiums, therefore, form the prinresource available to insurers for

meeting claims (Diacon et al., 2005, p.4).

To sum up, insurance involves the transfer of pgakmoss exposures to an
insurance pool and the redistribution of losses ragnthe members of the pool by
collecting a premium payment from every particip@rfman, p.3). In exchange for the
premium payment, the insurer promises to coverdbges of the pool members on the

occurrence of the insured event.
2.1.2.2. Legal Definition of Insurance

Insurance can be defined as a contractual arrangemeéwveen two parties by
which one party undertakes to indemnify any finahldss suffered by the other party, in
consideration of a sum of money, on the happeniray specified uncertain future event
such as fire, accident or death.

The insurance contract is called as policy. Theaypaf the insurance contract
agreeing to pay for the losses is called as insiifez party who receives this payment is
called as insured. The payment that the insuregives from the insured is called as

premium.

The insurance contract must express an agreemtareadfby one party and

accepted by the other. The offer may come fronmirberer as well as from the insured as



long as both parties have the capacity to contfat.another way, both parties of the
contract should be legally capable of contractiay. instance, in Turkey, persons under
18 years are not capable of contracting. Furtheeptbe contract must not be illegal. For
instance, for properties acquired from unlawfulsastich as a stolen car, signing an

insurance contract is not possible.

Since the conditions of the insurance contractspare of the bargain, they are
called as aleatory contracts. Such contracts mag benefit for one party but create a
major loss for the other. In making an insurancetrest, the insured knows that she is
paying a sum far less than the insurer is to payuneer certain conditions that will
probably not occur (Mowbray and Blanchard, 19653p. Since there is uncertainty of
loss, more benefits may be paid out than the premireceived on the occurrence of the
event or even if the premiums are received, claayments are not made if the event

does not occur.

An insurance contract creates rights and correspgrabligations for both the
insurer and insured. The insured has the duty fimrrim the insurer about the subject
matter of the insurance both before and after ipeasure of the contract (Ozbolat, 2010,
p.89). Likewise, the insurer should inform the irsliabout the insurance coverage and
the rules of the contract. Furthermore, the insunrasl the duty to pay the premiums and
thus the right to receive a payment from the insiire loss occurs. The insurer has then

a corresponding right to collect premiums and thiy tb pay for losses.

As insurance by its nature is an intangible goaalwving payment in advance
for an unknown service in the future, trust is #ical element. That is why many
countries have insurance supervision regulatiorsd tbflect solvency concerns and
information asymmetry between suppliers and polbdgérs, and have explicit reference

to insurance contracts in their civil codes (Les?€09, p.2).
2.1.3. Criteria of Insurable Risks

Not all risks are insurable. With the risk clagsafion in mind, te idedly
insuraberisk is apure, gatic ard particular risk (Outreville, 1997, p.132). It can be cited
several indispensable criteria to be satisfiedrdento insure a risk. In principle, a risk is
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insurable if the loss is uncertain and out of thkgyholder’s control, the loss exposure is
definite and quantifiable, and the pool coveringikir loss exposures is large and

diversified enough.

First, the future occurrence of the insured evéoukl be uncertain and losses
should be out of the policyholder's control. Sinitee risk is defined for insurance
purposes as the uncertainty of a financial loss,datcurrence of the peril and its results
should be accidental and unexpected. For instanseting a house is impossible when
the roof is already on fire. Moreover, the policider should not be able to cause the loss
to receive a payment from the insurer. Non accaleot expected losses are not
insurable. However, isimly possible to isure agaist perils tha are @rtain to acur if
there is uncertainty on the timing of the occureenc the amount of the possible loss
(Dorfman, 1998, p.24). For instance, it is sciécdify predicted that an earthquake will
happen in Istanbul but its timing and the amournibe$ are not certain and therefore the
earthquake risk is insurable. Another example nmeagileen from life insurance business.
The risk of loss from death is not insurable siegeryone is certain to die. However,

losses arising from untimely death are insuralrieesthe hour of death is uncertain.

Second, even if the loss is uncertain, it should Iperre loss. It means that if the
event does not occur, the insured gains nothingifatite event occurs, the insured is
faced with a loss. Therefore, while pure risks iagirable, risks containing speculative

elements that may cause profit such as gambling@reonsidered insurable.

Third, the loss should be definite and quantifialfdaitreville (1997, p.132)
emphasizes thateHoss expaosre $ould be definite in cause, tire, daceandamount. It
means that the cause of the loss should be welvkrend the occurrence of the loss
should be objectively verified by a reasonable @ersvith sufficient information.
Moreover, the loss should be calculable in termsnohey. For instance, the loss of a
loved pet can cause a family much grief, but suidlcainfort is not easily measured
(Dorfman, 1998, p.25). If the loss is not quankifeg it should at least be determined
empirically with a projection of the past experienoto the future. For instance, insuring
the risk of a new disease is not always possilsleesno reliable data or experience is
available.Catastrophic risks are also difficult to inswsi@ce he frequency and seveity
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of the possile loss is not easily calculabl®ehr and Cammack (1980, p.34) point out
that if no statistics on the chance of loss ardlave, the degree of accuracy in loss
prediction will be low even in the case of a largember of exposures. Estimating the
chance of loss is also indispensable in order terdene the level of premium which is
one of the most crucial elements for the surviviaofy the insurer. Therefore,

unquantifiable risks are not insurable.

Fourth, a large number of similar exposures arelegdo insure a risk. Large
number of exposures means that the number of idsarde pool with similar exposures
should be large enough to make losses predictablpredict probable loss, it is essential
that a large number of similar, though not necegs@entical, units be exposed to the
same peril (Mehr and Cammack, 1980, p.&3)combining the risks of various clients in
a pool, insurers can spread the risks over a lgrgep of clients and become able to pay
the amount of loss (De Haan et al., 2009, p.260).

The principle stating that the greater the numlbexposures is, the more likely
the actual result will approximate the expectedilies called the law of large numbers
which was named by Poisson in the"1@ntury (Mehr and Cammack, 1980, p.31).
According to this law, as the number of cases m&es, the gap between the estimated

future losses and actual future losses becomesateskess.

The law of large numbers makes insurance feasiglanbking possible to
predict collective losses with sufficiently largamber of cases. By applying the law of
large numbers, insurers can predict accuratehatheunt of losses they will experience
in a given period (Dorfman, 1998, p.9). In otherrdg) large number of exposure in

insurance pool facilitates loss forecasting ofitiseirer.

Insurers enable individuals and firms to prote@ntkelves against infrequent
but extreme losses at a cost which is small condp&wethe losslIf losses can be
predicted accurately, this will reduce the riskoreover, combination of individual risks
will result in the reduction of total risk. Thereép the cost can be handled with relatively
small premiums. A large insurer with a large inswepool is able to provide insurance

cover at a lower rate than a smaller company could.
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Large number of exposures is not always sufficinitself and diversification
of the portfolio may be necessary. The diversifamatmeans that the insurer writes
several types of insurance that cannot happen &medusly (such as traffic insurance
and fire insurance or personal accident insuramcehaull insurance). If it underwrites
insurance policies in different parts of the coyrdr even in different countries, then the

insurers will benefit from geographical diversifiicen.

To sum up, all of these four criteria, if fullytsdied, mean that the risk is
insurable. The fact that a potential loss does folly satisfy the criteria does not
necessarily mean that insurance will not be issbat,some special care or additional
risk sharing with other insurers may be necessangé¢rson and Brown, 2005, p.6).

On the other hand, European Insurance and Reirmufaderation (CEA, 2005,
p.6) warns that although all these criteria are, it risk is insurable if it corresponds
with the financial strength of the insurer or ireure sector. For instance, risks that may
cause extraordinary damages such as nuclear riagsbe too heavy for the insurance
sector to bear. Also, the risk absorbing capacitythe insurer does matter. Capital
constrains insurers’ ability to insure risks. Arsumer with a big amount of written
premium and with a big reinsurance capacity maylyeassure big risks that small
insurers may not be able to insure. Furthermorgskamay be insurable in one country
where the insurance sector has sufficiently dewesoput not insurable in the other

country with still small and developing insuraneetsr.
2.1.4. Asymmetric Information Problem in Insurance

Asymmetric information in financial markets meansatt one party has
inaccurate and insufficient knowledge about theepotparty. It causes the need for
increasing information available to the other pantyrder to maintain reliable, efficient
and stable financial markets (Deligoz, 2006, p2ye to information asymmetries, the
regulation and supervision in financial markets arecessary for protecting the

consumers.
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Asymmetric information leads to adverse selecaod moral hazard problems
that interfere with the efficient functioning ofnfincial markets, including insurance
markets. (Mishkin, 2006, p. 186)

2.1.4.1. Adverse Selection

In insurance sector, when one party of the inswamntract has more relevant
information than the other party, the party witlpatior information can take advantage
of the situation. Taking advantage of the posseassfasymmetric information is called

adverse selection.

All policyholders do not have the same risk expesand they are not
homogeneous. Unlikely to low-risk individuals, higkk individuals will tend to buy
insurance policies. However, insurers cannot deternthe risk situation of all of its
customers and thus every insured is charged the gamemium rate (Loubergé, 2000,
p.13). Adverse selection occurs when customers higih expected losses buy more
insurance than those with low expected losses, wharged the same premium. People
with a chance of loss above the average wouldiogrtapply for an insurance policy and
if they succeed in purchasing insurance at theageepremium rates, the insurer is a
victim of adverse selection. In this case, the puemis based on the average risk of the
population as a whole while the actual insuranaa ponsists of an adverse selection of
the population with high risk exposures. Adversied®n results in the insured not

paying a rate that fairly reflects the insurer'sd@xposure (Dorfman, 1998, p.32).

Adverse selection is particularly important in ligad health insurance. For
instance, if people know that their health is detating, they try to purchase health
insurance to cover their future medical expenses iithe insurer underwrites health
insurance policies for these people without beingra of their situation on the same

premium rate with other policyholders, then advesedection occurs.

As a solution, insurers try to select the insurafully and charge each of them
with a rate reflecting their expected loss. Rotiidcand Stiglitz (1976) offer a solution

for the insurer to overcome the adverse selectioblem. By offering a contract that is
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just on the margin of being preferred by the higk-mdividual, the insurer can force the

buyers to self-select the contract that is interfdethem (Hedblom, 2008, p.10).

The solutions to adverse selection problem inclingecontractual requirement
of utmost good faith, the imposition of a degreéngluirance on policyholders (restricting
the opportunity for policyholders to over or unasure) and designing incentive

schemes for insured to reveal their own risks (Diegt al., 2005, p.22).
2.1.4.2. Moral Hazard

Moral hazard refers to the individual charactecsf the insured that increase
the probability and size of loss. Moral hazard esovhen the party (the insured) with
more information about its actions has a tendewncpdahave inappropriately from the
perspective of the party (the insurer) with led®rmation. Since insurers cannot have
perfect information about the behaviors of theitigyholders, they will suffer from

moral hazard problems.

When an individual is,consciasly or urconsciousy, less careful about
preventing the losses due parchase of an insurance coverage, then the mararth
problem occursThe chance of the occurrence of the moral hazaeyes higher if the
contract outcome is partly under the influencehaf insured and the insurer is unable to
observe without costs to which extent the repoldsdes are attributable to the insured’s
behavior (Loubergée, 2000, pp.12-13).

Since the mbability and size of a loss is almog aways related to the
individuals’ actions, being indifferent to lossesebause of the elimination of the
uncertainty concerning the financial consegquence d a risk make the probability and size
of the losses increase. Individuals who do nothactestly in case of losses also lead to

the moral hazard problem.

The policyholder of a motor insurance who tendsddess careful about locking
the automobile, or who tries to have claim paymeitthout occurrence of a loss are the
examples of moral hazardincreasing the amount of aoks by makng a fdse claim

(propety insurance), by over utilizing the sevices fedth insurarce) or ly chargng
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excessve costgo reparr the damage (otorinsurarce) generate for the insurea higher
cod thanexpeded and thus mst be taken into acount in the premium rate (Outreville,
1997, p.134).

Moral hazard isdistinguished from adverse selection because niwaahrd
refers to hidden action while adverse selectionersefto hidden information.
Furthermore, contrary to adverse selection, moeaald occurs after the transaction
takes place. Depending on the timing of the inssredtion, moral hazard may occur
before or after the realization of the loss. Exeamoral hazard occurs before the
realization of the insured event. In this case,itisered behaves in a more risky manner,
resulting in higher claim payments by the insuréor instance, a motor insurance
policyholder who does not drive carefully increatesrisk of accident and thus leads to
higher claim payments by the insurer. On the oftard, ex-post moral hazard occurs
after the realization of the insured event. In ttase, the insured does not behave in a
more risky manner, but they do ask for higher clpayments that would not be born
without the existence of the insurance. For insgaacmotor insurance policyholder who
has an accident and who is getting a service ftemiost expensive repair shop leads to

higher claim payments by the insurer.

While ex-ante moral hazard arises when the incestte reduce the occurrence
of a loss are reduced, ex-post moral hazard anbes the incentives to control the size
of the loss are undermined because of the insur@iaeon et al., 2005, p.22). Sincest
often recoquized that irsurance reduces the loss prevention incertives of the insured,

insurers try to prevent moral hazard.

In order to minimize moral hazard,surers should carefully select their insured
who would not intend to behave inappropriately. €actual provisions and level of
premiums are at the core of the mdrakard prevention efforténsurance contacts may
include provisions causing the insured to regretltdss despite the insurance coverage
such as the provisions requiring the insureds togppercentage of each loss (Dorfman,
1998, p.6).
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The level of premium sufficiently reflecting theski level of the insured may
also be an incentivi® reduce the lossed/agner (2005) proposes the insurers to monitor
the behavior of the insured in order to adapt ttemgum immediately once the insured
relaxes his safety measures. Another solution isupdate the premium after the
occurrence of the insured event which causes iddosses. Policyholders would intend
to take the necessary precautions to prevent anyefgprobable insured losses as well as
the size of the losses just after the occurrendbeinsured event if they know that their

level of premium will increase with the claim paym&made by the insurer.

In order to reduce the moral hazard problem, reguia may also be put into
force, such as enforcing restrictions on contraotngs or building financial transaction

monitoring processes.
2.1.5. Principles of Insurance

Insurance is a contract whereby one party, thereémspromised to compensate
the losses of the other party, the insured, upenpdoyment of premium to cover the
subject matter of insurance. There are some vitatiples determining the relationship
between the parties of the insurance contractsséltege the principle of insurable

interest, utmost good faith, indemnity, subrogatimntribution and proximate cause.
2.1.5.1. Insurable Interest

The aim of an insurance contract is not to preteatoccurrence of the risk but
to compensate the financial losses after the oenoer of the risk. For instance, the
liability of a doctor cannot disappear with the ghase of liability insurance which may
only cover the monetary losses of the doctor.

Insurable interest means that the insured hasaadial or monetary interest in
the subject matter of the insurance. In other woiltis occurrence of the insured event
should cause loss to the insured. Therefore, wwad must have insurable interest at the
date of the conclusion of the insurance policy also at the date of loss giving rise to a
claim payment. The insurable interest cannot legall. For instance, a stolen automobile

cannot be insured.
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Insurable interest may be a life, a property aahility. In property insurance an
exposure to a financial loss is required and tlserable interest must be present at the
time of this loss, whereas in life insurance aruiable interest can be any reasonable
expectation of financial loss arising from the theat the person whose life is insured
(Mehr and Cammack, 1980, p.92). In liability inqure, insurable interest arises from an

event that could impose an obligation to pay damag®ther persons.

Possession of a house, an automobile or a machaye gwe the holder an
insurable interest in that property. However, iaflg interest does not mean that the
insured should own the subject matter of the inseealt is sufficient that the insured has
an interest in the subject matter of the insurd@agil, 2008, p.57).

2.1.5.2. Utmost Good Faith

Since insurance business is based on trust bettfeercontracting parties,
insurance contracts are contracts of utmost goitial fiehere the greatest degree of good
faith is needed in the negotiations preceding #smance of the contract (Mehr and
Cammack, 1980, p.129).

The insured should accurately and fully disclosertacessary information about
the risk to be covered. The prudent insurer wiiitlilecide whether to accept the risk and
if so on what terms. On the other hand, the insshauld also highlight the terms,
conditions and exceptions of the insurance polacyhe insured. The disclosure takes
place not only at the time of the inception of hadicy, but also at renewal and at any
midterm point. If the insurer determines that th&ured disclosed incorrect or incomplete
information, it has the right to cancel the policy.

Utmost good faith is also indispensable in casthefoccurrence of the insured
loss. In this case, the insured should take alptieeautionary measures to reduce the size
of the loss and the insurer should sufficiently pemsate the losses of the insured as
soon as possible under the terms of the contratiqat, 2010, p.106).
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2.1.5.3. Indemnity

Indemnity means compensation for loss. Property &adility insurance
contracts are contracts of indemnity as they pmwioimpensation only for the amount of
loss whereas life insurance contracts are not aotstrof indemnity but contracts to pay
the amount written on the policy upon the deatthefinsured.

Indemnity payment is possible to the extent thatitisured event is occurred

and a quantifiable financial loss is materialized.

The object of the indemnity payment is to leaveitiseired in the same financial
position as before the loss. That is to say, iDay&ar-old car is totally demolished, the
insurer will only pay what the car was worth at thee of loss. Therefore, whereas the
contract can be arranged in such a way that itsgavéevel of compensation under the
size of loss, the opposite is not possible sinagoild mean unjust enrichment for the

insured.

Indemnity payment is generally made in the forntash payments. However,
especially in motor insurances, making the damagaicle repaired by the insurer is
also considered as indemnity payment. Replacemeay ine another way of
indemnification. In this case, damaged propertyegaced by a new one of the same
standard, taking always into account the actudl gatue of that property. For instance, a

broken glass may be replaced by the insurer umgeglass insurance policy coverage.
2.1.5.4. Subrogation

Subrogation means the right of one person to stanthe place of another
person and use all the rights of that person. Qati@n principle gives the insurer the
right to require the insured to assign all righfsrecovery against a third party who
caused the loss, but only for the amount of them@at by the insurer to the insured
(Mehr and Cammack, 1980, p.131).

The right of the insurer to subrogation of the nmesls claim against those
responsible for the loss prevents the insured ooy more than the indemnity she

receives under his insurance policy and thus itantaes that the principle of indemnity
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does not fail. Therefore, it only applies to indéycontracts but not to life or personal

accident policies.

For instance, when an accident involves two or maehbicles, the insurers
covering the policyholders who were not at faulbh gacover their outlays from the
insurers of the policyholders who are responsibtettie accident. Another example may
be given from fire insurance. In case of a fireeggiing to a house after a neighbor
carelessly burns leaves, that person’s insurerpayl the loss caused by the fire to the
insured and will proceed against the tort-feasbg heighbor in this example, for
reimbursement. In this case, the insured who dedscltaim payment from the insurer
cannot ask the neighbor to pay for the loss. Otlservthe insured would receive double
compensation. On the other hand, the insurer mbyreoover the exact amount she paid

to the insured. Therefore, the insurer cannot npa&Bt from her subrogation right.
2.1.5.5. Contribution

Policyholders may have more than one insurancey@om multiple insurers
for the same subject matter covering the same. perguch a case, if the loss occurred,
all the insurers liable for the loss should shaee ¢laim payment. This means that if at
the time of loss it is found that there is morentloae policy covering the same loss, the
insurers must contribute to the claim payment icoadance with their proportion. Since
indemnity principle forbids the insured from recomg more than the actual amount of

loss, she cannot recover the total loss from e&dieansurers.

On the other hand, the insured has the right toenaa&laim against one insurer.
If a particular insurer pays the full loss, the widnution principle states that it has the

right to collect proportionate coverage from thieestinterested insurers.
2.1.5.6. Proximate Cause

An insurer is only liable to pay a claim under agurance policy if the loss that
gives rise to the claim is caused by an insuredtevdnless the loss is proximately
caused by an insured event, the claim paymenttisnaole. Therefore, this principle is

vital in the decision of making the claim payment.
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The proximate cause of loss is the most dominadt efficient cause in the
chain of causation. Mowbray and Blanchard (19635)explain that the active efficient
cause that sets in motion a train of events whighgb about a result without the
intervention of any force started and working asvfrom a new and independent

source is the proximate cause.

For instance, consider that a thief breaks the dbohe house but cannot steal
anything. Insurance policy with theft cover willyptor the damage of the door since the
proximate cause of the damage is the theft whidheasinsured event under the policy.
However, in some other examples, a chain of causatould result a loss. In such cases,
it is more difficult to determine the proximate sawf the loss. Cipil (2008, p.60) gives
one of the most classical examples showing a cblgausation in insurance: a storm
breaks down the building’s roof, then the roof dgesmathe electrical cables, then the
damaged electrical cables give rise to a fire whictally damages the household
furniture. In this example, the proximate causeh® damaged furniture is the storm

which is the dominant and efficient cause of thaiich
2.1.6. History of Insurance
2.1.6.1. History of Insurance in the World

Insurance can be seen since the beginning of hiynenthe form of people
helping each other. Therefore, history of insuragoes back to the Ancient World. In
ancient times, on the occurrence of an adverset,gveople were helping each other. For
instance, if a house of a person burns after a fmembers of the community help him
build a new one. In this way, all the members ef¢bmmunity guarantee to receive help

when they suffer a loss.

Insurance was developed when primitive societiemdothemselves unable to
support trade and business activities because eofsinificantly increased size and
frequency of losses involved (Diacon et al., 200%,). Early methods of risk transfer
were originated in the Egyptian civilization in 3DBC and followed by Babylonian
civilization. In around 2250 BC the Code of Hamnhbirget out the rules on the

circumstances under which compensation could baived in case of certain accidental
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events during trade. For instance, if a merchaoeives a loan for his shipment, in
exchange for an additional sum paid by the merchseif, the creditor agrees to cancel

the debt when the shipment is stolen or lost.

Early forms of insurance examples are also see@reek civilization which
aims to protect its merchants against the lossemglirade in the Aegean Sea. For
instance, Greek merchants whose goods were beipgeshtogether were proportionally
reimbursing the losses of any one of these mershatose goods were thrown

overboard in order to save the ship.

Moreover, in around 600 AD, Greek and Roman @atiions established guilds
for family care and funeral expenses upon the defitls members. These are considered
as the origins of modern life and health insurar®enilar guilds were established in
England where people were donating a voluntary amofumoney that could be used in
case of emergencies. These simple forms of insaraantinued until the emergence of

modern monetary economy with its financial instratsan late 1% century.

Modern forms of insurance were born in the Mediteean peninsula in 14
century. It is generally accepted that modern imsce was developed during the
Renaissance period to compensate the losses ohdéhehants in Mediterranean States
where marine trade was widespread. These maringaimse contracts were generally
exchanged on a reciprocal basis between port-bgechants and mariners who knew
and trusted each other and were able to sharedkposure to similar perils (Diacon et
al., 2005, p.5). The first example of insurancet@nt in history was a marine insurance
contract written in 1347 to cover the cargo of #iep called Santaclara going from
Genoa to Mallorca (Oksay, 2005, p.146). The conhtddsplays for the first time the
characteristics of a modern insurance policy wigiaers a future probable loss in lieu of

payment of a premium.

Insurance became far more sophisticated in pos&Rssnce Europe and
industrialization has let the development of sgex®d varieties of insurance. With the
internationalization of trade, England emergedhas iew European trading centre. In

17" century, London’s growing importance as a cerdetrade increased the demand for
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marine insurance. In the late 1680s, Edward Lloyened a coffee house that became a
popular place for ship owners, merchants and aaptdihe coffee became a reliable
source of the latest shipping news and thus it lhecthe meeting place of the parties

wishing to insure their cargoes and ships, andethaiing to offer insurance for them.

Land insurance can be traced back to the Greatdfiteondon in 1666. The
devastating effects of the fire converted the dgwelent of insurance from a matter of
convenience into one of urgency (Dickson, 1960,).p4 1681 first fire insurance
company was established in England. However, tingilend of 19 century, premiums
were not determined by statistics as in the modense, but were often determined as a

result of haggling.

The modern insurance as we know it today goes kbyoutual risk sharing,
necessitates a large pool of risks and dependsaurae risk classification, loss data and
trust (Diacon et al., 2005, p.6). Today the insaeasector is a major global industry
covering a huge range of risks from natural disasé@d environmental hazard, through
life and disability and standard property risksgfiexplosion, burglary, and so forth) to

various types of liability (Lester, 2009, p.4).
2.1.6.2. History of Insurancein Turkey

History of modern insurance in Turkey goes back1 & century with first
insurance transactions starting in 1860s during@tteman period. There were some
regulations in Commercial Code of 1860 and in M@t Code of 1864 related to marine
insurance. However, insurance was mainly developld the Great Fire of Pera in
1870. Just as in the case with the Great Fire oidba in 1666, the interest of citizens
and city governors in fire insurance had increasedew of the damages caused by the
fire. As a result, in 1870s, insurers such as Bhghsurers Sun and Northern, and French
insurer La Fonciere were established in Istanbuivegband Guvel, 2010, p.31). Similar
to the insurance development in the world, modasurance in Turkey was born with
marine insurance and was developed with fire inmeaalthough its starting date was

late and its level of development was limited coredao the World (Cipil, 2008, p.41).

Z See http://lwww.insurance.za.org/insurance/histdsipsurance.htm
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Since Renaissance or Industrial Revolution leadinthe increase in industrial
production, international trade and capital accuatioh in Europe did not take place in
the Ottoman Empire, an institutionalized insuraseetor in the Empire emerged very
late compared to Europe. Insurance business wabytat the hand of foreigners and
insurance policies were mostly demanded by non-iuglopulation of the Empire.
Traditions and Islamic beliefs were also the ndtabstacles for further development of
the financial sector in the Empire. However, Ok§2§04, p.145) attributes the lack of
financial development in the Empire and the pravisof financial activities by foreign

companies mainly to the capitulations which giagl& privileges to foreigners.

The first insurance company established in the r@dto Empire, “Osmanli

Umum SigorteBirketi”, dates back to 1892 and it was establisivéll foreign capital.

The lack of regulation and supervision of the sebicame a concern for the
insurers due to unfair competitive practices amtiregn and against the policyholders.
Therefore, they decided to be organized under gegsmnal organization in 1900 and
thus they established the “Syndicate of Fire InsceaCompanies Operating in Istanbul”
which was turned by 81 foreign companies into “Baxiety of Insurance Companies
Operating in Turkey” in 1916 (TSHB Annual Report 2009, p.6). Finally, the first
insurance regulations requiring the production oligies in several foreign languages
and envisaging rules to protect policyholders came force in 1908 and 1914
(Malatyali, 2008, p.41). However, unfair practicas well as the dominance of the

foreign companies continued until the establishnoéihe Turkish Republic in 1923.

During the first years of the Republic of Turkelye testablishment of domestic
insurers and the regulation and supervision ofinkarance sector were the first priority
issues in the sector. Insurance policies had taviitten only in Turkish by 1924. The
first domestic insurer, Anadolu Sigorta, was esshield in 1925 as a state-owned insurer.
The first insurance law regulating and supervising domestic and foreign insurers
entered into force in 1927. The first private imswe company, O@n Sigorta, was
established in 1942.
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After the proclamation of the Republic, insurerameatogether under the
umbrella of a professional organization called Teb of Insurers which then took the
name of Central Office of Insurers. In 1954, italig took the name of “Association of
the Insurance and Reinsurance Companies of TurkKEyé& Association is today a
specialist institution with the characteristics afunique non-governmental institution
established by law and all insurance and reinseraxmnpanies operating in Turkey

should be members of the Association.

The insurance law enacted in 1959 was a milestametife sector. More
comprehensive and sophisticated rules for the ama@ sector were introduced.
However, between 1968 and 1984 establishment of mswrance companies was
forbidden. After 1984, liberalization in the segtestablishment of new insurers and
transition to free tariff system paved the way tloee development of the sector both in

terms of quantity and quality.

Today, insurance and reinsurance sector in Turkegygulated and supervised
by the Undersecretariat of Treasury under the brsre Law no 5684 enacted in June
2007 largely in conformity with the Elacquis However, the level of premium
production per capita and the share of insurancCkeumkish economy are still far behind

the EU average.
2.1.7. Types of Insurance
2.1.7.1. Social Insurance

Insurance can be mainly categorized as social anser and private insurance.
Social insurance aims to redistribute the incomadiaeve some social objective and it
includes all kinds of insurance schemes requiredaiayfor the general population and
supervised by the government. Social insurance asgension plans, disability benefits,
unemployment benefits and sickness insurance topéne social security system of the
state and although there is involvement of privisgurers in some examples, it is

generally administered by governments (Acar, 2@08)).
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2.1.7.2. Private | nsurance

Private insurance which is purchased from the mste companies is the
insurance based on a contract between the insndethe insured. The risks covered by
private insurers may be life or health of a hunfaa, accident, theft, third party liability,
financial losses or natural catastrophes suchoasl flstorm or earthquakes. The present
thesis deals with this particular type of insuraand the word insurance refers to private

insurance in each case.

There are some important differences between thesetypes of insurance.
First, social interest is the dominant factor iiabinsurance while personal interest of
private or corporate individuals is the dominanttéa in private insurance (Ozbolat,
2010, p.49). Second, social insurance providers roe-profit state institutions
administered and supervised by the government vphnil@te insurers are profit making
companies established by private individuals. Thaakial insurance is financed by the
employer, employee and state while private inswgasdinanced by the premiums paid
by the policyholder. However, in some private imsoe examples such as natural
catastrophe insurance where the size of loss isbigoto be covered by private
companies, private-public partnerships can be kstaol. Fourth, in social insurance,
premiums, that are called contributions, are sebming to the profession and level of
income of the contributor while in private insurangremiums are set according to the
risk level of the insured (Guvel and Gulvel, 201®5). Fifth, while social insurance
programs are compulsory for most people with déifedevels of contribution prescribed
by law, private insurance is normally voluntaryméans that in private insurance, people
are free to decide to buy insurance products. Sadequacy is usually stressed in social
insurance and thus it tends to be universal iniegpdn while the risk selection is
important in private insurance. However, in someesaregulations may envisage a
minimum amount of compulsory private insurancermtgrt third parties injured because
of the insured’s conduct. Motor insurance, knowsoas traffic insurance, is one of the

most classical example of compulsory insurances.

While private insurance can be classified as cosgwyl and non-compulsory

insurances or indemnity and non-indemnity insuran¢ke categorization involves in
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general the distinction between life and non-lifesurance. Life insurance protects
against premature death, disability or retiremehéngas all the other types of insurance
can be grouped under the name of non-life insurargeh protects against risks such as

accidents, fire or liability.

Life and non-life insurances differ significantlyirst, the subject matter in life
insurance is the life of a human while in non-ifisurance it can be anything other than
the life of a human. Second, occurrence of the (igk of death) is certain in life
insurance and only its timing is uncertain while ticcurrence of the risk is unexpected
and uncertain in non-life insuran@@@zbolat, 2010, p.247Yhird, & the economic value
of a human life cannot be measured precisely bedeath, life insurance cannot be a
contract of indemnity while non-life insurances a@ntracts of indemnity where the
claim payment is limited to the actual value of théject matter at the time of loss
(Dorfman, 1998, p.202). Fourth, life insurances nragjude risk cover and investment
component at the same time while non-life insuranoay only include risk cover as
they are indemnity contracts. Fifth, life insurarpmicies may be long term while non-
life insurances are in principle short-term covgranperiod of time up to 1 year. Finally,
subrogation principle cannot be applied in lifeurace while in non-life insurer, the
insurer has theght of recovery against a third party who cautetloss(Ozbolat, 2010,
p.247).

Since the aims and operating principle of life amoh-life insurances are
different, they are regulated in different lawsabrieast by different provisions in many

countries.
2.1.7.2.1. Lifelnsurance

Life insurance, also called as life assurance, igesva payment of a sum of
money at the end of the insurance period or uperdéath or survival of the insured in a
specified date. In return, the policyholder agreepay a stipulated amount at regular

intervals or in lump sums.

If an individual buys a life insurance policy onrhmwn life, she is both the

policyholder who pays the premiums and the insumdd benefits from the policy.
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However, in some cases the policyholder can detgaabeneficiary who receives a

payment upon the death of the policyholder.

The basic types of life insurance are temporasy ilisurance (term insurance),
permanent life insurance (whole life, universa l#nd endowment) and annuities. While
temporary life insurances are for specified perioflgsime, permanent life insurances

offer coverage which continues for the duratiomhef insured’s life.

Term insurance is the classical type of temporieyihsurances. The insurance
coverage is for a specified period of time andhé policyholder dies (or survives) within
the policy term, the beneficiary receives the sunmoney determined on the policy.
Otherwise, the insurer keeps all the premium paysnainthe end of the term. There is no
saving component in term insurances. Decreasing ifesurance, such as mortgage
protection insurance, provides a death benefitdeateases at a predetermined rate over
the life of the policy while increasing term insaca provides an increasing death benefit
(Cipil, 2008, p.74). Another type of term insurariseconvertible term insurance that
gives right to the insured to change the type efghblicy such as to switch to permanent

life insurances.

On the other hand, the classical type of permalifeninsurances is whole-life
insurance. It covers the death risk not only fepacified period of time but irrespective
of when it happens. It guarantees only a deathfltdoethe beneficiary upon the death
of the policyholder who pays regular premiums uhisl death. If, contrary to whole life
insurance, the premiums and death benefit are bflexiit is called universal life
insurance. The schedule of payments is not setlengrowth of cash value is not fixed

in this type of life insurance.

Life insurance policies combining risk cover witingncial savings are called
endowments policies. In traditional endowment pe$ica part of the premium paid is
directed to investment. In an endowment policghé policyholder dies, the beneficiary
receives the sum assured. But, if the policyhotéenains alive on the maturity of the
policy, she receives a lump sum payment coveriag tie saving benefits (Cipil, 2008,

p.75). Furthermore, endowment policies can alseuseendered before the maturity and
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then the policyholder receives the surrender valberefore, while in the previous types
of life insurance the policyholder has no chancerdceive the sum assured, in
endowment policies the policyholder has the chasfaeceiving lump sum payment at

the maturity of the policy or at any time before thaturity.

If the policyholder prefers to receive the paymeatsegular intervals in the
form of pension, then it is called annuities. Inamuity, the insurer agrees to pay the

insured a stipulated sum of money periodicallyrette maturity of the policy.

Life insurance policies with saving component aeeyvimportant for the long
term savings of the household sector and they alayucial role in the growth of the
economy. Premium payments of the policyholderstlieir life insurance policies are a
significant source of investment funds for produetmeans. Soo (1996, p.2) explains
that since the supply of funds for investment isager than it would be without life
insurance, capital is available at a lower costcwiwill then stimulate more investment

and thus bring more production to the economy.
2.1.7.2.2. Non-Life Insurance

Non-life insurance defines all types of insuranteeo than life insurance. It is
also called as “general insurance”, “elementaryurasce”, “property-causality
insurance” or “property-liability insurance”. Thalgect matter of non-life insurance can
be anything other than the life of a human. Finefttand accident are the examples of

non-life insurance. The health of a human is atseped by non-life policies.

There are two main lines of non-life insurance.gerty insurance is insurance
against loss of or damage to property. It is a faarty insurance because the insured
event causes an immediate and direct loss on tpepy of the policyholder. The claim
payment is made by the insurer to redress thedamse put the policyholder to the same
financial situation as before the loss. There #ferént kinds of property insurance such
as fire insurance (generally for stationary progertmarine insurance (generally for
mobile property such as ships, planes, trainskrand their cargoes), accident insurance

(generally for motor vehicles), engineering inswes (such as construction all risk
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insurance or machinery breakdown insurance), agwreu insurance or insurances

against the losses caused by natural catastropbbsas earthquakes, storms or floods.

The second line is the liability insurance whichtl® insurance against the
losses caused by the policyholder to third partigsability insurance is a third party
insurance because it ultimately aims to protectinterests of third parties injured by the
insured’s conduct. It covers the expenses of thered who causes bodily injuries (such
as disability, death or deterioration of health)tihard parties as well as the financial
losses in the properties of third parties (Guved &@tivel, 2010, p.148). Most of the
liability insurances are compulsory in most of twuntries. Motor third party liability
insurance (traffic insurance) is the classical eplanof compulsory liability insurances.
For instance, traffic insurance as well as thirdypkability insurance for road passenger
transportation, for dangerous materials and hazard@ste, for LPG, sea pollution third
party liability insurance for coastal plants anansoprofessional liability insurances are
compulsory in Turkey.

Non-life insurance can also be categorized as basimsurance and household
insurance. Business insurance is the type of imgerghat covers large commercial and
industrial risks. Household insurance, on the otiend, covers the risks exposed by
individual consumers in their everyday life excép risks on their own life. These are
called mass risks. It means that they are smatierpared to business risks but much

more common.

The risk dynamics of non-life insurance are diveasmpared to life insurance.
While mass risks (such as car accidents) are famdglictable and can easily be pooled
by an insurer, large risks (such as natural catplés) are low-probability but high-
impact events and cannot easily be pooled by osneen (De Haan et al., 2009, p.261).
Therefore, large risks are in most of the casesdely among different insurance
(coinsurance) and/or transferred to reinsurancepemms or to capital markets via
alternative risk transfer methods. Public-privadetperships are also developed to cover

the losses from these risks.
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Similar to life insurance, non-life insurance prdeseconomic development.
Non-life insurance allows individuals and firms swap uncertain losses with certain
costs. Soo (1996) explains that non-life insuranoatributes to the growth of the
economy by making individuals more comfortable taves knowing that their
accumulated wealth is protected against uncerisks.rAcar (2008, p.40) concludes that
since reduction in uncertainty will make potentratestors less hesitant to invest, higher
investments will encourage accumulation of new tehpvhich will then lead to higher

economic production.
2.1.8. Reinsurance

Although the law of large numbers makes the instedrasible,He probability
that an event will ocaur cannot beaccurately known. Furthermore, the size of the loss
occurred may be far more than the expected logsaytbe difficult for a single insurer to
cover especially low frequency eveaféecting large number of insureds at once, such as
catastrophic events. Therefore, insurers needatsfer their risks to keep their financial

strength sufficient enough to fulfill their liadiks towards the policyholders.

When one insurer agrees, for a charge, to reimtansther insurer against all or
part of the loss, it is called reinsurance. Theiias purchasing reinsurance is known as
the ceding company and the company that acceptopail of the insurance risk from
the ceding company is the reinsurance companyistedso called reinsurer (De Haan et
al., 2009, p.266)Outreville (1997, p. 263) simply defines reinsummsthe trarsfer of
liability from a ceding insurer to the reinsurer. While insurance contracts are signed
between private or corporate individuals and insurergng@rance contracts are signed

between insurers and reinsurers.

Reinsurance reduces volatility and uncertainty Wwhileen allows insurers to
offer larger limits of protection to the policyhel than their size would allow. It plays a
significant role in absorbing the volatility in uervriting results and peak exposures to
natural catastrophes in addition to the provisibonapacity to the insurance market (Das
et al., 2003, p.16). It also enables the insurersntprove their financial power by

spreading the risks and thus to improve the efiicyeof the insurance sector as a whole.
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There are the two major categories of reinsuraaoeety facultative reinsurance
and treaty reinsurance which is divided into prdpoal and non-proportional

reinsurance.
2.1.8.1. Facultative Reinsurance

In facultative reinsurance, the reinsurer is reimguone specific risk and each
risk is ceded by the insurer to the reinsurer. Rative reinsurance is negotiated
separately for each insurance contract that issuegd. The choice to accept or reject a

risk is of the reinsurer.

It is particularly useful in reinsuring the indiwdl risks that the insurer is
unwilling or unable to retain, such as large ridksan also be used for unusual risks,
such as satellites or public free pop music liveveh (Outreville, 1997, p.266). As each
risk is individually reinsured, the price of thentact accurately reflects the risk level.
However, since underwriting, administrative andspenel costs are high due to handling
of each risk separately, this type of reinsurascexpensive and time consuming for the

insurer.
2.1.8.2. Treaty Reinsurance

In treaty reinsurance, the insurer should cedeisfe determined in the contract
and the reinsurer should accept all cessions uth@eterms of the contract. Therefore,
contrary to facultative reinsurance, the partiegehao right of choice because they agree
with the terms and conditions of reinsurance inaae. This type of reinsurance is less

expensive and quick to operate.

Kumcu (2009) explains that in literature, treatinserance is divided into two
main categories depending ore tliansfer methodsetwesn the insurer and theeinsurer,

namely proportional reinsurance and non-proportiogiasurance.
2.1.8.2.1. Proportional Reinsurance

In proportional reinsurance, the insurer cedesoagtion of the premiums and

risks to the reinsurer taking a share of each palider the terms of the contract. The
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remainder of the premiums and risks, which is da#le the retention amount, is retained
by the ceding insurer (De Haan et al., 2009, p.286¢ einsurer pays to # caling
insurerareinsurarce ®MmMIssoOn to compensate theguisition and admirstrative coss

of the insurer (Outreville, 1997, p.271).

Proportional reinsurance can be categorized as quota skarsurance and

surplus share reinsurance.

In quota share reinsurance, the insurer cedesetaeinsurer a predetermined
portion of each policy it writes. The reinsurer s the ceded percentage of the
premiums written and pays the same percentageafdr ss. For instance, 50% quota
share reinsurance means that the insurer sharefhigf written premiums and incurred
losses with the reinsurer. Quota share contraetgpanfitable, simple to administer and
there is no adverse selection for the reinsureeyTére mostly used by the insurers
operating in a new line of business or in a newifpr market since these insurers would
have difficulties to set the premiums due to uraiaties in predicting the losses (Cipll,
2008, p.106).

In surplus share reinsurance, the retention isnddfias a monetary amount
rather than the fixed percentage principle of quskare reinsurance. The ceding
company’s retention is called as a retained linge Pportion of the risk exceeding the
insurer’s retained line is reinsured. The numbelinefs determines the maximum policy
limit. For instance, assuming that the retentiontha insurer is 10.000 euro, when it
writes a policy with a premium level of 20.000 eutovould cede half of the premiums
and losses to the reinsurer. Surplus share reimseiia mostly used for large commercial
and industrial risks. It gives the ceding compahg bpportunity to determine the
retention rate according to the risk level of edide of business. However, Kumcu
(2009, p.41) reports that it is complicated andlgdsecause it requires to determine the
retention rate for each risk and then to calcula¢eceding portion accordingly.

2.1.8.2.2. Non-Proportional Reinsurance
Contrary to proportional reinsurance, non-proposioreinsurance is not risk

based but loss based. The reinsurance covers sheeiis losses exceeding a certain
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amount of retention. Premiums paid by the cedingnmany to the reinsurer are not
directly proportional to the premiums written byetlteding company because the

reinsurer does not assume a direct proportionske ri

Non-poportional reinsurance can be categorized as excess ®frdéassurance

and stop loss reinsurance.

In excess of loss reinsurance, the ceding compadyhee reinsurer do not share
the premiums. Instead, losses of an event exceddéngetention limit of the insurer are
paid by the reinsurer up to a certain maximum lirkitmcu (2009, p.42) gives an
example of an insurer which decides to retain th&sds up to 2 million euro and
purchases an excess of loss reinsurance of 8 m#lwwo. In this case, she explains that
losses up to 2 million euro will be covered by theurer and the excess will be covered
by the reinsurer up to 8 million euro. It means thamillion euro of the total loss of 10
million euro will be covered by the insurer and tleenaining 8 million euro will be
covered by the reinsurer. &hnsurempays apremium t the reinsurer for such a contract
and the reinsurer does not paya@nmisgon to the insurer. This type of insurance is

mostly used for large catastrophic losses.

In stop loss reinsurancthe reinsurer bgins to pay when theeding insurer’s
lossesfor some determinedperiod of time exceed theetention of the insurer The
retention may be determined in terms of monetatyevar a proportion of the premium
income of the ceding insurer. This type of reinegeadoes not cover individual claims
due to one event but covers an aggregate amouwtiaiofs over a period. Therefore, it
protects the cedent against the possibility thataggregate value of small losses in a
particular line of business exceeds its total puemincome in this lineOutreville (1997,
p.273) describes #s the most eéctive form of stabilizing the undarriting results of a

ceding company sineit puts a limit on theeding company bsses.
2.1.9. Role of the Insurance in the Economy

Whereas insurance plays an important and indispénsale in socio-economic
life, there is no simple way to measure its ecomoralue since it is an intangible product

whose primary role is the control of risk. The miamg value of the premium production
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and claim payments has often been used as altegnatasures of what the insurance
industry produces. Although these are useful irdisaof the size of the industry, they
fail to reflect the role of insurance in providingzestment and risk management, and in

contributing to economic growth.

The insurance sector forms a major component oettomomy by virtue of the
amount of premiums it collects, the increasing gbation it makes to GDP and the scale
of its investments (Hussels et al., 2003, p.4).réfoee, a combination of quantitative and
qualitative approaches such as the consideratiansofance and economic growth, an
assessment of the value of insurance in termsebthput and value added should be
examined in order to understand the role of instean the economy (Diacon et al.,
2005, p.3).

2.1.9.1. Theoretical Point of View

From the theoretical point of view, insurance hdlps economic development
of a country and fosters economic growth throudbwahg effective risk management,
fostering a more efficient allocation of capitatpmoting financial stability, enhancing
the efficiency of the financial system, complemegtisocial security programs and

providing employment.

In addition, Skipper (1997, p.38) documents thabjextt to reasonable
prudential, market conduct and competition regafgtiopening insurance markets to
appropriate foreign insurers can lead to greaten@mic growth and can enhance overall

social welfare.

Furthermore, Haiss and Sumegi (2006, p.1) claimhtti@impact of the insurers
on the economic growth will rather grow than deelidue to issues such as ageing

societies, widening income disparity and globaiorat
2.1.9.1.1. Improvement of Effective Risk Management

Harichandra and Thangavelu (2004, p.9) conclude tika key role of the
insurers in the economy is the enhancement ofmakagement through effective risk

pricing and pooling. Insurers apply higher prices riskier exposures and give loans to
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individuals which have creditworthiness. As foreignsurers often are part of
multinational insurance groups, their risk poolexgivities might be particularly helpful
for better pricing. Assessment of the risk levell dmss potential of the individuals and

firms and their appropriate pricing has three bes&r the economy.

First, by gathering and analyzing information abdkie risk level of the
individuals and firms, insurers allocate financwpital and insurance risk bearing
capacity to the most attractive firms and projebtereover, Skipper (1996, p.19) argues
that foreign insurers can often bring innovativel anore efficient means of gathering

and evaluating information, hence helping capitialcation.

Second, business owners, potential investors, torsdand other stakeholders
can use the risk pricing signals of the insurersmake better informed decisions
(Skipper, 1997, p.14). These benefits enhance ecenefficiency and thus provide

growth in the economy.

Third, since insurers are well aware of the rispasure of their policyholders,
they help them reduce their losses. Insurers haeeiricentive to engage in risk
mitigating and loss prevention activities becausartclaim payments will be reduced
when the policyholders take precautionary meashoeésre and after losses. In addition,
reduction of the risks exposed by firms through nsitigating and pooling procedures
allows these firms to take additional risks whicbmote innovation within an economy
(CEA, 2006b, p.12).

2.1.9.1.2. Promotion of Financial Stability

At micro level, insurance brings benefits to indivals and firms by helping
them minimize the financial impact of the unexpdctad adverse future events and

organize their lives and businesses with greateaioty (HM Treasury, 2006, p.7).

Insurance provides security to individuals by pcotey their wealth from
financial losses generated by adverse eventssdt@ovides security to firms to operate
with less volatility and risk of failure. This rot# insurance will benefit all stakeholders

because it avoids the inherent costs associatédbaitkruptcy and financial distress and
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provide them instant liquidity in case of lossesa@n et al., 2005, p.18). It thus

promotes financial and social stability in the sbygi

Since insurance restores the individuals to themsrcial position prior to the
loss, they do not need to retain as much wealtlguid savings to protect them against
the results of unexpected adverse event. Thus, ¢aeykeep spending and purchasing
consumer goods which promote economic growth. &nfgil since insurance prevents
firms from suffering financial losses or even faley do not need to set aside large
liquid capital. Thus, they make investments foritHems and R&D activities and

increase the level of production which finally lead economic growth.
2.1.9.1.3. Enhancement of Financial Efficiency

At macro level, insurers enhance the efficiencytlod financial system by
mobilizing savings to investments. Skipper (1997,1p documents the fact that by
amassing large funds composed of relatively smakmums received from
policyholders and by channeling them towards prodecinvestments, insurers are
playing an important role to mobilize savings amd create economies of scale in
investments which would otherwise be time consunangd costly. Insurers efficiently
invest these amassed funds to meet the financiedgsnef big and feasible projects,
thereby encouraging financial efficiency which viaflally create economic growth.

Insurers are also one of the major institutionaéstors into stock, bond and real
estate markets. In particular, life insurers analspsEn companies are crucial for providing
long term savings which are ideal sources of fieafior both governments and

businesses.

The greater the number of the insurers within aketathe higher should be the
national saving rate. From this point of view, libgcancorporated foreign insurers can
bring additional capacity to the domestic marketd anence greater economic

development.
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2.1.9.1.4. Reinforcement of Social Security Programs

Insurance does not replace but complements thergment social security
programs. In particular, life and health insurapoéicies as well as private pension plans
relieve pressure on the social welfare system efdbuntry. Since insurance reduces
government spending, it can reduce the burden ompagers and can make for a more
efficient allocation of societal resources. CEAQ&D, p.20) notes that through products
designed to complement social security programs, ittsurance sector contributes
significantly to guaranteeing a stable and lifeldagel of revenue and to limiting the

impact of demographic change on states budgets.
2.1.9.2. Empirical Point of View

While the insurance sector contributes to econodeicelopment and growth
from a theoretical point of view, empirical evidens mixed. Outreville (1990) who was
one of the first researchers who tested empiridakyrole of the insurance sector in the
economy and found a positive relationship betweden rion-life insurance sector (in
terms of non-life premiums per capita) and the eotio growth (in terms of GDP per
capita) by investigating the economic significanak non-life insurance sector in
developing countries. While the relationship betweéesurance and economic growth

was proven, the direction of causation between thvasiunclear.

Then, researchers have tested the causal relatobstween insurance and
economic growth. In fact, the question of whethner financial services sector preceded
or followed economic growth has for a long time ekebated in the economic history
literature. However, compared to empirical researchinancial sector in general and
specifically in banking and stock markets, insueagector has been hardly investigated

and the existing studies are relatively new.

Patrick (1966) argued that the causation betwesnéial sector and economic
growth can be either supply-leading through growthfinancial sector or demand-
following through growth in the economy. Accordit@supply-leading view, economic
growth is generated through the supply of finans&blices while according to demand-

following view, the growth of financial services the result of the growth of the
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economy. Demand-following view implies that the dem for financial services
generates growth of financial institutions and itteeisets (Das et al., 2003, p.8). On the
other hand, supply-leading view implies that theation of financial institutions and
their services occurs in advance of demand for thechstimulates the demand for these
services (Kar and Pentecost, 2000, p.5).

Applying the theory of Patrick (1966) to the insura sector, the supply-leading
view considers the development of the insuranctosas the precondition for economic
growth, while the demand-following view considémg increase in demand for insurance

as the result of the growth in the economy.

Ward and Zurbruegg (2000) tried to answer whetler development of
insurance was supply-leading or demand-following, iassue which had not been
considered by Outreville (1990). They examined thaential causal relationship
between economic growth and insurance sector fog @QECD countries and showed
that the insurance sector causes economic growiy fon some countries of their
example due to cultural, regulatory and legal déffees across countries. Their study is
supported by Harichandra and Thangavelu (2004) alko showed the existence of a
long term supply-leading causality effect from ireswce to economic growth by
examining the relationship between premium inconte@DP growth.

However, Kugler and Ofoghi (2005) criticized WartaZurbruegg (2000) who
found no causality between insurance and econonowtf in the UK which is one of
the largest insurance markets in the world. Siheg attributed this result to the problem
of aggregation in the estimations, they investidate relationship between economic
growth and different branches of insurance seplgrafbey found that an increase in the
market size of most of the non-life insurance bhascin the UK has a positive and

statistically significant effect on economic growth

Since the function and operating principles of Afed non-life insurance differ
significantly, their relationship with economic gvith is investigated separately in most
of the studies, but every time with mixed resultéhile Arena (2006) found robust

evidence of a causal relationship from both lifel aon-life insurance development to

39



economic growth, Webb et al. (2002) and Haiss aaoheég)i (2006) who empirically
tested this relationship in European countries dotlmat life insurance sector is important

for GDP growth whereas non-life insurance is nghsicant.

The contribution of the insurance sector to ecormognowth is also investigated
in developing and developed countries separatelyileNthere is a relationship between
insurance sector and economic growth both in dgweipand developed countries, the
direction of causality between the two is differenteveloping and developed countries
because they have different levels of financial eligement. The insurance sector in
developed countries offers several specialized ymisd and insurance coverage is
important in terms of value and the number of iedurTherefore, Haiss and Sumegi
(2006, p.24) see the potential of growth contrilmutdf the insurance sector much higher

in high income countries compared to developinghtaes.

In its S curve hypothesis, Enz (2000) states tigtrance consumption is slower
at lower levels of development and accelerateb@ssurance market and the economy
expand. But, after a certain level of developmehem® consumers become so wealthy
that they can afford to retain risks and startrsgyvihe insurance consumption decreases,

S0 as its contribution to economic growth.

Arena (2006) found evidence that the contributibtife insurance to economic
growth is driven by high-income countries only wdes non-life insurance contributes to
economic growth in both high-income and develogiagntries, but it has a larger effect

in high income countries than in developing ones.

The empirical study of Kdse et al. (2009) on Turkegving a developing
insurance market where the share of insurance prermproduction to GDP is very small,
indicated that there is a relationship betweenrerste premium production and GDP,
but contrary to the findings of the studies on dewed countries, they only found one
way causality from the growth of the economy to gmewth of the insurance sector.
Therefore, the study supports demand-following theehich considers the increase in

the demand for insurance as the result of econgmiwth.
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2.2. FINANCIAL INTEGRATION THEORY
2.2.1. The Concept of Economic Integration

In order to increase their level of economic depeient, countries in several
parts of the world with different rules and regidas may prefer to cooperate. In order
that market players, buyers and sellers, operaelyfrin all markets, countries may
eliminate some of their rules and liberalize thamrkets and re-regulate them with the
rules similar to other markets. This process ofnecaic cooperation between two or
more countries thanks to rapidly falling costsrahsport and communications is known
as international economic integration. Oksay (202289) argues that the result of this
process at macro level is the integration of thantwes, known as regionalism, to
increase their competitive power and the resulmatro level is the integration of

companies by way of mergers and acquisitions.
2.2.1.1. Definition of Economic I ntegration

The term economic integration does not have a cbesirmeaning for all
economists and definitions in literature differ.idtan evolving and continuing process
rather than a limited and finite one. Molle (20@63) points out that in the 1950s and
1960s, the discussion on economic integration wastlgnconcentrated on international
economic relations, in the 1970s and 1980s it shteahe economics of the sectors of
economic activity and by 1990s, the establishmédna single market and monetary
integration were central to the discussion of eaagointegration, especially in the

European Union which is the most advanced exanfgeanomic integration.

Traditional theory of international economic integgon was first developed on
the theory of customs union suggested by Viner QL9810 explained the redirection of
trade flows (trade creation and trade diversiotgrahe establishment of a customs union

between two states.

One of the first definitions of economic integratiovas given by Tinbergen
(1954, p.122) who defined it by the terms negaintegration and positive integration.

He defined negative integration as the removalisgraninations and restrictions on free
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movement of economic transactions and positivegnateon as the replacement of
existing instruments and institutions with the nemes in order to enable the market to
function effectively and to successfully implemém policy objectives of the integrated
area (Robson, 1998 p.2). He also emphasized thtadugih both forms of integration

were necessary for a full integration, it was aatiebegin the process with negative
integration such as removal of trade restricticasg then to continue with positive

integration covering issues of national sovereigstigh as the introduction of new

institutions and common policies.

Balassa (1961, p.1) defined economic integratioa psocess and as a state of
affairs. As a process, which is a dynamic conceyggration means the removal of
discrimination between different national state$jlevas a state of affairs, which is a
static concept, it means the absence of variousdaf discrimination between national

states.

In line with Tinbergen (1954) and Balassa (1961)Agraa (2007, p.1) referred
economic integration to the removal of all traderieas between at least two countries
and to the establishment of certain elements opedion and coordination between
them. However, Jovanovic (2006, p.19) criticizets thefinition by stating that it only
partly covers free trade areas and customs uniahsdt the more advanced type of

economic integrations.

Molle (2006, p.4) defined economic integration bBe gradual elimination of
economic frontiers between two or more countriesthe dynamic sense, economic
integration is a process where economic fronti@svben member states are gradually
eliminated and national economic entities graduadgrge into a larger whole and in the
static sense, it is the situation in which natioo@nponents of a larger economic zone
function together as one entity. However, the idegradual establishment of economic
integration is criticized by Jovanovic (2006, p.18)o states that the integration may not
always be gradual as in the case of European FadeTArea (EFTA) countries which
applied theacquis communautairef the EU immediately after they established the
European Economic Area (EEA) in 1994 with the EUnber States.
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On the other hand, Machlup (1977) claimed that detepeconomic integration
requires the equality of prices of similar goodsl a®rvices in every country of the
integrated area. Therefore, economic integratioansehat all means of production in
the integrated area which are both perfectly madnilé substitutable for one another have
the same prices. Transportation costs as wellagribduction and consumption patterns
in different countries of the integrated area aod taken into consideration in this

definition.

Jovanovic (2006, p.20) states that today, inteonati economic integration
mostly refers to an increase in the level of welfaince, it is seen as one of the tools for
economic development in the developing countriegreds it is seen to be a way of
using the most profitable technologies and fosteffiree and fair competition in the

developed countries.

2.2.1.2. Levels of Economic I ntegration

There are several factors facilitating economiegnation between countries.
The first one is geographical proximity. Langualgistorical and cultural similarities as
well as transportation costs may be the underlyagors behind the integration of
neighbor countries. The EU composed of Europeamtdes, NAFTA composed of
North American countries and ASEAN composed of Beast Asian countries are the

examples of the integration of neighbor countries.

The economic systems which are alike between cesrfacilitate the formation
of economic integrations. During the cold war, COMBN was an example of such
integration between socialist countries whereas BES an example of integration
between capitalist ones. When the level of devekagrbetween countries is similar, the
establishment of an economic integration can aksadbatively easier. EFTA may be
considered as an economic integration between adgsélcountries while CACM is an

example of the integration between developing atemfrom Central America.

Behind all these regional economic integrationgehway be several common

geographical, historical, cultural and more impotiia economic motivations but the
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level of economic integration differ both betwedre tintegrated areas and within the

specific integrated area through time.

Balassa (1961) identified five main stages of iraéign namely free trade area,
customs union, common market, economic union amal ®conomic union, from a
simple non-tariff trade system to a system withralévant economic policies conducted
at the supranational levelhe process of integration should not necessaglyfadual
from one type to another. The establishment of ahyhese types depends on the

agreement among the participating countries (Joxian2006, p.23).
2.2.1.2.1. FreeTradeArea

In a free trade area (FTA), all tariffs and quaativte restrictions on trade among
the member countries are eliminated. But, each meerhbs the right to determine its
own external tariff against third countries. Simesembers maintain their own tariffs and
quotas, third countries outside the FTA may reditieeir trade to the country with lowest
tariff to access the markets of the other membents of the area. This is why the rule
of origin has been implemented in order to prevdat import of goods from third
countries into the FTA by the country which hasatigely a lower tariff than other
members of the area. The European Free Trade Associ(EFTA) which was
established in 1960 and North American Free Tradeedment (NAFTA) which was
established in 1994 are the examples of FTA.

2.2.1.2.2. Customs Union

In customs union, not only all tariffs and quariita restrictions on trade among
member countries are eliminated but also a commterr@al tariff on imports from third
countries is introduced. Members of the custom®murhave a common commercial
policy because they take part in international d@ragkgotiations as a single entity.
Customs Union also requires a greater level ofitutginal coordination and thus it
frequently results in the creation of common retprla bodies and institutions which
control trade within the union (Rodriguez-Pose, 200.8). Zolverein established
between German states in the first half of t@ntury is one of the first examples of
customs union (Oksay, 2006, p.107). The EU gragualinpleted its target of the Rome
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Treaty of having a customs union among its MembateS in 1968. The current customs
union between the EU and Turkey that was envisdyedn Association Agreement in
1963 and that was established with the decisiori/@86 of the Association Council is

also an example of this type of economic integmatio
2.2.1.2.3. Common Market

In a common market, also known as internal marketirmgle market, there is
not only a customs union among member countrigsalsa free mobility of all factors of
production, such as free movement of capital abdrlan addition to free movement of
goods and services. Members of the common marketecian internal market with free
movement of goods, services, capital and persarashave common external policies on
both products and factors against third countridslie, 2006, p.11). With the Single
European Act inaugurated in 1986, the EU realitegurpose of establishing a common
market based on four freedoms of movement in 1¥®&ntral American Common
Market (CACM) established in 1958 is the oldest ragke of integration between

developing countries.
2.2.1.2.4. Economic Union

In an economic union, common market among membeuntdes is
complemented with a harmonization on economic awodiak policies such as
competition, industrial, regional or transport pms, as well as macro-economic
policies. Common policies on trade, productionaxftbérs and economic sectors are also

pursued against third countries.

Economic union becomes an economic and monetagnufiMU) with the
introduction of a single currency circulating i member countries. Members introduce
a central authority to exercise control over thenatary policy of the region. It also
requires a high degree of coordination of natianatro economic and fiscal (budgetary)
policies. Denmark, Sweden and Norway establishemh@navian Monetary Union in

1873 to facilitate trade between them and usedekeasnthe single currency until 1914.
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With Maastricht Treaty in 1992, the EU decided $stablish an economic and
monetary union from 1999 onwards with the establisht of European Central Bank
(ECB) and the introduction of euro as a single ency. EMU has been in effect since
2002 and as of 2010, 16 Member States of the Ethambers of the eurozone.

2.2.1.2.5. Total Economic Union

Total economic integration, also called a politioalon, is the final stage of the
integration process and encompasses the integratioaconomics. It assumes the
establishment of a single economic policy and meguiinification of budgeting, taxation,
social security and foreign policies. In this firstdge, independent economic policies of
individual states are completely superseded bypaasational federal authority whose

decisions are binding for the members.

De Grauwe (2007, p.116) claims that political unadfects the optimality of an
economic and monetary union because first it make®ssible to centralize national
budgets at the union level in order to organizeomatic fiscal transfers in case of
asymmetric shocks, and second it reduces the risasgmmetric shocks having a
political origin, such as decisions on tax, soseturity and wage policies. The United
States of America and the unification of Germanyl @90 are the examples of political

union.

Table 1 summarizes the characteristics of eacte sthgeconomic integration.
Total economic union is the final stage which cevalt of the necessary features that a

typical economic integration process requires.

Table 1: Stages of Economic Integration

Free Common
No Common . .
Stages of . movement | economic| Single Federal
: . tariffs no | external . .
Economic Integration : of factors of| and social| currency | authority
quotas tariff ; >
production | policies
Free trade area Yes No No No No No
Customs union Yes Yes No No No No
Common market Yes Yes Yes No No No
Economic union Yes Yes Yes Yes No No
EMU Yes Yes Yes Yes Yes No
Total economic union Yes Yes Yes Yes Yes Yes

Source:own Table
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As can be seen from Table 2, the level of econantagration in the EU has
evolved since its creation in 1958. It can be abm®d as an economic and monetary
union and has made big steps since 1990s and abypetith Lisbon Treaty in 2009
towards political integration but it is still toarf away from being a total economic and

political union.

Table 2: Stages of Economic Integration in the EU

Level of Integration Main features Period
Free trade area Free trade without tariffs and quotas 1958-1968
Customs union Free trade area with common external tariff 1968319

Common market Customs union and free movements of factors 199319
EMU Economic union with single currency 1999-today
Total economic union | Political union with completely unified economiclipy | Not yet achieved

Source:own Table
2.2.2. The Concept of Financial Integration

Financial integration is part of the broader prgce$ economic integration
between countries. More recently, researchers esiggh#he role of real and financial
markets and define economic integration in termgoofds and services market integration,
capital market integration and foreign exchange ketamtegration (Oxelheim, 1990,
p.2). In the EU, after the realization of the conmmearket in 1993, with the introduction
of euro and launch of Financial Services Actioni®3o{FSAP) in 1999 in order to create
European single financial market, financial intéigra has become a hot topic and
researchers have begun to define, analyze and meedisel integration of different

financial markets.
2.2.2.1. Financial Markets

A financial market is a market where individualsyband sell negotiable
instruments representing a financial value, suchsesurities and commodities. In
financial markets, funds are channeled from thoglk & surplus, who buy securities, to
those with a shortage, who issue new securitieselbiones (De Haan et al., 2009, p.65).
A financial market can be seen as a set of arraag&nrthat allows trading among its

participants.
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Financial markets are composed of different marketith different
characteristics. Money markets are mainly dividedo i primary money markets
composed of inter-bank markets and secondary manaskets composed of cash
markets, markets for short term interest rate déiies and markets for short term
securities. Cash markets which provide short teefot dinancing usually with maturity
up to one year are composed of unsecured depodietaithout collateral, secured repo
market with collateral and foreign exchange swéaperivative markets include interest
rate swaps, futures and options whereas markethfwt term securities include treasury

bills, private securities and certificates of defsossued by banks.

On the other hand, capital markets which consistbofhd markets (both
government and corporate bonds) and stock marketéde long term financing. These
markets use various financial instruments whichdmeuments representing a monetary

value.
2.2.2.2. Financial Intermediaries

Financial intermediaries (institutions) are the ragewho provide financial
services to bring together those economic agents surplus funds who want to lend

with those with a shortage of funds who want tadoer

Financial intermediaries include banks, brokersurars, reinsurers and pension
funds. A bank is a financial intermediary that gateedeposits from customers and
channels them into lending activities. A brokeraizompany that trades securities on
behalf of its customers. Insurance and pension eomp facilitate the redistribution of
various risks and provide long term financing. hagce intermediaries consist of agents
and brokers. An insurance broker finds appropatdracts of insurance on behalf of its

customers, whereas an insurance agent acts asladpoesentative of the insurer.
2.2.2.3. Financial Systems

Financial systems where households, firms and govents obtain funding for
their activities and invest their savings are cosgubof financial markets and financial

intermediaries. Therefore, through a financial eystfinancial intermediaries operating
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in different financial markets can channel fundsnir sectors that have a surplus to
sectors that have a shortage. Since the finangsé s transforms household savings into
funds available for investment by firms, having allvunctioning financial system that
directs funds to their most productive uses is aciat prerequisite for economic
development (De Haan et al., 2009, p.5).

Financial systems may differ between countries.opean and Japanese
financial systems are bank-based where banks plaading role, while the financial
systems in the US and the UK are market-based vwdenarities markets have a greater
role. Kunt and Levine (1999, p.5) found that thesea certain tendency for national
financial systems to become more market orientedh@y become richer and that Anglo
Saxon countries with Common Law tradition tend ¢onliore market-based. Taking into
account the share of banks in the financial sedtw, continental European financial
system is said to be bank-based. However, Hartreah (2003, p.185) claim that the
continental European system is no longer bank-basé¢kde same way as it was in the
past because traditional business of credit irigiita is in decline compared to other

intermediaries, such as investment funds, pensionds and insurance companies.

Both bank-based and market-based financial systamsand should both live
together. Economists consider the advantages ok-based systems as mobilizing
savings, identifying good investment decisions aexerting sound corporate control, and
the advantages of market-based systems as allgaapital, providing risk management
tools and mitigating the problems associated wxbessively powerful banks (Levine,
2002, p.398).

2.2.2.4. Definition of Financial I ntegration

The term financial integration should not be coetlisvith the term economic
integration comprising the elimination of restrets on free movement of all economic
transactions. Economic integration is a broaden teomprising of both real market and

financial market integration.

Financial integration should not be confused wittaricial globalization either.

The two concepts are closely related to each othérfinancial globalization refers to
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rising global linkages through cross-border finahdiows whereas financial integration
refers to an individual country’s linkages to imational financial markets (Prasad et al.,
2003, p.7). Financial integration is the proces®ouph which a country’s financial
markets become more closely integrated with thos®her countries or with those in the
rest of the world (UNECA, 2008, p.120).

Furthermore, financial integration refers only twe tintegration of financial
markets and not to the financial systems. Baeld.g2004) argue that it has nothing to
do with the convergence of bank-based or marketéhdimancial systems of different
countries.

There is no unanimous definition of financial in@pn in literature. In a
general sense, it is defined as making formerljorejly separate financial markets work
as a single integrated market. The most commordg definition of financial integration
is offered by Baele et al. (2004, p.6). They argtlest the market for a given set of
financial services is fully integrated if all poteh market participants with the same
relevant characteristics (1) face a single seuldsrwhen they decide to deal with those
financial services, (2) have equal access to tleseof financial services and (3) are

treated equally when they are active in the market.

This definition has two implications. First, finaak integration is not about
removing financial market frictions but is concetngith the symmetric or asymmetric
effects of existing frictions on different areasa@Be et al., 2004, p.6). If the existing
frictions affect different markets symmetricallycan be considered that the markets are
integrated. Second, the two markets are said totbgrated if there are no barriers that
discriminate economic agents in their access toimvestment of funds within that area
on the basis of their location (Hartmann et alQ2(0.190). So, in case of the access to
foreign markets, if there is no discrimination amaomparable financial intermediaries

based on their location, it can be consideredttietnarkets are integrated.

In financial economics, financial markets are cdesed to be integrated when
only common risk factors are priced (Cappiello, 00.7). Following the definition of

Baele et al. (2004), financial markets are saidgantegrated when financial instruments
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with identical cash flows command the same priegiardless of the domicile of the

issuer and of the asset holder (Yin and Huang, 2009.

For the purpose of this study, the existence ofngles set of rules for all
insurance market players, equal access to insuraecgces and equal treatment of
insurers when they are active in a foreign mark#tbe used as indicators of legislative
harmonization of the insurance markets of the EUmlider States. While legislative
harmonization is a prerequisite for the establishined an integrated single market, it
cannot be sufficient for full integration. Theregoifinancial integration in practice will
refer to the sufficient use of freedom of servi¢E®S) and freedom of establishment
(FOE) by financial intermediaries (insurers) andhstaners (policyholders) within the

European single insurance market.
2.2.3. Types of Financial Integration

A group of countries would decide to integrate tthignancial markets by
eliminating the restrictions on cross-border finahservices. The aim of the integration
is to attract foreign participation from financiatermediaries within the region and from
the rest of the world since the same effort madedxh individual country is likely be
less effective. Integration of financial marketsnche established through formal

agreements among countries in several differensway
2.2.3.1. Direct, Indirect and Total I ntegration

Oxelheim (1990, p.4) classifies financial integoatiinto three forms, namely
direct, indirect and total financial integration.ir€t financial integration refers to
deviations of financial instruments from the law afe price. It means that investors
expect the same return on investments from sinfift@ncial instruments in different
markets. He explains that if the differential inpegted risk-adjusted returns on
investment is greater than zero but less than rtlesaction cost, it means that the
markets are not integrated. In indirect finanamégration, he explains that the influence
on one market is exerted indirectly by other maglatd that the return on investment in

one country is indirectly linked to the return oweéstment in other countries.
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Oxelheim (1990, p.5) refers total (perfect) finahentegration to the integration
encompassing both direct and indirect integratloimmplies that real foreign exchange
rates and interest rates are the same in all nsarket explains that if total integration is
global, then the world would consist of one finahanarket composed of perfectly
linked national financial markets under strict fhasing power parity.

2.2.3.2. Vertical and Horizontal I ntegration

United States Agency for International DevelopmdhtSAID) classifies
financial integration as vertical integration aratibontal integration. Vertical integration
refers to integration between domestic and intevnat financial markets while
horizontal integration refers to financial mark@tswhich market interest rates array
around a basic reference rate which is typicalé/ riiarket rate of a short-term and low-
risk financial instrument such as inter-bank r&eer time, integration with international
financial markets will narrow the differences iretbost of funds between markets in
different countries and between different instrutadSAID, 1988, p.5).

2.2.3.3. Scale and Scope I ntegration

Yin and Huang (2006, p.1) refers to scale integraind scope integration. In
microeconomics, economies of scale refers to tlsé advantages that a business obtains
due to increasing or decreasing the scale of desprgduct whereas economies of scope
refers to efficiencies associated with increasingexreasing the scope of marketing and
distribution of different product types. Followitigese definitions, they give the example
of mergers and acquisitions (M&A) of similar finaalc intermediaries for scale
integration and the example of M&A among differdimancial intermediaries such as

banks and insurers for scope integration.
2.2.4. Measurement of Financial Market Integration

Financial market integration can be measured dyreat indirectly. Direct
measurement refers to the identification of regulatand supervisory barriers to
financial integration. However, Giannetti et al0(2, p.15) emphasize that even if all

regulatory barriers were eliminated in financial rkeds as far as possible, some

52



remaining deeper-seated differences in the rulebfigrent countries would still prevent

full financial integration.

On the other hand, indirect measurement relatéiset@bservable consequences
of existing barriers. In the literature, there Hnee broad categories of indirect financial
market integration measurement, namely price-basasls-based and quantity-based.

2.2.4.1. Price Based Measures

Price-based measures test the validity of the laane price by looking at the
differences in price or returns of financial ingtrents caused by their geographic origin
(Bruno and De Bonis, 2009, p.4). The law of oneg@means that financial instruments
with identical cash flows and similar risk fact@isould have the same price and return,
independent of the location (Baltzer, Cappiello, Bantis and Monganelli, 2008, p.7).
Therefore, in order to analyze the integration lefefinancial markets, price or yield
comparisons can be made only if the assets haweticgde cash flows and risk

characteristics.

In literature, two measures of convergence basetheraw of one price have
been mostly used. One of them is sigma convergergeh identifies the degree of
integration for a particular period of time. It tares the differences between the yields
on identical assets in different countries at aegitime. For instance, it measures
whether or not interest rates have become mordasiover time when compared to each
other or to a benchmark rate. On the other hand, denvergence identifies the speed of
integration. For instance, it measures the speemmiergence of national interest rates.
A negative beta coefficient signals the existentecanvergence and the higher the
absolute value of the beta coefficient, the higherspeed of convergence (Komarek et
al., 2009, p.3). These two methods based on theofasne price are often criticized to
disregard the presence of market frictions andstaetion costs (Kleimeier and Sander,
2005, p.6).

In literature, another widely used empirical mettiodest the law of one price
and the co-movement of prices, interest rates esetageturns across countries is the

cointegration analysis. It is also criticized faimg a restrictive method since it does not
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take into account the impact of transaction cosi$ @arket frictions that restrict the
adjustment of interest rates towards long run émwiim (Balke and Fomby, 1997 in
Poghosyan, 2009, p.260).

The more the individual segments of the financiarkets of countries become
integrated, the more financial asset prices arecedti by global (i.e. European) factors
associated with symmetric shocks rather than bgll@ce. national) factors associated

with asymmetric shocks (Komarek et al., 2009, p.2).

In money markets, comparable assets with identiash flows and similar risk
factors permit the measurement of price differen@gsan indicator of the degree of
integration (Ferrando and Vesala, 2005, p.58). iRstance, to find out the level of
integration in the inter-bank market, the mortgageket or the short-term corporate loan
market in the EU, banking interest rate differdstfar cross country credit transfers may

be analyzed (Yin and Huang, 2006, p.2).

In government bond markets, the degree of intemratan be measured by using
yield differences relative to a benchmark, suclGasman government bonds which are
considered to be risk free. However, in corporatedomarkets, the degree of integration
cannot be measured by vyield differences relativea tbenchmark as in the case of
government bond markets since corporate bondsareamogeneous enough and have

different characteristics such as credit ratingyitlity and cash flow structure.

Equity markets become more integrated if the cquspecific factors in equity
returns decrease while the sector specific fachargease in importance. It means that the
price differentials in equities are explained bgteeal factors rather than country factors.
Therefore, the measurement of equity market integrdoy the law of one price gives the
relative importance of the cross-sectional standldation in sector vis-a-vis country

index returns (Ferrando and Vesala, 2005, p.58).

Price-based measures are particularly preferredusecdata are more accurate.
They also allow for a more straightforward intetptimn and are able to reveal long-term
trends (Kleimeier and Sander, 2005, p.5). Howetley do not take into account the

transaction costs or any other market entry barrier
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2.2.4.2. News Based Measures

The law of one price holds for news based measasesvell. In integrated
markets, expected returns on assets with the s@&kecharacteristics from different
countries should depend on common news ratherlticah news. Therefore, markets are
considered to be fully integrated when local shoaks moved away and prices are
mainly explained by common risk factors. In a ficiafly integrated area, portfolios
should be well diversified so that news of a reglocharacter have little impact on
prices, whereas common or global news are relgtivelre important (De Haan et al.,
2009, p.112). In case of non-integrated financiarkats, local news may continue to

influence asset prices to a great extent.

Under news based measures, price movements of inanklassets are used as a
proxy for common news. For instance, to measurerttegration of government bond
market, a German 10-year government bond vyields bbeaysed as a proxy for global
news. Its yield should react mainly to common eanea news rather than purely German
factors and government bond prices of other coemishould all react to common news
factors the same way the German benchmark bond8aele et al., 2004, p.18). In
equity markets, the returns on similarly risky asshould only react to common factors

across the integrated area rather than purely fonat.
2.2.4.3. Quantity Based Measures

Although price-based measures are considered dmettendicators showing the
existence of financial integration despite its deficies, given the substantial
heterogeneity of many financial services, priceeblasdicators are not always possible
to use. Furthermore, measures of financial integrabased on price similarities or
differences may be misleading in some financiatas¢ such as insurance, due to their

own differing product characteristics in each count

Therefore, quantity-based indicators should necigd®e used as a measure of
integration to replace or complement price baseficators. Quantity-based measures
quantify the effects of frictions on the demanddod supply of investment opportunities
(Bruno and De Bonis, 2009, p.4). As such, amongynathers, Spiegel (2009, p.754)
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considers the changes in the volume of cross-badrities as an alternative measure

of financial integration.

First, following the supply side point of view, essborder presence of foreign
financial intermediaries in local markets can beduas a sign of financial integration. As
financial markets become more integrated, the nality of a financial intermediary and
a customer becomes less important. Quantity basbdaitors include the importance of
foreign financial intermediaries in terms of themmer and production of foreign
financial intermediaries operating in domestic netsskand of the share of assets and
liabilities held by them (Yin and Huang, 2006, p.Epr instance, if the share of the
investment of an EU Member State in other EU Men8tates increases relative to that
of the rest of the world, this suggests an enhaeoemn financial integration (Baltzer et
al., 2008, p.10).

Cross-border branching by financial intermediamesy provide opportunities
for domestic users such as wide range of cheapkmname quality products. However,
Ferrando and Vesala (2005, p.58) claim that thesntgjative measures need to be
interpreted prudently, because an entry by a fardigancial intermediary via the
purchase of an existing local intermediary does matessarily imply the integration
because the acquired intermediary may continugévate as before in the local market

without resulting in price convergence at the end.

It is important to note that foreign branches ofaficial intermediaries do not
have competitive power in retail financial markatminst domestic players which enjoy
competitive advantages due to their widespreadiloliston network. Therefore, the most
effective way of accessing the retail markets isinfgathrough mergers with or
acquisitions of local financial intermediaries. Bhthe number and value of cross-border
M&A may constitute a useful indicator of foreignegence in domestic markets.
However, this should be interpreted prudently as AM&re mostly the result of the
financial deregulation and globalization rathernthidie regional integration through

establishing single financial markets.
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Second, following a demand side point of view, peetfolio composition of
financial intermediaries can be used as a signir@ntial integration. The portfolio
composition according to domestic-foreign componsitdf financial assets provides a
quantitative measure for the degree of integrationhis context, home bias implies that
domestic investors hold larger proportion of theealth in domestic assets than the
standard portfolio theory would suggest (Ferranad desala, 2005, p.57). Home bias is
the degree to which agents invest in domestic aissetn though risk is shared more
effectively when foreign assets are held (Baelalgt2004, p.21). A decrease in home
bias towards domestic assets shows an increaseaincfal integration. When financial
markets are perfectly integrated, home bias is @epeo be totally disappeared.

To measure home bias, the share of foreign assetstotal assets should be
calculated. For instance, the increasing sharesséta invested in equity funds with a
cross border investment strategy or the incregsarjolio diversification across borders
by financial intermediaries such as pension funas lde insurance companies acting as
institutional investors indicate an increase irafinial integration. The indicator of home
bias proposed by Adam et al. (2002, p.17) is thaeslof foreign assets and liabilities
held by national banks of each country benchmadgainst those that banks would hold
if they lent to all countries in proportion to thelative size of the corresponding credit

market.
2.2.5. Benefits of Financial Integration

In a broader sense, the benefits of financial ntarikegration can be examined
from macro-economic point of view (growth effectsfimancial integration) and from

consumer point of view (consumer benefits of finahiotegration).
2.2.5.1. Macro Economic Benefits

Financial integration leads to growth of the ecoresof the countries in the
integrated area. It is theoretically and empiricadirgued that financial integration
indirectly leads to economic growth through finah@evelopment. Whereas significant
effects of financial development on growth are wilcumented in several theoretical

and empirical studies, the evidence of the effdctfimancial integration is mixed.
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Beckmann, et al. (2002, p.3) argue that the remolvabstacles in cross-border financial
activities is a prerequisite of higher growth ratesl reduced unemployment since the
integration level of financial markets is an impott determinant of financial
development which in turn generates economic growtterefore, if it is proven that
financial integration leads to financial developmetinen it can be concluded that

financial integration provides economic growth @ngrating financial development.
2.2.5.1.1. Effect of Financial Development on Economic Growth

In the literature, both theoretical reasoning antpieical evidence suggest a
positive relationship between financial developmeamd economic growth. As described
by Levine (1997), financial markets and intermedm(1) facilitate risk management, (2)
allocate resources, (3) monitor investments andorg corporate control, (4) mobilize
savings and (5) facilitate the exchange of goodd services. The development of
efficient financial markets and intermediaries regltransaction and information costs by
providing these five functions which increase ecomo growth through capital

accumulation and technological innovation.

First, financial markets help reduce informationd attansaction costs by
efficiently managing risks through pooling. By piogl the funds of various small savers,
large and high return investment projects can banfted. Without financial markets,
funds would only be used for liquid and low retymmojects. Besides reducing liquidity
risk, they can also mitigate risks by diversifyitlgem between sectors, regions or
countries. Therefore, through the elimination qtildity risk and diversification of risks,
financial intermediaries can increase investmenthm high return, illiquid assets and

accelerate growth.

Second, financial markets allocate resources miieatly. Without financial
markets and intermediaries, individuals may notehténe time nor the capacity to collect
and process information and thus would be reludtamtvest (Levine, 1997, p.694). Due
to high information costs, they would prefer tohhbld their savings and do not invest in
projects they have little information. Thereforagéhwood and Jovanovic (1990) claim

that financial markets and intermediaries that lzgder at screening viable firms and

58



managers will stimulate a more efficient allocatmfrscarce resources and consequently
faster growth. In line with this claim, De Haanatt (2009, p.9) indicate that financial
markets lower the cost of channeling funds betwberrowers and lenders, which
allocate resources for other purposes, such asstmest and innovation. London
Economics (2002, p.5) further explains that the rompd allocation of financial
resources to investment projects impacts econom@mwty also through higher

investment in human capital, physical capital a®@dDR

Third, financial markets and intermediaries closglpnitor investments and
exert corporate control. Levine (1997, p.696) destiates that besides reducing the
costs of acquiring informatioex ante financial markets and intermediaries mitigate the
information acquisition and enforcement costs ofnitwing managers and exerting
corporate controlex post Therefore, by lowering monitoring costs and pdaw)
corporate control, they direct the capital to mefécient and profitable investments

which in turn promotes growth.

Fourth, financial markets and intermediaries mabilsavings in a better way,
which is a costly procedure for individual saveue do transaction and information costs.
They can pool the savings of many individuals imare efficient and effective way.
Their better savings mobilization function providaepital accumulation that promote
economic growth by increasing savings, exploitiegremies of scale and overcoming
investment indivisibilities (Levine, 2004, p.22)hd function of better mobilization of
savings also promotes the use of better technddgyecffectively mobilizing resources
for profitable and efficient projects and thus emages economic growth.

Finally, financial markets and intermediaries faaie product specialization by
increasing the number of transactions due to tiodér in reducing the transaction costs.
More specialization will at the end promote thelextge of goods and services and leads
to productivity gains. Moshirian (2004, p.275) aguhat increasing differentiation and

innovation of financial products would in turn cobtite to an increase in welfare.

Economic growth can be either supply-leading throwggowth in financial

development or financial development can be denteading through economic growth
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(Ward and Zurbruegg, 2000, p.490). Beside the@ketrguments, several empirical
studies document that there is a causal supplyAgadlationship running from financial

development to growth.

While many gaps remain, cross-country investigatifiing and Levine, 1993;
Beck et al., 2000), industry-level studies (Jayaaand Strahan, 1996Rajan and
Zingales, 1998), firm-level studies (Kunt and Mahksvic, 1998) and time-series studies
(Rousseau and Wachtel, 1998) point that finan@aktbpment has a large, causal effect

on long-run economic growth.

The relationship between financial development @swhomic growth in Europe
is empirically confirmed by Oks (2001) but he cainfiad a clear causal relationship for
all Central and Eastern European countries in ampde. Financial development and
economic growth relationship is examined also forkéy over the period of 1970-2004
in the study of Aslan and Kiic¢ukaksoy (2006). Grangusality test results show that
financial development leads to economic growth angbport the supply leading
hypothesis for Turkey.

2.2.5.1.2. Effect of Financial I ntegration on Financial Devel opment

The link between financial integration and finahatkevelopment is of the
utmost importance, as there is strong evidence fthatcial development is linked to
economic growth (Baele et al., 2004, p.8). Themfdhe question of how financial
integration affects financial development is thelipminary question for assessing the

effects of financial integration on economic growth

Financial integration promotes financial developmeh the less financially
developed countries by providing the entry of therenefficient financial intermediaries
from the more financially developed markets. Theryerof the efficient financial
intermediaries of the more developed financial ratyko the less developed financial
markets will first of all provide new technologies well as a wide range of higher
quality and cheaper products. For instance, enhgnitie availability of cross-border
insurance products will at the end improve finahmarket participants’ ability to insure

and the range of insurance products will be in@ddEecht et al., 2007, p.1).
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Second, financial integration brings more efficjergasier, cheaper and
diversified investment opportunities to the firnfstlze less developed financial markets.
More productive investment opportunities will thesallocate the funds to the most
productive investments (De Haan et al., 2009, p.109

Third, it increases the efficiency by stimulatimpmpetition in domestic
markets (Levine, 2001, p.697). This will reducetamisintermediation in the countries
with less developed financial markets. Japelli &afjano (2008, p.6) conclude that
financial integration expands less developed fir@nenarkets since competitive
pressures from more sophisticated and lower-casigo financial intermediaries drive
down the cost of financial services for firms armli$eholds. London Economics (2002,
p.9) also argues that decreasing costs allow iov®sd rebalance their portfolios more
efficiently and increase rates of return net ofisction costs by stimulating the demand

for financial services, thus the size of the lesgetbped financial markets.

Finally, Beckmann, et al. (2002, p.5) argue thatficial integration does not
only affect the size and efficiency of the finamcmarket but also its structure by
improving national regulatory systems of the lesveloped financial markets. The
process of integration requires adopting the besttize regulations of the developed
financial markets in the areas such as financigkesusion, accounting standards and
corporate governance. Masten et al. (2008, p.299)t pput that improvements in the
regulatory and institutional framework will at teed enhance the overall stability of the

financial markets and reduce problems of asymmaetifiermation and thus boost the
growth of the economy.

To sum up, by intensifying competition, improvinffi@ency, reducing costs
and increasing the size and quality of financiaivises, financial integration spurs

financial development which generates growth fereghonomy.

Beside the well documented theoretical ground o #ifect of financial
integration on economic growth, the results of tfesv empirical studies and
quantification efforts of growth effects of finaatintegration are mixed although most

of them find a causal relationship between findnat@gration and growth. For instance,
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Prasad et al. (2003) and Masten et al. (2008) firat there is a positive effect of
financial integration on growth but arises only whighancial integration is combined

with an appropriate institutional framework.

Cecchini Report (1988) tries to quantify the eféeof financial integration for
the first time and claims that it can increase Eaeopean income by about 1,5% over a
six-year period. A more recent study for the EusspeCommission by London
Economics (2002) shows that the reduction in tretias and capital costs associated
with integrated financial markets can increaseBEkeGDP by 1,1% in the long-run. IN
addition, Heinemann and Jopp (2002) estimate tiengial effect of financial integration
on the EU GDP as around EUR 40 billion.

Giannetti et al. (2002, p.2) find that the growftfeet of financial integration is
1% per year for Belgium, Denmark, Finland, GermaByeece, Ireland, Italy, Portugal
and Spain. The effect is much smaller in the Nédhels, Sweden and the UK being the
most financially developed Member States. In linghwhem, Guiso et al. (2004)
conclude that further financial integration in tB& will yield a significant growth
dividend not only in the old Member States but eslly in the new Member States
from Central and Eastern Europe (CEEC).

These findings are also in line with theoreticgusments stating that the growth
effect of financial integration is higher in lessvéloped countries. Giannetti and Ongena
(2005, p.5) remind that the neoclassical theorydipte that financial integration can
foster growth in developing markets since it pesnaépital from rich countries to be
invested in economies with low savings but highwdlo opportunities. Guiso et al.
(2004, p.4) argue that financial integration ilikto spur the efficiency of the financial
intermediaries and markets of less financially d@wed countries by reducing the cost of
financial services to their firms and householdsl doy improving their regulatory
standards which promote the development of thearftial markets.

Moreover, Heinemann and Jopp (2002, p.31) highliitét consumers in
developing countries of the integrated area wolidd tend to benefit more from further

integration than consumers in financially developedntries since cross border contacts
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between financial intermediaries and consumerswitle product choice for consumers
in financially less developed countries while laggp@nomies already attract more foreign

suppliers even without financial integration.

Since financially less developed countries arelyiki® benefit most from
financial integration, it is important to undersdawhy financially leading countries do
not oppose the integration. Guiso et al. (200428429) list two possible reasons why
financially developed countries support integratieven more than financially less
developed countries. First, even though their mactufing industry does not benefit
from financial integration, their financial indugtiactually gains from integration by
benefiting from widening opportunities. Second, &amted competition and economies of
scale in financial intermediation stemming fromemptation can be beneficial only for

relatively more competitive and efficient financmhbrkets of the integrated area.
2.2.5.2. Consumer Benefits

Financial integration is not only beneficial fondincial intermediaries and the
economy as a whole, but also for the consumersahéial products. In an integrated
financial market, consumers have first the beraéfithoosing the most efficient financial
service provider from a wide range of financiakemtediaries. They also have increased
product alternatives and have the chance to chihesgroduct that suits them best from a
wide range of financial products. The increased metition resulting from integration
increases the pressure on the price of financiadiyots of a given quality. Therefore,
with the integration, consumers have the posgjibtreach a wide range of cheap but
high quality financial products.

Furthermore, individuals having more frequent contaith foreign financial
intermediaries of the integrated area will be manare of the characteristics of foreign
assets. So, they will have the possibility to maiae efficient investments and diversify
their investment portfolio rather than having atfmdio restricted only to their national
assets. Not only private investors in financial ducis but also buyers of financial
products will benefit from the portfolio diversiition benefits of the financial market

integration.
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Skipper (1997) lists some additional consumer benef financial integration
such as improvements in customer service and lmaletiomestic spillovers of the

integration, such as additional and high qualitypkEryment and societal loss reduction.

The integration of each financial market has itsndwenefits. For instance,
integration of national insurance markets offeradfiés to both buyers (policyholders)
and sellers (insurers) of insurance. European Casian (2007a, p.44) identifies the
benefits for insurers such as increased risk diveaion, a wider area for investing
assets and economies of scale, and the benefipoliayholders such as wider choice of

insurance suppliers, broader choice of insurancdyats and lower prices.
2.2.6. Costs of Financial Integration

Even though it is generally accepted by scholaas the benefits of financial
integration outweigh the implied costs, financiglegration may also be harmful under
certain conditions. Baele et al. (2004, p.9) paat that financial integration may not
always lead to higher welfare for all agents andy mat be beneficial for all the
integrated areas when the areas with structuraffgrdnt financial systems decide to

integrate their markets.

Agenor (2001, p.19) argues that the entry of foreigancial intermediaries,
which have lower operational costs, can createspres on less competitive and less
profitable domestic providers to merge in orderaimain competitive and thus increases
concentration. Foreign intermediaries, by usingrthewer of economies of scale based
on their large size and of economies of scope basdtieir multi-product offerings and
their multi-country operations would make local @iers disappear and would then
dominate the market at the disadvantage of thd lmmasumers (Skipper, 1997, p.23).
Therefore, the integration has the risk of the elation of domestic market operators
and the creation of financial conglomerates thattao big to fail and that would reduce
the overall efficiency of the financial sector dwetheir monopoly power in the market.
They would also service the market selectively. Fmtance, they would prefer to
operate only in the most profitable line of bussess Moreover, mergers and

acquisitions cannot lead to broad range of chedpiramovative products if the financial
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conglomerate chooses to continue the operatiotisecAcquired domestic company as it

was before the acquisition.

Giannetti et al. (2002, p.52) claim that finandmtegration inevitably creates
some losers in both financially developed and tesgeloped countries. In countries that
are less financially developed, financial internaeigis which are afraid of losing their
monopoly rents to potentially more efficient intexdimaries of the integrated area may
resist to integration. At the same time, the indaktsectors of these countries may
promote the integration since it gives them an ofpmity to expand. On the other hand,
in financially developed countries, the financiat®r gains from integration, while the
industry does not gain much and may even loserdBtglue to increased competition.
Therefore, in financially developed countries, fin@l sector is likely to be in favor of
integration while industry may be less favorableewen against it. Guiso et al. (2004,
p.27) explain that resistance to financial integratcan also come from national
governments which are afraid of losing their sujzamy power.

As a result, market players and politicians mayistesr promote financial
integration, taking into account its potential soahd benefits. To find the equilibrium
between market forces, De Haan et al. (2009, p.Add))e that collective action or public
action would be necessary. They explain that thHmowgllective action, market
participants can agree on standard technical festwf financial instruments, the
definition of common practices or the establishmehteference indices such as the
establishment of EONIA (basic interest referende far overnight unsecured interbank
deposits) and the EUREPO (reference rate at wmehpoime bank offers funds in euros
to another prime bank). Taking into account thetrwoution of financial integration to
economic growth, public authorities may interveseaaatalyst or facilitator of collective
action as in the case of the development of TARG#ich is an interbank payment
system for the real-time processing of cross-bon@esfers throughout the EU (De Haan
etal., p.112).
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3. EUROPEAN SINGLE INSURANCE MARKET AND
INTEGRATION OF THE INSURANCE MARKETS OF THE EEA
MEMBER STATES

3.1. EUROPEAN SINGLE INSURANCE MARKET

European single insurance market means that iMéraber Staté’s restrictions
on the provision of insurance services across natitontiers are not permitted. Both
insurance companies and consumers should be fogeetate and buy insurance products
anywhere in the single market, under the same tiondi with local companies and

consumers.

Brittan (1990, p.413) points out that to establissingle insurance market in the
EU, insurance and reinsurance companies situatadyirone of the Member States must
be completely free to operate throughout the Etheeithrough freedom of establishment
(FOE) or through freedom of services (FOS). In ptwerds, single insurance market
requires that an insurance or reinsurance comgautiorized in its home Member State,
be allowed to pursue its activities throughout BtA by establishing branches in other
Member States or by directly providing servicesrfrds home Member State, without

being required to have a license in each of the MarBtate in which it wants to operate.

In such a market, prior approval of rates and gobkonditions should be
removed. But, insurance companies should be subjetite same non-discriminatory

supervisory rules which ensure sufficient consupmetection.

Labilloy (2003, p.4) emphasizes that the main andes the construction of the
European single market in insurance services i®rtsure that European insurance
companies benefit within this large market from a@qoonditions of competition,

regardless of their home Member State. From conegampioint of view, the aim is to

% In this dissertation, if not specified otherwigee term “Member States” signifies 30 European Bogio
Area (EEA) Member States (the 27 EU Member Statesway, Liechtenstein and Iceland) which take
part of the European single insurance market.
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make them more competitive, from consumers’ pofntiew it is to provide them with

cheap, high quality and diversified insurance potslu

European single insurance market covers the MerShetes of the European
Economic Area (EEA) which is actually composed e 27 Member States of the EU
and three of the four Member States of the EFTAnelg Norway, Liechtenstein and
Iceland (excluding Switzerland) which take parttloé EU’s internal market. The EEA
agreement was signed in 1992 between the MembéesStd the EU and Norway,
Liechtenstein and Iceland. It allows these threentges of the EFTA to participate in
the EU’s single market and to enjoy free movemengaods, services, persons and
capital without being member of the Union. They énde adopt the relatedcquis
communautairavhereas they are not represented in the EU itistitsiand thus they do

not take part of the decision making process of&te

In conclusion, at present, the European singlerarsxe market is made up of 30
countries (27 Member States of the EU together iNahway, Liechtenstein and Iceland)

which benefit from the freedom to provide insuraeseevices throughout the EEA.
3.1.1. Creation of the European Single Insurance Méet

The final aim of the founders of the European EomicoCommunity (EEC)
after the Second World War was to keep peace amdase prosperity of the European
citizens through creating an internal market withfoontiers in which the free movement
of goods, services, persons and capital are assdHmalever, in financial services, the
task of completing the single market was more clifti because of the large differences

in national markets.

Drabbe (1994, p.135) states that the primary obedf the Member States in
regulating insurance markets is to ensure thatramae companies meet their liabilities
towards policyholders and the second objectiveoissttengthen the position of the
policyholders vis-a-vis the insurance sector. Hactades that the same objectives are
not attained by the same means and claims thattitis second objective of consumer
protection which is at the root of the diversity infurance regulation in the Member

States.
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Before the integration process, insurance leg@atvas subject to some state
control in every Member State but the subject giesuision varied considerably. De
Haan et al. (2009, p.13) report that in Francdy kad Luxembourg all lines of business
were supervised whereas in Belgium, life insuraaed compulsory motor third party

liability insurance and in the Netherlands onlg lihsurance were supervised.

The extent to which this supervision was exercidigiéred on a bigger scale.
Due to different regulatory needs and cultureshef Member States, a variety of legal
forms of insurance supervision ranging from libei@lmore conservative approaches
emerged. For instance, while the UK and the Netineld followed a very liberal
supervisory approach, Germany, ltaly and Francercesedl substantive and more

comprehensive system of supervision.

Ennsfellner and Dorfman (1998, p.37) state thatEwrope, two distinct
regulatory and supervisory philosophies called “@wntal Model” and “Anglo Saxon
Model” emerged before the European integrationgssc

3.1.1.1. Continental Model

The Continental model envisages a close superv@oimsurance companies in
order to protect the policyholders as the weaketr gfathe contractual relationship. This
model ensures the financial strength of the inst@asompanies in order to make sure
that they meet their liabilities against the patiolders. It envisages a priori control and
authorization of tariffs and policy conditions withe aim of protecting consumers.
Countries which favored continental model attacimeplortance to the protection of the
consumer as a weaker party against the insuranogparoy, as well as to the

indispensable role of the insurance sector in tomemy of the country.

Ennsfellner and Dorfman (1998, p.37) argue thatattieantage of this model is
to provide stability and transparency of markets the disadvantage is that it provides
this stability with strict regulation and at thest@f limited product diversification and

low levels of competition.
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The Continental model has been historically appie@ermany, Austria, Italy,
to some extent in France and in several other cesnivhere there were controls on the
premiums to be charged for compulsory motor thadyp liability insurance (Pickering
and Matthews, 1997, p.7).

3.1.1.2. Anglo Saxon Model

The Anglo Saxon model is a liberal approach whichpeasizes on the
operating freedom of the companies. According ise thodel, insurance regulation is
more flexible and insurance companies can set pir@shivithout prior regulatory control
and can define their own products. Drabbe (19983%). points out that the supervision
of insurance products is done after the producbleasn marketed and on an ad hoc basis,
but he adds that, in order to protect the policgbnl additional regulations may be

introduced, such as the conduct of business rules.

Therefore, in the absence of prior control of farénd policy conditions for the
protection of consumers, this model is based oicts$plvency requirements for the
companies. The advantage of the model is to pravidee competition and deregulation
for the sector whereas its disadvantage is at thke of less protection of the

policyholders. This model has been historicallylegabin the UK and the Netherlands.

In developing their supervisory systems over tiessh Member State has found
its own balance between regulation and consumeteqtion on the one hand and
competition and a wider choice of products on tteiohand (Drabbe, 1994, p.136). As a
consequence, forming the European single insuraraket required the combination of
national insurance markets that differed not onlyagulatory traditions but also in the

philosophy of how to provide insurance (Ennsfellaed Dorfman, 1998, p.37).

The European Commission supported the Anglo Saxawdeimduring the
creation of the European single insurance marketlayning that a Community-wide
system of prior supervision of tariffs and produstss not feasible and realistic and that
ex-post and non-systematic control was necessaryhéo integration of the insurance

markets of the Member States.
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Finally, the Member States followed the proposélthe European Commission
and thus systematic and ex-ante control of taaiffd policy conditions were abolished. A
single license system based on minimum harmonizatitd home country control was
established. For those countries which traditignfdliowed the Continental model, the
switch to this more liberal model leads to an int@ol deregulation process to achieve an
adequate balance between control and freedom. Hawehis process was ultimately to
the benefit of consumers who have a wide choicproflucts with competitive pricing

and a high level of protection at the same time.
3.1.1.3. Legal Basis

The legal basis of the EBcquisin the field of insurance is the Chapter 2 and
Chapter 3 of the Treaty on the Functioning of theopean Uniofirelating to the right of

establishment and right to services successively.

Under Chapter 2 relating to the right of establishim Article 49 (ex Article 43
TEC) prohibits all restrictions on the freedom stablishment of nationals of a Member
State in the territory of another Member State sTgrohibition applies to the restrictions
on the setting-up of companies, agencies or branblienationals of any Member State
established in the territory of another Member &tdtreedom of establishment also

includes the right to take up and pursue activéaeself-employed persons.

In the European single insurance market, freedoestblishment (FOE) means
the right for any insurance company having its hetite in one of the EU Member
States to carry out insurance business in other IdéderStates by setting up a branch, an
agency or an office managed by the company’s owiff. sThis allows a company
registered in a Member State (home country) to aipein another Member State (host
country) by way of FOE, under the same conditiomvided for domestic companies in

the host country.

Under Chapter 3 relating to services, Article 56 Agticle 49 TEC) prohibits all

restrictions on freedom to provide services witkive EU in respect of nationals of

* Consolidated version of the Treaty on the Funatigrof the European Union, OJ-C 115 of 09.05.2008
(known as Lisbon Treaty).
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Member States who are established in a Member Sthar than that of the person for
whom the services are intended. As long as resington freedom to provide services
are not abolished, Member States should apply sestfnictions without distinction on

grounds of nationality or residence to all persopims/iding services (see Article 61).

In the European single insurance market, freedorseofices (FOS) gives the
insurance companies the right to sell their praglacross national frontiers without prior
authorization from the host Member State’s reguatuthority and without having to
set up an establishment there (Ellis, 1990, p.EDS enables companies registered in a
Member State to perform occasional and transiti@wivities in the other Member

States on the same grounds with local companies.

The concept of provision of services by way of A®tally different from that
of FOE. Labilloy (2003, p.34) underlines the fduattthe former is characterized by its
temporary nature whereas the latter presupposesrabld establishment in the host

Member State.
3.1.2. Principles of the European Single Insurandelarket

European single insurance market is based on &seg of prudential rules for
taking up and pursuit of business. This does n@mibat the rules are exactly the same
in every Member State and that all the rules atallyoharmonized. Therefore, the
recognition of supervisory legislation of the otivember States (mutual recognition) is
indispensable. This could only be achieved throtiglh establishment of a set of
minimum regulatory standards (minimum harmonizgtidinis a prerequisite in such an
environment where prior authorization of the hoginhber States are not required (single
license) and supervision of the insurance compaaresundertaken by their home

country supervisory authority (home country control

These principles can be considered as the prergucf the establishment of a
single market in insurance. Drabbe (1994, p.136ckales that these principles greatly
facilitate the integration and thus the cross boiosiness since the administrative

procedures to set up new establishments in othenbdde States (by way of FOE) or the
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provision of direct cross border services (by waiF©S) became much simpler and were

tied to defined time limits.
3.1.2.1. Mutual Recognition Principle

Following the idea that the integration of the irewce markets cannot be fully
achieved if each Member State imposes a differegtlatory framework, the EU has

relied on the principle of mutual recognition ofudation between Member States.

Booth (1991, p.484) argues that there are effdgtitwo methods for the
integration of the segregated insurance markethe@fEU Member States. First, each
Member State may apply exactly the same detailgdilagons for their insurance
markets so that the consumers know that they bogyats regulated by exactly the same
set of rules anywhere in the EU. This is not atlal way chosen by the EU to integrate
the insurance markets of its Member States. Acogrth Booth (1991), if regulation was
harmonized in such a way, an illiberal regime woblel created and it would be

impossible to create a single insurance market.

The second method, which is chosen by the EU irpiteess towards the
establishment of the internal market, is the rectagnof the regulation of other Member
States. This method is called “mutual recognitiandl in insurance sector, it means that
each Member State has its own regulatory systenalbas the insurance companies
operating under the regulatory systems of the oMember States to operate in its

domestic market.

The mutual recognition principle assumes that,oaltjn Member States’ rules
might differ in substance, they should be consdidcebe equivalent in effect (Young,
2004, p.399). It implies that Member States acaeptroduct, tailored to the legal
environment of a given country, as fit for being free trade within the entire EU
(European Commission, 2000, p.8). Therefore, Sq2006, p.6) emphasizes that the
divergent rules across the EU do not matter forctirapanies since they have to comply

only with the rules of their home Member States.
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Pickering and Matthews (1997, p.7) claim that mutaeognition leads to more
liberal regulations since governments with morevhigaegulated markets have to relax
their controls so that their domestic insurers rase at a disadvantage when competing
with insurers operating in more liberalized markdétne Member State imposes strict
and conservative regulatory framework, then itaiiess may become uncompetitive in
the single market because foreign insurers basemthier Member States under more
liberal regulatory system may easily enter its detcemarket to fulfill the demands of
the consumers such as better and cheaper prodietefore, Member States would try
to create the most desirable, and thus the mastalipregulatory framework in order to

make their insurers competitive in the single marke
3.1.2.2. Minimum Harmonization Principle

According to Monkiewicz (2007, p.394), the esseotenutual recognition lies
in the acceptance by the Member States of some athyutagreed set of minimum
regulatory standards to be followed in their resigecnational regulatory practice. In
order that Member States mutually recognize thales; some minimum level of
harmonized regulation is necessary because oftestrior conversely more liberal
regulatory approaches in different Member Statdwrdfore, the need for community-

level harmonization of national rules leads toghiaciple of “minimum harmonization”.

Cejkova et al. (2005, p.26) highlight that Membeat8$ are entitled to adopt
legal standards different to EU Directives only wehthese are stricter than those set by
the respective EU Directive. In other words, MemBgaites do not have the option of
creating a more liberal environment than that eediy the EU Directives in order to
ensure equal competition between insurance compaame to prevent unreasonable

liberalization which can endanger the rights ofstoners.

In the insurance sector, in conformity with the npiple of minimum
harmonization, the rules such as licensing, soly@mavinding-up are harmonized at the
minimum level in order to create a level playingldi. However, several areas relating to
consumer protection, competition, taxation and r@amtlaw still continue to be covered

by the host country’s own regulations.
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3.1.2.3. Home Country Control Principle

Cabral et al. (2002, p.9) explain that under thimggple of “home country
control”, an undertaking operating in another Mem®tate (host country) is supervised
by the supervisory authority of the country of arighome country) where it is legally
established.

Therefore, in the European single insurance magkeiglential supervision of
insurance and reinsurance companies are at thes lediritde home Member State and as
regards to their financial position, the comparhase to report only to the authorities
from which they received their license. Labilloyo(3, p.17) notes that the host Member
State cannot exercise supervision to verify conmgkaby the company in question with
the harmonized conditions under which the singkb@ization was granted to it by the

home Member State.

The home country control principle would only beab$ished through mutual
recognition and minimum harmonization principlesv®s (2006, p.7) claims that the
home country rule alone cannot solve the integngpimblem and even assuming a pure
home country control, undertakings located in coastwith differing rules will face
different regulatory costs. Therefore, a minimunvele of regulatory convergence

(minimum harmonization) is required to establisé lome country control principle.
3.1.2.4. Single License Principle

Under single license principle, mutual recognitjornciple is also applied to
licenses. Single license principle indicates that¢companies are free to operate in other
Member States by way of FOE or FOS on the basisiofle authorization and
supervision from the country in which they are ségied. Thus, the dual licensing
system (licensing in both the home and host Men3tete) has been cancelled and has
been replaced by a notification procedure. Thelsitigense is also called “European
passport” which provide the undertakings to opefegely in all Member States with

only the license taken from the home country aduityror
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Cabral et al. (2002, p.9) explain that single lg®in the insurance sector means
that insurance companies having their head offica Member State may, directly or
indirectly, provide services throughout the EU ba basis of a single European passport
issued by the home country authority. In other wpttiey do not have to seek advance
authorization for policies which they sell in an@ttMember State (Brittan, 1990, p.417).

3.1.3. Legislative Harmonization in the European Sigle Insurance Market

During the creation of the European single insueamarket, the effort was to
remove all barriers in national regulations thaevent or limit the creation and
functioning of the single market. SterzyngRi003, p.44) points out that deregulation,
which means the reduction of the existing legalithtions on the competition and the
liberalization of the market access, is centralrfoming of the European single insurance

market.

Contrary to this idea of deregulation, Nemeth (208.20) indicates that what
has been done in the EU may not be called as dategubut as reregulation, since the
establishment of a liberal European legal framewsirkply means the replacement of
old and sometimes rigid norms which are not fit éooss-border insurance activities,
with new and more flexible norms. She adds thaB3). be it deregulation or
reregulation, the removal of market entry barrl®rsneans of negative integration had to

be accompanied by the establishment of a certgulatory framework.

Although it is not solely enough, legislative hamimation is a prerequisite of
the integration of the insurance markets of the Mé&émber States. To achieve mutual
recognition of licenses and supervisory systemsvdéet Member States and the
supervision of insurers by the home Member Stathoaities, it was necessary to bring
about at least a minimum level of legislative hanmation Therefore, European single
insurance market is founded on a common prudefnialework which harmonizes the
essential rules with the aim of protecting the cosdrs and allowing insurance

companies to establish and provide services friiseughout the EU.

European Commission (2007a, p.35) defines the laasicof the EU legislation

in the field of insurance d$o create a framework for an integrated insuranoarket in
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which insurance contracts can be arranged betwewsurers and policyholders in
different Member States freely without any reswits, while ensuring that consumers

still enjoy an adequate level of protection”

Following this aim, the legislative framework fohet creation of a single
insurance market is gradually achieved by threeggions of life and non-life insurance
directives and lasted for more than thirty yearse Pprocess started in 1961 with the
launch of the General Programme which establishitietable for introducing freedom
of insurance services. The target time for reinsceawas the end of 1963, for non-life
insurance the end of 1965 and for life insurance ¢ind of 1967. Because of the
traditional international character of reinsuraricejas relatively easy to accomplish this
first step (Bickelhaupt, 1964, p.22). However, tHeadlines for other targets are
postponed due to significant regulatory and sugeryidifferences in the Member States
traditionally followed Continental Model on the ohand and Anglo Saxon Model on the
other hand.

The move towards an integrated life and non-lieunance market is shown in
Graph 1. The process mainly took place in thregestabetween 1973 and 1994. The
Council enacted six directives in total, separatiely the field of life and non-life
insurance. Motor insurance directives are enaapdrately due to specific character of

this line of business.

The first stage (non-life directive in 1973 anet Idirective in 1979) ensures the
freedom of establishment limited by the host coprtintrol principle, the second stage
(non-life directive in 1988 and life directive ir090) ensures the freedom to provide
services (limited to policies for large risks) athe third stage (both non-life and life

directives in 1992) ensures the single licenseramde country control principles.

Other directives followed, partly extending the peaf the directives, partly
concerning other fields of insurance to enable daeelopment of a single insurance
market (Nemeth, 2001, p.23).
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First motor insurance
Directive

First non-life insurance
Directive

First life assurance
Directive

Second motor
insurance Directive

Second non-life
insurance Directive

Second life assurance
Directive

Third non-life
insurance Directive

Third life assurance
Directive

Graph 1: Stages of the European Insurance Market Itegration
Source: Beckmann, et al. (2002a, p.4)

Ozsar (2007, p.30) indicates that, at least from &ugslative point of view, it is
generally accepted that the insurance marketseofEtd Member States, together with
those of Liechtenstein, Norway and Iceland becamasa single insurance market only
with the entry into force of the third generatioinedtives in 1 July 1994 because they
have made it possible for insurers to sell theogdprcts anywhere in the EEA and for
consumers to have access to any EEA insurer, imgutie ones not established in their
country of residence.

3.1.3.1. First Generation Directives

The first set of EU insurance directives ensuredftaedom of establishmeht.
An insurance company registered in one Member Steas allowed to set up
subsidiaries, branches or agencies in another MeiStae on the same basis as its
domestic insurance companies. However, consumers fmne Member State were
prohibited from buying insurance directly from asurer established in another Member
State through FOS.

® First Council Directive 73/239/EEC of 24 July 1998 the coordination of laws, regulations and
administrative provisions relating to the takingam pursuit of the business of direct insuranterothan
life insurance (OJ L 228, 16.8.1973) and First Qulubirective 79/267/EEC of 5 March 1979 on the
coordination of laws, regulations and administmgprovisions relating to the taking up and pursiithe
business of direct life insurance (OJ L 63, 13.399

77



The host Member State was responsible for prudestigervision of the
activities of all insurance companies, domestiqot, operating in that Member State.
This principle is known as “host country contrdf’ means that any insurance company
registered in one Member State has the right tabésh in other Member States, only
under the prior authorization and control of thesthdember State where it wants to be

established. This authorization was given separ&teleach lines of business.

Ennsfellner and Dorfman (1998, p.50) give the eXanpa German who wants
to buy an insurance policy from a French insurexadkding to first generation directives,
a German could not purchase insurance directly feorfrench insurer, but could
purchase insurance from a French insurer establighgsermany and supervised by

German authorities.

Whereas First Non-Life Directive ensuring FOE wdsed in 1973, the First
Life Directive, which aimed to achieve the sameechyes with the First Non-Life
Directive, was adopted only in 1979 simply becdifsebusiness was more complicated
due to differing role and definition of life insumee companies and products between
Member States. Composite insurers operating in titghand non-life business was
another area of diversification. While they wer¢hauzed in some Member States, they
were not in the others. First generation directiveposed a prohibition of new
composite insurers in order to prevent the fact tha generally more profitable life
insurance business was used to balance the los#es wormally not so profitable non-
life insurance business (Merkin and Rodger, 199Remeth, 2001, p.26). The existing
composite insurers are allowed to continue to dpeg keeping separate accounts for
life and non-life funds. Composite insurers ar# stiportant in the insurance markets of

Austria, Belgium, Czech Republic, France, Italy &pain.

Despite being a big step towards an integratedrame&e market, the first
generation directives left a lot at the hands o tilost Member States. The main
difficulties were the remaining national restrict®oagainst foreign insurers, the need to
comply with different insurance regulations of thest Member State and the

impossibility of direct cross border sales withphysical establishment.
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To sum up, although the First Generation Insurddoectives provided insurers
with better access to other national markets, stibje authorization on specified
conditions and supervision by the host state, tierdlization process was not
significantly advanced and the host country conprahciple did not really enhance the
process of creating an integrated European insaramarket (Sterzynski, 2003, p.43).
Matthews (1998, p.79) argues that these Directtliedsnot create a single insurance
market since each branch or agency of an insutableshed in another Member State

was still required to behave as part of the natiorarket that it wished to enter.
3.1.3.2. Second Generation Directives

The first step towards freedom to provide insuras®wices by way of FOS was
the co-insurance Directive enacted in 187o-insurance in the EU means that at least
two insurers (one of them being the leading inguirem two different Member States
provide insurance coverage for large risks whiah satuated within the EU. In order to
facilitate the participation of the insurers in Buerrangements, the Directive abolished
the requirement that all coinsurers be authorirethé Member State where the leading

insurer was established (Nemeth, 2001, p.27).

However, Denmark, France, Germany and Ireland (Member States out of
nine Member States of that time) failed to implettée provisions of this Directive and
thus European Commission applied to the Europeamt®@é Justice (ECJ) against these
countries in 1983-84.The ECJ decision in 1986 regarding these insuraases stated
that the requirements of permanent establishmedtpaior authorization constitute a

restriction to the freedom of services.

On the other hand, the ECJ dismissed the applicatib the European
Commission against the national provisions reqgirihat the risk covered in a co-
insurance contract exceed a certain sum by st#tiaigpolicyholder protection can be
used for general interest justification. It meahattthe Court drew a clear distinction

® Council Directive 78/473/[EEC of 30 May 1978 on tkeordination of laws, regulations and
administrative provisions relating to Communityiosurance (OJ L 151, 7.6.1978).

" These four cases are known as the insurance c@s€§2/83 Commission vs. Denmark, C 220/83
Commission vs. France, C 205/84 Commission vs. @eynand C 206/84 Commission vs. Ireland.
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between the provision of big commercial and indaktrisks called “large risks” and
small/medium risks called “mass risks”. In largeks, the idea is that the policyholder is
aware of the potential dangers and advantages yhdpan insurance policy from an
insurer not established in its own country. Therefthe policyholder does not need any
special protection and thus the supervision malethéo the country of establishment of

the insurer (home country control principle).

However, mass risks, where the policyholder needtegtion, remained subject
to supervision of the policyholder’s country oficesice (host country control principle).
It means that for mass risks, the Member State evtier risk is situated may insist on
authorization and apply controls on cross-bordesirass. As a result, from that time on,

the scope of co-insurance contracts became linhitedly large risks.

Ellis (1990, p.2) concludes that with this decisadrihe ECJ, for large risks host
Member States lost their right to insist upon tétiisg up of an establishment. Indeed, as
a consequence of these rulings, the European Caiamidecided to proceed with a new
directive envisaging freedom to provide servicaddoge risks and keeping host country
control for mass riskE Nemeth (2001, p.26) interprets the results oftiiags as‘half a
step further towards the completion of the singisurance market'as it delayed the
Commission’s ambitious plans to move directly igtioaranteeing freedom to provide

services for all risks.

After the entry into force of the freedom of estsitanent (FOE) with first
generation directives, the second generation awec{(in 1988 for non-life business and
in 1990 for life business) paved the way to crosslér selling of contracts covering

8 Directive 88/357/EEC defines large risks as:

(1) risks related to marine, aviation and trandagses 4, 5, 6, 11 and 12)

(2) risks related to credit and suretyship wheeeptlicyholder is engaged professionally in an sidal or
commercial activity or in one of the liberal profems (classes 14 and 15)

(3) risks related to fire and natural forces, otdamage to property, general liability and miscudlaus
financial loss/lemployment risks (classes 8, 9, A8 B6) if the company satisfies two out of thedaling
three criteria:

(a) 500 employees;

(b) an annual turnover of 24 million ECU;

(c) an annual balance sheet total of 12.4 milli@UE
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large risks through freedom of services (F&She Directives ensured the insurers to
directly sell insurance contracts covering larg&sifrom one Member State to residents
of another Member State without physical estableshinthrough branches or agencies
and without the requirement to be authorized byhthet Member State. In other words,
insurers became able to write business in other B&Mmber States without actually
having registered offices in those locations. Ththarization of an insurance company
by its home Member State was sufficient to covegdaisks in all other Member States
by simply informing the host Member State’s supswwy authority. Therefore, cross-
border marketing of insurance policies coveringgéarisks became possible, but in
effect, only large and medium-sized customers becalbte to buy commercial property
and liability insurance coverage in the insurancarkets of all Member States

(Ennsfellner and Dorfman, 1998, p.51).

On the other hand, to cover mass risks in anotrembér State, the insurers still
had to ask for authorization from the host MembateS Ellis (1990, p.16) explains that
in mask risks, host Member States were also edhtitbecontrol the policy conditions as

well as the nature, spread and location of aseptresenting technical reserves.

In the Second Life Directive, in line with the reasg of the Second Non-Life
Directive, freedom of services was envisaged onlythe policyholders who took the
first step on their own initiative to buy a lifesmrance product from a life insurance
company established in another Member State. Heeeidea is that such policyholders

do not need any special protection since they tiadie own initiative.

The second generation directives also envisage $@ammonization of national
laws and taxes concerning direct general insuradogiever, the directives are mainly
considered unsatisfactory towards establishing Ebeopean single insurance market

since the liberalization process took place onlyameas where the need to protect

® Second Council Directive 88/357/EEC of 22 June8188 the coordination of laws, regulations and
administrative provisions relating to direct inqura other than life insurance and laying down pwiovis

to facilitate the effective exercise of freedonptovide services and amending Directive 73/239/E6C

L 172, 4.7.1988) and Second Council Directive 99/6EC of 8 November 1990 on the coordination of
laws, regulations and administrative provisionstiah to direct life assurance, laying down prais to
facilitate the effective exercise of freedom to\pde services and amending Directive 79/267/EEC1(OJ
330, 29.11.1990).
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customers was insignificant and thus neither pesiomes of business in non-life sector
nor the consumers who did not take the first stepuying life insurance policies were
subject to FOS (Ennsfellner and Dorfman, 1998, ;pdiérzynski, 2003, p.43).

3.1.3.3. Third Generation Directives

Even after the first and second generation direstipersonal lines of business
were still not subject to FOS, host country conprohcipal was applied and in most of
the Member States such as Germany and lItaly inser&miffs and new products had to
be approved by the insurance supervisory authsritisnder these circumstances, third
generation of life and non-life directives entenetd force in 1 July 1994 simultaneously
and created the European single insurance market &gislative level’

First, the directives totally liberalized the markg abolishing prior control of
insurance premium and policy conditions for allurace risks and all policyholders.
Therefore, insurers were free to set their owngsriand tariffs and to launch new
products for both large and mass risks withoutm@wo obtain prior approval. Cummins
and Weiss (2004, p.217) point out that the direstiintroduced true price and product
competition in European retail insurance marketsttie first time in both life and non-
life insurance. To compensate the lack of priorrapal, the insurer was obliged to
follow certain duties of disclosure to the policlder both before and throughout the

contractual relationship.

Second, substantive insurance supervision was shieali so that prices and
policy conditions can be freely set between thenaisand policyholder. Substantive and
ex-ante supervision was replaced by the EU-wideimiim standards for financial
supervision in the form of solvency control (Hessl &rauth, 1998, p.92). In effect, as a
result of these liberalization measures with thgeheration directives, the European
single insurance market totally abandoned the @ental model, in favor of the Anglo

Saxon model.

% Third Council Directive 92/49/EEC of 18 June 1968 the coordination of laws, regulations and
administrative provisions relating to direct inqura other than life assurance and amending Diesxtiv
73/239/EEC and 88/357/EEC (OJ L 228, 11.8.1992) &hatd Council Directive 92/96/EEC of 10
November 1992 on the coordination of laws, regateiand administrative provisions relating to ditde
assurance and amending Directives 79/267/EEC at6d 9EEC (OJ L 360, 9.12.1992).
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Third, the directives established the single insaeamarket for the European
insurance industry by introducing single licensd Aonme country control principles for
both large and mass risks. Following the singlerige principle, known as European
passport, once insurance companies have obtaiheghae in their home Member State,
they may now conduct business throughout the singieket by way of FOE or FOS
without additional permission of the host Membeat&t Their financial supervision,
including the business pursued either through FOEQS, is the sole responsibility of
the home Member State. Such financial supervisimulsl include its state of solvency,
technical provisions, assets and eligible own fun8¢rengthening the solvency
provisions was one of the most important stepgHerintroduction of the home country

control principle.

The directives, at least in theory, standardizesl téking-up and pursuit of
insurance companies operating across Europe. éffioial authorization is sufficient for
the taking up of the insurance business. The hastbér State cannot adopt provisions
requiring prior approval or systematic notificatiasf general and special policy

conditions or scales of premiufhs

Any insurer with the head office in the territoriya Member State should seek
authorization from the competent authorities of heme Member State. This
authorization is valid for the entire EEA and isugied to a particular class of insurance
with the condition of meeting the authorization uggments. Member States cannot
consider the application for authorization in tigint of the economic requirements of the
market.

Any insurer wishing to operate in another Membett&by way of FOE should
notify the supervisory authority of its home Memi&tate about its intention to establish
a branch within the territory of another Membernt&tnd should provide some necessary
information. Unless the supervisory authority o thome Member State has reason to
doubt the adequacy of the system of governandeediiriancial situation of the insurer, it
has to communicate that information to the superyisauthority of the host Member

State in order that the undertaking establishebitiiech and starts business.

1 See Art. 154 of the Solvency Il Directive 2009/138
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Any insurer who wish to pursue business in anottember State for the first
time by way of FOS should also notify the supemysauthority of the home Member
State, indicating the nature of the risks it pragso® cover. The supervisory authority of
the home Member State has to communicate thistioteto the Member State where the
undertaking intends to pursue business in ordeth®rundertaking to start business by
way of FOS.

To sum up, Ennsfellner and Dorfman (1998, p.52uarthat the European
single insurance market became a legal reality bylyt 1994 with the entry into force of
the third generation of directives whereas the enmm@ntation of their provisions is not
always complete and satisfactory.

3.1.3.4. Other Legidation on Insurance

In life insurance sector, all the three generatiorctives adopted in this field
since 1979 are consolidated in one coherent teth whe adoption of Directive
2002/83/EC?

In non-life insurance, Tourist Assistance DirectB4/641/EEC basically adds
an extra 18 class called tourist assistance to the 17 clagée®n-life business and
refers to assistance provided for persons whorgetdifficulties while travelling, while
away from home or while away from their permanesidencé? Credit and Suretyship
Directive 87/343/EEE for credit insurance and Legal Expenses Insurddicective

87/344/EEC? for bearing the costs of legal proceedings are atgcted.

12 Directive 2002/83/EC of the European Parliament ahthe Council of 5 November 2002 concerning
life assurance (OJ L 345, 19.12.2002).

13 Council Directive 84/641/EEC of 10 December 198+#ading, particularly as regards tourist assistance
the First Directive (73/239/EEC) on the coordinatiof laws, regulations and administrative provision
relating to the taking-up and pursuit of the busief direct insurance other than life assurgfckL 339,
27.12.1984).

4 Council Directive 87/343/EEC of 22 June 1987 aniegdas regards credit insurance and suretyship
insurance, First Directive 73/239/EEC on the camaton of laws, regulations and administrative
provisions relating to the taking-up and pursuitha business of direct insurance other than Efueance
(OJ L 185, 4.7.1987).

> Council Directive 87/344/EEC of 22 June 1987 or ttoordination of laws, regulations and
administrative provisions relating to legal expengesuranc€OJ L 185, 4.7.1987).
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For completing the single market in the insuraneet@w and for its well
functioning, the EU has also provided the legistatiramework in other fields such as
motor insurance, reinsurance, annual and consetidatcounts of insurance companies,

solvency, winding-up, insurance groups and inswganediation.
3.1.3.4.1. Motor Insurance

In the field of motor insurance which is not legigdd under non-life directives
because of its importance in the insurance seadiita fundamental characteristic to the
free movement of vehicles in the EU, five serieslioéctives were enacted from as early
as 1972 to 2005 With the first three directives, the EU took majieps towards
establishing a single market in the field of matwgurance by introducing compulsory
motor insurance, abolishing border checks on ima@asetting up minimum amounts for
such insurance coverage, providing a better proteodf victims of accidents and
covering all passengers (including the family of thriver) in the vehicle by compulsory
insurance (Ogar, 2007, p.111). The Fourth Motor Insurance Divectompleted the
system by establishing a more efficient mechanismgtiick settlement of claims. The
Fifth Motor Insurance Directive improved the praowiss of the EU Motor Insurance
Directives and determined the minimum coveragenefdompulsory motor insurance in
the case of personal injury and damage to propEmally, in the interest of clarity, all
these five directives are repealed by Directive®20D03/EC which is a codified version

of all the previous motor insurance directivés.
3.1.3.4.2. Accounting

Insurance Accounts Directive 91/674/EEC sets ogththisic framework for the

annual accounts and consolidated accounts of insereompanie¥ It also ensured to

'8 First Motor Insurance Directive 72/166/EEC of 24rhd972 (OJ L 103, 2.5.1972), Second Motor
Insurance Directive 84/5/EEC of 30 December 198B (3, 11.1.1984), Third Motor Insurance Directive
90/232/EEC of 14 May 1990 (OJ L 129, 19.5.1990yrBoMotor Insurance Directive 2000/26/EC of 16
May 2000 (OJL 181, 20.07.2000) and Fifth Motor Iesice Directive 2005/14/EC of 11 May 2005 (OJL
149, 11.6.2005).

7 Directive 2009/103/EC of the European Parliament af the Council of 16 September 2009 relating to
insurance against civil liability in respect of these of motor vehicles, and the enforcement of the
obligation to insure against such liability (OJ &3 7.10.2009).

'8 Council Directive 91/674/EEC of 19 December 199itlee annual accounts and consolidated accounts
of insurance undertaking®J L 374, 31.12.1991).
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provide sufficient harmonization as regards thanitedn and calculation of technical
reserves (Boléat, 1995, p.5%).Pickering and Matthews (1997, p.15) argue that
Accounting Directives improved the transparencaafounting information necessary to
ensure adequate prudential supervision of crosgebomsurance activities in the

European single insurance market.

Furthermore, in order to contribute to a bettercfioning of the single market,
Regulation 1606/2002 envisages that consolidatednéial statements of the EU
publicly traded companies, including publicly trddemsurance companies, should be
prepared in accordance with a single set of highliguinternational financial reporting
standards (IFRS) set by the International Accogn8tandards Board (IASEY.

3.1.3.4.3. Insurance Groups

Insurance Groups Directive 98/78/EC provides feupplementary supervision
for the related undertakings of the insurance caompparticipating undertakings in the
insurance company and related undertakings of &cyating undertaking in the
insurance company by the supervisory authority k& home Member Staté.The

Directive is crucial in the sense that it prevedusble gearing and capital leverage.

However, the Directive has resulted in group sugem being carried out by
too many supervisory authorities at too many leasld it is criticized by the European
Commission (2007c, p.10) itself by not providing ogroup or lead supervisor, by not
defining clearly enough the rights and duties of thifferent supervisory authorities
involved in the supervision of a group and by neiny clear on how the cooperation
between supervisors should be organized.

1 Note that the Directive 2003/51/EC (OJ L 178, 12003) which is known as the Modernization of
Accounting Directives and Directive 2006/46/EC (QJ224, 16.08.2006) significantly amended the
Accounting Directives including the Directive 91/BEEC.

% Regulation (EC) No 1606/2002 of the European Ramint and of the Council of 19 July 2002 on the
application of international accounting standa@$ [ 243, 11.9.2002).

2l Directive 98/78/EC of the European Parliament arfidthe Council of 27 October 1998 on the
supplementary supervision of insurance undertakimgs insurance group (OJ L 330, 5.12.1998).

2 Double gearing is the use of the same capital ¥ercthe separate solvency margin requirementseof th
different insurance undertakings of the group. @apeverage is the withdrawal of capital by thdahted
insurance group from its subsidiaries.
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3.1.3.4.4. Insurance Mediation

For the proper functioning of the single marketimsurance, intermediaries
which have a significant role in the distributiohinsurance and reinsurance products
throughout the EU need to operate freely. Insuraviediation Directive 2002/92/EC
provided that insurance and reinsurance intermiediaegistered in their home Member
State can freely take-up and pursue mediation iiesvin the EU by way of FOE and
FOS, simply after the notification of the competaanthority of the home Member State
to the competent authority of the host Member Stbeut the intention of the
intermediary to start busine$sTherefore, in line with the single license pririeip
intermediaries are now free to sell their serviegwhere in the EU, but only after being
registered in their home Member State by meetingctstconsumer protection

requirements (Sterzynski, 2003, p.43).

The Directive also impacted the reported numbemntd@rmediaries (but not a
real change) in Member States due to the harmanizadbf the definition of
intermediaries that needed to register. For ingarthe number of intermediaries
considerably increased in Italy because peoplelwedoin the sale of insurance products,
including collaborators of insurance agents and m@sion based salesman who were
not registered before the Directive are now alligteged (CRA International, 2009,
p.133).

3.1.3.4.5. Reinsurance

Directive 64/225/EEC removed the restrictions oa FOE and FOS for the
providers of reinsuranc.lt did not however harmonize reinsurance supemisiiles.
This situation resulted in significant differenéaghe level of reinsurance supervision in
the Member States and thus reinsurers had to cowigtydifferent supervisory rules in
the various Member States in which they conductness. This created barriers to the
European single reinsurance market. Therefore Rési@esurance Directive 2005/68/EC

% Directive 2002/92/EC of the European Parliament afthe Council of 9 December 2002 on insurance
mediation (OJ L 9, 15.1.2003).

24 Council Directive 64/225/EEC of 25 February 1964 the abolition of restrictions on freedom of
establishment and freedom to provide servicesspaet of reinsurance and retrocesgiod 56, 4.4.1964).
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aims at establishing a prudential regulatory frawrwfor reinsurance activities in the
EU and requires that all reinsurance companiesubeoezed in their home Member
State after meeting strict requiremefit©nce they have done so, they will be free to

carry out their activity anywhere in the EU througk single reinsurance passport.
3.1.3.4.6. Winding-up

Winding-up Directive 2001/17/EC applies to reorgation measures and
winding-up procedures of the insurance compafiiésnder the Directive, in line with
the home country control principle, only the congmétauthorities of the home Member

State will be able to decide on the reorganizati@asures and the winding-up process.
3.1.3.4.7. Solvency

Solvency rules stipulate the minimum amounts oériicial resources that the
insurers should have in order to cover their liib8 against policyholders. Ensuring that
insurers have adequate capital requirements itioelto the nature of their risks is very
crucial to protect policyholders in the single iremce market. This is why capital
requirements have been in place since the firserg¢ion directives in 1970s but their

importance have been increased with the liberabinaif the sector in 1990s.

In line with Financial Services Action Plan (FSARBQhlvency requirements of
life and non-life insurance companies were amende2D02. However, these amended
regulations, known as Solvency |, were criticized lheing too simple and robust. CEA
(20064a) lists the basic shortcomings of Solvenay lIts inability to cover all the risks of
the insurer in order to determine its proper leweél capital requirement and its
insufficiency to allow a timely supervisory intent@n to the insurers having insolvency

problems.

This is why prudent insurers have adopted their @@ivency calculation

systems and new risk management practices anddegum to hold more capital than the

% Directive 2005/68/EC of the European Parliament af the Council of 16 November 2005 on
reinsurance and amending Council Directives 73R2B@, 92/49/EEC as well as Directives 98/78/EC and
2002/83/EC (OJL 323, 9.12.2005).

% Directive 2001/17/EC of the European Parliamend af the Council of 19 March 2001 on the
reorganisation and winding-up of insurance undémtgk(OJ L 110, 20.4.2001).
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legal requirements (O’Brien, 2006, p.6). In additianany national supervisors set
additional local requirements resulting in a patohwof rules in place across Europe
(CEA, 2006a, p.2). Since many Member States haaeest to implement their own

reforms by concluding that the current EU minimwquirements are not sufficient, the
cost has increased for both insurers and policgie|dhe competition has been reduced
and the supervision has lost its effectiveness (A2@09, p.478). Finally, differing rules

have started to significantly hamper the functignof the European single insurance

market.

Therefore, for the sake of the good functioningttté single market, the EU
decided to reform the legislation on solvency rutesaise the level of harmonization, to
increase the financial soundness of the insuredstanprovide a better policyholder

protection.

The reform is done with the Directive 2009/138/ECtloe taking-up and pursuit
of the business of insurance and reinsurance whiltlenter into force in the beginning
of 2013%*" It consolidates most of the existing insuranceedlives for the sake of
simplicity. Table 3 shows that the Directive 20@BIEC brings together the directives
on life insurance, non-life insurance, reinsuranosurance groups, winding-up and

solvency.

HM Treasury (2006, p.17) explains that a singkerfework directive may yield
material benefits for the single market such‘amplifying the regulatory framework,
limiting the scope for inconsistency and duplicatibetween different pieces of the
legislation and reducing compliance costs for firaml supervisors”Therefore, further
harmonization in the European single insurance atavwkll be guaranteed with this

Directive.

%" Directive 2009/138/EC of the European Parliamart af the Council of 25 November 2009 on the
taking-up and pursuit of the business of insuraragreinsurance (Solvency II) (OJ L 335, 17.12.2009
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Table 3: EU Insurance Acquis Before and After the ective 2009/138/EC

Before 01.01.2013 After 01.01.2013
Life:
Life Directive 2002/83/EC
Non-Life:

First Non-Life Directives 73/239/EEC and 73/240/EEC

Co-insurance Directive 78/473/EEC

Tourist Assistance Directive 84/641/EEC

Credit Insurance and Suretyship Insurance Dire@&843/EEC | piractive on Taking-up and Pursuit of

Legal Expenses Insurance Directive 87/344/EEC the Business of Insurance ahd

Second Non-Life Directive 88/357/EEC Reinsurance 2009/138/EC

Motor vehicle liability insurance Directive 90/6 EZC

Third Non-Life Directive 92/49/EC

Solvency Directive 2002/13/EC

Others:

Reinsurance Directives 64/225/EEC and 2005/68/EC

Insurance Groups Directive 98/78/EC

Winding-up Directive 2001/17/EC

Accounting Directive 91/674/EEC Accounting Directive 91/674/EEC

Insurance Mediation Directive

Insurance Mediation Directive 2002/92/EC 2002/92/EC

Motor Insurance Directive
2009/103/EC

Motor Insurance Directive 2009/103/EC

Source:own Table

Directive 2009/138/EC is known as Solvency Il Diree because while it only
recasts the existing Directives, it provides tgtalew and sophisticated provisions on
solvency requirements for insurance and reinsuranogpanies. It is a Lamfalussy type
Framework Directive based on three pillars whichintyafocuses on elaborating the
basic principles of the solvency system (level lasuees). The more detailed and
technical rules will then be put in place by therdpean Commission in the form of

implementing measures (level 2 measures).

Solvency Il envisages risk-based capital requirdroaltulations and based on a
three pillar approach which is designed to be nilytuaeinforcing (European
Commission, 2007c, p.5). Pillar 1 consists of thargitative requirements, including the
rules on the calculation of capital requirementllédd SCR and MCR), valuation of
assets and liabilities, technical reserves, investm and own funds. While Pillar 2
focuses on the effective supervisory review pro@ssvell as qualitative requirements
including the rules on governance and risk managéro the insurance companies,

Pillar 3 consists of the rules on financial repugtand transparency.
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3.1.4. Size of the European Single Insurance Market

It is worth to examine the world insurance marketihderstand the size of the
European single insurance market compared to theance markets of the other major
continents and regional blocks. Graph 2 indicated tnarket share of the European
continent increased from 25% to 40% between 198b 20008 while market share of
North America considerably decreased. Although miadhare of Asia significantly

increased between 1985 and 1995, it has been Igtdadreasing since 1995.

60% 50%
()
0, ,
50% |_ 40% 43% 40%
40% 35% 37% . —
30% 31% 32% 34% 32% 32%
30% | 26% &4 .
0%) 1% 0% 20|
20% -
10% -
0%
1985 1995 2000 2006 2007 2008
‘ O Europe W Asia O North America ‘

Graph 2: Insurance Premium Production in Major Continents (in % of the total)
Source:own Graph based on data from Swiss Re sigma studie
Europe covers the EEA and non-EEA European countrie

European single insurance market is the biggestanse market in the world in
terms of premium production. In life insurancedsithe largest market in the world while
in non-life insurance it follows the USA. Europeamgle insurance market that is
composed of the insurance markets of the EEA Men#iates is compared to the
insurance markets of some other regional blockgainle 4. Since premiums in the EEA
grew faster than worldwide premiums, market shdréhe European single insurance
market reached 38% of the total world insurancenpums in 2008 from its level of 29%
in 1994. It is comparable to the insurance markets developed countries in terms of
premium volume, insurance penetration and insurasheesity. Compared to other
regional blocks in the world, it is comparable t&FRTA composed of the USA, Canada
and Mexico rather than MERCOSUR composed of dewedppountries from South
America or ASEAN composed of developing countriesf Southeast Asia.
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Table 4: Insurance Markets in the World and Region&Blocks (2008)

. Share of . Premium
Premium d Premiums ducti
roduction wor as % of | Production
(BSD million) | market GDp | Percapita
(%) (USD)
World 4.218.115 100 6,9 625
Developed countries 3.706.098 87,9 8,5 3.602
Developing countries 512.017 12,1 2,7 89
EEA* 1.597.029 37,9 8,0 3.199
NAFTA 1.362.359 32,3 8,0 3.054
MERCOSUR** 56.437 1,3 2,9 240
ASEAN 44.438 11 2,9 84

Source:own Table based on data from Swiss Re (2009)
* excluding Iceland
** excluding Paraguay

3.1.4.1. Premium Production

Total insurance premium production in the Europgiagle insurance market is
illustrated in Graph 3. From its level of EUR 49@idn in 1996, it reached EUR 1.144
billion in 2007 and sharply decreased by more th@% to EUR 1.019 billion in 2008
due to global financial crisis. Since the creatidthe European single insurance market,
the performance of life business of the EEA was imhbetter than that of the world
average. Life premiums almost tripled from EUR 288on in 1996 to EUR 747 billion
in 2007 before it declined by 16% to EUR 623 billiargely due to the global financial
crisis which mostly affected life business. On tither hand, performance of non-life
business was not as good as life business. Nompidmiums increased from EUR 228
billion in 1996 to EUR 396 billion in 2008 with ancrease of almost 70%. Non-life
premiums which largely depend on two lines of bess motor and accident&health,
have been little affected by the crisis of 2008egdor a few lines of business, such as

credit insurance, that have strong links to ecorcativity (CEA, 2009a, p.7).
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Graph 3: Total Premium Production in the EEA (EUR billion)
Source:own calculations based on data from CEA (2009a)

Life business accounts for more than half of thaltpremium production and
its share has been steadily increasing since 108#ph 4 indicates that while the share
of life premiums in total premium income in 1996sM1%, it was 65% in 2007 before it
declined to 61% in 2008 due to global financiasisti The average share of life business

in the EEA is in line with the average of indudigad countries in the world.

62,6% 63,4% 65,3% 61,2%

1996 2001 2006 2007 2008
o life @ non-life

Graph 4: Share of Life and Non-Life in Total Premium Income in the EEA
Source:own calculations based on data from CEA (2009a)

3.1.4.2. Insurance Density

Insurance density which means per capita amoumtt speinsurance is almost
five times bigger in EEA than the world averagea@r 5 shows that following the rapid
increase of total insurance premiums, insurancesitfen EEA increased from EUR
1.025 in 1996 to EUR 2.283 in 2007 before it desedato EUR 2.022 in 2008. EUR

1.237 was spent on life insurance and the remai&d&® 785 on non-life insurance.
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Following the higher increase in life premiumse ljpremium income per capita almost

doubled non-life premium income per capita in 2007.
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Graph 5: Insurance Density in the EEA (EUR)
Source: own calculations based on data from CEA (2009a)

3.1.4.3. Insurance Penetration

Insurance penetration which means total gross emriiremium income as a
percentage of GDP is higher in EEA than the wongrage. Graph 6 shows that
insurance penetration in EEA increased from 6,694986 to 9% in 2007 before it
decreased to 8% in 2008 following the drop in olvgn@miums as well as the economic
slowdown. Life insurance penetration rate far ssspa the penetration rate of non-life
insurance. Whereas life insurance penetration dieatlyt increased from 3,6% in 1996
to 5,9% in 2007 before it sharply fell to 4,9% i808, non-life penetration remained
more or less stable at around 3% during the samedpe
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4,9%
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2% 3,6%

0%

1996 2001 2006 2007 2008
o life @ non-life

Graph 6: Insurance Penetration in the EEA
Source:own calculations based on data from CEA (2009a)
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3.1.4.4. Insurance | nvestments

Insurance industry is one of the largest instingidnvestors in Europe. Graph 7
demonstrates that the total value of the EEA insurn@vestment portfolio increased
from EUR 2.738 billion in 1996 to EUR 6.920 billiom 2007 before it declined to EUR
6.585 billion in 2008. Total investments represdrid,5% of the GDP of the EEA in
2008. The investments of life insurance accounted rhore than 80% of total

investments of the sector.
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Graph 7: Investments of Insurers in the EEA (EUR bilion)
Source: own calculations based on data from CEAQYaD

Graph 8 shows that in EEA, fixed income securitidsich consist of debt
securities and other fixed income securities wireeldrgest component of the investment
portfolio, with a market share of almost 44% in 0This is followed by the investments
for the benefit of life-assurance policyholders whemar the investment risk and shares
and other variable-yield securities with 24% andbldespectively. Loans, deposits,
investments in affiliated enterprises and lands baoddings have relatively smaller

shares representing 18% of total investments.
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Graph 8: Distribution of Investments of Insurers inthe EEA (2008)
Source: own calculations based on data from CEIOPS (2009)

(1) Debt securities and other fixed income se@si{Directive 91/674/EEC, Article 6, Assets C.I)J.22)
Investments for the benefit of life-assurance ptladders who bear the investment risk (Directive
91/674/EEC, Article 6, Assets D); (3) Shares anteotvariable-yield securities and units in unitsteu
(Directive 91/674/EEC, Article 6, Assets C.III.1®) Participation in investment pools, loans gutead
by mortgages, other loans, deposits with credititint®ns, other investments and deposit with cgdin
undertakings (Directive 91/674/EEC, Article 6, AsseC.ll1.3-4-5-6-7 and C.IV); (5) Investments in
affiliated enterprises and participating interg®grective 91/674/EEC, Article 6, Assets C.II); (Bands

and buildings (Directive 91/674/EEC, Article 6, AtsC.I)

3.1.4.5. Insurance Market Operators

Since the creation of the European single insuranmagket, beside the
remarkable increase in premium volume, the numbercampanies carrying out
insurance activities has a declining trend due ¢éogers and acquisitions (M&A) in the
sector. As a result of the consolidation since &880s, the number of people employed
in insurers remained stable. Graph 9 depicts theedsing trend in the number of
companies from more than 5.000 in 1996 to less @00 in 2008 and the stability of

the employment which is slightly under 1 milliontlveen 1996 and 2008.
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Graph 9: Number of Companies and Employees in theEA Insurance Market
Source: own calculations based on data from CEA (2009a)

96




The concentration rate measured in terms of grasgew premiums of the
largest companies as a percentage of total grostenvmpremiums in the sector is
remarkably high due to mergers and acquisitionghi sector and it has still an
increasing trend. Since the creation of the Euros#agle insurance market, the market
share of the largest companies has considerablyngemd today a few large operators
dominate the whole market. Overall, concentrat®higher in life business than in non-

life business and higher in the EU-15 Member Sttitas in the new Member States.

Graph 10 indicates that the market share of thgdsigfive life insurers in EEA
increased from 43% in 1996 to 55% in 2008 whilertaket share of the biggest ten life
insurers increased from 59% to 78%. Concentratromaon-life sector is somehow
smaller but has also an increasing trend. The matk&re of the biggest five non-life
insurers in EEA increased from 35% in 1996 to 5602008 while the market share of

the biggest ten non-life insurers increased frod %0 74%.

Life concentration non-life concentration
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Graph 10: Life and Non-Life Insurance Concentrationin the EEA
Source:own calculations based on data from CEA (2010a)

CRA International (2009, p.142) reports that theréase in insurance market
concentration is not the result of market integratbecause it is mainly driven by

domestic consolidation due to existing market ferce
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3.2. INTEGRATION OF THE INSURANCE MARKETS OF THE EE A
MEMBER STATES

3.2.1. History of the European Financial Integratio

The current level of economic and financial intéigra reached by the EU
Member States is the result of the process thaestan 1957 with the Treaty of Rome
creating the European Economic Community. The ainthe founding fathers was to
create a common market where goods, servicesatapitl persons could move freely.
So, first, a free trade area was gradually estaddisand with the introduction of a

common external tariff, the customs union was fingdalized in 1968.

In order to complete all features of a common miablesed on free movement
of goods, services, capital and persons, the Siagiepean Act was signed in 1986 and
by 1993 the common market based on four freedonssestblished.

With the Maastricht Treaty signed in 1992, a vagnigicant step was taken for
the integration and Member States agreed to estabh economic and monetary union
with the introduction of euro from 1999. Monetanydaexchange rate policy have been
transferred to the European Central Bank (ECB).hWit harmonized economic,
monetary and some of the fiscal policies, the EW ba considered, today, as an

economic and monetary union.

However, it is still not a total economic union iarms of Balassa (1961)
categorization since fiscal policies are not tramsfd to a supranational body and

politically, the EU cannot be considered as a faldentity as it is in the case of the USA.

As obstacles of various nature to the integratibfinancial services continued
to exist, Financial Services Action Plan (FS&EPyovering policy initiatives to be
implemented by 2005 is launched in 1999 for remgwime remaining barriers to the
cross border activities of financial services ([ky 2005, p.69). FSAP covered policy
initiatives in the areas of financial regulationdasupervision with the aim of fully

8 Communication from the Commission - Implementihg framework for financial markets: action plan,
COM(1999) 232 final, 11.05.1999
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integrated financial markets. Graph 11 introdudes timeline of FSAP measures in
insurance business such as solvency, winding-umliatien, distance marketing and
institutions for occupational retirement provisiarhich were necessary to create the

European single market in insurance services.

7 Feb 2001 20 Sep 2003
E—commerce Vand Solvency 1 directive
Insurance financial services for life insurance
(COM(2001)66) (2002/83/EC)
11 May 1999 19 Apr 2001 15 Jan 2006
Communication on Communication Insurance
supplementary on tax obstacles Mediation
ensions (COM(2001)214) Directive
(COM(1999)134) (2002/92/EC)
Jan 1999 Jan 2000 Jan 2001 Jan 2002 Jan 2003 Jan 2004 Jan 2005 Jan 2006 Jan 2007 Jan 2008
16 Feb 2000 20 Apr 2003 9 Oct 2004
Interpretive Reorganisation and Distance
communication: ) winding up of Marketing
freedom to insurance undertakings Directive
provide services (2001/17/EC) (2002/65/EC)
and general good 20 Sep 2003 23 Sep 2005
Solvency 1 IORP Directive
(C(1999)5046) Directive for non-life (2003/41/EC)
insurance
(2002/13/EC)

Graph 11: FSAP Measures Related to Insurance
Source: CRA International (2006, p.6)
On the other hand, the post FSAP work coveringprgod between 2005 and
2010 focuses mainly on implementing existing rudesl enforcing co-operation rather
than proposing new laws.The ultimate aim behind all these measures fopeigiag the
financial integration was to make Europe more &ffit and competitive, and to

contribute to sustainable economic growth (Eurogeéammission, 2009a, p.7).

Graph 12 shows that the EU financial market sigaiftly contributes to world
financial activity together with the USA and Jap#ith its bank-based financial system,
the EU covers half of the bank assets in world. [é/te market share of the EU in stock
market capitalization is well behind the USA, thend is towards a market-based system.
Finally, the EU has the biggest insurance markeidycing 37% of total premiums
written in world in 2008.

29 See European Commission White Paper, Financiai@erPolicy 2005-2010, 05.12.2005
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Graph 12: EU Contribution to the World Financial Market (2008)
Source:own Graph based on data from European Commisg@d0@) and Swiss Re (2009)

3.2.2. Integration Level of the European FinanciaMarkets

Establishment of the economic and monetary uni@blegn a major catalyst for
the integration of financial markets. Sgrensen@uotiérrez (2006) examine the degree of
financial integration in eurozone by applying cersanalysis technique and demonstrate
that the eurozone countries have become more hareoge since the introduction of
euro. However, they also find that while Germamgni€e, Belgium, and to some extent
Austria, Italy and the Netherlands tend to clustgether, Spain and Portugal form a
separate cluster. Therefore, considerable differememain between countries, leaving

scope for further integration in future (Sgrensed &utiérrez, 2006, p.8).

Related to financial integration of new Member &atBaltzer et al. (2008,
p.31) find that their financial markets are sigrafntly less integrated than those in the
euro area. However, Poghosyan (2009, p.262) shaivtkeir financial markets have

gradually become more integrated with old EU Menthiates.

On the other hand, the speed and scope of finam@dket integration have not
been the same across all segments of financialeta®/hile the money and public debt
markets are well integrated, in the equity, corpotaond and credit markets, integration

has proceeded more slowly and is still incomplégpélli and Pagano, 2008, p.9).
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3.2.2.1. Integration of Money Markets

The primary money market of the euro area, i.e.ofpen market operations of
the ECB, has been well integrated since the inttdo of euro. On the other hand, the
level of integration differs considerably in difeat segments of the secondary money
market which is divided into cash market, marketdioort-term interest rate derivatives

and market for short-term securities.

Regarding the cash market, while the unsecuredsitep@rket in which banks
exchange liquidity without collateral is almost qaetely integrated at all maturities, in
the secured (repo) market in which wide range ofippants exchange liquidity against
collateral the degree of integration is lower. Bemisen and Ejerskov (2005, p.196)
conclude that among money market segments, theiteagrated is the market for short-

term securities which consists of government séearand private securities.
3.2.2.2. Integration of Bond Markets

Among others, Adam et al. (2002), Baele et al. £2Ghd more recently Weber
(2009) argue that the convergence of interest rateEsiropean government bond markets
has been particularly significant since the intithn of euro and are explained by

common shocks rather than idiosyncratic (countacsje) shocks.

Yield spreads of euro area government bonds relativbenchmark bonds (10-
year German government bonds) converged toward salzexo before they began to
diversify from the end of 2008 due to financiaki European Commission (2009a, p.9)
announced increasing spread divergences betwedettman benchmark and other euro
and non-euro area bonds since the beginning ofeh&ukbulence in 2008.

Baltzer et al. (2008, p.31) find that in governmeahd markets only the largest
economies of new EU Member States (the Czech Riepdaland and to a lesser extent

Hungary) exhibit signs of integration.

On the other hand, corporate bond market whicmisllscompared to the size of

the EU economy remains relatively less integrateirature shows that yield spreads
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are mostly driven by bond’s credit rating, timenaturity or liquidity but the country of

issuance effects have not completely disappeared.
3.2.2.3. Integration of Equity Markets

Equity markets returns are increasingly correlatggkele and Ferrando (2005,
p.217) argue that the increasing importance of commews as a driver of stock market
returns indicates a considerable integration. attee considers the potential of sector
diversification which is larger than geographicetsification and the decreasing trend in
home bias in the equity holdings of investment gmsion funds as the signs of

integration in equity markets.

However, cross border trading still remains morpessive and less common
than domestic transactions. In addition, divergericeclearing and settlement systems
hamper the integration of these markets. As a treswén if European wide entities such
as Euronext emerged, national markets continuadwag and country effects are still
important in explaining stock price changes.

European Commission (2009a, p.9) announced that awga equity markets
have been hit significantly by the market turbukersince 2008 and the cross-country

dispersion has started to exceed the cross-sdspmrdion with increasing differentials.
3.2.2.4. Integration of Credit Markets

There has been a major progress in creating aesimgblesale banking market
which provides financial services for large corperand public sector clients. Wholesale
activities of banking markets such as investmentkivgy are fairly integrated and

competitive.

However, the retail banking markets which provideamcial services to
individual consumers remain fragmented comparedvimlesale financial services.
Cabral et al. (2002) empirically find that finariastegration in retail banking proceeded
slowly after the launch of euro. Retail banking quots such as consumer credits,
mortgages, small commercial loans and saving adsobehave according to local

patterns and are still not integrated.
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Hartmann et al. (2003, p.202) claim tHas the absolute amount of euro area
cross border loans to non-banks remains small casgdo interbank loans, strong
home biases both in lending and in borrowing seempetsist”. Banks should still spend
considerable resources to adapt their retail prisdtec national markets. In addition,
Dierick and Vesala (2005, p.137) emphasize thattis¢ of cross border payments is still
higher than the cost of domestic payments. Findtlg, preference of European banks to
have subsidiaries through cross-border mergeraenuisitions rather than establishment
of branches reveals the fact that the single markeanking is more an illusion than a
reality (Dermine, 2003 in Hartmann et al., 200204.).

European Commission (2009a, p.12) announced tlaffitlancial crisis has
pushed the banks to move their geographic focuardsmdomestic markets, which shows

at least a temporary decline in banking integration
3.2.3. Integration Level of the European Insurancéarkets

Assessing the integration level of the Europearursrsce markets, both
theoretically and empirically, is even more diflicthan that of the other financial
intermediaries because of the specific characiesistf insurance. One way to describe
the level of integration of the European singlainasice market is to evaluate the existing
regulatory and supervisory barriers to cross boed#ivities. A different, but necessary

and complementary strategy is to look at the paivgé quantity indicators.
3.2.3.1. Measurement at Legidative Level

The EU insurance legislation envisages to creaiagie market in life and non-
life insurance by establishing the principles of toaal recognition, minimum
harmonization, home country control and singlerigee The EU insurance legislation is
almost completed in creating freedom of establisitraed freedom of services through
three generation directives. Since there are neerdiscriminations between foreign and
domestic market players, it is generally accepted from the legislative point of view,
the EU insurance markets, together with those ethienstein, Norway and Iceland,
have become a single insurance market since thg iabtd force of the third generation

of life and non-life insurance directives in 1 Ja§94.
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The EU insurance legislation is developed mostipugh directives which are
binding legislative tools and which require Memi&tates to achieve a particular result
without dictating the means of achieving it (Cralgd De Burca, 2002). Thus, Member
States are free to choose the means for achiekiagésult. They are also free to adopt
stricter standards than the minimum standards aged in the directives. In addition,
some Member States have been granted derogatidims implementation of some of the

provisions of the insurance directives.

Therefore, there are still several areas whereetlisting framework leaves
considerable scope for interpretation. This leadextual and interpretative divergences
of the same directive and results in a fragmenéglilatory framework across the EU
(HM Treasury, 2006, p.17Moreover, Member States must follow minimum staddar
required in Directives, but may require more rigrdconservative standards. This makes
divergences in national legislation which may somes disrupt the single markétor
instance, Motor Insurance Directive 2009/103/ECedaines minimum coverage for
motor insurance policies and then each Member $&dtee to determine its amount of
coverage as long as it is not less than the miniraomaunts determined in the Directive.
Table 5 indicates that minimum amounts covered ByPM insurance differ between
Member States. While some Member States apply thermam coverage determined in
the Directive, some others apply higher amounts. ifstance, for personal injury per
claim the coverage is unlimited in some Member &tathile the coverage in Greece,
Italy and Portugal are still below the minimum ambtequirements. In Member States
which oblige to provide unlimited coverage, theurgss have to increase the premiums.
Such price differences due to regulatory differenceeate an important barrier to the

integration of the insurance markets.
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Table 5: Minimum Amounts Covered by MTPL Insurancein the EU

wemoerstte | EESenel ke | Deage o Prove

oo 5.000.000 1.000.000
AT 5.000.000 1.000.000
BE Unlimited 100.000.000
Ccz 1.322.978 1.322.978
DE 7.500.000 1.000.000
DK 12.908.382 2.554.784
ES 70.000.000 15.000.000
Fl unlimited 3.300.000
FR unlimited 1.000.000
GB unlimited 1.074.864
GR 500.000 100.000
HU 5.116.972 1.705.474
IE unlimited 1.000.000
IT 774.685 774.685
LU unlimited unlimited
NL 5.000.000 1.000.000
PL 1.229.583 245,917
PT 1.200.000 600.000
SE 27.802.695 27.802.695

Source: Europe Economics, 2009, p.87

* The amounts are updated to 5.600.000 and 1.180u0th the Notice Regarding the
Adaptation in Line With Inflation of Certain Amount.aid Down in the Motor Insurance
Directive 2009/103/EC (OJC 332/1, 9.12.2010)

There are also persisting transposition and impheatien problems of the EU
legislation. As for the transposition of directiyelate transposition and/or wrong
transposition are the two basic problems. The wronglementation of the already

transposed directives is another problem.

First, late transposition means that directives mwe transposed to national
legislation within the timeframe determined in ttieective. Member States sometimes
fail to timely transpose the directives to natiorlafislation. The EU average
transposition deficit is 0,7% as of 1 November 2088ich is well below the target of
1% (European Commission, 2009b, p.7). Austria, R@att Czech Republic, Iceland,
Poland, Italy, Luxemburg and Greece are the Meriteies remaining above the ceiling

of 1% target.
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In financial services, the situation is much bet@nly Greece, Belgium, Spain
and Ireland have 5 outstanding directives stillttanspose in the area of financial
services. Currently, out of 16 directives which amere than two years beyond their
transposition deadline and are not transposed liwaat one Member State, there is no
insurance related directive. However, there weie tlansposition problems in insurance
sector as well. For instance, Insurance Mediatimediive 2002/92/EC was transposed
into national legislation only by Austria, Denmarkeland and the UK before its
transposition deadline of January 2005 (Bovenal.e2007, p.5). Winding-up Directive
2001/17/EC and Reinsurance Directive 2005/68/EC hadsiderable transposition

delays as well.

European Commission has the power to refer Memtage$failing to transpose
the directives by the time of their deadline to 8€J. The number of such cases in
insurance is below the average. Nevertheless, EaropCommission has recently
referred some Member States to the ECJ for latsp@sition:

» European Commission referred Greece to the ECJditng to transpose
Directives 2002/12/EC and 2002/13/EC on solvenguirements of life and
non-life insurance companies by the time of theiadline on 20 September
2003.

* European Commission referred the UK (case C-164#04]) Sweden (case C-
116/04) to the ECJ for failing to transpose Direet?001/17/EC on winding-up
of insurance companies by the time of its deaddm@0 April 2003.

» European Commission referred Greece to the ECthiflarg to implement the
Fifth Motor Insurance Directive 2005/14/EC by thgreed date of 11 June
2007.

 European Commission sent formal requests to thectCZRepublic, the
Netherlands, Poland and Portugal concerning thair implementation of the
Directive 2005/68/EC on reinsurance (infringemerdcpdure) before sending
the cases to the ECJ.
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Second, it is important that EU legislation be sfamsed correctly in order not to
hamper the single market. Graph 13 shows that siga8?® late transposition cases, there
are 343 wrong transposition cases. European Conumi§8009b, p.15) announced that
the EU average deficit of directives that have adtieved their full effect due to either
late or incorrect transposition is 1,5% as of 1 &maber 2009. Most of the Member

States are still above the 1% target level of themgean Commission.

Third, wrong implementation of the correctly traospd directives is the most
common and important problem. As can be seen frompiG 13, out of 1.256
infringement cases for wrong transposition or wranglementation of directives as of 1
November 2009, 913 of them (73%) are the casesvfong implementation and the
remaining 27% are the cases for wrong transposifibe infringement cases for wrong
implementation of directives in Italy, Greece, $pdelgium and France are well above

the EU average.
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Graph 13: Transposition and Implementation of the BJ Directives
Source: own Graph based on data from European Commisg00p)

Number of single market directives not yet commatgd to the Commission as having been transposed
(late transposition), number of directives tranggbbut for which an infringement proceeding for ©ion
conformity has been initiated by the Commissionofvg transposition), number of infringement cases
opened for wrong application (Situation as of 1 Bimber 2009).

Not only in case of late or incorrect transpositafrDirectives, but also in case
of their wrong implementation, European Commisgias the power to refer the case to
the ECJ. However, average speed of infringememiugsn is 28 months and when the
cases are referred to the ECJ, the EU averagenplgavith the judgments is 17 months,

which are a very long period of time.
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The following recent infringement procedures of tBeropean Commission
against Member States for incorrect transpositionngplementation of the insurance

legislation give an idea about the lack of insueaimtegration at legislative level:

* European Commission opened an infringement casesadareece because it
imposed on companies providing third-party moteunance the requirement of
belonging to the Greek association of insurance paomes. Commission
decided that this mandatory membership is conti@atiie insurancacquisand
that it restricts the principles of freedom of éshment and free provision of
services. Given that Greece has adopted legislatimiishing this mandatory
membership requirement, the case has been closkduivreferring Greece to
the ECJ.

* European Commission referred Ireland to the ECJ nyes on compensation
for drivers of uninsured vehicles with the ideatttieey are against the Second
Motor Insurance Directive 84/5/EEC.

* European Commission referred Belgium to the ECJ dgenational rules on
supplementary health insurance provided by prisetieness funds with the idea

of non compliance with the EU insurance directives.

To sum up, the level of integration of the Europsamgle insurance market
creating FOE and FOS at legislative level is atadmanced stage although there are
persisting problems due to lawful regulatory diffieces because of the characteristics of
the directives as well as due to late and wrongsrasition of directives and/or their
wrong implementation. However, this does not prdahe (non)existence of the
integration in real life. Therefore, we need somehfer analysis of price based, news
based and quantitative based measures to chedkvibleof real life integration of the

European insurance markets.
3.2.3.2. Measurement by Price Based I ndicators

Integration theory explains that financial markats integrated when the law of

one price holds, that is when identical financiaducts (such as securities with identical
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cash flows) have the same price. For instance,fifna issues bonds in two Member
States, it must pay the same interest rate or lfiges equity, it must pay the same
amount in both Member States. Similarly, when fiisn (or a household) wants to
borrow from a bank, the borrowing should be on saene terms irrespective of the
location of the bank. Risk premia in bond marketturn of investments in equity
markets and interest rates in money markets aily easnparable as long as the data is

available.

The law of one price can only be applied when premmparisons are
meaningful, which requires that goods and servinequestion are homogeneous and
when comprehensive and high quality price datatekisthis context, the law of one

price is not applicable to insurance products nydimd two reasons.

First, it is quite difficult to find identical ingance products in order to compare
their price since insurance is a complex and nuutiduct business. Furthermore, the
same product of each insurer with the same name haag very different conditions
(such as coverage limits), thus, very differentgsi For instance, the motor insurance
liability package proposed in a given Member State include guarantees which do not
exist in another Member State. High prices obsermetotor insurance products in the
UK may largely be explained by this situation, ds tUK motor policies are
comprehensive and almost always include own darnager, while this is not the case
in most of the other Member States where own dansget automatically included in
policies (CEA, 2010c, p.30). It is the same withudeholder’s all risks insurance which
includes coverage against natural catastrophesrtaic Member States but not in others
(CEA, 20044, p.9).

Second, even if the same comparable insurance godre found, their prices
are not expected to be the same due to countrycansumer-specific diversities. One
may claim that the law of one price may be applieab compulsory insurances, such as
motor third party liability (MTPL) insurance. Hower; country and consumer-specific
diversities, such as driver habits, average agdrioers, road conditions, number of
claims, cost of compensation, fraud and taxes.elgrgemain for MTPL policies and
affect the prices. CEA (2004a, p.9) argues thet because an MTPL policy is twice as
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expensive in a given Member State, it cannot benasd that the margin of the insurer

selling it is twice as high, or its productivityasly half as high”

Price differentials due to country and consumeeHige diversities remain
within the European single insurance market. Aslwaiseen from Graph 14, the MTPL
prices show significant differences between Europsauntries, ranging from EUR 119
in Poland to EUR 407 in Italy in 2008. The averagee level in Italy is twice as high as
in Greece (EUR 189). In Belgium (EUR 309) and AiastEUR 292), it is well above the
EEA average (EUR 211).
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Graph 14: MTPL Prices in the EEA (2008) (EUR)
Source:own Graph based on data from CEA (2010c)
2007 data for BE and HU

These price disparities are not due to the lackinbégration but to the
differences in risk profiles and consumer habitseSe country-spe cific features have an
impact on both the risk of the policyholder to haveaccident (claims frequency) and the
cost of the claims resulting from accidents (claomsts) which are the two key
determinants of the MTPL prices. An increase orrelese in one of the two determinants
may have a different impact on the price level lestwcountries, depending on the level
of the other determinant. For example, while Fraand Portugal have similar price
levels, France has a low claims frequency with latikely higher average claim cost
while Portugal has a higher claims frequency wittower average claim cost (CEA,
2010c, p.36).

Graph 15 highlights the differences in MTPL claifnrequency and average
claim cost between some Member States. Austrisahdaims frequency close to 10%,
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while in France and Finland it is 5% and 3% regpebt. According to the results of the

empirical analysis made by Europe Economics (2G093ee whether some country-
specific characteristics were capable of explainiregdifferences in MTPL prices across
the EU, the experience of the driver is the mobusb factor which affects the prices.
Road safety, more specifically the number of roecldeents, and traffic conditions (road
density, vehicle density, the condition of roads) among the other important factors
which influence claims frequency and which varyoadgeatly from country to country

(CEA, 2010c, p.43).

On the other hand, it can be concluded from Graphhat in Finland and the
Netherlands the average claim cost is higher thlaardember States with around EUR
4.000, while in Poland and Slovakia it is less tlEASR 2.000. Key factors influencing
claim costs are vehicle repair and medical careeprias well as fraud levels. The
empirical findings of Europe Economics (2009, p)328veal that higher per capita
health expenditure is positively associated withher MTPL prices. In addition, high
fraud rates, which can be seen in one country ahéchranother, increase the prices. CEA
(2010c, p.46) reports that in 2008, the numberatécted fraudulent claims represented
0,9% of all motor claims and 3,9% of all claims ergiture in the UK, whereas 2,8% of
claims in ltaly appear to involve fraud and représe,4% of total claims paid by
insurers. Local differences in fraud (8% of claimsolving fraud in Southern Italy

against only 1% in the North) partially explain tréce differences within countries.
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Graph 15: MTPL Claims in the EEA (2008)
Source: own Graph based on data from CEA (2010c)
2007 data for NL and GR

Furthermore, there are external factors such aslatygy requirements and

taxation that affect the MTPL priceSor instance, in some countries MTPL insurers are

111



obliged by law to provide unlimited coverage wharddotor Insurance Directive

envisages some minimum coverage. This forces sheens operating in these countries
to increase the MTPL prices as they take extrasriskoreover, taxation may have a
crucial effect on the final price of the insuramreducts. For instance, the tax burden is
almost 60% in Denmark, while the Czech Republi¢piia and Norway do not impose

any tax on motor insurance premiums. Especiallganthern European countries there
are several parafiscal taxes on motor insurancsotme of the countries there is also fire

brigade tax on motor insurance with very differeates.

In conclusion, the integration level of insurancarkets cannot be measured by
price-based indicators, because law of one prigeisapplicable to insurance products
since they are not identical and their prices apstip affected by country and consumer-
specific diversities, such as drivers experienocadrsafety, traffic conditions, vehicle
repair and medical care prices and fraud levelsafi¢cting claims frequency and
average claim cost which are the two key determgahthe MTPL prices. In line with
these arguments, Expert Group on Insurance anddPen@004, p.10) emphasizes that
given the complicated nature of insurance productspart reflecting differences in
country and consumer specific conditions, simpleEeprcomparison is generally not
meaningful and not a useful guide to the degreth@fintegration of insurance markets.
Therefore, quantity-based indicators are neces&amyeasure the integration level of

insurance markets.
3.2.3.3. Measurement by Quantity-Based I ndicators

To replace price-based indicators which are notiegdge in insurance business
and to complement the measures at legislative ,legeantity-based indicators of
integration is used to track the integration lesethe European single insurance market.
From the supply side point of view, the volume rdss-border activities, i.e. the share of
the EEA insurers operating in other Member Stateterms of number and premium
production are used as a sign of integration. Rteemand side point of view, demand
of policyholders towards the products of foreigray@rs is also used as a sign of

integration.
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First of all the convergence of insurance marketsl anarket players is
investigated since divergences in insurance mankéicators make the integration
difficult and costly. In prioritizing failures of he integration process, European
Commission (2003, p.7) proposes to take into adcthm comparisons of the overall
economic significance in the sectors concernedrefbee, the value added of the sector
(premiums to GDP) and the employment generatedhbysector are analyzed. Since
integrated markets are likely to converge and candhe convergence of market
indicators such as insurance density, product tgpekssize of insurers in terms of their
investments, assets and financial strength are ieeaimEuropean Commission (2003,
p.7) notes that while not necessarily causallyteelato the absence of integration,
analysis of efficiency indicators may provide iriggyon gaps in the integration process.
Therefore, integration indicators are supplemetugefficiency indicators such as cost

efficiency and profitability.

Although they are important determinants of forergarket entry decision of
insurers, the analysis of convergence of the imagalensity and penetration, types of
insurance products and type, size and efficiencynafket players in different Member
States may well give an incomplete picture of ireéign. Therefore, market share of
foreign insurers in domestic markets, i.e. premiwr#en in the home Member State by
host insurers is analyzed as the main integratiicator. For the calculation of this
indicator, three different kinds of foreign preserare taken into account. First, foreign
presence through direct cross-border sales witpbysical establishment is examined.
Second, foreign presence through locally estaldisiranches and agencies is analyzed.
Foreign branches are subdivided into EEA and noA-BEanches in order to capture the
shares of EEA and non-EEA insurers separately. &tistence of these two types of
foreign presence will show that competition takésc@ on an EU-wide basis in a well
integrated market where companies operate in detdember States through either
freedom of services or freedom of establishmenirdTfioreign presence through merger
with or acquisition of domestic insurers is invgated. M&A activities in the EEA are
subdivided into domestic and cross-border actiwitisn order to capture the
Europeanization of the insurers. The existencéisftype of foreign presence will show

that competition takes place on a multi-domestisidoavith cross-border entities where
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customers are confined to their national marketsmidated by few large European

insurance groups (European Commission, 2007a,.p.44)

The main data sources that are used in this stiedtha Statistical Annex of the
CEIOPS® Financial Stability Reports of the years 2006-200@ dataset of the CEA
European Insurance in Figures 2009 that contains fim the period 1996-2008 and
OECD Insurance Statistics Yearbook 2010 that costdata for the period 1999-2008.
The data set is partly augmented by Eurostat statishe European Commission reports

and Swiss Re sigma studies.

For market convergence indicators, the data puddisby the European
Insurance and Reinsurance Federation (CEA) is pegfeSince CEIOPS (now EIOPA)
presents data according to type of insurers, f® Ihon-life and composite, it is
impossible to calculate the share of life and rnitendbusiness. In addition, while the
dataset of the CEA includes Turkey, CEIOPS does Tio¢se are the basic rationale
behind the preference of the CEA dataset.

For cross-border activities, the main limitationtli® scarcity of data and thus
several data sources are used. In case of theofagfita, special importance is given to
the size of the sample so that it represents afisigmt share of total market. Since
several sources are used, a great effort has baele to make the data coming from
different sources comparable. CEIOPS and OECD eatags used to calculate foreign

presence in the EEA and individual Member States.

This study relies on the data presented by CEIQP8&ast of the cases for
several reasons. First of all, it is more comprshan It covers data for EEA and non-
EEA branches separately, which is indispensiblecépture the level of market
integration in practice. Second, it covers all E€AIntries (with considerable exceptions
due to missing data), some of which are not covémedECD as some of the EEA
countries are not members of OECD. Third, it dossamly cover data on the premiums
written by EEA branches in domestic markets bub gleemiums written by domestic

insurers in other EEA countries under freedom ofises.

%0 European Insurance and Occupational Pensions AtytiEIOPA) superseded CEIOPS from 1.1.2011
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Since the dataset of CEIOPS does not cover the enatkare of foreign-
controlled companies, OECD dataset is also usedltwlate the total foreign presence in
the insurance markets of the EEA countries. OECRiSics Yearbooks contain data on
total foreign insurance presence in domestic maslagfined as the sum of the market
shares of foreign-controlled companies and non-BEsfches and agencies in terms of

premiums in both life and non-life business.
3.2.3.3.1. Convergence of Insurance Markets

It is crucial to understand the differences of neaikdicators between Member
States since foreign market entry decision is irectly related to the creation of a single
market which rather facilitates the market entrylibgralizing the market.

Moshirian (1999) studies the outward internationalrance services provided
by the United Kingdom and Germany and concludesdbemand for insurance, level of
national income and market structure in the hosinttees contribute to the decision of

expansion of multinational insurance companies.

Outreville (2008, p.481) further adds that locatspecific advantages such as
the size of a market, human capital (educatiorguledory barriers, cultural distance as
well as good governance (corruption and governmeiffiéctiveness) provide an

explication of the internationalization of insurammmpanies in some locations.

Ma and Pope (2008, p.330) identify three main aeitgants for the participation
to foreign life insurance markets, which are theeleof liberalization, competition and
size of the host country insurance market. Fitsts iexpected that markets with less
adversarial regulation toward foreign insurers vd more attractive to international
insurers. This is not a determinant for the EEAuress as full liberalization is assumed
to be created in 1994 with third insurance diregivSecond, international insurers prefer
foreign markets that are relatively more competitas opposed to concentrated markets.
Moreover, they prefer relatively inefficient marketvhere there are opportunities of
higher profit margins. Third, it is hypothesizedtlpigger insurance markets in terms of
life insurance consumption (density) and the magiatof the role life insurance plays

within the economy (penetration) are more attracto/foreigners.
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Ye et al. (2009, p.466) find that socio-economid anarket structure factors
such as life expectancy, foreign market share, nmegodependency ratio, financial
development, level of competition, economic grovetid market liberalization have
positive impacts, whereas combined ratio and s@aalrrity expenditure have negative

impacts on foreign participation in life insuramoarkets.

As a result, the literature reveals that the cosatf a single insurance market
where there are no market entry barriers may saamfly improve the desirability of the
markets with less concentration, high profitabjlityigh insurance density and high
insurance penetration as host country markets doeign insurers. Therefore, the
Europeanization of the insurance markets would wema the markets indicators of the

Member States rather than the establishment dditfge insurance market itself.
3.2.3.3.1.1. Insurance Density

The size of insurance markets varies considerabtyden Member States as it
Is shown in Graph 16. Total premium production @wrMember States from Central and
Eastern Europe is far behind the average of theEWdl5 Member States. Premium
production in Member States deviates greatly frbm rmean which is EUR 34 billion.
The UK has the largest insurance market with a prenproduction of EUR 250 billion
in 2008 while Iceland is the smallest with EUR 2F@llion. The UK, France and
Germany consist of almost 60% of total premium poidn of the European single

insurance market.
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Graph 16: Total Premium Production in the EEA (2009
Source: own Graph based on data from CEA (2009a)
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The biggest life insurance market is the UK withrenthan EUR 188 billion
followed by France and Germany with EUR 122 billeomd EUR 80 billion respectively.
The three countries consist of 62% of total lifemprum production in 2008. In non-life
insurance business, the leader of the market isn@gy with EUR 85 billion and
followed by France and the UK with EUR 61 billiondathe Netherlands with EUR 50

billion.

On the other hand, insurance density which shoves dherage premium
production per capita is a better sign of convetgebetween Member States since it
eliminates the country-size effect. Graph 17 shdlveg there are huge differences in
insurance density between Member States which telasgely from the EEA average
of EUR 2.022 in 2008. Excluding Liechtenstein,ahges from EUR 112 in Romania to
EUR 4.637 in the Netherlands. Other high densityntges are the UK, Luxembourg and
Denmark where unlike the Netherlands, policyhol@ependiture is higher on life
products. Low density countries are Greece and Nemnber States where non-life

products prevail in insurance expenditure.

The indicators in Graph 17 should be interpretadiocasly since they may also
include cross-border premiums written through FB&. instance, in Liechtenstein, the
premium production per capita is EUR 106.443 dudigh premium level written in
EEA by way of freedom of services compared to pwens written domestically. When
total premium level of EUR 3.8 billion written botkithin the country and in the EEA
divided by the small population of the country,urence density becomes astonishingly
high. It also indicates that Liechtenstein is of¢he few countries which has relatively
important cross-border operations compared toiZes is the European single insurance

market.
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Graph 17: Insurance Density in the EEA Countries (R08)
Source:own Graph based on data from CEA (2009a)

3.2.3.3.1.2. Insurance Penetration

Insurance penetration which shows the total premmicome to GDP varies
between Member States. The variation in penetratwes shows the differentiation of

the importance of the insurance sector in the natieconomies of the Member States.

Graph 18 indicates that while the average insurgeoetration is 8% in EEA in
2008, it ranges from 1,7% in Lithuania to 13,8%ha UK. Only about half of the EU-15
Member States are above the EEA average. Life @diwet is highest in the UK whereas
non-life penetration is highest in the Netherlamtlse to the privatization of health

insurance in 2006 in that country.
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Graph 18: Insurance Penetration in the EEA Countries (2008)
Source: own Graph based on data from CEA (2009a)
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3.2.3.3.1.3. Insurance Products

It is very difficult to quantify the product diffentiation in the European single
insurance market. The cover and indemnity of instegolicies differ both between and
within Member States and thus price-based compansonot meaningful. However,
insurance markets of each Member State can atbeastamined by line of business.

In 2008, life business in EEA consists of 61% o tharket and the share of
non-life business remains at 39%. While the Europmarket is mainly dominated by
life insurance products, in some few Member Stateslife products still prevail. As can
be seen from Graph 19, life insurance premiumsisbi$ more than half of the total
premiums in most of the Member States mainly exéepBaltic countries, Romania,
Bulgaria and the Netherlands. Therefore, any shatksh affect life insurance business,
for instance, will have different impacts in Memi&tates. They will affect the Member

States with larger share of life business more tienMember States where non-life
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Graph 19: Share of Life and Non-Life Premiums in tle EEA Countries (2008)
Source:own Graph based on data from CEA (2009a)

Country specific factors affect the share of lifedanon-life business. For
instance, in the Netherlands, the share of nonHiiginess is 66% and it is not in
conformity with the EEA average due to the privatian of healthcare system in the

country in 2006.

Furthermore, even between the markets where life n@n-life) insurance

products dominate the market, product differerdratmay still persist. Life insurance
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markets in Germany, Austria and Portugal are maddyninated by non-linked life
insurance products such as term insurance produbie in France, the UK and
Luxembourg the markets are dominated by linked ilfgurance products where the

benefits are calculated by reference to the valumminated investment funds.

On the other hand, as a result of product diffea¢ion, insurance markets do
not comove and any shocks which affect life insaeabusiness, for instance, will have
different impacts even between the Member Statesrevhife business dominates the
market. This is why the developments in life inswwea markets varied to a great extent
among Member States during the financial crisis2B08. Life premium income
decreased by more than 25% in the UK and Irelambdbgnaround 10% in France and
Italy while it increased in Luxembourg, Spain, Rgel and Germany. The reason of this
variation may be attributed to the life producteliéntiation in Member States. Whereas
unit-linked products which were very much affecbsdthe financial crisis are popular in
the UK, Ireland and France, life insurance markeGermany was more resilient to the

crisis due to high share of regular premiums.

Furthermore, in such a non-integrated market, eguspiecific factors explain
the lack of comovements. For instance, in 2008Spain, Portugal and Poland life
premiums increased to a great extent while the jiaawo life insurance market declined
sharply due to financial crisis. The differentiati@of these three countries may be
attributed to very different country-specific facdoCEA (2009a, p.11) highlights that in
Spain, the increase in life premiums was mainlyetriby high numbers of surrenders
that were then most probably invested in otherihBurance contracts, that in Portugal,
life insurance market benefited from transfers ioagng from the banking sector and
that in Poland, the dynamic development of bancasse for life insurance products and

the attractiveness of short-term life policies ted boom in premiums.

Non-life insurance markets of the Member Statefedds well. Non-life lines of
business do not comove and markets are dominatetiffieyent lines of business. It is
worth to analyze two lines of business, motor aoddent&health, which account for
more than 60% of the total non-life premium produtin the European single insurance

market.
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Graph 20 illustrates nominal growth rates in mgi@miums from 2007 to 2008
at constant exchange rates. While the average hQrae is zero in the EU-27, there is
high growth in Romania and Bulgaria. The negativewgh rate is more than 5% in
Ireland and Portugal. The same kind of differemdratis valid for the growth rate of
accident&health premiums. While the average grovetie is 3,1% in the EU-27, the
growth rates in Iceland and Poland reaches aln@%t 3 he negative growth rate seen in

the UK and Ireland is more than 10%.
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Graph 20: Growth of Motor and Accident&Health Branches in EEA (2007 to 2008)
Source: own Graph based on data from CEA (2009a)
Growth at constant exchange rates

Beside the differences in comovements, the impoeaof different lines of
business in total premium production greatly varfesm country to country. For
instance, in 2008, liability products cover 20%loé non-life market in Ireland but 6% in
Spain and maritime, aviation and transport (MATQdarcts cover 13,6% of the non-life

market in the UK but only 1,8% in France and lItaly.

As Graph 21 demonstrates, the average share ofr ppgmiums in total non-

life premiums is 30% in the EU-27. While Romanial @ulgaria have a share of 78%
and 70% at one hand, the Netherlands is at the brel with only 9%. In the insurance
markets of the new Member States as well as inc@remd to some extent in Italy,
traditional insurance products such as motor arelifisurance products dominate the
market. On the other hand, in the UK, France andn@ey where numerous types of
products in several lines of business such as tcriability and legal expenses are
widespread, traditional insurance products suchmador insurance products have
relatively smaller shares in the market.
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Graph 21 also shows that the share of the accideaith premiums in total
non-life premium production is 31%. While the Netheds and Germany are far from
the average with 73% and 43%, Bulgaria and Romarg@aon the other extent with less
than 2%. Due to the privatization of health in tdetherlands in 2006, the share of
accident&health branch is far above the EU-27 ayeera

Share of Motor Premiums Share of Accident&Health Premiums
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Graph 21: Share of Motor and Accident&Health in EEA Non-Life Business (2008)
Source: own Graph based on data from CEA (2009a)

3.2.3.3.1.4. Typeand Size of Insurers

There are different types of insurance companidsurope. The main model is
joint-stock or limited-liability company but the mel of mutual insurer, owned by the
policyholders, is still widespread in France, Gemgnand to a lesser extent in the UK.
Largely due to these small mutual insurers, the bemof insurers in the EU-15 is
substantially higher than in the new Member Statksre cooperatives are not common

in the market.

Number of insurers in the EEA countries in 2008@esnonstrated in Graph 22.
The UK, Germany and France account for 42% of tisairers based in the European
single insurance market. In 2008, while the numieinsurers increased in the UK
which is the biggest insurance market in the EBAgdaclined in Sweden and the
Netherlands, which have the fourth and fifth latgasmber of insurers in the EEA.
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Graph 22: Number of Insurers in the EEA Countries 008)

Source: own Graph based on data from CEA (2009a)
The numbers include national companies and brarmthbérd countries (EEA and non-EEA).
FR excludes mutuals

On the other hand, not the absolute number butsithe of the companies
determines the competitive power of the market. IBmasurers have more and more
difficulties to survive in the market as increasgancentration is a prevailing trend in the
European single insurance market since the secalahthe 1990s, mainly as a result
of the significant M&A activity in the sector. Itao be seen from Graph 23 that the
concentration ratio measured by premium productbrthe largest companies as a
percentage of total premium production is very higtboth life and non-life business.
Life business is a relatively concentrated markethe Member States such as Finland,
Slovenia, Ireland and Belgium with a concentratiatio of more than 90%, whereas in
non-life business the concentration is highest lové&hia, Finland, Sweden and Czech

Republic. The sector is most fragmented in the driggember States such as Spain,

Germany, the UK and France.
life concentration non-life concentration
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Graph 23: Life and Non-Life Concentration in the EEA (2008)
Source: own Graph based on data from CEA (2010a)
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Increased concentration resulting from the conatitith in the sector means that
companies are becoming larger in terms of premirome and assets. Life companies
are larger than non-life companies. While the ayenaremium production of the EEA
life insurers is EUR 394 million, the average remsaat EUR 118 million in non-life

insurers.

Graph 24 shows that with slightly more than EURIlllon premium production
on average, life insurers are much bigger in thethliq the ones based in other Member
States. German, French and ltalian life insuretkowvio British life insurers with an
average premium production of EUR 615, EUR 480 BWéR 470 million respectively.
Except the ones based in Poland and Hungary,ngerers from new Member States are

at the other side of the scale with less than EOR18lion premium production.
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Graph 24: Size of Life Insurers in the EEA (2008)EUR million)
Source: own calculations based on data from CEIOPS (2009)
Based on the average premium production of lifarnas (excluding composite companies)

Non-life insurers are much smaller than life ingssrelhere are almost 3.000
non-life insurers in the European single insurameeket compared to around 1.100 life
insurers® However, their total premium production is smattean the production of life
insurers. As can be seen from Graph 25, the biggmsiife insurers are established in
Germany and the UK with around EUR 260 million premm production in 2008,
followed by non-life insurers from the Netherlarwiish EUR 233 million. Insurers from
Finland and Poland are above the EEA average \allildne others are below. Insurers
from the new Member States and Greece are at tiex band of the scale. With small

% Note that the Graphs 24 and 25 do not include sim43 composite insurers operating in the European
single insurance market in 2008.
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premium production levels, their competitive powerthe European single insurance

market will be restricted.
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Graph 25: Size of Non-Life Insurers in the EEA (208) (EUR million)
Source: own calculations based on data from CEIOPS (2009)
Based on the average premium production of noridgarers (excluding composite companies)
Furthermore, the size of insurers seems in confgrmith the market size of
their home Member State. This again proves the tdcleal market integration in the
European single insurance market. Since their iiesvby way of FOS are very limited,
in other words, since they are not using cross4roselling opportunities, their size is

restrained by the size of their national insurameeket.
3.2.3.3.1.5. Investments of Insurers

The largest investors among the EEA insurance nake the markets of the
UK, France and Germany with EUR 1.677, EUR 1.48% BOWR 1.262 billion in 2008,
accounting for 65% of the total investment portiolThe ratio of total investments to
GDP which is provided in Graph 26 is a better sifrconvergence between Member
States as it eliminates the country-size effedtelinsurance penetration, the ratio of
investments to GDP which provides an indicatorhef telative importance of insurance
to the economy, enables a comparison of the dewedap of the insurance sector from
country to country. While the average ratio of tataestments to GDP is 51,5% in EEA
in 2008, it shows large disparities between Mengtates, ranging from 1,7% in Latvia
to 166% in Luxembourg. At one hand of the scaladtine UK, Denmark, France and
Sweden mainly due to investments of life insurevhjle at the other end there are

Portugal, Italy, Austria, Spain, Greece and moshefnew Member States.
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Graph 26: Investments of the EEA Insurers to GDP (208)
Source: own Graph based on data from CEA (2009a)

Following the decrease in premium production in&@e to financial crisis,
the average decrease of investments in EEA inswrassalmost 5%. However, countries
reacted very differently. In 2008, while the dese@ investments in the UK was 15%
and in Sweden and Finland 12%, investments in AysBpain and to a greater extent in

new Member States increased.

Graph 27 shows that the variation of allocatioinsftirers’ investments between
Member States is still substantial. This is whyythee affected very differently in case of
crisis. While fixed income securities account foorsnthan half of the total investments
in most of the Member States (58% in 2008), theeshmaLithuania, Hungary, France and
Luxembourg is more than 75%. The share of equilesn bigger variations (26% in
2008) ranging from 2,7% in Lithuania to 64% in k&l in 2008. The share of equities in
Austria, the UK and Scandinavian countries is mba& 30% while it is less than 10% in
Latvia, Romania and Luxembourg. This is why the kaishocks will be asymmetric in
the European single insurance market and thereoismechanism to balance and

compensate such asymmetric shocks.
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Graph 27: Allocation of Investments of the EEA Insuers (2008)
Source: own calculations based on data from CEIOPS (2009)
Fixed income includes debt securities and otherdfiincome securities; equity includes shares ahdrot
variable-yield securities, and investments in &fiéld enterprises and participating interests;ratidudes
lands and buildings, loans, deposits with creditiintions and other investments.

3.2.3.3.1.6. Competitiveness of I nsurers

The asset size of the insurers is crucial for tbempetitive power in the market.
The UK, France and Germany account for 66% of tadakts of insurers in EEA in 2008.
While total assets of insurers accounts for EUR BBlon in Latvia, it accounts for
EUR 1.887 bhillion in the UK. To eliminate countrize effects, Graph 28 demonstrates
the ratio of total assets to GDP in 2008. In Luxenry the ratio is 184%, in the UK
104% and in Denmark 95% while the average of EEB4i%. Greece and new Member

States are far below this average with less th&f ibOmost of them.
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Graph 28: Assets of the EEA Insurers to GDP (2008)
Source: own calculations based on data from CEIOPS (266€)CEA (2009a)
Assets are composed of total investment assetedidie 91/674/EEC, Article 6, Assets C and D) and
other assets (Directive 91/674/EEC, Article 6, As#eB-E and G)
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Insurers with bigger amount of assets will have petitive power in the market.
In the EEA, total assets per company differ a gdeal between Member States. Graph
29 illustrates the amount of assets per insurdr@érEEA. In terms of assets, average size
of companies is EUR 1.4 billion in the EEA. Biggesimpanies are in Italy, Germany,
the UK, France and Belgium respectively. The avemgount of assets is relatively very
small in new Member States but also in Greece,uBalt Finland, Spain and Norway

total assets per company are far below the EEAaaeer
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Graph 29: Amount of Assets per Insurer in the EEA 2008) (EUR million)
Source:own calculations based on data from CEIOPS (2a68)CEA (2009a)

Furthermore, the amount of capital per insureredsffwidely in the European
single insurance market. Total capital of insuliarshe UK and France with EUR 153
billion and EUR 136 billion respectively, accouiids almost half of the total capital of
EEA insurers. They are followed by Denmark, Swedad Germany. The amount of
capital per company which eliminates the counteg ®ffect is the best way to compare
the size of insurers in terms of capital and toausthnd their competitive power in the
European single insurance market. Graph 30 shoatghie average amount of capital of
the insurers in Denmark and France is ahead ahtheers in other Member States with
EUR 324 million and EUR 296 million respectivelyhdinsurers from lItaly, Sweden, the
UK and Poland are above the EEA average which iR B4 million, while all others
are below this average. Except for Poland, Slovakid Czech Republic, capital per

company in new Member States are negligible.
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Graph 30: Amount of Capital per Insurer in the EEA (2008) (EUR million)

Source: own calculations based on data from CEIOPS (28688)CEA (2009a)
Capital and Reserves, Directive 91/674/EEC, Art&l&iabilities A

Moreover, financial strength which is another irdor of competitiveness
differs among insurersSolvency ratio of the insurers, measured by digdavailable
solvency margin by required solvency margin cal@daaccording to Solvency |
Directives shows their financial strength. Graphii®dicates that solvency ratio ranges
from 123% in Latvia to 693% in Sweden. Financiaksgth is not related to size.
Average solvency ratio in Poland, Czech Republid Bstonia are above the average
with more than 300% while solvency ratio in the Ui{ance and Germany are below the
average with less than 250%. Because of the fiahndsis in 2008, the solvency surplus
(the difference between available solvency margmil aequired solvency margin)
became thinner especially in life business an@drelased to EUR 352 billion compared
to its level of EUR 554 billion in 2007.
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Graph 31: Solvency Ratio of the EEA Insurers (2008)
Source: own Graph based on data from CEIOPS (2009)
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3.2.3.3.1.7. Efficiency of Insurers

Cost ratio in non-life business (covering non-lifesiness of life, non-life and
composite companies as well) shows the ratio ofaijpey expenses to premiums earned.

It gives an idea about the efficiency of the inssire

Net cost ratio which shows net operating expensesjufsition costs and
administrative expenses) to net earned premiumttignEEA in 2008 is illustrated in
Graph 32. The weighted average of the cost ratiadn-life business is 23% which
means that for every EUR 100 of earned premiunurers have to spend EUR 23. Cost
ratio ranges from 55% in Greece to 13% in the N&dhds. It means that insurers in the
Netherlands are much more efficient than the inrsureGreece. Efficiency of insurers in
Malta, Sweden and Germany are below the EEA avewdgk insurers in Bulgaria,
Romania and the UK are above the average.
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Graph 32: Cost Ratio in the EEA Non-Life Insurance(2008)
Source:own calculations based on data from CEIOPS (2009)

Furthermore, it is generally accepted that profgahsurers are more efficient.
Absolute profit or loss results of the insurers a@ meaningful in comparing the
profitability due to size effects. A common methodassess the profitability of non-life
insurers is the combined ratio which expressesngand expenses relative to premiums
earned. Divergent combined ratios of the MemberteStauggest the existence of

divergences in efficiency.
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On the other hand, Graph 33 shows net combined matinon-life business
(covering non-life business of life, non-life andngposite companies) defined as net
claims and net operating expenses divided by ranjpms earned. EEA average was
98% in 2008. Combined ratio is more than 100% elaled (due to severe impact of the
financial crisis), Romania, Greece and Denmarkndians that in non-life business of
these Member States, claims and expenses togetrerhigher than earned premiums.
In contrast, non-life business of the new Membeates, Austria and Sweden are
relatively more profitable mainly due to countryesfic factors such declining in claims
paid due to the decline in inflation rate in Lateiadeclining claims frequency in Sweden
due to few catastrophic related claims (CEIOPS920®0).
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Graph 33: Net Combined Ratio of the EEA Insurers (B08)

Source:own calculations based on data from CEIOPS (2009)
Results of Liechtenstein and Norway show claim®ratnd not combined ratio due to missing data

Rate of return, also called return on equity, whigldefined as profit or loss
divided by total capital and reserves, is anothéiorito measure the profitability. So, the
profitability of life and non-life insurers may al$e captured by analyzing their rate of
return. In Graphs 34 and 35, 2007 and 2008 reawdtpresented together in order to see
the effect of the financial crisis on the profiti#tgi of the insurers and to be able to

compare their actual situation with their ex-antisis situation.

The weighted average rate of return in non-lifeurass was 4,2% in 2008
against 9,8% in 2007. However, compared to life panies, they have survived
relatively well in terms of profitability during ¢ financial crisis. Iceland, Finland,
Greece, Belgium and Sweden have negative ratet@isewhile in most of the other

countries non-life insurers are profitable.
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Graph 34: Rate of Return of the EEA Non-Life Insures
Source:own calculations based on data from CEIOPS (2009)

While returns were still healthy in 2007 (7,8%)e tiveighted average rate of
return in life companies was -15,2% in 2008. Lifsurers which were more affected
from the financial crisis than non-life insurersreiehad serious profitability problems in
2008. Serious losses are seen in the life insuvérSweden, Finland, Estonia and
Belgium, while profitability of life insurers fror€entral and Eastern Europe is much less
affected from the crisis. To eliminate the effecthee crisis on profit or loss accounts, the
results of the year 2007 are analyzed. In 2007 pbhigdivergent profits are seen in life
insurers. The Netherlands, Norway and Poland wegft@ble while in France where life

insurance is very important, profitability was musrhaller.
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Graph 35: Rate of Return of the EEA Life Insurers
Source: own calculations based on data from CEIOPS (2009)
excluding profit or loss of the UK due to missiratal
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3.2.3.3.1.8. Productivity of Insurers

In the EEA, the number of persons employed in i@msce companies is 926.000
in 2008. Graph 36 illustrates that Germany is gadér with 216.000 and with the UK
and France they account for 62% of total employnoérihe European single insurance
market. The share of insurance employment in tatgdloyment in EEA is 0,44%. While
0,56% of total employees work in insurance andswgi@ance companies in the UK and
France, the share of employees working in insuramckereinsurance companies to total

employment in the country remains at only 0,19%aty and Poland.

EEA insurers have an average of 185 persons entlogeinsurer in 2008. In
terms of employers per insurer, Germany is aganleéader while the smallest insurers

are in Luxembourg, Ireland and Sweden.
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Graph 36: Number of Employees in the EEA InsurersZ008)
Source: own Graph based on data from CEA (2009a)

However, what makes the labor force comparable datwcountries is their
level of productivity. Productivity per person emyéd differs from country to country in
the European single insurance market. Furtherntbeegap in labor productivity ratios
between Member States has not disappeared sinceréhtion of the European single
insurance market. In general, labor productivityif@ insurers is higher, but still varies

from one Member State to another.

Labor productivity is simply calculated by totalepmium production (as the

output) to total number of persons employed (asitipait). Graph 37 indicates that
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productivity is highest in ltaly with almost EUR r&illion premium production per
employer in 2008, followed by the Netherlands amdafd with EUR 1.5 million.
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Graph 37: Labor Productivity in the EEA Insurance Market (2008)
Source: own calculations based on data from CEA (2009a)
EEA average excludes BG and RO due to missing data

3.2.3.3.1.9. Insurance Distribution Channels

Intermediaries have outmost importance for insuterBnd customers and sell
their products. Main intermediaries are agentskén®and banks. Direct selling through
company employees, internet or telephone, whichlitites the integration of the
insurance markets, is another way to sell insurangéucts. Since the introduction of the
Insurance Mediation Directive in 2005 with the admthe integration of intermediaries,
there has been a slight increase in the role efctselling and a slight decrease in the
role of brokers, in both life and non-life busing€RA International, 2009, p.135).

Graph 38 demonstrates that distribution channeldath life and non-life
business differ widely between Member States. Bolead life insurance market in the
UK (69%) and to some extent in Ireland (45%). Sgramesence of brokers in Ireland
can, to a large extent, be explained by the higtpgntion of life business that is
underwritten abroad, relying mainly on broker netwgo (CEA, 2009a, p.24). While
bancassurance is commonly used in Portugal (82%nS(72%), Italy (63%) and
France (60%), agents are particularly widespreatderNetherlands (57%) and Germany
(55%). However direct selling is not commonly usedl its share is slightly higher than

25% only in Ireland, Sweden, Bulgaria and the Nedimels.
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In the distribution of non-life insurance productsaditional intermediaries,
agents and brokers are the largest suppliers. AplG38 illustrates, more than half of all
premiums are collected by agents and brokers irt ofakhe Member States. Agents are
predominant in ltaly (84%), Germany (%62), Portu(fl%) and Poland (59%) while
brokers are dominant in Belgium (62%), Ireland (59d the UK (56%). Contrary to
life business, the share of bancassurance is smialEach Member State. On the other
hand, direct sales are generally more developewmnlife business than in life business
where products are much more complex. They are aomyrused in the Netherlands
(49%), Ireland (41%), Austria (38%) and France (35%
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Graph 38: Insurance Distribution Channels in the EEA Countries (2008)
Source:own Graph based on data from CEA (2010a)
2007 data for ES; agents also include brokers in NL
In GB, bancassurance in life business is includedther channels and its market share is estintatbe
14%.

The differences in distribution systems make theketaentry difficult and
costly. For instance, a Portuguese life insuranoepany offering his products in
Portugal via bancassurance, in order to penetraseirwive in the British market where
the dominant distribution strategy is the use okbrs, is forced to change its distribution
strategy, which is an expensive and time consureffggt. One potential response would
be the use of direct selling. The increasing rdledioect selling especially through

internet, which is still minimal in most of the Méer States, would facilitate cross-

border sales of insurance products.
3.2.3.3.2. Foreign Presence in the European Single | nsurance Market

For the purpose of this study, integration is dedias the use of FOS and FOE.
Therefore, market indicators may well give an inptete picture of integration. As a
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result, market share of foreign insurers in donceastarkets, i.e. premiums written in the
home Member State by host insurers is analyzetleamtin integration indicator. There
are three methods which may be used by the EEA@rsuio operate in other Member
States. First, they can operate without local déistalnent by making use of freedom of
services. Second, they can set up a new brancpeorcg by making use of freedom of
establishment. Third, they can acquire a local rausce company or buy its majority
shareholding or cooperate with it by involving anonity shareholding. Only the use of
the first two methods indicates the existence tdgration among the insurance markets

of the EEA Member States which compose the Europeaghe insurance market.
3.2.3.3.2.1. Freedom of Services

Cross-border insurance occurs when the buyer pseshasurance from an
insurer domiciled in another country (Ma and Paj#)3, p.236). In this case, insurers
sell insurance products to residents of another bFmState without having an
establishment there. It is the best quantitativdicaetor to measure the level of
integration. The increasing use of direct crossdboictivities through FOS shows the

increase in the level of integration within the &opean single insurance market.

Direct cross-border activities through FOS arerretsd in the European single
insurance market. Graph 39 shows that total premiwmtten under FOS without
physical establishment account for only 3,8% oaltpremiums written in EEA in 2008.
Since 2005, there has been a slight increasingl tndrich is sharply interrupted in 2008
due to financial crisis. From Graph 41 which sheles percentages of cross-border sales
of business insurance by FOS over total writtenii®ss premiums, it can be seen that
cross-border activity of business insurance forgkk25 is low but it has an increasing
trend. The data on the premiums written through FO®t available in some countries,
including the UK. Therefore, Graph 39 shows theghtgd average of the EEA sample
which represents around 60% of the market in ot@@resent the most proper result for
the EU average. The Member States where the dataaitable report that EUR 28.9
billion is written through FOS in 2008. Without ogi weighted average, it represents
2,6% of total EEA premium production. When the UWKexcluded, which is the biggest

market where the data is not available, it themesgnts 3,5% of the total. In any case,
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the results clearly indicate that the use of FO®xseptional in EEA. Therefore, the

integration in the European single insurance maskstill missing, since the definition of

integrated market that is adopted for the purpdgeis study is the use of FOS (and/or
FOE).

Moreover, the use of FOS in life business is mb@ntin non-life business.
Almost 75% of the premiums written through FOS 002 is written by life insurance

companies while the remaining 25% is written by-tisninsurance companies.
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Graph 39: Share of premiums written in the EEA thraugh FOS
(in % of total premiums)

Source: own calculations based on data from CEIOPS (2009)
weighted average of the EEA sample represents dréd% of the market
As can be seen from Graph 40, premium productiooutsh FOS is relatively

high only in four small Member States, namely Lukenrg, Malta, Liechtenstein and
Ireland. Luxembourg and Ireland have always expedd a great deal of cross-border
insurance activity, but this happens mostly in fibren of foreign EU companies setting
up in Ireland and Luxembourg and servicing to tlosun countries through FOS (CRA
International, 2009, p.130). For instance, in Itéfg policies are increasingly being
manufactured by subsidiaries of Italian companiegaldished in Ireland and
Luxembourg in order to capitalize on their tax ateges (Swiss Re, 2008, p.9). The
other EEA insurance markets remain mainly natioiale use of FOS is even more
limited in the new Member States from Central aadtern Europe. Graph 41 shows that
the ratio of cross-border sales of business ingeravith only 0,5% of total premiums in

2005 is lower in new Member States than in EU-1%rder States.
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Graph 40: Share of Premiums Written in the EEA Courries through FOS

(in % of total premiums) (2008)
Source: own calculations based on data from CEIOPS (2009)

Skipper (1997, p.2) lists three forms of directss-order insurance trade. First,
pure cross-border insurance trade exists when surance contract results from the
demand by an insurer domiciled in another MembateSiThis may occur via telephone,
mail or internet. The second form of direct crossder insurance trade is own-initiative
cross-border insurance trade where the insureitest the contact with the insurer who
is based in another Member State. Mainly corparatviduals seek insurance abroad, in
order to have lower premiums or more favorable reatterms than those that are locally
available. Therefore, this type of cross-borderuiasce involves mostly wholesale

insurance markets.

In the European single insurance market, crosseboirtsurance is typically
used for large commercial and industrial risks holesale insurance markets in the form
of pure or own-initiative cross-border insurancexp&t Group on Insurance and
Pensions (2004, p.11) concludes that reinsurandelange risks showed the greatest
degree of integration, while mass risks and ocd¢opak pensions showed almost no
integration. Graph 41 shows that cross-border saEfidsisiness insurance through FOS
are much lower for small and medium enterprises EpMhan for large commercial
clients (LCC). While the situation is relatively neosatisfactory for large industrial and

commercial risks (3,5%), the volume of cross-boreééil business is negligible (1%).
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Graph 41: Business Insurance Premiums Written in te EU through FOS

Source: European Commission (2007a, p.45)

For instance, in motor insurance market which edlassical example of retail
insurance business covering mask risks, only 0,6%tal premiums is written through
FOS (Europe Economics, 2009, p.44) while the natimbout 2,8% in property insurance
market (Europe Economics, 2009, p.46).

Following Skipper (1997) classification of crossdber insurance trade, the
third type of cross-border insurance trade is comngion-abroad cross-border insurance
trade which occurs when an insured, temporarilydneg or visiting abroad, enters into
an insurance contract with a local insurer. Theeefd involves mass risks from retail
consumers and it mostly concerns expatriates aopl@diving in border areas. The
residents of a frontier zone may know and call eeifm insurer established in the
territories of another Member State which is a fkilometers away. When such
consumers and companies also have cultural andisitng proximity, then they can
easily have cross-border retail insurance busirigss.type of cross-border business that
is explained with cultural and linguistic proximigan be seen between France and
Belgium and between Ireland and the UK. On therollaad, expatriates, who are used
to buy insurance policies from a specific insurstablished in their home country,
continue in most of the cases to work with thiscdpe undertaking when they are
expatriated. For instance, owners of holiday homemother Member State tend to buy
insurance coverage for these homes from their covedtic insurer established in their
home Member State. However, the premium productibrthis type of activities is

negligible due to its temporary and restricted reatu
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In order to operate successfully in a foreign migrkesurance companies need
to know the local insurance contract law, fiscaatment, market conditions and
preferences of that country. Since these factodelyidiffer across Member States, a
major, expensive and time consuming effort is refubefore the foreign market entry.
Weidenfeld (1996, p.104) claims that insurers usedom of services as an easy way of
testing the marketability of their products in cadduture establishment in that Member
States through branches or subsidiaries. Therefseedom of services is used
temporarily by large European insurance groups reeéstablishing in the other EEA
insurance markets and the ultimate aim is physs#blishment in the Member State
where they wish to operate.

In conclusion, with the exception of some few snédimber States, volumes of
direct cross-border business by way of FOS arkestitemely low in EEA. Therefore,
the integration is not advanced. The integratimelléen terms of FOS is relatively more
advanced in life business. Assuming that crosséomttivities through FOS are
considered the principal means of market integnatits absence shows the lack of real
market integration in the European single insuramegket. The preferred method of
entering the insurance market of another Membde $astill the physical establishment.
In addition, the use of cross-border business tiitdeOS in retail insurance market is
even lower compared to wholesale insurance mafkases of individual consumers
shopping around for the best insurance contracts dfuropean-wide basis are still

extremely rare.
3.2.3.3.2.2. Freedom of Establishment

Establishment trade is an insurance transactionmente buyer and insurer are
both located in the same country but the insurdonsign-owned (Ma and Pope, 2003,
p.236). In this case, insurers sell insurance ptedio residents of another Member State
through locally establishing in that State.

Skipper (1997, p.4) lists mainly two forms of edigtiment insurance trade. A
branch office is not a stand-alone insurance complaumt legally a part of an insurance

company. On the other hand, an agency is the legaesentative of the foreign
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insurance company and its powers to representritsipal may range from only sales

operations to broader operations such as undemgyipiricing and claims handling.

Graph 42 indicates that around 15% of total insuestablished in the EEA in
2008, are branch offices or agencies of the EEArars (almost 750 branches). If it is
theoretically considered that each insurer opegaimthe European single insurance
market has 29 branches (one in each Member Stateduld then be almost 100.000
branches operating in the European single insuramaxket. Therefore, 750 branches
operating in the European single insurance mametesent only less than 1% of the

theoretical potential.

Graph 42 also demonstrates that the share of the liE&nches is biggest in
Baltic States and Portugal. Insurers from Baltiat& write business in other Baltic
States through FOE (for instance with head offic&stonia and branches in Latvia and
Lithuania). The share of branches is relativelyhkeigin small Member States. However,
in terms of absolute value, Germany, Spain, Italy Belgium are the leaders.
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Graph 42: Share of the EEA Branches in Total Numbepof Insurers (2008)
Source: own calculations based on data from CEIOPS (2009)
EEA average excludes DK, Fl, FR and NL due to migsiata
Branches are very often set up in neighboring amtLabilloy (2003, p.39)
reports that between two-thirds and three-quarbérbranches of the EEA insurance
companies are established in a Member State naiigighto the State in which they have

their head offices. Austrian insurers have brancimesGermany and Italy, Belgian
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insurers have branches in Germany, France, Nettus;ld.uxembourg and the UK, Irish

insurers have branches in the UK and Swedish inrshave branches in Norw&y

The share of branches in terms of premiums is smatimpared to their share
in terms of absolute number. Although they accdoentmore than 15% of the total
number of companies, Graph 43 shows that the wadgltverage of the premiums
written in the EEA through FOE have a share of 2i8%otal EEA premium production
in 2008. The data on the premiums written througPEFis not available in some
countries, including France and Germany. Theref@Gmph 43 indicates the weighted
average of the EEA sample which represents aro&8d 6f the market in order to
present the most appropriate result for the EU agyer The Member States where the
data is available report that EUR 17.6 billion igtten through FOE in 2008. Without
using weighted average, it represents 1,6% of &M premium production. When
France and Germany are excluded, which are orteedfiggest markets where the data is
not available, then the premiums written throughER@presents 2,6% of the total. In any
case, the results clearly indicate that the udeQd is exceptional in the EEA. Therefore,
the integration in the European single insuranceketais still missing, since the
definition of integrated market that is adopted thue purpose of this study is the use of
FOE and/or FOS.

On the other hand, the share of FOE has an inagasnd. Beckmann, et al.
(2002a) find that in 1997 the share of non-lifertlmtzes was 1,8% (p.9) and the share of
life branches was 0,18% (p.13). Therefore, althouigh still very limited, there is an

increasing trend in the use of FOE in the Eurosagle insurance market.

%2 See OECD (2010) for a complete picture.
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Source: own calculations based on data from CEIOPS (2009)
weighted average of the EEA sample represents dréb?o of the market

Moreover, in contrast to the results related to Ft8 use of FOE in non-life
business is more than in life business. AlImost @%e premiums written through FOE
in 2008 is written by non-life insurance companigsle the remaining 40% is written by
life insurance companies. Therefore, it can barata that non-life insurance is relatively
more integrated than life insurance in terms of FGEaph 44 indicates that the share of
premiums written by the EEA branches of non-lifsurers is 5,6%, while the ratio for
life insurers remains at only 2,4% in 2088\on-life branching is much more important
than life branching in most of the Member States.

Graph 44 also indicates that the level of premiwmisten by EEA branches
established in Liechtenstein reaches almost 77%heftotal activity in the country.
Except for Norway (17%) where a large non-life ir@wce company became a branch of
its Danish parent company in 2008, the share ahpnas written by EEA branches is
much lower than 10% in all the Member States. Ssndlember States from Central and

Eastern Europe and Ireland have relatively highares compared to EU-15 countries.

% Taking into account the weight of life premiumstatal premium production, weighted average of the
ratio of total branching (2,9%) becomes closehmriatio of life branching (2,4%) rather than thda of
non-life branching (5,6%).
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Graph 44: Share of Premiums Written by EEA Branchesn the EEA Countries
(in % of the country total) (2008)
Source: own calculations based on data from CEIOPS (2009)
weighted EEA average represents 65% of the manketrms of premium production, while life average
represents 75% of the life business and non-li@age represents 60% of the non-life business
total includes the premium production of life, niife-and compaosite insurers
2007 data for DE

Furthermore, branching in different lines of busikeé not homogeneous. In line
with cross-border activities through FOS, branchisgsmaller in retail business that
covers mass risks. Motor insurance premiums writteough FOE represent 1,7% of
total motor insurance premiums and thus is lowantithe EEA average (Europe
Economics, 2009, p.40), but in property insuraride above the average with 5,2% of

the total property insurance premiutgsrope Economics, 2009, p.41).

To sum up, the extent to which the insurers inBEBE& Member States make use
of branches and agencies is still very limited ¥2,8f the total premiums in 2008).
Therefore, the integration in the European singtiiance market is still missing, since
the definition of integrated market that is adopf@dthe purpose of this study is the use
of FOE and/or FOS. Branching in non-life insure&g$%o) is more common than in life
insurers (2,4%), thus the integration level in temwh FOE is relatively more advanced in
non-life business. The share of EEA branches ial mtmber of companies (15%) is
much bigger than their share in terms of writteanpums (2,9%) and thus the size of
EEA branches is smaller than domestic companiesth&unore, branching is less
important in retail business that covers mass r&aks in big Member States with high

premium production than small Member States witielopremium production.
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Third country insurers that are based outside tha Ehay also establish branch
offices in EEA Member States. In this case, thegnoh benefit from single license
principle, therefore they have to get license fittv host Member State where they wish
to operate, after fulfilling all the establishmergquirements of that Member State.
Therefore, their transaction costs are likely to Higher than the costs of the EEA

insurers benefiting from single market principles.

However, as can be seen from Graph 45, the premwntten by non-EEA
branches to total written premiums in EEA in 20885{3%, which is higher than the
share of the EEA branches which is 2,9%. Insurers {Switzerland, the USA and Japan
dominate non-EEA branching in the European singdeiiance market. The share of the
branches of the non-EEA life insurers is 4,8% (2f4¥EEA branches) and of the non-
EEA non-life insurers is 6,1% (5,6% for EEA brangheHowever, while the share of
non-EEA branches is higher than the share of EEskhdires, they are not widespread
throughout the EEA and are concentrated in some Késwmber States. Non-EEA
branches in life business are mostly concentratélde UK and Czech Republic while in

non-life business they are mostly concentratedanady and the UK.
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Graph 45: Share of Premiums Written by non-EEA Brarches
(in % of the country total) (2008)

Source: own Graph based on data from OECD (2010)
weighted EEA average represents 90% of the manketrims of premium production
2004 data for BE
It can be concluded that, although the importariaea-EEA branching in non-
life business is almost in line with EEA branchingjife business it is higher than EEA

branching. However, the results should be readiazly since non-EEA life branches
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are concentrated in the UK which accounts for atrd@86 of the EEA life market in
2008. When the UK is not included in the averagentthe share of non-EEA branches
in life business sharply decreases to 2,5%, wtscim iline with the share of life EEA
branching. Therefore, at least one definitive cosidn would be that although the
establishment of branches for EEA insurers benegfitiom the single license principle is
easier, less costly and does not require host ppsnpervision, the share of non-EEA
branches in the market is at least as much as €aed higher if the UK results are
included) the share of EEA branches. It shows #o& bf integration in the European

single insurance market.
3.2.3.3.2.3. Mergers and Acquisitions

In the European single insurance market, the pefanethod of foreign market
entry is still physical establishment. However,sth$é usually done not through the
establishment of a branch or agency by way of FOEthrough M&A. It means that
non-residents create a new domestic insurer (aicgabs of the parent company) or
acquire the whole or the majority shareholding loe minority shareholding of an
existing domestic insurer in the host Member Staberefore, they do not prefer to make
use of single license principle in order to oper#teoughout the European single
insurance market.

Since the second half of 1990s, there has beemncageising M&A activity in the
European single insurance market both within amdsscMember States in terms of both
number and value. Graph 46 shows that cross-bdraesactions make up a relatively
small proportion of M&A activity in terms of the mber of deals, while they make up
relatively a large proportion in terms of the valaé deals. Against 288 domestic
transactions between 1998 and 2007 in the Eurogiegie insurance market, there were
only 118 cross-border transactions accounting %6 2f total number of transactions.
However, the value of domestic transactions was 28B billion, while the value of
cross-border transactions was USD 199 billion, antiag for 45% of the total value of

transactions.
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Graph 46: M&A Transactions in the EEA Insurance Market
Source: own Graph based on data from CRA InternationaD$20

Since the insurance business requires a high dejreensultancy, credibility
and client confidence, local customers are likelybe suspicious of a foreign insurer
which does not have a local office, thus physictalglishment (branches or M&A) is
often necessary to enter a market successfullys(lded Trauth, 1998, p.95). Moreover,
physical presence enables insurers to carry oué reasily inspections of complex risks
for underwriting purposes and for claims settleraefiuropean Commission, 2007a,
p.48). Nemeth (2001, p.64) states that foreignrersunormally lack the experience to
cope with a different insurance contract law, ldbk understanding of local market
conditions and preferences and are faced with thst ©f informing potential
policyholders who come from a different social andtural systems in order to convey
them a sense of credibility. Therefore, a mergehwir an acquisition of a domestic
insurer has also the advantage of gaining the sacg&now-how about the domestic
market conditions and consumer preferences asasé¢he access to distribution channels
to avoid high investment costs necessary to gaowletge about the market and to set

up their own distribution channels.

The increasing trend in the level of cross-bord&AVactivity among European
insurers has resulted in an increasing penetratidghe EU insurance markets by foreign
insurers. Graph 47 illustrates the foreign preseincéhe European single insurance
market. Foreign presence (including the share sdirers from the other EEA Member
States) increased from 21,4% in 1997 to 33,6% 082@ increased faster in life market

than in non-life market.
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Graph 47: Total Foreign Presence in the EEA Insurane Market
(in % of total premiums)

Source: own calculations based on data from OECD (201&CD (2009), CEIOPS (2009), CEA (2009a)
the sample represents between 60%-90% of the market

The increase in foreign presence since 1997 islynesfated to the increase in
the market share of foreign controlled insurerschtgonsist of more than one quarter of
the market in terms of premiums in both life andn4hfe business. Therefore,
acquisitions of local insurers still seems to be dominant strategy of the EEA insurers
to access the other EEA insurance markets, ratlaergetting up new structures and new
teams in those markets. This result can be atathtw the deregulation of the market

rather than the establishment of a single insuramadet.

Graph 48 presents the market share of foreign emsufdomestic companies
having more than 50% of the share capital and rieA-Branches) in the EEA Member
States. The share of foreign companies has anaisiag trend between 1998 and 2008
except in Austria, the Netherlands, Spain and Batti'he share of premiums written by
foreign companies in Slovakia and Czech Republkicgased from around 30% in 1998
to 90% in 2008 and in Poland from 20% to 51% duthgysame period. Except the UK,
countries with a greater market size in terms tdltpremiums are less open to foreign
companies. Foreign insurers are very active iniKavhich is one of the most important
global financial centers. Together with some srividmber States such as Luxembourg
and Ireland, the UK is generally admitted as amliggace to establish for third country
insurers which wish to operate throughout the Eeaopsingle insurance market by

benefiting from the single license principle (L, 2003, p.38).
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Graph 48: Market Share of Foreign Insurers in the EEA Countries
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Source: own calculations based on data from OECD (2016)@ECD (2009)
foreign insurers include foreign controlled companivith at least 50% of foreign share in capita aan-
EEA branches

While both life and non-life markets are internatfly oriented in most of the
EEA Member States, Graph 49 shows that the sharfereign presence in non-life
market is clearly higher than in life market in tiK, Sweden, Norway and Austria. The
UK, as a world leading financial center, has aifpreshare of 32% in life market and
52% in non-life market. The share of foreign comeann the biggest CEEC, namely
Czech Republic and Hungary is around 90% in bdeéhaihd non-life business whereas in

Poland their share is around 52%.
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Graph 49: Life and Non-Life Market Share of Foreigninsurers in the EEA

Countries (in % of total premiums)
Source: own Graph based on data from OECD (2010) and OEXDD9)

To sum up, these findings support the view thatpitederred method of entry to
the insurance market of another Member State listts#i physical establishment in that
State through M&A rather than the establishmenbrainches or agencies through FOE
or direct cross-border selling through FOS.
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As a consequence of M&A activities, the EU insummoarket has become
highly concentrated. In 1980, there were more th&®0 insurers in the countries that
now make up the European single insurance markétthis number reduced to around
5.000 in 2008. The result of this process is thergence of big European insurance
groups e.g. Allianz (DE), AXA (FR), Generali (ITAviva (UK) and ING (NL) which are
operating throughout the world.

Table 6 lists the largest European insurance grasgpsf 2008 (including two
insurance groups from Switzerland which is not &ABMember State). Out of almost
5.000 companies, the biggest 20 European insurgroegs produce more than half of
the total premiums. Whereas they are internatignaltiented, their cross-border
activities are predominantly within Europe sincé&4/8f their total premiums are written
in Europe mostly through their subsidiaries. Howevathough they are pursuing
European-wide strategies, they all still have anificantly stronger presence in their
home markets than in Europe as a whole.

Table 6: Largest European Insurance Groups (2008)

. Geographical Distribution
No Group Country Premium North :
Income Europe . Asia | Other
America

1 |Allianz DE 89.003 72.162] 12.760 4.081 0
2 |Axa FR 86.857 48.794 13.75p 4.62) 19.p81
3 |Generali IT 67.473 64.30¢ 0 1.356 1.8D8
4 |Zurich CH 46.291 27.673 15.58p 1.92b 1.111
5 |Aviva UK 45.259 35.802 8.672 785 0
6 |ING NL 43.121 10.194| 21.88} 11.040 0
7 |CNP FR 28.323 26.795 0 0 1.528
8 |Aegon NL 22.409 13.642 8.244 523 0
9 |Crédit Agricole FR 21.999 21.558 0 88 353
10 |Prudential UK 20.999 9.713 6.973 4.313 (
11 |Talanx DE 19.700 13.453 3.682 2.56b (
12 |Eureko NL 19.306 19.05¢ 0 0 24y
13 |Mapfre ES 17.711 9.390 1.817 861 5.643
14 |Standard Life UK 17.334 14.568 2.47Y 294 0
15 |Ergo DE 16.578 15.763 0 0 81b
16 |[BNP Paribas FR 16.100 14.313 0 1.787 D
17 [Old Mutual UK 15.144 7.999 3.128 96 3.921
18 |Groupama FR 13.078 12.819 0 0 259
19 |Covea FR 12.070 12.07p 0 0 0
20 |Swisslife CH 12.028 12.028 0 0 0

Total 630.783 | 462.099| 98.977 | 34.341 | 35.366

Source: CEA (2010a)
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The result of the trend of Europeanization throddRA is twofold. First, it
prevents the creation of a real European singleramce market. M&A in EEA insurance
markets is mainly the result of globalization amdedjulation process in world rather than
the creation of the single market. Even withoutlelsthing a single insurance market,
foreign insurers from all over the world may acqua local insurer in Europe. Atalay
(2004, p.71) concludes that the single market fples are not the prerequisites of the
establishment of foreign subsidiaries which argexitio the supervision of the Member
State in which they are established, thus the @&s&rén European insurance groups is not
purely the result of the creation of the Europeiagle insurance market. It is true that
Europeanization of insurers increased with thirsumnance directives in 1994 and large
European insurance groups emerged; but the insrararket integration in practice
does not exist since the choice of foreign markétyas still M&A rather than the use of
freedom of establishment or freedom of servicescé&ithe European insurance groups
are operating in the European single insurance ehankinly through M&A, they do not
benefit from the single license and home countmtrabd principles and are subject to the

supervisory practices of the Member States in wthely are established.

Second, this trend does not create most of the fiterthat the financial
integration provides since the range of produdtsjrtprice and thus competition and
consumer welfare are not always improved throughAM&owever, through direct
cross-border selling or establishment of branchesy and cheaper products would be
introduced to the domestic markets which may irseeaompetition, product choice and

consumer welfare in these markets.
3.3. OBSTACLES FOR FURTHER INTEGRATION

Zimmerman (1999, p.213) points out that the govermial barriers are the most
important barriers to world insurance business lamdists barriers to trade in insurance
services as discriminatory financial, investmentl dicense requirements as well as
operational barriers such as discriminatory pricipgpduct, taxation and government
procurement requirements. In line with these argqumeOECD (1999) reports the
obstacles to foreign participation in domestic nasice markets in terms of deposits and

financial guarantees, fiscal advantages, admitigéraand procedural aspects of
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licensing, valuation and localization of assets egtrictions concerning the placing of

contracts and work permits.

Assuming that the EU insurance legislation harmesim a large extent the
supervisory regulations and the conditions of a@gerof insurance by way of FOE and
FOS and thus market entry restrains are disappearest of the barriers reported by
Zimmerman (1999) and OECD (1999) for internatioimslurance operations cannot be
considered as valid arguments for the lack of furrintegration of the European single
insurance market. However, Sterzynski (2003, pd@ms that although the three
generations of insurance directives built a regulaframework for insurers, it could not
establish an ideal insurance market where insumengld distribute their own goods

without obstacles and where policyholders woulelfrechoose the best and cheapest

products.

The reason of the fact that most European inswarsy on European-wide
insurance activities mainly through subsidiarieshost markets rather than by way of
FOS can be attributed to several remaining obstdolethe well functioning of a single
insurance market in Europe. Average relevance efagles in the EU retail financial
markets documented by Heinemann and Jopp (2008) pré shown in Graph 50. The
results of their questionnaire, answered by lea@ingppean banks and insurers, indicate
that insurers attach greater importance to natbsiacles such as consumer loyalty and

language than other financial intermediaries.
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Graph 50: Average Relevance of Obstacles in the ERketail Financial Markets
Source: Heinemann and Jopp (2002, p.48)
10 means highly relevant and 1 means not relevant
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The obstacles for further insurance market intégmatan be grouped into
demand side and supply side obstacles. Demandosistacles such as differences in
consumer confidence and preferences, languageugodnd taxes are related to the
choice of policyholders, while supply side obstadach as differences in regulatory and
supervisory rules, information costs and generabdg@rinciple are related to the
operation of insurance companies. These obstacteemt to establish a real functioning
European single insurance market mainly for retadssumers and not for big

commercial and industrial consumers.

Both demand side and supply side obstacles canvided into natural and
regulatory obstacles. While natural obstacles arecoasequence of preferences,
technology and the inherent characteristics of aketaand they cannot be directly
addressed by the legislator, regulatory obstadesddn principle be addressed by local
or EU legislators (Heinemann and Jopp, 2002, p.&&ck of consumer confidence
towards foreigners and consumer preferences arexé@m@ples of natural barriers which
are very difficult to change. Different supervisargplementations, contract law, tax
treatment and general good principle are the masioas examples of regulatory
obstacles. Natural obstacles seem the most impgdéetors to prevent the single market
in real life but while natural obstacles in bothmdand side and supply side would not
disappear in short term, regulatory obstacles @dimminished by policy action in short
and medium terms. Main obstacles that prevent stebbshment of a functioning single

insurance market in Europe are summarized in Table

Table 7: Obstacles to the European Single Insuranddarket

Supply side obstacles Demand side obstacles

Regulatory and supervisory differences

Regulatory » Contract law e Tax treatment
obstacles e General good principle * Product differentiation
» Cross-border operation costs
Natural  Information costs (due to natural » Policyholder confidence
obstacles demand side obstacles) * Policyholder preferences

+ Differences in distribution channels | « Language

Source:own Table
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3.3.1. Demand Side Obstacles

CEA (20044, p.14) claims that most Europeans ateaware of the different
insurance offers to which they have access initiglesmarket and as long as they have
no real difficulties with their insurer, they dotredtempt to change it, especially not with
a foreign insurer, since looking for other produtailable in the single market would be

a time and money consuming effort for them.

Pickering and Matthews (1997, p.22) argue thatnglsimarket in insurance
would first of all require potential policyholdets display a willingness to engage in
cross-border purchasing of products. However, asguthat European retail consumers
has such a willingness to buy an insurance prafdoist a foreign supplier, they are faced
with regulatory barriers such as different tax timre@nt and definition and classification of
products, as well as natural barriers such as yulider confidence, preferences and

language.
3.3.1.1. Tax Treatment

The responsibility for tax policy is mainly undéetsovereignty of the Member
States and not harmonized throughout the EU. Horyde&ation is crucial for good
functioning of the internal market. This is why tB& Treaty prohibited the Member
States to impose on the products of other MemlseSany internal taxation of any kind
in excess of that imposed on similar domestic peeflf Some important steps have
been taken for harmonization of indirect taxatiowl @pproximation of direct taxation,

taking into account the subsidiary principle (Oksdyanik and Acar, 2005, p.44).

Before the Second Non-Life Directive, any indiréct was due in the country
where the insurance contract was concluded. Bat #fts Directive, any tax was due in
the country where the insurance risk was locatdik principle was further clarified in
the ECJ ruling of the Kvaerner Case in 260Kvaerner, a Norwegian construction
company, bought a professional indemnity insurapekcy for its group companies,

including its Dutch subsidiary. The policy was wait in the UK and the insurance

% Article 110 of the Treaty on the Functioning oé tBuropean Union (ex Art 90 TEC)
% ECJ ruling of 14 June 2001 (C-191/99)
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premium tax (IPT) on all the coverage was paidh® UK. The case is referred to the
ECJ which decided that Dutch IPT was due on theclbsubsidiary’s element of the
policy and should be paid to the Netherlands. lreotvords, IPT should be calculated
and paid in accordance with the rules of the MenState where the risk is located.

Therefore, the Kvaerner case provided the custontershoose their insurer
without any tax treatment differences because W& will not be the rate of the Member
State where the insurer has its head office, builitbe the rate of the Member State
where the risk is located. For instance, when anfaar citizen buys home insurance
policy from a German insurer for his summer hom&yain, the IPT part of his policy
should be calculated in accordance with the SpdRishrate and should be paid to Spain.
Thus, it can be claimed that Kvaerner case haslaated the integration of the
European single insurance market, since it hastpineeway to overcome the differences

in tax treatment between Member States.

At customer level, the paramount concern is to g\ming subject to double
taxation on non-life premiums and to secure taefreln life premiums (Expert Group on
Insurance and Pensions, 2004, p.20). Some MembesSpermit the deduction of life
premiums for tax purposes. However, the persidimgations of deductions to contracts
that are written with an insurer being authorizedmother Member State pave the way to
discrimination in taxation. If the premium is pdwm an insurer from outside the taxing
Member State, there is discrimination if tax religfnot available to the policyholder
(Pickering and Matthew, 1997, p.25). Cross-borderihsurance activities would be very
limited if a national law prevented taxpayers fra@ducting premiums paid for life
policies from their income tax unless they weredpgai domestic insurers. Such kind of
differences in national tax regimes should totddey abolished in the European single

insurance market as they constitute a significantiér to the integration.

On the other hand, although after the Kvaerner,daseign insurers can now
compete on an equal basis with domestic insureas ienvironment where IPT is not yet
harmonized, it made it difficult for companies tpeoate throughout the single market

since insurance contracts covering risks in mown tone Member State should be
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divided on a proportional basis to ensure that ddember State where a part of the risk

is located receives its share of the tax (Ennsfelémd Dorfman, 1998, p.46).

Thus, insurers have to comply with the differinglirect tax rules of each
Member State. An insurer, who writes a policy cawgra risk in for instance five
Member States, would need to comply with the irditax rule in each of these five
Member States. This can cause many difficulties aperational costs especially for
large risks, written in several Member States bseathe tax rules and rates vary

significantly between Member States.

In most of the Member States, insurance premiumasnat subject to VAT.
Instead, there is a system of premium taxes cditstirance Premium Tax (IPT).
Member States have the right to charge their owndi the insurance of risks situated in
their territory and to use their own means to @blkbhe tax, regardless of whether the
insurer covering the risk is situated in the sam@rer State or elsewhere (Pickering
and Matthews, 1997, p.25).

As can be seen from Table 8, IPT rates vary sicpnifily across Member States.
While the standard IPT is 5% in the UK, it is 1986Germany. IPT rate can also change
from one line of business to another within the sdtember State. For instance, in Italy
while IPT rate in health insurance is 2,5%, it is2Z5% in fire insurance. The rates vary
also in Germany from %3 to 19%. While life insurams exempt from IPT in most of the

Member States, IPT in MTPL insurance differs sigaifitly between countries.

Table 8: IPT Rates in the EU Member States (2008)

UK IT ES FR DE
Life Exempt | Exempt Exempt Exempt Exempt
Health 5% 2.5% Exempt 7% Exempt
Householder’s all risks 5% 21.25% 6% 9% 18%
Accident 5% 2.5% 6% 18% 19%
MTPL 5% 12.5% 6% 18% 19%
Fire 5% 21.25% 6% 7% 14%
Transport 5% 7.5% Exempt Exempt 19%
Marine Exempt 21.25% Exempt Exempt 3%
Reinsurance Exempt Exempt Exempt Exempt Exempt

Source:own Table based on data from CEA (2009b)

156



There is also fire brigade tax which is levied gaig from fire insurance

policies but it is also levied in some Member S$idtem some other lines of business
covering fire risks. Table 9 lists the Member Statehich apply fire brigade tax. Tax
rates vary between Member States from 3% in Fintarid% in Poland.

Table 9: Fire Brigade Tax in the EU Member States

Country

Fire brigade tax rate

AT

8%

DE

8% *

ES

5% *%*

Fl

3%

GB

GBP 35 per GBP 1 million of the goods insure

HU

1.5%

LU

6%

PL

10%

PT

13%

Sl

5%

SK

8%

Source:own Table based on data from CEA (2009b)
* 2% for buildings insurance and 1,6% for housebdklall risks insurance
** 2,5% for householder’s all risks insurance

d

As can be seen from Graph 51, taxation of compulstrPL insurance subject
to IPT, stamp duty and/or parafiscal taxes, diffignificantly between Member States.
While several Member States such as Czech RepardidNorway do not impose any tax
on MTPL premiums, the IPT rate is 42,9% and stamy 6 14% which makes a tax
burden of almost 57% in Denmark. In most of the MenfStates there are also parafiscal
taxes at the expense of both insured and insurexdiatribution to different bodies. For
instance, in Portugal apart from 9% stamp duty,d®%he premium is levied for National

Institute of Medical Emergency and 2,71% for Mofduarantee Fund at the insured

expense while 0,242% of the premium is levied fortiyjuese Insurance Supervisory
Authority at the insurer expense. Total tax burgethen 13,9%.

157



60%

50%

40%

30% -+

20% -

e HHA T I AT T s e e s

DK FR SE BE IT FI GR LT PT AT MT ES SK NL SI GB LU RO HU PL

‘ @ IPT+stamp duty m parafiscal taxes ‘

Graph 51: Taxation of MTPL Insurance in the EU (20®)
Source: own Graph based on data from CEA (2009b)

Furthermore, related to direct taxation of compgn@rporate income tax rate
varies from 12,5% in Ireland to 34% in Belgium iD0®. There are also many different
rules to the deductibility of insurance technicegerves. These differences would make

insurers reluctant to physically establish in otkiember States.

In conclusion, for the well functioning of the Epean single insurance market,
Brittan (1990, p.421) argues that the fiscal regimnethe Member States should not be
discriminatory in favor of their domestic marketsy disallowing deductibility of
premiums relating to policies concluded outsidetlod home Member State or by
imposing heavier taxation on the benefits from spalicies. However, in the European
single insurance market, the responsibility of ttaatment with respect to insurance still

lies with individual Member States, diversitiessxn terms of tax rates and tax systems.
3.3.1.2. Definition and Classification of Products

Differentiation in the definitions and classifiaatis of the same insurance
products in different Member States is another irtgyt barrier to the European single
insurance market. Insurers from different Membetédt, while operating throughout the
EU without prior approval of price and policy cotidins, may offer their products under
the same name but with different characteristicenfith, 2001, p.70). The problem it
creates to the well functioning of the Europeangleininsurance market from the
policyholder point of view is the lack of transpacg of products. Consumers have then

difficulties to evaluate and choose the productcolvhiest suits their needs.
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Resulting from different traditional approachesrtsurance and different roles
of various social security systems that have dg@ezlmver time, especially the definition
and classification of life and health insuranceduais diverge significantly. For instance,
what is called a life insurance product in one Mem$8tate can be called as a pension
product in another Member State. The cover of motsurance policies, for instance,

differs widely.

A possible solution to this problem may be the dwment of homogeneous
products for the European market. Muller-Reicha@06, p.292) argues that in addition
to the cross-border sale of national products, pesducts that could be sold throughout
the EU may be developed specifically for the Euampmarket. However, differences in
taxation and lack of European framework for a harized contract law and civil law
prevent European insurers designing and marketsiggie product in all Member States
(CEA, 2002, p.2).

To facilitate the marketing of pan-European produmt an EU-wide scale, an
alternative and optional regime, called™26egime, applied to cross-border retail
insurance products can be established. Insurergddsbe motivated to develop such kind
of products which take into account the needs efElropean market as a whole and
which have a significant sales potential in MemBégaites. Insurers should be able to
design and price insurance products suited for @an-wide distribution without having
to change product terms to meet the local rulesA(CE04b, p.5). This so called 26
regime may also facilitate the harmonization oftcact law in the EU. But Expert Group
on Insurance and Pensions (2004, p.19) urges @t eegime approach need not result
in a new, additional regulatory framework with newministrative burdens for the
companies. In addition, in order to prevent th& laictransparency of products, sufficient

level of pre-contractual information should be pded for consumers.
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3.3.1.3. Palicyholder Confidence

Insurance business is essentially based on cowmfderaking into account the
intangible character of the insurance, a great déalonfidence is necessary from the
policyholder while entering into a contractual telaship with an insurer. When the

supplier is unknown and based in a foreign coumvgn more confidence is required.

Non-life insurance policies require after-salesvises, in the form of claim
handling. Thus, customer expectations of futurgiserand satisfaction will be important
considerations at the time of purchase (Expert @mmu Insurance and Pensions, 2004,
p.18). When a claim occurs, individual policyhokldesire to be able to rely on a service
provider who is immediately available and preserdagsist them (CEA, 20044, p.15). On
the other hand, life insurance policies also reqaihigh degree of proximity between the
consumer and the insurer since the consumer neddsltcomfortable with the company
to which s/he pays a substantial amount of moneg fong period of time. Keeping this
proximity, thus the confidence, is even more diffiavithin a single market comprising
30 Member States.

Therefore, retail consumers are resistant to abatideir domestic insurers in
favor of foreign players which are likely less wieHown than the domestic insurers.
Especially retail customers are not rational inrtisboice of product and company and
they are therefore biased towards local insurameepanies and intermediaries. Thus,
taking into account the home bias towards domegstigers, foreign insurers enter the
foreign market through mergers and acquisitionteax$ of cross-border business by way
of FOS. Moreover, once they acquire a domesticrarsand enter the market, they prefer
to retain the locally trusted brand name of theuaegq domestic insurer and rebrand it

only gradually (Furstenberg and Junker, 2005, p.303

Furthermore, since confidence is a natural barrieis difficult to deal with,
taking into account its emotional and irrationgbeds. However, it may be strengthened

by better informing the policyholders, convergingnsumer protection rules and
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establishing fast and effective out-of-court systerasponsible for handling disputes

between consumers and insurers such as the c@@ntIT and FIN-NET networks®
3.3.1.4. Language

The insurance contract is a legal agreement whetkrohines the rights and
duties of the parties on the contract, namely tiserrier and the insured. Therefore it is of
outmost importance for the customer to read ancrstand the terms and conditions of
the contractual relationship with the insurer. Efiere, the contract should be written in
the mother language of the consumer. This is alega requirement in Member States.
Different national languages in the EU, thus, @eatmajor obstacle to cross-border
insurance business, especially for retail insuraser®@ices. Consumers prefer domestic
companies and intermediaries with whom they camlspleeir mother language during

policy drafting and claims handling.

Having multiple-language copies of the policies andlti-lingual local and
home office personnel can mitigate this problent,ibuhis case, foreign insurers should
bear the additional costs that are not found in ekima companies (Ennsfellner and
Dorfman 1998, p.47).

3.3.2. Supply Side Obstacles

EU-based insurance companies that wish to sell gneducts through FOE and
FOS to foreign customers residing in other MembeteS are faced to explicit and
implicit market entry barriers in the European &ngpsurance market. On the supply

side, regulatory and natural barriers faced by itteurers are the operational and

% SOLVIT is an on-line problem solving network tds® without legal proceedings, problems caused by
the misapplication of internal market law by pubdiathorities. There is a SOLVIT centre in every EEA
country that can help handling complaints from bxtizens and businesses.

FIN-NET (Financial Dispute Resolution Network), tenlned by the European Commission, is a financial
dispute resolution network of national out-of-coaamplaint schemes that are responsible for hagdlin
disputes between consumers and financial serviaesders. If a consumer in one country has a deput
with a financial services provider from another ©wy, FIN-NET members will put the consumer in thuc
with the relevant out-of court complaint scheme prakide the necessary information about the issue.
SOLVIT is an on-line problem solving network to | without legal proceedings, problems caused by
the misapplication of internal markktw by public authoritiesThere is a SOLVIT centre in every EEA
country that can help handling complaints from batizens and businesses.
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information costs due to the lack of convergenceregulation, supervision and

distribution systems.
3.3.2.1. Contract Law

In the EU, insurance contract law which determitiespolicy conditions, thus
the shape of the products, has not yet harmonRedpite the harmonization initiatives
taken at the EU level long time ago, rules on met@ctual and contractual information

as well as on cancellation of the contract stithaén very different.

Whereas for large risks, law applicable to non-lifsurance contracts can be
chosen freely, for mass risks it is the law of Me@mBtate of location of the risk or law
of the Member State of the policyholder’s resideniéer compulsory insurances, the
applicable law is the law of the Member State inmpgghem. If the law of location of
risk applies to the contract when a British consubwg/s a home insurance policy for his
summer home in lItaly, she will be in difficulty Becse the contract law of the UK and
that of Italy significantly differ from one anothsince the former traditionally followed
Anglo Saxon model while the latter followed Contited model. On the other hand, law
applicable to life insurance contracts is the ldvthe Member State of the commitment
(country of residence of the policyholder) or lafvtlte Member State of policyholder’'s
nationality.

The main motivation behind applying the law of tbeuntry in which the
consumer has his habitual residence is guarantéaengrotection of the consumer by the
law which is most familiar to him (CEA, 2004a, p)13his means that each product
should meet the different specific legal requiretaesf each Member State. Given the
significant differences of the contract law prowiss in each Member State, preparing the
contracts which should comply with the law of theligyholder's country would be
complicated and expensive and thus would creatar@eb for cross-border activities of
the insurers.

Therefore, for the good functioning of the Europeamgle insurance market,

contract law should be harmonized throughout the &Ufar as possible in order to
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standardize the policy conditions used by the msuin different Member States. This is

sine qua nomot only for consumers but also for insurers ®irtisross-border activities.
3.3.2.2. Lack of Regulatory Convergence

At the legislative level, the convergence is adeahdowever, the insurance
acquisitself has sometimes deterrent effects on the figan single insurance market.
For instance, an insurer should notify its homeiiasce supervisory authority about its
intention to be established in another Member Statd then the supervisory authority
communicates this intention to the host MembereStapervisory authority. This is not a
prior approval for the company but a long procedoreomplete which may take up to
five months before being established in another BEmStaté’ Assume that an a
company that wishes to sell its new innovative poddn a foreign market by a branch
office, while it has been waiting for the completiof the procedure, domestic companies
may begin to commercialize a similar product and the foreign company at a
disadvantageous position against the domestic coiegaTherefore, the envisaged
deadlines between notification by the insurancepaom and authorization given by the

supervisory authorities may have a deterrent etiadhe single market.

Furthermore, current legislation is criticized te two complex to implement.
The legislative style of most of the directivescigticized by Nemeth (2001, p.7) to be
somewhat unfortunate because it mainly consisteefgrences to and amendments of
other directives. Effective and uniform implemematand enforcement of legislation
should be achieved through simplification and dodtfon of the EU insurance
legislation. For instance, consolidation of motosurance directives in one Directive
(2009/103/EC) and the taking-up and pursuit of lifen-life and reinsurance business in
one single Directive (2009/138/EC) are one of tiggést steps towards the realization of

this aim.

3" When the required information has been notifiedHgyinsurance undertaking to the home Member State
supervisory authority, it has then three montheaimmunicate it to the host Member State which tas t
months to decide whether there are any generatestteconditions. (see art 146 of the Directive
2009/138/EC)
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Finally, timely and correct transposition as wedl @nsistent implementation
and enforcement of the insurance directives shbeldnsured for the well functioning of
the European single insurance market. Thereforegurantee complete and correct
transposition and implementation of the rules, Basm Commission should, as soon as
possible, act against Member States which failréamgpose a directive or to comply
adequately with its requirements. However, legistatprocess should not lead to
overregulation which may cause administrative aowohgdiance costs for the insurance
industry. CEA (2002, p.33laims that the EU insurance legislation shouldntaén the
right balance between the costs it involves andbtreefits it brings for consumers and

companies.
3.3.2.3. Lack of Supervisory Convergence

Home country control principle prevents companies face with several
supervisory practices. However, there is not alsifigancial supervisory authority in the
EU. Wymeersch (2007, p.255) states that the cuiéhtinancial supervisory system is
based on twenty-seven supervisory systems, eadhgaetithin its own State and
coordinating their action bilaterally and withinetleuropean networks. Lannoo (2002,
p.7) argues that a single European financial supervisothority would be difficult to
reconcile with the basic principles of the singlarket where only essential rules are

harmonized and the rest is left to Member States.

Current supervisory system requires convergena®ioie rules and cooperation
and exchange of information between supervisorghierwell functioning of the single
market. This convergence is essential for the Eemopsingle insurance market.
Otherwise, taking into account the home countrytr@drprinciple, an insurer based in a
Member State witta relatively liberal supervisory system may operdw®ugh FOS in
another Member State that has a tighter supervsgstem, thereby achieving a potential
advantage over domestic companies (EnnsfellneDanfinan, 1998, p.40).

The cooperation and convergence among financiarsigory authorities in the
EU are implemented through “Lamfalussy Committeghkich is a system based on the

traditional institutional model envisaging the siyp&on of banks, insurers and securities
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markets with their own distinct supervisory authes. For insurance, reinsurance and
occupational pensions business, Committee of Earogasurance and Occupational
Pensions Supervisors (CEIOPS) has been estabifshed advise the European
Commission regarding technical implementing issaied to contribute to the common
and uniform day-to-day implementation of Communliggislation and its consistent

application by the supervisory authorities of therivber States.

However, Lamfalussy Committees are criticized fot being effective enough
for further integration of financial markets sintey do not have the legal power to take
decisions and fail to keep a close cooperation éetnational supervisory authorities.
Therefore, in order to strengthen European supamvisonvergence and to establish a
more efficient, integrated and sustainable Europgetem of supervision, the system
had to be reformed. From macro-prudential standp&uaropean Systemic Risk Board
(ESRB) is established to assess European macremrakdrisks and to enhance early
warning mechanisnms.From micro-prudential standpoint, European Systéiinancial
Supervision (ESFS) based on three different Eumop8apervisory Authorities for
banking, insurance and securities is establishennfwove the effectiveness and cost
efficiency of supervision, to balance home and iMember State supervisor interests
and to ensure a level playing field for financiatitutions operating in various Member
States. As part of the ESFS that comprises threepean Supervisory Authorities,
the European Insurance and Occupational PensiotieoAty (EIOPA) is established for
the insurance and occupational pensions sétfbhe main goals of EIOPA are better
protection of consumers, ensuring a high, effectind consistent level of regulation and
supervision taking into account of the varying rests of all Member States, greater
harmonization and coherent application of ruleooserthe EU and a coordinated EU

supervisory response when necessary.

3 CEIOPS is established by Commission Decision 2084 of 5 November 2003, OJL 003, 07.01.2004
which is then repealed by Commission Decision 2D8%C of 23.01.2009, OJL 25, 29.01.2009

% Regulation No 1092/2010 on European Union Macraipntial Oversight of the Financial System and
Establishing a European Systemic Risk Board, OJl/13315.12.2010

40 Regulation No 1094/2010 Establishing a EuropeapeBisory Authority (European Insurance and
Occupational Pensions Authority), Amending Decisiin 716/2009/EC and Repealing Commission
Decision 2009/79/EC, OJL 331/48, 15.12.2010
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Muller-Reichart (2005, p.288) recognizes that atdsetoordination between
supervisors is a basic prerequisite for more efficsupervision of individual companies,
groups and financial conglomerates. But it is $bitl early to evaluate if the ESFS will be
helpful to achieve a better coordination. Therefdre order to achieve a real and
functioning single insurance market in the EU, mmowmn EU-wide supervisory authority
which is binding on and responsible for every Mem8tate may be required in near

future.
3.3.2.4. General Good Principle

Member States may have recourse to the concemnafrgl good to deny market
access of an EU insurer that wishes to carry oimbss within its territory or to enforce
this foreign insurer to comply with its own rul€3eneral good principle allows Member
States to refuse market entry of the new foreiguiiers or to refuse the distribution of a
new insurance product by claiming an infringementhe public interest (Sterzynski,
2003, p.47).

As a general rule, the Member State in which tBk I8 situated cannot prevent
a policyholder from concluding a contract with aBAEinsurer as long as that does not
conflict with the legal provisions protecting thengral good in that Member State. This
concept of general good exists in the insurammuisbut it is still not clearly definéd.
Therefore, its interpretation is limited to the cigstion of the few ECJ rulings such as
the 1986 ECJ insurance cases. In its several gjlig ECJ has given the example of
social protection, consumer protection, worker g@coon, prevention of fraud, fiscal
consistency and road safety as a justificationeofegal good (Labilloy, 2003, p.11).

Since the lack of definition still creates a lotfde interpretation possibility for
Member States, the European Commission announced arin Interpretative
Communicatioff that the measure of compliance with the rulesiefrtost Member State
can only be justified as being in the general gb@t) it is not already harmonized at the

EU level, (2) it is not discriminatory and appliatso to domestic insurers, (3) it is

“L Article 180 of the Directive 2009/138/EC
2 For more details see Interpretative Communicatbrthe Commission Concerning the Freedom to
Provide Services and the General Good of the Imser&ector, OJ C 43 of 16.02.2000.
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necessary to protect a general interest, (4) is shm¢ duplicate the rules of the country of
origin, in other words the checks required by tbstiMember State should not already
be undertaken in the home Member State, (5) itopgrtionate to the objective pursued
and it must not be attainable by other less resteiomeasures and (6) it pursues an
objective of the general good. However, as the Camaations have no legal binding

effect, the result of this Communication depends®mmhat extent the Member States

want to apply it.

To sum up, general good principle can still be ussdan instrument of
protectionism against foreign competition to thérideent of the single market. Member
States may prevent the market entry of the compamneler the pretext of consumer
protection. Since consumer protection under theeiggmgood principle depends strongly
on specific national traditions, the insurers hevadapt to the differing rules of different
Member States (Beckmann, et al., 2002a, p.20). Ty not only impose further
compliance costs on insurers, but also limit theia of products available to individual
consumers. Therefore, general good principle sholddrly be defined and its borders

should be drawn by the European Commission or &g ése law of the ECJ.
3.3.2.5. Differencesin Distribution Channels

Intermediaries are vital for the insurance sectothie process of selling the
products to customers. In all of the Member Statese than half of the premiums are
collected by intermediaries both in life and nde-lbusiness. CEA (2010b) reports that
non-life insurance products are mainly providedragitional intermediaries, agents and
brokers, whereas bancassurance is the main distmbehannel for life insurance
products in most of the Member States. Howevetrildigion channels in both life and

non-life business differ widely between Member &at

Although Insurance Mediation Directive 2002/92/E@wpded single license
principle for intermediaries, mange factobarriers prohibit insurance intermediaries
from operating in different insurance markets o U, thus preventing insurers from

using their home country’s distribution channelsceanmercialize their products across
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the EU (CEA, 2001, p.6). As a result, in order emgtrate into foreign markets, insurers

should use the common distribution method of thathiler State.

De Haan et al. (2009, p.288) claim that it is diift to enter foreign markets
where brokers and agents are predominant. Diredsdoorder selling to the Member
States where customers prefer agents and brokbengdit from proximity at the time of
the conclusion of the contract and in case of ancla difficult. The use of FOE is
expensive and time consuming since foreign inswsboald establish their own agency
network or work with already established local @gea sell their products. For instance,
a Portuguese life insurance company offering haglpets in Portugal via bancassurance,
in order to penetrate or survive in the German etavkhere the dominant distribution
strategy is the use of agents, it is forced to gkats distribution strategy. In this case,
the Portuguese insurer would be reluctant to etiter German market, taking into
account that the use of different distribution t&tgges in each local market is an

expensive and time consuming effort.

One potential response to this entry difficulty nmsgy direct selling. Indeed, in
many markets, retail non-life insurance productgehimcreasingly been distributed by
direct channels, especially through internet. Waenhe use of internet to sell insurance
products is still negligible in Europe, around 40%motor insurance is now sold online
in the UK (CRA International, 2009, p.130).

3.3.2.6. Cross-Border Operation and Information Costs

Cross-border business is costly for insurance campaand intermediaries due
to natural demand side obstacles such as languatyeansumer confidence. Foreign
insurance companies should bear the cost of proyidblicies in the languages of the
related Member State. They should also bear thieota@gving additional pre-contractual

information to gain the policyholder confidence.

In addition, investment on local market knowledgsek profiles and claims
handling is essential. The use of the dominantibigion strategy of the host Member
State is also necessary but costly. Finally, atsieg costs to introduce to increase their

awareness are also necessary for their operatiooiher Member States. Furthermore, it
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is costly to deal with a plenty of differing taxdaregulatory regimes. This is why cross-
border activities in the European single insuranwaket are mostly pursued by big

insurance groups which can bear all the transaetshinformation costs.

E-commerce offers a big chance to small and medizm-insurers to sell their
products throughout the EU without bearing traneactand information costs.
Beckmann, et al. (2002a, p.22) note that e-commeffees a large possibility for further
integration of the retail markets for insurance duats. For that purpose, Electronic
Commerce Directive 2000/31/ECapplies to all financial services and removestings
provisions that prohibit the offer of insurance guots over the internet. However, the
application of the Directive to insurance is incdet@ because it provides for specific
derogations relating to certain provisions in timsurance Directives. Therefore, the
necessary adaptations to the legal framework shbeldlone to increase cross-border

activities of retail insurance products via intérne

“3 Directive 2000/31/EC of the European Parliament ahthe Council of 8 June 2000 on certain legal
aspects of information society services, in paldicelectronic commerce, in the Internal Markét L
178, 17.7.2000)
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4. TURKISH INSURANCE MARKET AND ITS INTEGRATION TO
THE EUROPEAN SINGLE INSURANCE MARKET

4.1. TURKISH INSURANCE MARKET

4.1.1. History of the EU Membership Process of Turky in the Field of

Insurance

Formal relations between Turkey and the Europeaon&wic Community

(EEC) were established with the Association Agresimienown as Ankara Agreement,
which was signed in 1963 and entered into forck9®4** The application was made on
the legal basis of Article 238 of the Rome Treatyal regulates association relations of
the EEC with non-members and not on the legal lidsfsticle 237 which regulates the
accession of non-members to the EEC. However, Ankégreement has a full
membership perspective as an ultimate Kiffherefore, it can be seen as a preparatory
stage to prepare Turkey for full membership. Inoadance with this objective, it
provides not only a progressive establishment gistoms union, but also envisages
closer economic relations based on free movemenjoofs, services, workers and
capital which were all adopted from the Treaty oihte. Dartan (2002, p.281) considers
the Ankara Agreement as an association for theqseg of development and as a pre-
accession agreement which aims at the accessite aksociate state to the Community.

Ankara Agreement covers three progressive stagespely preparatory,
transitional and final stage. The preparatory sem@sages preparing Turkish economy
for performing its commitments in future stagesy{8eglu, 2007, p.264). Transitional
stage which started in 1973 with the entry intacéoof the Additional Protocol aims to

establish progressively a customs union betweentite parties and to align the

4 Agreement Establishing an Association between th@iean Economic Community and Turkey,
(OJL182,12.12.1963)

> Article 28 of the Ankara Agreement: As soon as dperation of this Agreement has advanced far
enough to justify envisaging full acceptance by KByr of the obligations arising out of the treaty
establishing the Community, the Contracting Partiball examine the possibility of the accession of
Turkey to the Community.
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economic policies of Turkey with those of the Commityi*® The final stage started in

1996 on the completion of the Customs Union betwikerCommunity and Turkey.

Customs Union between the Community and Turkey tefbéct on 1 January
1996 with the Decision no 1/95 of the Associationu@cil*’ It eliminates all customs
duties and charges having equivalent effect as agellhe quantitative restrictions and
measures having equivalent effect only on industmal processed agricultural goods.
Agricultural goods and services are out of the ectbpf the Customs Union. With the
launch of the Customs Union, Turkey also alignedciistoms tariff with the common

customs tariff of the Community against third coigs.

Ankara Agreement, in line with four freedom of mowmnts of the Rome
Treaty, envisages the progressive setting up ofréeemovement of services between the
Community and Turke§? However, since the EU-Turkey Association Counei mot
taken any decision necessary for the implementatiadhe free movement of services, it
has not been established yet. In April 2000, theo&mtion Council decided to open
negotiations for the liberalization of servicesgluding financial services, between the
EU and Turkey? Although Turkey had candidate status to the E¥,Dhaft Agreement
presented by the European Commission was only basdtle GATS commitments of
the parties and thus was limited in scope and imigon (Atalay, 2004, p.17). An
updated Draft which ensures Turkey’s incorporatiorihe Single Market for services
was therefore presented. However, several roundsgdtiations for the extension of the

Customs Union to services have ended up withowtesgcuntil today.

46 Additional Protocol and Financial Protocol signed 23 November 1970, annexed to the Agreement
establishing the Association between the Europeaon&mic Community and Turkey (OJ L 293,
29.12.1972)

" Decision No 1/95 of the EC-Turkey Association Cciliof 22 December 1995 on implementing the
final phase of the Customs Union (OJ L 35, 13.26)99

“8 Article 13 of the Ankara Agreement: The ContractRayties agree to be guided by Articles 52 to &6 an
Article 58 of the Treaty Establishing the Commurfity the purpose of abolishing restrictions on dem

of establishment between them.

Article 14 of the Ankara Agreement: The ContractPayties agree to be guided by Articles 55, 56 %thd
to 65 of the Treaty Establishing the Community tfloe purpose of abolishing restrictions on freedom t
provide services between them.

9 Decision No 2/2000 of the EC-Turkey Association @aliof 11 April 2000 on the opening of
negotiations aimed at the liberalization of sersiaed the mutual opening of procurement marketgdsst
the Community and Turkey.
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After the fall of communism, a new and comprehemswlargement process
was launched in the 1990s. In Luxembourg Europeamn€l of December 1997, ten
countries from Central and Eastern Europe togethién Cyprus and Malta were
determined as candidate countries for the EU meshijgion an equal footing. Turkey
was excluded from this process since its candidéatyis was denied while its eligibility
for membership was reaffirmed. Turkey reacted ® ¢bnclusions of the Luxembourg
Summit and political dialogue was broken off. Jtgb years after this Summit, the
Helsinki European Council of December 1999 graniedstatus of candidate country to
Turkey on the same footing with other candidates,negotiations were not started until
the decision of the European Council of Decembd&42@hich confirmed that Turkey
fulfils the Copenhagen political criteria which wea prerequisite for opening of the

accession negotiations with candidate countries.

Finally, as agreed at the European Council of Déwen004, accession
negotiations were launched in October 2005 witheesting process in which the
differences between the EU legislation and theslagon of the candidate country are
examined. Upon the completion of the screening ge®dn October 2006, negotiations
were started with the progressive opening of thgotiating chapters. However,
negotiations are proceeding at a slow pace andbthe 35 negotiating chapters, 12

chapters are opened by the end of 2010 and onlpfthem is provisionally closed.

Negotiations in the field of insurance are goingp&oconducted under “Chapter
9: Financial Services”. However, this chapter is ofithe eight chapters that are blocked
by the decision of the European Council of DecemB6606 until Turkey fully
implements the 2005 Additional Prototolwhich requires the opening of Turkish
seaports and airports to all of the EU Member Statecluding Greek Cypriofs.
Therefore, since the full implementation of the Aidehal Protocol is set as an opening

0 Council Decision of 13 June 2005 on the signature¢he Additional Protocol to the Agreement
establishing an Association between the Europeamndunic Community and Turkey following the
enlargement of the European Union (2005/672/EC)I.@84/57.

*1 The implementation of the 2005 Additional Prototmlall EU Member States was set as an opening
benchmark to the following eight negotiation chaptehich are considered as related to internal etark
chapter 1 on free movement of goods, chapter 3gh of establishment and freedom to provide sewic
chapter 9 on financial services, chapter 11 oncaljure and rural development, chapter 13 on fislser
chapter 14 on transport policy, chapter 29 on eustonion, chapter 30 on external relations.
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benchmark of eight chapters including the chapten @inancial services, negotiations on
insurance services have not yet started as Turkey dot fully agree with this European

Council decision.
4.1.2. Legislation Governing the Turkish InsuranceMarket
4.1.2.1. Insurance Law

Taking up and pursuit of insurance and reinsuramgsiness in Turkey is
regulated by the Insurance Law no 5684 enactedOb7Z The Law regulates the
principles and procedures relating to the commeecgénof operations, management,
organization and operations as well as the termoimand supervision of the activities of
the insurance and reinsurance companies and inderes, actuaries and loss adjusters

operating in Turkey.

License requirements, withdrawal of license, wigdirp, merger, acquisition,
portfolio transfer and bankruptcy procedures of tt@mmpanies, insurance tariffs,
compulsory insurances, technical reserves, finamejports and measures relating to
financial structure as well as administrative amdigial penalties are regulated under this
Law. Loss Adjusters Executive Committee, Insuradgents Executive Committee,
Insurance Arbitration Commission and Insurance Btaon Centre are the new bodies
established by this Law. Moreover, Association bé tinsurance and Reinsurance
Companies of Turkey, Guarantee Account and Inserdnformation Centre are also

regulated under this Law.
4.1.2.2. Turkish Commercial Law

Insurance contract rules are regulated in the Shrklommercial Law no 6762
which entered into force in 1957 The new Turkish Commercial Law no 6102 which
covers in its B book the definition, scope, time, commencementniteation and

cancellation of the insurance contracts as wethasules on the contracts of each type of

52 |nsurance Law no 5684, 0J 26552, 14.06.2007
%3 Turkish Commercial Law no 6762, OJ 9353, 09.076195
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insurance will enter into force on 01.07.20%2n order to safeguard the freedom of
contract and enable the parties to formulate thert of the contract, the new Turkish
Commercial Law has a certain degree of flexibibtyd contains rules which are not

mandatory as much as possible.

The definition of the parties of an insurance cacttrand their contractual
liabilities are now clearly defined. Furthermoree thew Law enforces a detailed set of
rules on liability insurances which were not suéfitly regulated by the previous Law. It
also envisages specific and comprehensive ruldfeomsurances, taking into account
their investment component. Tontines which were atdwed by the previous Law
become now possible. Moreover, upon the entryfimtce of the new Law, the contracts

will be able to be concluded online by using eletit signature.

On the other hand, since the EU has not enforcgddaectives on insurance
contract law, the new Turkish Commercial Law has ¢ansidered the Eldcquisas a
main source but is influenced by the German Codénsfirance Contracts (Deloitte
Turkey, p.20). However, obligations to inform thesured and the establishment of
tontines are regulated in the new Turkish Commeitaav in conformity with the EU
acquis(Metezade, 2005, p.19¥.

4.1.2.3. Agricultural Insurance Law

In order to provide coverage for the risks expobgdhe agricultural sector,
Agricultural Insurance Law no 5363 which envisagad agricultural insurance
mechanism based on public-private partnership wémeed in 2005° The Government
pays half of the premiums on behalf of the farmBremium contribution is determined
by the Council of Ministers on an annual basis wéspect to the crops, risk, region and

premises scale.

> Tyurkish Commercial Law no 6102, OJ 27845, 14.02120

% Tontines are defined in the article 2 of the EWebiive 2002/83/EC Concerning Life Assurance as “th
associations of subscribers are set up with a viewjointly capitalising their contributions and
subsequently distributing the assets thus accusdilamong the survivors or among the beneficiarfes o
the deceased”.

%6 Agricultural Insurance Law no 5363, OJ 25852, 82005
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The insurers conclude agricultural insurance catdrabut all risks are
transferred to the Agricultural Insurance Pool lessaed by this Law. The Pool provides
coverage for catastrophic risks such as drougfrost that cannot be covered by a single
insurance company. In order to carry out the tadgkthis Pool, a management entity
called TARSIM is set up by the Law.

For all types of crops, loss of quantity arisingnfr hail, storm, fire, tornado,
landslide and earthquake is covered by this ingeaMoreover, the crops and technical
equipment in greenhouses, dairy cattle registeregedigree system, poultry within
enclosed premises and fishes reared in sea cageslsy under the scope of the
agricultural insurance system established by Adjucal Insurance Law no 5363.

4.1.2.4. Decree Law on Compulsory Earthquake I nsurance

Following the Marmara earthquake which took plagel®99, a compulsory
earthquake insurance mechanism has been establigiedcree Law no 587 relating to
Compulsory Earthquake InsurafiteAs of March 2001, earthquake insurance became
compulsory for the dwellings that remain inside lbloeéindaries of the municipalities. The
dwellings that are built in villages, that belomggublic institutions and that are entirely

used for commercial and industrial purposes arsideithe scope of this insurance.

Compulsory earthquake insurance covers up to ainelimit the material
damages that are caused by earthquakes as walegsseixplosions and landslides as a
result of earthquake$. Loss of profit or income, all sorts of movable dsoand

furnishings, personal injuries and claims of dansdge pain and suffering are excluded.

Insurance companies issue compulsory earthquakeammse contracts but all
risks are transferred to the Turkish Catastroplseiremce Pool (TCIP). The purpose of
the Pool is to make claim payments in order tostei® the insured property to the
condition before the disaster. The government laontribution to the compulsory
earthquake insurance premiums or to the claim patsra the TCIP.

" Decree Law Relating to Compulsory Earthquake lasceno 587, OJ 23919 bis, 27.12.1999
*8 Maximum cover of the compulsory earthquake insceas TL 150.000 as of 01.01.2011.
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4.1.2.5. Highway Traffic Law

According to Highway Traffic Law no 2918, motor veles registered in
Turkey should have compulsory motor third partypiliy insurance (MTPL insurance)
also called as traffic insurance, which indemnifies liability of the driver against third
parties in case of physical or material damageBhe Law is applicable to foreign

visitors as well.

Motor vehicles which are not used in road transpat designed to carry
persons, animals or goods are exempted from thelMigurance. The Law applies in
respect of liability for both personal injury andrmdage to property but moral claims are
not covered by the Law. Traffic insurance does nover any damages to the
keepers/drivers of the motor vehicle. However, peas accident seat insurance covers
bodily injuries of driver and driver’s assistam insurer can reject a third party claim if
damages are caused by stolen motor vehicles, bgrmehicles which are not being used
in traffic or by motor vehicles participating incar race. A claimant resident in a foreign
country has a direct right of action against thekiglh Motor Insurance Bureau up to the
MTPL limits in Turkey, provided that the vehicle iwh caused the damage has a valid

Green Card.
4.1.2.6. Secondary Legislation on Insurance

Undersecretariat of Treasury which is responsilde the regulation of the
insurance sector in Turkey issues the secondarsidéign on insurance and reinsurance.
The new Insurance Law enacted in 2007 and the hapamn process of the Turkish
insurance sector with the European single insuramaéet made it necessary for a large
number of secondary regulations. As a result, @ulegions were enacted between the
entry into force of the Insurance Law no 5684 imeJl2007 and the end of 2010.
Together with 12 regulations amending the existegulations there are 39 regulations
in total enacted in only 3.5 years. There are & sootices published in the Official
Journal since 2007. Table 10 presents the reguokatand notices published by the

Undersecretariat of Treasury to regulate the inmgaector in Turkey.

%9 Highway Traffic Law no 2918, 0J 18195, 13.10.1983
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Table 10: Regulations on Insurance in Turkey

Regulations

Date and Number of
the Official Journal

Amending
Regulations

Regulation on Motorway Transportation

11.06.200265)

25.12.2009 (27443

Regulation on the Establishment and Operation Proesdand Principles of
Insurance Loss Adjusters Executive Committee

01.03.2009 (27156

Regulation on the Implementation Principles of lasiges in Connection
with Personal Loans

19.01.2009 (27113

Regulation on the Establishment and Operation Proesdf Insurance
Agents Sector Council and Insurance Agents Exec@@mittee

10.09.2008 (26993

Insurance Information Center Regulation

09.08.206862)

19.06.2009 (27263

Regulation on Independent Audit in Insurance, Rearstg, Pension Comp.

12.07.2008 (269

6.02.2010 (27505

Regulation on the Independent Audit Principles suhance Sector

12.07.2008 (26943

SZ§1.03.2009 (27156
4)

Regulation on Transfers from Associations, Foundatiéunds and Other
Institutions to Private Pension System and Annsiitie

10.07.2008 (26941

Regulation on the Operation Procedures and Prirscgdfléhe Association of
the Insurance and Reinsurance Companies of Turkey

01.07.2008 (26923

Regulation on the Operation Procedures and Prirscgfl@urkish Motor
Insurance Bureau

28.06.2008 (26920

09.06.2009 (2726

Insurance Specialty Committees Regulation

22.06.7D6814)

Insurance Loss Adjusters Regulation

22.06.2008 (26914

09.05.2010 (2757,

Regulation on Internal Systems of Insurance, Reimsgrand Pension Comp.

21.06.2008 (269

13)

Insurance and Reinsurance Brokerage Regulation

2005 (26913)

Insurance Education Center Regulation

01.06.2008 (26893

Insurance Agents Regulation

14.04.2008 (26847

Regulation on Measurement and Evaluation of CapitguRements of
Insurance, Reinsurance and Pension Companies

19.01.2008 (26761

01.03.2009 (2715

Regulation on Information Regarding Insurance Corgract

28.10.2007 (26684

Regulation on the Establishment and Operation Riiesiof Insurance and
Reinsurance Companies

24.08.2007 (26623

31.07.2009 (2730

Regulation on Insurance Arbitration

17.08.2007 (26616

Regulation on Financial Structure of Insurance, Rearsce, Pension Comp.

17.08.2007 (266

16)

01.03.(AKI%6)

Actuary Regulation

15.08.2007 (26614

Regulation on Technical Reserves of Insurance, Reinsarand Pension
Companies and Assets in which These Reserves ShhaivBsted

07.08.2007 (26606

28.07.2010 (2765

5)

Assurance Account Regulation

26.07.2007 (26594

19.06.2009 (2726

3)

Life Assurances Regulation

18.07.2007 (26586

13.01.2009 (2710

9)

Regulation on Tariff Implementation Principles o tBompulsory MTPL
Insurance

14.07.2007 (26582

06.02.2008 (26779
19.06.2009 (27263

Regulation on Financial Reporting of Insurance, Rearste, Pension Comp.  14.07.2007 (26582) 14.06.228)6)
Regulation on Third Party Liability Insurance of Kish and Foreign Civil
Aircrafts Landing or Taking Off within the Bordeo$ Turkey 15.11.2006 (26347
Regulation on the Operation Procedures and Prirscgfiéhe Agricultural 18.05.2006 (26172
Insurances Pool
Regulation on the Implementation of Agriculturalursnces 18.05.2006 (26172)
Regulation on Third Party Liability Insurance to\Meitten by Turkish and
Foreign Civil Aircrafts Flying Over Turkish Airspace 05.11.2005 (25994

Notices Date and Number of Amending

the Official Journal Regulations

Notice on Insurance Arbitration Procedure and lasae Arbitrators

21.01.2009 (2711

)

Notice on Foreign Assets in which Technical Reseofdasurance,
Reinsurance and Pension Companies Shall be Invested

21.01.2009 (27117

Notice on Preparation of Consolidated Financialestaints of Insurance,
Reinsurance and Pension Companies

31.12.2008 (27097

Notice on Financial Statements

18.04.2008 (26851

Block Exemption Notice on Insurance Industry

01.0P2(26774)

Notice on Insurance Branches

11.07.2007 (26579

Source: own table
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Furthermore, secondary legislation includes alsoutars and communications
published by the Directorate General of Insurarfadde Undersecretariat of Treasury not
only to explain and clarify the implementation pees of the laws and regulations but
also to impose some new rules in order to effeettla¢ principle based rules of the
regulations. Between 2007 and 2010, 73 circuladsl&® communications (208 in total)
are published whereas the number of circulars anghaunications published during the
previous four years (2003-2006) were only 64 iraltoThanks to a great number of
comprehensive legislation enacted in a very shertod of time, Turkish insurance
legislation has been aligned with the EU insurasmoguisto a great extent. However, it
has equally brought many difficulties to the Tulkiasurance sector in terms of human

resources, capital and profitability.
4.1.3. Size of the Turkish Insurance Market

Turkish insurance market remains very small conthanedeveloped countries
and even to the world average. As of the end oB2@&tal premium production in the
world amounted to USD 4.26 trillion. USD 3.75 ol of the total premium production
was written in developed countries, while the remmag USD 512 billion was written in

developing countries where insurance awarenestl isat at the desired levé.

According to Swiss Re (2009), Turkish insurancaaeconstitutes only 0,21%
of the world insurance market with its USD 8.9 ibill premium production. While
insurance penetration was 8,8% in developed casmand 8,3% in the EU in 2008, it
remains at only 1,2% in Turkey. Premium productp@n capita in the world was USD
634 in 2008. This amount was USD 3.655 in develapmhtries and USD 3.061 in the
EU whereas it was only USD 121 in Turkey. Out of @intries studied worldwide
Swiss Re (2009), Turkey ranks "76n insurance penetration and"6%n insurance
density. Moreover, when compared to the EEA coestriurkey is at the very bottom of
the list in terms of insurance penetration and ifgns

It can be concluded from Table 11 which compares dize of the Turkish

insurance market with the World insurance markett fhurkish insurance market is

%0 See Swiss Re sigma no 3/2009 for the distributionorld premiums in 2008 and sigma no 2/2010 for
the distribution of world premiums in 2009.
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comparable not to the insurance markets of devdl@ueintries but to the insurance
markets of developing countries. Compared to Turkegn the EU Member States from
Central and Eastern Europe are well advanced mstaf both insurance density and
insurance penetration. However, Turkish insuraneeket has relatively a big growth
potential and it is still in catch-up process wahhigher premium production increase

than the increases seen in developed countries.

Table 11: Turkish Insurance Market vs. World Insurance Market (2008)

. Share of . Premium
Premium Premiums .
. world production
production market as % of per capita
(USD million) (%) GDP (USD)
World 4.218.115 100 6,9 625
Developed countries 3.706.098 87,86 8,6 3.602
Developing countries 512.017 12,14 2,7 89
EU-27 1.571.115 37,25 8,0 2.958
UK 395.627 9,38 13,5 5.923
France 275.880 6,54 9,4 4.194
Poland 24.403 0,58 4,6 643
Hungary 5.018 0,12 3,3 500
Turkey 8.915 0,21 1,2 121

Source:own Table based on data from Swiss Re (2009)

The share of Turkish insurance market in the fir@nsector remains also
relatively small. Total assets of the Turkish fioah sector reached to TL 937 billion as
of the end of 2008. Graph 52 demonstrates thasttheture of Turkish financial sector is
predominantly banking which constitutes 78,2% (edclg Central Bank) of the
financial sector assets. The share of the insuraegesurance and pension companies is
much smaller. However, it has a continuous increasiend and it increased from its
level of 2,2% in 2003 to 3% in 2008.
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Graph 52: Distribution of Turkish Financial Sector Asset Size (%)
Source: 1SB (2009)

4.1.3.1. Premium Production

The share of premium production of the Turkish rasge market in the world
is only 0,21% in 2008. However, it has an incregdmend especially since the end of
1990s. Graph 53 demonstrates that the total prenmpiroduction increased from EUR
1.28 billion in 1996 to EUR 6.18 billion in 2008h& performance of non-life premiums

was as good as life premiums between 1996 and 2008.
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Graph 53: Total Premium Production in Turkey (EUR million)
Source: own Graph based on data from CEA (2009a)

Life premiums in Turkey have a share of 13% in lt@@emium production
whereas life business accounts for more than HaHeototal premium production in the
EU. Graph 54 indicates that the share of life bessnin total premium production has a
stable trend since 1996. While the ratio reache 18 2001, with the launch of the
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private pension system in 2003, the share of lisiress in total premium production

decreased again to its level seen in 1990s.
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Graph 54: Share of Life and Non-Life in Total Premum Income in Turkey
Source: own Graph based on data from CEA (2009a)

4.1.3.2. Insurance Density

Graph 55 shows that following the rapid increas¢hefinsurance premiums in
Turkey, premium income per capita increased fronREA1 in 1996 to EUR 87 in 2008.
However, insurance density is almost five times lenahan the world average and it
accounts for only 4% of the EU average. On the rotfand, life insurance density in

Turkey is six times smaller than non-life insuradeasity.
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Graph 55: Insurance Density in Turkey (EUR)
Source: own Graph based on data from CEA (2009a)
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4.1.3.3. Insurance Penetration

In Turkey, insurance penetration which shows thardaution of the insurance
sector to economy is also much less than the warédtage. Graph 56 demonstrates that
insurance penetration increased from 0,9% in 18952% in 2008. However, it is still
much less than the EU average which is around 8%cohtrast to the EU, non-life

insurance penetration rate in Turkey far surpagsepenetration rate of life insurance.
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Graph 56: Insurance Penetration in Turkey
Source:own Graph based on data from CEA (2009a)

4.1.3.4. Insurance | nvestments

Graph 57 shows that investments of the insuranampaaies in Turkey
increased from EUR 1.2 billion in 1996 to EUR 8illidn in 2008. It represents only 2%
of the GDP whereas the average ratio in the EW96.5Although life business represents
only 14% of the market, it constitutes 40% of th&kinvestments of the sector.
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Graph 57: Investments of the Insurers in Turkey (EWR million)
Source: own Graph based on data from CEA (2009a)
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Furthermore, insurance investments are not veryhndieersified in Turkey.
Graph 58 depicts the fact that the investment plotis very prudent and almost 80% of
it is composed of fixed income securities and dapagth credit institutions. More risky

variable-yield securities consist only less thand&he total portfolio.
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Graph 58: Distribution of Investments of the Insures in Turkey (2008)
Source: own Graph based on data from CEA (2009a)

(1) Debt securities and other fixed income se@siti(2) Shares and other variable-yield securaied
units in unit trusts; (3) Deposits with credit itstions; (4) Investments in affiliated enterprisesd
participating interests; (5) Lands and building®; ©ther investments

4.1.3.5. Insurance Market Operators

The number of companies carrying out insurancevities in Turkey has a
stable trend since 1996. In Turkish insurance niarlergers are not widespread whereas
most of the Turkish insurance companies were aedumostly by the EU insurance
companies in the second half of 2000s.

Due to the economic crisis in Turkey in 2001, angigant amount of insurers
has bankrupt or has lost their licenses. As casdam from Graph 59, with some new
market entries after the 2001 crisis, there aren6drers and reinsurers as of the end of
2008, 23 of them being life insurance companiespBthem being non-life insurance
companies and 2 of them being reinsurance compahi@sthem do not have the right to

conclude new insurance and reinsurance contravehct

While the number of insurance companies has aesttabhd, the number of
people employed in the insurance sector increased 4996. Graph 59 demonstrates
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that the employment is more than doubled in Turkisturance market since 1996 and

reached almost 16.000 in 2008.
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Graph 59: Number of Insurers and Employees Workingn Insurers in Turkey
Source: own Graph based on data from CEA (2009a)

Furthermore, the concentration rate which reprastme premiums written by

the biggest companies as a percentage of totatewrppremiums is high in Turkish

insurance market and has a stable trend since Z2@ph 60 shows that in life business,

the concentration rate of the first 5 companieseased from 64% in 2000 to 66% in

2008 while in non-life business it increased froB%#to 47%. The first 10 companies
represent 87% of the life market and 74% of the-lifenmarket in 2008. Non-life

business is more fragmented than life business.
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Graph 60: Life and Non-Life Insurance Concentrationin Turkey
Source:own Graph based on data from CEA (2010a)
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4.2. INTEGRATION PROSPECT OF THE TURKISH INSURANCE
MARKET WITH THE EUROPEAN SINGLE INSURANCE MARKET

Since Turkey is not a member of the EEA, Turkissunance market is not part
of the European single insurance market and themoifreedom of establishment or
freedom of services between the EEA Member StatdsTarkey. This section aims to
highlight the integration prospect of the Turkistsurance market with the European
single insurance market if Turkey becomes membeh@fEU at the current stage of its

harmonization process.

One way to analyze the integration prospect of thekish insurance market
with the European single insurance market is tduew@ the existing regulatory and
supervisory differences between these two marketigher level of legislative
harmonization predicts higher potential for intégma However, while legislative
harmonization is the prerequisite of integratianjsi not solely enough. Therefore, a
different, but complementary and necessary metlmdnvestigate the integration

potential between the two markets will be the asialpf quantity based indicators.
4.2.1. Measurement at Legislative Level

This section aims to demonstrate that importartspEfrthe EU insurancacquis
have already been included in the Turkish insurategislation and that the
harmonization level is at an advanced stage edpeater the entry into force of

Insurance Law no 5684 in 2007.

Progress Reports that are published each year é\Eth for each candidate
country monitor and assess the achievements ofctmidates. Progress Reports
published for Turkey between 1998 and 2005 stadthrmonization is well advanced
in the field of financial services except insuraseevices. The lack of harmonization in
insurance sector was also reflected at that tintbenAccession Partnership Documents
prepared by the EU to indicate the short-term and-texm priority areas for the

membership preparations of the candidate country.
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After Turkey was nominated as a candidate coumitpné EU in 1999, the first
Accession Partnership Document for Turkey was ghkli in 200%. The emphasis
related to financial services was on the complewbrthe financial sector reform in
Turkey and there was no specific target for theiriasce sector. However, the second
Accession Partnership Document for Turkey which paislished in 200% requires the
alignment with the EU insurance legislation and éstablishment of an independent
insurance supervisory authority in Turkey. The dh#ccession Partnership Document
which was published in 2086brings nothing new for the insurance sector angimga
substantial progress towards the alignment of #wgslation with the EU insurance

acquiswas again stated as the priority of the sector.

In response to the Accession Partnership Documehtthe EU, Turkey’s
National Programme for the Adoption of the AcqUP@A) determines the necessary
steps and a timetable for the alignment of Turkedislation with the EUacquis The
very first NPAA which was published in 201 after pointing out that the main
principles of the EU legislation on insurance haheady been reflected in Turkish
insurance legislation, lists the Directives thabdd be adopted into Turkish legislation.
In 2003, the updated NPAAstates that for further alignment a new Draft lasge Law
has been prepared in line with the EU insuracmpiis

Under these circumstances, Turkey 2005 ProgressriRestates that the overall
alignment with theacquisremains limited in the insurance sector where ipidwareness
is still very limited and the number of insured gmrs and insurance premiums per capita
are accordingly low. The ex-ante tariff controlsgeqapproval procedures for licensing
and the pool system for the non-life reinsurancetan compulsory cessions to a single
operator (reinsurance monopoly) are criticized. cAlthe General Directorate of

Insurance and the Insurance Supervision Board ategorized as non-autonomous

®1 Accession Partnership Document of 2001, Councilifien 2001/235/EC (0J L85/13, 24.03.2001).

62 Accession Partnership Document of 2001, Councilifien 2003/398/EC (OJ L 145/40, 12.06.2003).
83 Accession Partnership Document of 2006, Councilifien 2006/35/EC (OJ L22/34, 26.01.2006).

® National Programme for the Adoption of the Acq@i801, Decision of the Council of Ministers
2001/2129 (0OJ 24352 bis, 24.03.2001)

% National Programme for the Adoption of the Acq@i803, Decision of the Council of Ministers
2003/5930 (OJ 25178 bis, 23.07.2003)

% Turkey 2005 Progress Report, European Commis€iei (2005) 561 final, Brussels, 9.11.2005

186



institutions, on the ground that the important diecis require the approval and signature
of the Undersecretary of Treasury and the relewanister. Non-existence of the sector-
specific block exemption regulations on insuraneerises is also criticized for the first

time in this Progress Report.

Turkey 2006 Progress RepBriwelcomes the new solvency regime but the
outdated Insurance Supervision Law and the indeperedof the General Directorate of
Insurance and the Insurance Supervision Board anéincied to be criticized. 2006
Progress Report reminds also that Turkey has nafgpkegislation on the supervision of
insurance groups, consolidated insurance accoynteigsurance, co-insurance, credit
insurance, legal expense insurance and tourisstasse. As a result, the overall

alignment of the insurance legislation with Heguisis again considered limited.

In 2007, the new Insurance Law which regulatesddkiang up and pursuit of the
insurance and reinsurance business and whichagyteat extent in conformity with the
EU insuranceacquis was finally enacted and thus the harmonizationcgss was
accelerated with a package of secondary legislagomerning technical reserves,
financial reporting, solvency regime and policyrerlgrotection. Therefore, Turkey 2007
Progress Repdtt states that good progress has been made in theailt® sector. New
legislation as regards the compulsory MTPL insueamchich to a limited extent
liberalizes the tariffs, the extension of the scopée insurance guarantee scheme to all
types of compulsory insurances and the introduatibaut-of-court settlement body for
policyholder protection are especially considersdnelcome developments. However,
Turkish legislation is assessed as partly in linghwhe EU insurancecquison the
ground that certain basic principles of thequissuch as the freedom of tariffs for all

types of insurances and the abolishment of geweralitions are not fully respected.

However, compared to the previous Regular Repddsng that the overall
alignment of Turkish insurance legislation with B8 insuranceacquisis “limited”, in
the 2007 Regular Report, it is stated for the firae that the alignment with tleequisis

®7 Turkey 2006 Progress Report, European Commisgi&iM (2006) 649 final, Brussels, 8.11.2006
% Turkey 2007 Progress Report, European Commisgi&iM (2007) 663 final, Brussels, 6.11.2007
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“partial”. The wording shows the improvement in theemonization level of the Turkish

insurance sector.

The 2008 Progress RepBriinds significant progress in the area of insugaon
the ground that the Undersecretariat of Treasusyskeanew rules on license applications,
mergers and acquisitions and public disclosurehefihsurers and that the Competition
Authority has adopted a block exemption communigoéering the insurance sector in
line with the EUacquis It also reports that new rules on insurance méegtiaries which
improve consumer protection have been establishad the level of professional

indemnity insurance coverage is criticized to bekedly below the EU standards.

Regulation to ease the domestic asset-holding rements applicable to the
technical reserves of insurance companies, rulensolidated financial statements and
the inclusion of the insurance cover for ships gadhts registered in Turkey to the
insurances that can be purchased from foreign amser companies established abroad
are just some of the harmonization efforts state2D09 Progress Rep0tt

Therefore, Turkish insurance sector has made kggsdibwards alignment with
the EU insurancacquisin a very short period of time. Most of the neeggdegislation
in the harmonization process is adopted duringcthese of 2007-2010 and it has now
been successfully implementing by insurance mapkayers. Consequently, the most
recent NPAA which was published in 206&jives a detailed timetable of the final
amendments in order to fully harmonize the Turkigurance market with the European
single insurance market. In this context, the resmgsamendments ensuring freedom of
services and freedom of establishment in the imagraervices are going to be entered

into force on the accession date of Turkey to tbe E

In order to determine the level of harmonizatiortha Turkish insurance market
with the European single insurance market, thesrole the establishment of insurance

and reinsurance companies and intermediaries, gheaton of foreign insurers, tariffs,

% Turkey 2008 Progress Report, European Commis€ieiM (2008) 674 final, Brussels, 5.11.2008

O Turkey 2009 Progress Report, European Commis€ieiM (2009) 533 final, Brussels, 14.10.2009

"' National Programme for the Adoption of the Acq@i808, Decision of the Council of Ministers
2008/14481 (OJ 27097, 31.12.2008)
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general conditions, classification of insurancenbhees, technical reserves, financial
reporting, capital requirements, supervision anlicpleolder protection in both markets

are compared.
4.2.1.1. Type of Companies

Insurance and reinsurance companies which are goiogerate in Turkey have
to be established as a joint stock or a cooper&titdutual companies are permitted in
the Insurance Law no 5684. Insurance and reinsaraompanies can only perform
insurance transactions which are directly relatethsurance operations and they cannot

be engaged in other businesses.

Both in Turkey and the EU, life and non-life insaca groups are managed
separately. Since 1998, the establishment of congposurers is not allowed in Turkey.
But, when the establishment of new composite insuveas forbidden in the EU, the
existing composite insurers were allowed to coitaioperate. However, in Turkey, the
existing composite insurers had to separate thieirand non-life business upon the
decision of the prohibition of the establishmentcomposite companies and thus there

are no composite insurers operating in the Turkisbrance market.
4.2.1.2. Conditions for Authorization

In the EU, taking-up of insurance or reinsurancsirness is subject to prior
authorization from the supervisory authorities.Turkey, a permit from the Ministry in
charge with the Undersecretariat of Treasury asegequisite for the establishment of
insurance and reinsurance companies is no mordreegulrhe establishment of an
insurance or reinsurance company is not subjeptitm permission of the Minister but a
license obtained from the Undersecretariat of Tugagor each branch in which the
insurer intends to operate is necessary. Howevbilewthe license received from the
supervisory authority of the home Member Stateakdvfor the entire Community and
not Turkey, the license received from the Undetaciat of Treasury is valid for Turkey

and not for the EU. In order to operate in Turk&yeign insurance and reinsurance

"2 Article 3(1) of Insurance Law no 5684.
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companies should get license from the Underse@etar Treasury, but they are subject

to the same authorization conditions with Turkismpanies.

Insurance and reinsurance companies that ask mséctom the supervisory
authorities should limit their objects to the besis of insurance or reinsurance, submit a
scheme of operations and show evidence that thiéyo&viin a position to comply with

the system of governance and to hold adequate omasf

Founders and managers of the insurance and remsicompanies are subject
to fit and proper criteri&® Persons who effectively run the insurance andsteance
companies should possess adequate professiondicgtian, knowledge and experience
to enable sound and prudent management (fit) aodlélve of good repute and integrity
(proper). For insurance and reinsurance companid® testablished as a joint stock in
Turkey, the founders or shareholders should ndidmkrupt, should have the necessary
financial power, good repute and good judicial rdso The members of the board of
directors, general managers, deputy general masayet auditors are also subject to

good repute, experience and education criteria.

In conformity with the EUacquis scheme of operations should include the
information on the nature of the risks or committsewhich the company concerned
proposes to cover, the guiding principles as tmswiance, the financial resources,
estimates of the financial resources intended teercéechnical provisions and capital

requirements for the first three financial years.

Taking-up capital is set to EUR 2.3 million in then-life business and EUR 3.5
million in the life and reinsurance business in #d. Non-life insurance companies
operating in any of the liability, credit or surskyp branches should also have a capital
of EUR 3.5 million. In Turkey, taking-up capital @etermined according to the insurance
branches in which the company is operating butdugd not be less than TL 5 millidf.

If the company receives license for each of thelliferbranches, the taking-up capital is
then TL 11.6 million (almost EUR 5.5 million) whickurpasses the minimum capital

requirement of the EU. If the company receivesnissefor each of the life branches, the

73 Article 3(2) and 4 of Insurance Law no 5684.
" Article 5(3) of Insurance Law no 5684.
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taking-up capital is then TL 10.7 million (almostyB 5 million) which again surpasses

the minimum capital requirement of the EU.

The conditions under which the authorization maywsddrawn are also in
conformity with the EUacquis The Treasury may withdraw an authorization granee
an insurance or reinsurance company if the compdogs not make use of the
authorization within 12 months or it ceases to pearnsusiness for more than 6 months or
it no longer fulfils the conditions for authorizasi or it seriously fails in its obligations
under the legislation to which it is subject ordibes not comply with the minimum
capital requirement or it seriously fails to complWth the objectives of its scheme of
operations’?

4.2.1.3. Membership to Professional Organizations

Within one month after getting their licenses, iakburance and reinsurance
companies are obliged to become members of thechsdsm of the Insurance and
Reinsurance Companies of Turkey which is a probesdiorganization established by
Law. However, the obligation of being member ofraf@ssional organization is found
against the free market principles by the Europ€ammission. Thus, this obligation
should be abolished in Turkey as well and membprsbi the Association of the
Insurance and Reinsurance Companies of Turkey gHmedome voluntary rather than
compulsory for all insurance and reinsurance con@garmhe Council of Ministers is

authorized to abolish this obligatidh.
4.2.1.4. General Conditions and Tariffs

In the EU, prior approval or systematic notificatiof general and special policy
conditions, scales of premiums and technical basesl in particular for calculating

scales of premiums and technical provisions cabhaaequired.

However, in Turkey, general conditions of the imswe contracts are approved
by the Undersecretariat of Treasury and are toppéeal by all insurance companies in a

'S Circular no 2007/4, 12.07.2007.
8 Article 7 of Insurance Law no 5684.
" Article 24(1) of Insurance Law no 5684.
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similar way’® Insurance companies can freely determine speociatiitons. General
conditions that are determined and approved byrsigoey authorities are used to exist
in the countries that follow Continental Model maththan Anglo-Saxon Model which is
chosen by the EU. Therefore, in order to comphhwiite EUacquis the approval of the
general conditions should be abolished.

On the other hand, the liberalization of the fasystem in Turkey was applied
to non-life insurance in 1990, excluding the compwy non-life insurance branches.
Except for annuity products which are consideretigl risk products for the protection
of policyholders, the obligation of approval ofitar in life insurances was abolished
with Life Insurance Regulation published in 200isurance tariffs, except those of

compulsory insurances and annuities, are thusrdeted freely by the companies.

In compulsory earthquake insurance and compulsogdical malpractice
insurance for doctors, both the minimum coverage@emiums are set by the Treasury.
In other compulsory insurances, minimum coveragprésdetermined by the Treasury
but companies are free to set the premiums. In atsopy motor third party liability
insurance, tariffs are set twice a year but mapfended by the companies within pre-
determined intervals. Although as a general ruke Theasury does not approve these
tariffs, it has the right to ask the company torg® it taking into consideration the

financial structure of the company.

Complete liberalization of tariffs should be implemted in order to comply with
the EU insuranceacquis It will also allow insurers to shape their politbs based on
their own actuarial information and to price thdiges they sell more rationally.

4.2.1.5. Classification of |nsurance Branches

Classification of insurance branches in life andch-fife business is totally

harmonized with the EU insuranaequis There are 18 classes of insurance for non-life

"8 Article 12(1) of Insurance Law no 5684.
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and 7 classes of insurance for life busin@4sowever, some of these branches and their

sub-branches are not frequently used in the Tuikslirance market.

While the legislation is harmonized, product divigrss limited and innovative
products are not widespread. There are also comnyuissurance products in both the
European and Turkish insurance markets. Mostlyilitg insurances are compulsory.
Motor third party liability insurance is compulsdogth in the EU and Turkey. In Turkey,

the Council of Ministers is authorized to introdwmenpulsory insurances.
4.2.1.6. Technical Reserves

For their obligations arising from the contractesurance and reinsurance
companies should allocate technical reserves. Shrlggislation on the calculation of
technical reserves and the rules on the assetsimgubese reserves are in line with the
EU acquis Companies allocate six different types of techhieserves namely unearned
premiums reserve, unexpired risks reserve, outstgndlaims reserve, equalization

reserve, mathematical reserve and bonus and nesae/e’

Unearned premiums reserve is calculated for thenjpras of each contract
which extend to the next fiscal periods. In additia liability test should be implemented
in all insurance branches and if the unearned pnasireserve is found to be inadequate
compared to the risks undertaken by the companytaitd level of expected cost, then,

unexpired risks reserve is allocated.

Outstanding claims reserve is allocated for thendathat are reported but not
yet paid, for the claims that are incurred butemugh reported (IBNER), for the claims
that are incurred but not reported (IBNR) and fae &xpenses arising from such claims.
Whereas IBNR is calculated according to statistcal actuarial methods in the EU and
Turkey, insurance companies operating in Turkeyukhaalculate it in all non-life
insurance branches according to one of the fivaiagsi@l chain ladder methods
determined by the Undersecretariat of Treasurfifdrinsurance, IBNR is not calculated

9 Communication no 2007/1 (OJ 26579, 11.07.2007).
8 Article 16 of Insurance Law no 5684 and RegulatariTechnical Reserves of Insurance, Reinsurance
and Pension Companies and the Assets Covering Resserves (0J26606, 07.08.2007).
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based on actuarial chain ladder methods but baseleocaverage amount of coverage of

the company.

In conformity with the EUacquis companies allocate 12% of the credit
insurance premiums as equalization reserve. Thea&duis also permits the Member
States to allocate equalization reserves in othandhes. In Turkey, 12% of the
insurance products’ premiums taken for earthquakem@ge (including term assurance

products) are allocated as equalization reserve.

If the insurance company gives bonuses or appébsates for the insured or
beneficiaries, bonus and rebate reserve is cadzll&inally, for insurance products with
periods longer than a year (especially life insaeaproducts), mathematical reserves are

calculated.

Furthermore, the rules on the assets covering tlessgves are in line with the
EU acquis Prudence in asset allocation is the rationaleniethe rules. Foreign assets
are accepted as the assets covering the techegmlves on the condition that these are
the assets of the OECD countrfés herefore, the assets of the EU countries whieh ar
not OECD members are not accepted as assets apyedhnical reserves. It does not
mean that investing to the assets of non OECD Mer8kates is forbidden, but to be

prudent, these assets are not accepted as assetsmigdechnical reserves.
4.2.1.7. Financial Reporting

A major reform in insurance accounting was don¢hatend of 2004. A new
insurance accounting system which aims at improvhgg information gathering and
reporting standards in line with Directive 1991/67BC was put in place by 1.1.20%5.
Insurance accounting plan and the layout, presentaind publication of solo and

consolidated financial statements of the insuramoe reinsurance companies are

8 Communication on Foreign Assets Covering the TieethirReserves of Insurance, Reinsurance and
Pension Companies (OJ 27117, 21.01.2009)
8 Communication on Insurance Accounting Plan (OB8580.12.2004)
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reasonably in line with the Eldcquis Financial statements should also be audited by

independent audit firm%.

Whereas only listed insurance and reinsurance com@pdave to implement
International Financial Reporting Standards (IFR®)the EU, all insurance and
reinsurance companies operating in Turkey, listedas, should prepare their financial
reports according to the Turkish Financial RepgrtBtandards (except for IFRS 4 for

insurance contracts) which are in conformity wiRE2*
4.2.1.8. Capital Requirements

Insurance and reinsurance companies should cacthlair capital requirement
every six months and hold sufficient own funds. ykbalculate the capital requirements
with two different methods and the highest resiiithese methods is recognized as the
required capitaf® The calculation of the first method is in confotynivith Solvency |
and the second method which is a risk based cailonlas inspired by the ongoing
Solvency Il framework. Risk based capital calcalattakes into consideration the asset
risk, underwriting risk, reinsurance risk, outstagd claims risk, currency risk and

excessive premium growth risk.

On the other hand, with the entry into force ofv@aky Il in the EU by the end
of 2012, comprehensive amendments will be necessdhe Turkish legislation as well.
Preparations have already begun and Solvency licis8lpe Committee has been
established to coordinate the preparations. 17 aomep have implemented QIS 4 study
in 2010 and all insurance and reinsurance compaviiegnplement QIS 5 study in 2011
on the demand of the Undersecretariat of Treasury.

In conformity with the EUacquis the deposit system is abolished for non-life
insurance companies and the Turkish legislation megquires non-life companies to

establish a minimum guarantee fund which is equalne third of their required capital

% Article 18 of Insurance Law no 5684.

8 Regulation on Financial Reporting of InsurancejnRarance and Pension Companies (OJ 26582,
14.07.2007).

8 Regulation on Measurement and Evaluation of Chitequirements of Insurance, Reinsurance and
Pension Companies (OJ 26761, 19.01.2008).
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and cannot be less than the taking-up capital. Hewedhe custody of assets (deposit
system) covering the allocated mathematical resesystill obligatory for life insurance
companie$® While the rationale behind the deposit system He protection of

policyholders, it is not in conformity with the BEldquirements.
4.2.1.9. Supervision

The Undersecretariat of Treasury is responsible ttoe regulation and
supervision of the insurance sector. While Insuea®gpervision Board is responsible for
on-site supervision of insurance and reinsuranogpamies, insurance intermediaries and
other persons operating in the Turkish insuranceketa General Directorate of
Insurance is responsible for preparing and momigprthe implementation of the

regulation$’

In line with the EU requirements, on-site supenvisiis now a risk based
supervision and not a compliance based supervitiomeans that instead of carrying out
supervision over all of the activities of the compathe supervision is focused only on

areas of highest risk for the company.

The criteria of financial weakness and the necgsseasures to strengthen the
financial structure are in conformity with the Edquis There is a ladder approach in
supervisory interventioff For the strengthening of the financial structurk tiee
company, the Minister to which the Undersecretasiaireasury is attached may first
require the company to present a recovery plaredace its risks, to increase its capital
or to dispose its assets. If the financial struestill continues to deteriorate, the Minister
may limit the insurance portfolio of the companyt@nsfer it to another company, may
replace the members of the Board or may finallyhdiaw its licenses in some or all of

the branches.

However, when the financial structure of the insuseweakened to endanger

the rights and benefits of the insured, it is rohatonomous insurance supervisory body

% Article 17 of Insurance Law no 5684.
87 Law no 4059 on the Organization and Duties ofulnelersecretariat of Treasury and Undersecretafiat o
Foreign Trade (OJ 22147, 20.12.1994).
8 Article 20 of Insurance Law no 5684.
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but it is the Minister who is responsible to takede measures for the strengthening of
the financial structure of the company. While thigecia of financial weakness and the
necessary gradual measures are in line with theé&juis adopting these measures by

the Minister who is a political figure is not im& with the EU requirements.

Furthermore, the structure of regulatory and supery bodies is at the focus of
the EU. In each Progress Reports, it is statedfthtiter alignment is required towards
establishing an independent regulatory and sup@gviauthority in the insurance and
occupational pension sector. Turkish insurance etaskregulated and supervised under
the authority of the Undersecretariat of TreasuhicW is attached to the Minister of
State for Economic Affairs. The Directorate Geneddl Insurance and Insurance
Supervisory Board are affiliated to the Undersexrat of Treasury. This is why these
bodies are not considered as being independenthiébyt). The Accession Partnership
Document 200%¥ requires the strengthening of prudential and sigenry standards in
insurance sector and establishing an independgulatery and supervisory authority. As
in case of several EU Member States, final solutimuld be the establishment of an
independent Financial Supervisory Authority covgrthe regulation and supervision of

banks, insurers and capital markets.

However, Directorate General of Insurance and Brste Supervisory Board are
affiliated to and operate under Undersecretaridirefsury in order to provide maximum
harmonization between regulation and supervisiomrdler to provide more autonomy to
the Insurance Supervisory Board, its chairman tyreeports to the Undersecretary.
Supervisors are independent on their supervisionesthey are appointed upon joint
decision and any authority cannot give them ingitbas concerning supervision (NPAA
2008, p. 93).

4.2.1.10. Policyholder Protection

In line with the EU principle of effective policylder protection, all information
concerning the insurance contract should be pravigethe policyholder in writing.

Obligation of the insurers to give information begybefore the conclusion of the contract

8 Accession Partnership Document of 2008, Councilifien 2008/157/EC (OJ L51/4, 26.02.2008)
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and continues during the contractual pefib@uring the negotiation stage, the insurer
should provide a sheet of information covering infation related to the name and
contact information of the insurer and the interragd the coverage of the contract,
special conditions, indemnity payments and thengeents for handling complaints of
the policyholders. Moreover, web sites of the iessirshould include their shareholding
structure, equity, annual reports, interim and 3yeat financial reports, contact

information, electronic forms for complaint applicas as well as information related to

its insurance products, indemnity payment methtad®gs and statistics.

Furthermore, with the aim of better policyholdeotection, Assurance Account
and Insurance Arbitration Commission are estabtiShé=or all types of compulsory
insurances, Assurance Account is established t@rcpersonal injuries from which
anyone suffers in case of non identification of theured or non-possession of the
compulsory insurance policy by the party at defawlimited to the compulsory
insurances falling within the scope of the AssueaAccount, it is also responsible of
damages to property and personal injuries in caigeavithdrawal of the licenses of the

insurer.

On the other hand, Insurance Arbitration Commisssoestablished for an easy
and quick out of court settlement of disputes betwine policyholder or beneficiaries of
the insurance contract on the one hand and theeinsissuming the risk on the other
hand. Insurance arbitration system is based onnteny participation of the insurance
companies and as of the end of 2010 it has 47 mambee disputes are settled by
independent arbitrators in 4 months. The decisaintie Commission up to TL 40.000

cannot be appealed.
4.2.1.11. Motor Insurance

Alignment with Directive 2009/103/EC relating tosurance against civil
liability in respect of the use of motor vehiclésiown as Motor Insurance Directive
which is the consolidated version of the previdus motor insurance directives enacted

between 1972 and 2005, is one of the most diffiputtblems of the Turkish insurance

% Regulation on Information Regarding Insurance €@mis (OJ 26684, 28.10.2007).
°L Articles 14 and 30 of Insurance Law no 5684.
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market. In order to align Turkish motor insurancegulations with Directive
2009/103/EC, several crucial steps should be takéme long run.

First of all, tariffs that are already liberalizemla great extent should be further
liberalized and minimum limits of coverage should imcreased seriously. Table 12
indicates that in the field of MTPL insurance, thenimum amounts of cover are
considerably low in Turkey compared to the EU. NP@A08) reminds that the increase
of minimum limits of coverage for motor insuranckosld be gradual during the
accession period since the difference between themum limits of coverage foreseen
by Directive 2009/103/EC and the limits in the Tiglk insurance sector is not at a
negligible level. Therefore, Turkey may demand sraonal periods on this subject

during the accession negotiations.

Table 12: Minimum Amounts Covered by MTPL Insurancein the EU and Turkey

(EUR)*
In Case of Damage to Property In Case of Personahjury
Per vehicle Per accident Per victim Per accident
Turkey 10.000 20.000 100.000 500.000 - 3.100.000
EU 1.120.000 1.120.000 5.600.000

Source:own Table (Directive 2009/103/EC and Notice 201882/01)
* exchange rate is takenas EUR 1 = TL 2
Systematic checks within Turkey’s borders concerMiTPL insurance should
also be removed. However, NPAA (2008) reminds tREIPL insurance provides
coverage for travelling across Member States ans Without membership to the EU, in
other words without falling under the coverage laé tinsurance, removing systematic

checks at the border may result in uninsured eoéto Turkey.

Furthermore, Assurance Account is applicable fan-residents as well but it
covers only losses of bodily injuries up to theitsnif the vehicle which caused the
damage does not have a valid MTPL insurance orddmeage is caused by a stolen
vehicle or by a vehicle with an unknown registratjgate. In order to comply with the
EU acquis it should also cover damages to property in scabes. However, since

covering the damage to property may cause notallagy adequate funds for personal
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injuries which is the main objective of the Assuwmamccount, it should also be equipped
with new resources which would bring additionalaficial burden on both the insurers

and policyholders.
4.2.1.12. Insurance Mediation

In line with the EU Insurance Mediation DirectivdD@2/92/EC, Turkish
legislation envisages strict professional requinetsidor the intermediaries in relation to

their competence, good repute, professional indgneoiver and financial capacif§.

Intermediaries include brokers and agents. Thewldhbe registered in the
register maintained by the Union of Chambers ancthi@odity Exchanges of Turkey.
Banks may also act as insurance agents but theyldshwt register. Registration

requirement is also valid for actuaries and logasters.

Insurance agents may be real or legal persons.r Tteehnical staff has
professional and educational requirements and dhobtain a certificate from the
Undersecretariat of Treasury confirming their dicdtions. Legal person agencies
should have a minimum paid-in capital of TL 25.06fmwever, Directive 2002/92/EC
requires insurance intermediaries to have a fimdr@apacity amounting to 4% of the
sum of annual premiums received, subject to a mimnof EUR 15.000. Insurance
intermediaries in Turkey should also hold profesaloliability insurance with a
minimum of TL 100.000 coverage. However, in the Epipfessional indemnity
insurance against liability arising from professibnegligence should be at least EUR 1
million applying to each claim and in aggregate ELR million per year for all claims.
Therefore, alignment with those criteria would Qrionbearable financial burden for

small and medium size insurance intermediarieuikdy.
4.2.1.13. Operation of Foreign Insurance Market Playersin Turkey

All insurance and reinsurance companies, regardiea$ether they are foreign
or domestic, are subject to the Insurance Law n®45&nd to the related secondary

legislation adopted by the Undersecretariat of Juea There is no limitation for foreign

%2 Article 23 of Insurance Law no 5684.
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insurers wishing to buy a domestic insurance compamits majority shareholding.
Foreign insurers may open branch offices in Turiegnay act as a separate entity under
the requirements of the Turkish Commercial Law &mglirance Law and after getting
license from the Treasury on an equal footing wdthmestic insurers. There is no
discrimination between domestic and foreign insceacompanies related to their taking

up and pursuit of insurance and reinsurance busines

Operations of the branches of foreign insuranceraim$urance companies are
also subject to the rules required for the insueaared reinsurance companies established
in Turkey?® They should get license from the Treasury but afpening the first branch,
opening of the following branches is not subjedidense. They should not be forbidden
from engaging in insurance business in their honmnty. The taking-up
capital allocated to this branch should not be lgwn the amount required for the

insurance and reinsurance companies establishBatkey.

Foreign agents operating in Turkey are also sultpethe same rules required
for insurance agents established in Turkey. A fpraieal person insurance agent may
operate in Turkey provided that she is a residefiurkey. Foreign insurance agents that
are legal entities should open a branch in ordeptrate in Turkey. Both real person and
legal person agents may only operate on behalfaedunt of insurance companies

operating in Turkey.

Foreign loss adjusters operating in Turkey areeuiljp the rules required for
Turkish loss adjusters. However, the operationost ladjusters in Turkey is subject to

reciprocity between the relevant country and Turkey

Furthermore, there is no reinsurance monopoly irkdy An exclusive right
was granted to Milli Re to administer and managedystem of reinsurance pool, which
required insurance companies to cede their cessionMilli Re which was the
reinsurance monopoly in Turkey. However, the raiasae monopoly of Milli Re ceased
in 2001 and the compulsory cessions to the reinsergool administered by Milli Re

totally ceased by the end of 2006.

% Resolution of the Council of Ministers on the mmtional Activities in Turkish Insurance SectorJ(O
26602, 03.08.2007)
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On the other hand, if they are located in Turkeysurable interests of the
residents of Turkey have to be insured in Turkeyhgyinsurance companies operating in
Turkey except for (a) transport insurance for goedsch are subject to export and
import, (b) hull insurance to be provided for shiggistered in Turkey, (c) liability
insurances arising from the operation of ships, li@)ility insurance for compulsory
clinical medicine research, (e) life insurance éfgersonal accident, health and motor
insurances taken out by Turkish residents limitethe time they are abrodtAll types
of liability insurances can be included to thid lyy the Undersecretariat of Treasury.
Otherwise, the list can only be amended by the Cibwi Ministers. Permission of
buying insurance products from the insurers esthbél in the EU Member States

without any restrictions will only be possible withe membership of Turkey to the EU.

By the accession date of Turkey to the EU, FOSFDH# for the EEA insurers
and insurance intermediaries should be adoptedcessb-border sales of all types of
insurance policies by the EEA insurers should Bewad. The necessary legislative
amendments can be made easily on that date witimyubheed of further amendments in
the Insurance Law because the Law gives to the €loahMinisters the authority to
determine the rules and regulations on the operatidoreign insurance and reinsurance
companies in Turkey (article 3 of Insurance Law5684) and to broaden the scope of

the insurances that can be concluded abroad lfitcbf the Insurance Law no 5684).
4.2.1.14. Results of the Comparative Analysis on I nsurance Legislation

From the legislative point of view, Turkish insucammarket is largely ready for
the integration to the European single insurancekxeta

Separation of life and non-life business and liaapsequirements including the
criteria for founders and managers, corporate gmrere standards, financial strength
and taking-up capital are in line with the EU irswreacquis There is no discrimination
between domestic and foreign insurers relatedew thking up and pursuit of insurance

and reinsurance business. Foreign insurers canlopech offices in Turkey. There is no

% Article 15 of Insurance Law no 5684.
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reinsurance monopoly. Registration and professi@aral financial requirements for

insurance intermediaries are also in line withElkrules.

Criteria of financial weakness and conditions ungkich the license may be
withdrawn are also aligned with the EU requiremehiswever, the responsibility of
sanctions as well as the decision of license wavdf lies with the minister responsible
for the economy. Therefore, the decisions of theister who is a political figure can be
criticized by not being objective. In addition, végtory and supervisory authorities in
insurance are under the responsibility of the Uselanetariat of Treasury which is again
attached to the minister responsible for the econdrherefore, these institutions can be
criticized by not being independent.

Tariff liberalization is at an advanced stage exdde tariffs in compulsory
insurances. Tariffs in MTPL insurance are libemdizto a great extent but minimum

limits of coverage should still be further incregse

Classification of insurance branches and the ruastechnical reserves,
financial reporting and capital requirements arignad with the EU requirements.

However, deposit system in life insurance shoulalbaished.

In line with the EU principle of effective policylder protection, policyholders
are well informed both before and during the caritral period. Necessary institutions
for better policyholder protection such as Assuean8ccount and Arbitration
Commission are established. However, insurancératibn system is based on voluntary
participation of the insurance companies and Ass@aAccount is liable only for
personal injuries. The scope of the Account shdiddoroadened to cover damages to

property.

To sum up, the comparative analysis reveals thettiat the Turkish insurance
legislation is harmonized with the EU insuram@guisto a great extent whereas further
alignment efforts such as the liberalization offtasystem in compulsory insurances,
removal of the approval of general conditions, reatcf the deposit system in life
insurance, amendment on the scope and limits of IMfigurance coverage and adoption

of specific legislation on reinsurance and supe@misf insurance groups are required.
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4.2.2. Measurement by Quantity Based Indicators

To replace price based indicators which are noliegdge in insurance business
and to complement the findings at legislative levgliantity based indicators of
integration is used to track the integration levethe Turkish insurance market with the

European single insurance market.

First of all, the convergence of insurance marlketd market players between
the EEA countries and Turkey is investigated. Huait tpurpose, insurance market
indicators of both markets such as insurance densnetration, types of products, type
and size of market players as well as their efficye investments, assets and capital level

are analyzed.

Market share of the EEA insurers operating in Turke terms of number,
premium production and asset size are used asnaofigptegration. Since freedom of
services and freedom of establishment do not eeisteen the EEA and Turkey, neither
direct cross border sales without physical estabient nor the physical establishment
without having the license from the domestic susemny authority is possible. Therefore,
foreign presence through merger with and acquisitiof domestic insurers is

investigated.

Main data sources are the dataset of the CEA Earopesurance in Figures
2009 that contains data for the period 1996-2008He EEA countries and Turkey and
OECD Insurance Statistics Yearbook 2010 that costdata for the period 1999-2008.
The dataset for Turkey is partly augmented by @82Report of the Turkish Insurance
Supervisory Board (ISB) about insurance and priyagasion activities in Turkey and
2008 Annual Report of the Insurance and Reinsur@urepanies of Turkey (TSRSB).

4.2.2.1. Convergence of Insurance Markets

Integration of the Turkish insurance market to Eheopean single insurance
market would depend on market convergence betweenEtU Member States and
Turkey rather than just the establishment of alsingsurance market between the two.

As far as data is available, market indicators tof fTurkish insurance market are
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compared to the indicators of the EEA average df agethe UK, France, Germany,
Italy and Spain being the biggest insurance markétshe EEA. In addition, the
comparison is also made with Poland, Hungary, CA&epublic and Romania which
represent the developing EU Member States whichsandar to Turkey in terms of

economic development.
4.2.2.1.1. Insurance Density

Size of the insurance markets varies consideradthyden Turkey and the EEA.
Graph 61 indicates that the premium productionurk&y deviates greatly from the UK,
France and Germany. The size of the Turkish inggranarket in terms of premium
production is much more similar to the size ofitisirance markets of the CEEC.
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Graph 61: Total Premium Production in the EEA and Turkey

(2008) (EUR million)
Source: own Graph based on data from CEA (2009a)

Furthermore, the average premium production peitaaghich eliminates the
country-size effect also shows that Turkey withintsurance density of EUR 87 in 2008
deviates largely from the EEA average of EUR 2.0R8spite the fact that over the
course of the 1990s and 2000s this indicator greaddly in Turkey, Graph 62 shows
that Turkey still ranks at the very bottom of ths&t land premium income per capita
represents only 4% of the EEA average in 2008 duliteon, in contrast to high density
countries, policyholder expenditure in Turkey igt@r in non-life insurance products.
On the other hand, there is a high potential fawgn in the Turkish insurance market
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whereas the European single insurance market hasstteached its potential especially

in life insurance market.
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Graph 62: Insurance Density in the EEA and Turkey 2008) (EUR)
Source:own Graph based on data from CEA (2009a)

4.2.2.1.2. Insurance Penetration

The penetration rates shown in Graph 63 demonsth@emportance of the
insurance sector in the national economies of tB& Bember States and Turkey.
While insurance penetration rate in the EEA is 822008 and it ranges from 1,7% in
Lithuania to 13,8% in the UK, it remains at onl2% in Turkey.
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Graph 63: Insurance Penetration in the EEA and Turley (2008)
Source:own Graph based on data from CEA (2009a)

4.2.2.1.3. Insurance Products

European single insurance market is dominated tey ihsurance products

whereas the Turkish insurance market is largely idated by non-life insurance
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products. Graph 64 illustrates the share of lifd aon-life insurance business in the
EEA and Turkey. The share of life business in Turiee 13% of the total insurance
business in 2008, while it is around 60% in the EE&en in the few Member States
where non-life products prevail, the share of hifesiness varies between 20% and 40%.
Furthermore, most of the life insurance productsciwvhare widespread in the EEA
insurance markets such as the unit linked life riaisce products which are widespread
in the UK and France do not exist in the Turkissurance market. Instead, credit linked
life insurance products dominate the Turkish lifsurance market. This is why the
Turkish life insurance market does not comove wmtbst of the already fragmented
EEA life insurance markets.
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Graph 64: Share of Life and Non-Life Insurance in he EEA and Turkey (2008)
Source:own Graph based on data from CEA (2009a)

In non-life insurance lines of business, Turkeyfedéntiates from the EEA
average. Traditional insurance products dominageTtirkish non-life insurance market.
Table 13 shows the share of non-life insurancedbras in total insurance production in
the EU and Turkey. Motor insurance products repried8% of the Turkish non-life
insurance market while they cover 30% of the Euaopsingle insurance market.
Liability insurances as well as credit insurancegal expense and financial losses
insurance products are still not widespread inTihkish insurance market. In addition,

mortgage related insurances are new and not conyrasat!.
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Table 13: Share of Branches in Non-Life Insurancenithe EU and Turkey (2008)

EU-27 Turkey
Motor 30,5% 48,2%
Accident&health 31,0% 17,6%
Liability 7,9% 2,9%
Legal expense 1,8% 0,3%
Property 19,1% 16,8%
MAT 3, 7% 4,7%
Other 6,0% 9,5%

Source:own Table based on data from CEA (2009a)
4.2.2.1.4. Typeand Size of Insurers

Insurance companies are established as joint-staskpanies in Turkey.
However, mutual insurers which are widespread amée and Germany do not exist in
Turkey. Moreover, while the establishment of conigomsurers is forbidden in the EU
since the introduction of the third insurance dikexs in 1994, the already established
composite insurers of that time which represent Xi%he total number of the EEA

insurers today continue to operate. However, thegeno composite insurers in Turkey.

It can be concluded from Graph 65 that the numlbénsurance companies in
Turkey is far below the number of insurers in tHg-E5 but similar to the number of
insurers in the new EU Member States. Howeverntpkinto account the size of the
Turkish insurance market, 54 actively operating panies in the market by the end of

2010 can be considered too many.
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Graph 65: Number of Insurers in the EEA and Turkey (2008)
Source: own Graph based on data from CEA (2009a)
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It can be seen from Graph 66 that the concentrasita is very high in the EEA
Member States and Turkey in both life and noniiiferket. Concentration ratio for both
the EEA average and Turkey accounts to around 88. sector is relatively more

fragmented in bigger Member States, which is netddsse in Turkish insurance market.
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Graph 66: Life and Non-Life Concentration in the EEA and Turkey (2008)
Source: own Graph based on data from CEA (2010a)

Size of the insurers established in Turkey is sen@lian the European insurance
groups. The EEA average premium production per @mpaccounts to EUR 235
million, but it is only EUR 104 million in the Tuirkh insurance market. Moreover, while
worldwide premium production of Allianz and Axa wB&/R 89 and EUR 87 billion in
2008, premium production of Anadolu Group whichthe biggest pure domestic
insurance group in Turkey was only EUR 0.7 billidmis puts Turkish insurers into a

disadvantageous position to compete with the ima@@roups established in the EEA.

Graph 67 shows that in life business, the averamed life insurers in Turkey
(EUR 36 million) is well behind the EEA average (E® 96 million). However, due to
high number of non-life insurers operating in tieAHincluding monoliners operating in
one specific branch), the average size of noniligurers operating in the Turkish
insurance market (EUR 148 million) is above the Edwg&rage (EUR 118 million).
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Graph 67: Size of Insurers in the EEA and Turkey (208) (EUR million)
Source:own calculations based on data from CEIOPS (2a68)TSRSB (2008)
data excludes composite companies

4.2.2.1.5. Investments of Insurers

The ratio of investments to GDP which provides adidator of the relative
importance of insurance to the economy shows glieparities between Turkey and the
EEA. Graph 68 shows that the average investmeimisafers to GDP in the EEA is 51%
in 2008, while the ratio exceeds 90% in the UK.KByrranks among Baltic States with
less than 2%.
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Graph 68: Investments of Insurers to GDP in the EEAand Turkey (2008)
Source: own Graph based on data from CEA (2009a)
Graph 69 depicts the fact that the allocation alurers’ investments between
EEA Member States and Turkey differ. With some fexceptions such as Germany,
Austria and the UK, relatively more risky investrteensuch as equities are not
widespread in both the European and Turkish inmeramarkets. While the share of fixed

income securities is biggest in the EEA average Rumttey, it accounts for more than
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half of the total investments in most of the Mem8tates (EEA average is 58%) whereas
it accounts 47% in Turkey in 2008. On the otherdhdhe biggest difference between the
allocation of investments in Turkish and Europe@surance markets is the deposits with
credit institutions which accounts almost 30% ofakoinvestments of the Turkish

insurance market against the EEA average of 3%urefdre, with almost 80% of

investments allocated to fixed-income securitied deposits, Turkish insurance market
is more secure and stable than the insurance nsasketost of the EEA Member States,

including the new EU Member States.
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Graph 69: Allocation of Insurers’ Investments in the EEA and Turkey (2008)
Source:; own calculations based on data from CEIOPS (28688)CEA (2010a)
Fixed income includes debt securities and otherdfiincome securities; equity includes shares ahdrot
variable-yield securities, and investments in &fi#ld enterprises and participating interests;ratidudes
lands and buildings, loans, deposits with creditiintions and other investments.

4.2.2.1.6. Competitiveness of Insurers

Assets of insurers operating in Turkey are muchllemeompared to the assets
of big European insurance groups. Graph 70 denstirgirthe ratio of total assets to
GDP in 2008 makes it clear that while the averagé Eatio is 54%, it is less than 10%
in most of the new EU Member States and is onlg@i@ Turkey which ranks among

Baltic States, Bulgaria and Romania.
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Graph 70: Insurers’ Assets to GDP in the EEA and Trkey (2008)
Source: own calculations based on data from CEIOPS (2868)ISB (2009)

Therefore, the competitive power of Turkish insaréexcept foreign insurers
operating in Turkey which can benefit from the fnml power of their parent
undertakings under certain conditions) is relajivamaller than their European
counterparts. Graph 71 indicates that in termsssets, average size of companies is
EUR 1.4 billion in the EEA. While it is EUR 2 biin in Italy, EUR 1.8 billion in
Germany and EUR 0.5 billion in Poland, it is onlE 0.27 billion in Turkey.
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Graph 71: Amount of Assets per Insurer in the EEA ad Turkey
(2008) (EUR million)

Source: own calculations based on data from CEIOPS (2a68)ISB (2009)

Furthermore, Table 14 demonstrates that Turkishiramee groups are very
small compared to the world’s leading Europeanriausce groups. Total assets of Allianz
Group account to EUR 955 billion and total assétéya Group account to EUR 673
billion in 2008. However, total assets of Anadahsurance and Anadolu Life Insurance

account to EUR 2.6 billion. Out of 60 insurers @tigrg in Turkey, 41 insurers have
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direct or indirect foreign partners. Therefore, sabsidiaries of the biggest insurance
groups operating worldwide, these companies befrefit the competitive power of their

parent companies.

Table 14: Insurance Groups in Europe and Turkey (208)

Company Worldyvide Techn.ical Total
Premiums Provisions Assets

Allianz 89 411 955
Axa 87 488 673
Generali 67 296 384
Aviva 45 312 446
ING 43 235 312
Anadolu (Life+Non-Life) 0.7 1.3 2.6
Yap! Kredi (Life+Non-Life) 0.3 0.5 1.3
Total of Turkish Insurance Market 6.2 6.2 14.6

Source:own Table based on data from 2008 Annual Repdittseocompanies

On the other hand, while total capital (own fundkjhe insurers in the UK and
France is EUR 153 billion and EUR 136 billion resipeely, it accounts to EUR 3.7
billion in Turkey. Graph 72 shows that the averageunt of capital of the EEA insurers
(including cooperatives) is EUR 124 million, whilee average in Turkey is only EUR 67
million. Furthermore, the EEA average includes @apives having small amount of
capital and thus excluding them, the EEA averageldvbe much higher. The amount of
capital of some of the biggest European insuramoeps is even bigger than the total

amount of capital of all insurers operating in Teyk
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Graph 72: Amount of Capital per Insurer in the EEA and Turkey

(2008) (EUR million)
Source: own calculations based on data from CEIOPS (2a68)ISB (2009)
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4.2.2.1.7. Efficiency of Insurers

Cost ratio in non-life business showing the rafimet operating expenses to net
premiums earned do not differ between Turkey and Bizerage. Graph 73 shows that
the weighted average of the cost ratio is 23% enEEA non-life business and 25% in
Turkish non-life business in 2008, whereas for gveélJR 100 of earned premium,
insurers in Romania have to spend EUR 42. It méaaisinsurers in Turkey are more

efficient than the insurers operating in Romania.
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Graph 73: Cost Ratio in Non-Life Business in the EEB and Turkey (2008)
Source: own calculations based on data from CEIOPS (2a68)ISB (2009)

Whereas the cost ratio in Turkey is in line witle BEA average, the combined
ratio which gives an idea about the profitabilitiytbe insurers is worst than the EEA
average. Divergent combined ratios suggest theesxis of divergences in efficiency.
Graph 74 shows net combined ratio in non-life bessndefined as net claims and net
operating expenses divided by net premiums earfeel.ratio in the EEA was 98% in
2008 whereas it was 105% in Turkey which meansdla@ins and expenses were higher
than earned premiums in Turkish non-life businégsxontrast to Turkey, although cost
ratio in Poland and Hungary was higher than the Bkérage, their combined ratio is
below the EEA average mainly due to low level afirtls incurred.
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Graph 74: Net Combined Ratio in Non-Life Businessn the EEA and Turkey (2008)
Source: own calculations based on data from CEIOPS (2009)

4.2.2.1.8. Productivity of Insurers

In Turkey, there are 16.000 people working in iaswe and reinsurance
companies in 2008 whereas total number of peopldamed in the EEA insurance and
reinsurance companies is 926.000. CEA (2009a) replwait Germany is the leader in the
EEA with 216.000 employees while the UK has 175,00@nce 144.000 and Poland

29.000 employees working in their insurance analsigiance companies.

In the EEA, there are 185 persons employed perensuhile insurers in Turkey
have an average of 295 employees. The average rikeyrus higher than the EEA
average due to the fact that in Turkey there aremmduals where the level of

employment is considerably low.

Graph 75 shows the share of employees workingsarance and reinsurance
companies to total employment of the country. Whiile average share in the EEA is
0,41%, it remains at 0,07% in Turkey. Taking inte@unt that 0,56% of total employees
in the UK and France work in insurance companies, ghare in Turkey is only one-
eighth of these countries.

215



0,6%

0,5% -

0,4% - ]

0,3% +——

0,2% +——

0,1% -
IT PL TR

GB FR DE EEA cz ES

Graph 75: Employment in Insurers to Total Employmert in the EEA and Turkey
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Source: own calculations based on data from CEA (2009a)

Labor productivity in the insurance business calt®d by total premium
production (as the output) to total number of pessemployed (as the input) varies
greatly between the EEA and Turkey. Graph 76 deimates that productivity is highest
in Italy with almost EUR 2 million premium produati per employer in 2008. While the
average in the EEA is EUR 1.1 million, it remain&&R 0.38 million in Turkey.
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Graph 76: Labor Productivity in the EEA and Turkish Insurance Market (2008)
Source: own calculations based on data from CEA (2009a)

4.2.2.1.9. Insurance Distribution Channels

Insurance intermediaries in the EEA and Turkey sbref agents, brokers and
banks. Graph 77 demonstrates that distributionreélann both life and non-life business
differ widely between countries. Brokers lead tifie insurance market in the UK while
bancassurance is commonly used in Spain, ItalyFradce, and agents are particularly
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widespread in Germany. In Turkish life insurancerkats, bancassurance and agents

dominate the market while direct selling is alsaeionportant than the EU-15 countries.

In the distribution of non-life insurance productgients and brokers are the
largest suppliers. Non-life insurance products urkey, Italy and Germany are widely
sold through agents, while brokers are dominarthenUK and Ireland. Contrary to life

business, the share of bancassurance is smal®sshof the countries.

On the other hand, direct selling through compampleyees, internet or
telephone, which also facilitates the selling &urance products abroad, is used to some
extent in life insurance market in Bulgaria and 4hi@insurance market in France while

it is negligible in both life and non-life marketsTurkey.
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Graph 77: Insurance Distribution Channels in the EEA and Turkey (2008)
Source: own Graph based on data from CEA (2009a)
2007 data for ES
In GB, bancassurance in life business is includeathier channels and its market share is around 14%

4.2.2.1.10. Results of the Comparative Analysis on Market Convergence

From the convergence point of view, Turkish inseemarket is not ready for
the integration to the European single insuranceketaince market indicators between
Turkey and the EEA Member States differ to a gea#ent.

Life and non-life insurance density and penetraiionurkey deviate largely
from the EEA average. Contrary to the Europeanlsinggurance market, the Turkish
insurance market is largely dominated by traditionan-life insurance products.
Premium production of the insurers established urké&y is smaller than the European
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insurance groups. Their competitive power and iefficy are found to be considerably
smaller than the EEA insurers. The ratio of invesita of the insurers to GDP shows
also large disparities between the EEA and Turk&¥yereas the Turkish insurance
market ranks among the developing insurance marktthe EU-10 countries from
Central and Eastern Europe, there are still largjgadities between them.

To sum up, life and non-life insurance densityunasice penetration, insurance
products, allocation of investments and the levielcampetitiveness, efficiency and
productivity of insures greatly differ between tB&EA average and Turkey. Therefore,
Turkish life and non-life insurance markets do coiove with the already fragmented
EEA insurance markets. Lack of convergence in markkcators reduces the integration

potential.
4.2.2.2. Foreign Presencein the Turkish Insurance Market

Since Turkey is not part of the European singlaiiasce market, there is no
freedom of establishment or freedom of servicesvbéen the EEA Member States and
Turkey. However, low penetration rate and robusingin in the insurance and pension
markets in recent years increased foreign invesadtention to the Turkish insurance
market (ISB, 2009, p.13). There has been a sulstamtrease in the entrance of foreign
capital especially since 2005.

Table 15 shows the number of foreign insurers irkdy While there were only
17 foreign shared insurance companies in Turke30D0, this number increased to 43 in
2009. Total number of companies did not increasenduthe same period since
foreigners prefer to penetrate to the Turkish iasoe market mostly by way of M&A
instead of establishing new branches or subsidia?i4 of 37 non-life companies and 19
of 24 life companies have direct or indirect foreighares as of the end of 2009. 35
companies are foreign controlled companies whicklehaore than 50% of the capital
that belongs to foreigners. Moreover, out of 43uress which have foreign shares, 32
insurers have their headquarters in the EEA Men$tates. It means that most of the

foreign players in the Turkish insurance markettheeEEA based insurers.
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Table 15: Number of Insurers in Turkey with Foreign Partners

Total Number _Of Foreign Partner’s
Year Number of Qompan!es Share
Company with Foreign
Partners 0450 <%50
2000 62 17 6 11
2001 59 16 8 8
2002 58 15 8 7
2003 57 11 6 5
2004 58 16 7 9
2005 55 20 9 11
2006 55 24 15 9
2007 61 32 22 10
2008 62 41 34 7
2009 62 43 35 8

Source: own Table based on data from ISB (2009)

As a result of the increase in foreign investmantghe Turkish insurance

market, the share of foreign players has beenasarg not only in terms of number but

also in terms of capital and premium productionagbr 78 shows that the share of

foreign paid-in capital to total paid-in capital tife Turkish insurance market reached

51% in life and non-life business in 2008. Life urence market was more open than

non-life market until 2006. Due to intense mergard acquisitions in non-life market in

2007 and 2008, non-life market is now as openfasiiarket. Moreover, in 2008, only

7% of the total capital belongs to non-EEA insumghsle EEA insurers hold 47% of the

total capital of the Turkish insurance market.
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Graph 78: Share of Foreign Insurers in Turkey (in £rms of capital)
Source: own Graph based on data from Annual Reports ofSBe
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Graph 79 represents the share of the premium ptioduaf the foreign insurers
that hold the majority (more than 50%) of the paiczapital of the company to total

premium production of the Turkish insurance market.

In line with the increasing penetration of foreigrsurers into the Turkish
insurance market, the share of foreigners in tlkenprm production has also increased in
both life and non-life businesses especially sR@@5. The openness of non-life business
is higher than life business. Almost 56% of noe-lifremiums and 45% of life premiums

were written by foreign insurers in 2008.
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Graph 79: Share of Foreign Insurers in Turkey (in rms of premiums)

Source:own Graph based on data from Annual Reports of SEBER
share of premium production of the insurers whidhdhmore than 50% of the paid-in capital of the
company to total premium production of the Turkiiséurance market

Overall, countries with a greater market size imteof total premiums are less
open to foreign companies. Graph 80 indicatesftratgn share in the Turkish insurance
market is much higher than the EEA average, Germamy Spain. The share of

foreigners in both life and non-life insurance neskof Turkey is less than the shares in

Czech Republic and Hungary but similar to the shard’oland.
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Source:own Graph based on data from OECD (2010)
Excluding the share of EEA branches

In conclusion, foreign insurers widely operate inrKish life and non-life
insurance markets through M&A as in the case ofBhmpean single insurance market.
Foreign insurers, especially the EU insurers, hbgen penetrating into the Turkish
insurance market since the acceleration of the ftdworeign direct capital (FDI) to
Turkish financial market in 2005. Whereas openighe EU membership negotiations
in 2005 has an effect on the acceleration of for@gnetration into the Turkish insurance
market, at micro-level growth potential and prdfitay opportunities and at macro-level
young population, macro-economic results and palitstability are the main motivations
behind this acceleration. The growing involvemehtfareign insurers in the Turkish

insurance market can be seen as the result dbithésler picture.

Moreover, discourse analysis also supports the naegts of this study.
Managers or founders of the EU insurers which aeqlurkish insurers in their speeches
in media just after the acquisition process mogslg the words “growth”, “stability” or
“insurance penetration” rather than the words “Ettfgrmonization” or “alignment”. A
survey carried out by the European Commission @nitisurers that had entered the
market of another EU Member State concluded alsp ttie main drivers of the EU
insurers to enter another market are purely comalesach as potential for growth or

profitability (European Commission, 2007a, p.48).
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Furthermore, increasing involvement of foreign mess in Turkish insurance
market since 2005 did not result in higher prodiifferentiation and more effective risk
management in the sector. In contrast, it did tesukbxcessive price competition and
thus profitability of the companies has been cosrsidly deteriorated. In addition,
foreigners did not bring a significant additionapdal to the sector. Equity capital is not
improved in terms of quality and quantity. Whileethatio of the equity capital of the

sector to total premium production was 68% in 200t&|l down to 65% in 2008.

4.3. SURVEY ON PERCEPTIONS AND EXPECTATIONS ABOUT THE
INTEGRATION OF THE TURKISH INSURANCE MARKET WITH
THE EUROPEAN SINGLE INSURANCE MARKET

Since Turkey is not a member of the EU, the insuggrerating in Turkey are
not benefiting from FOS or FOE. However, foreignngiation into the Turkish
insurance market is high and most of the foreigrygis in the Turkish insurance market
are EU insurers. It reflects the fact that the Hldurers are widely operating in the
Turkish insurance market without feeling the nemevait for the membership of Turkey
to the EU. Therefore, the EU membership of Turkeyl not have a considerable effect
on the decision of the EU insurers to operate e Tharkish insurance market antte
versa However, the level of integration between theKislr insurance market and
European single insurance market when Turkey besammember of the EU cannot

already be quantified since there has not yet B€¥8 or FOE between the two markets.

Therefore, expectations of the managers in the iSlurksurance sector on the
level of integration as well as their perceptiomsl &xpectations on the arguments and

claims presented in this study are investigated byrvey.
4.3.1. Aim

The main aim of the survey is to explore the peroap and expectations of the
managers in the Turkish insurance sector abouintlegration of the Turkish insurance
market to the European single insurance marketcelpdons and expectations on the
current harmonization level of the Turkish insummarket with the European single

insurance market, on the benefits and costs oEtheanembership of Turkey in Turkish

222



insurance market and on the integration level betwthe two markets when Turkey

becomes member of the EU are investigated in thaegu

The following questions are investigated by thrgfeent scales which measure

the belief in the level of harmonization, in thenbits of the EU membership of Turkey

and in the level of integration as a result oftiembership of Turkey to the EU:

1. Perceptions on the level of harmonization of thekigl insurance legislation

with the EU insurancacquis

Perceptions on the existence of harmonization iffieréint areas of
legislation related to insurance
Perceptions on behavioral changes of insurers andueners during the

harmonization process

2. Expectations on the benefits of the membership wkdy to the EU in the

Turkish insurance market

Expectations on the likelihood of different typefk benefits and costs
occurring in the Turkish insurance market when &yrkecomes member
of the EU

3. Expectations on the level of integration between thurkish insurance market

and European single insurance market when Turkegrbes member of the EU

Expectations on the market entry strategies offteinsurers to operate
in Turkey and Turkish insurers to operate in thevigtén Turkey becomes
member of the EU

Expectations on the likelihood of different insutanbranches in which
the EU insurers would intend to operate in Turkdyew Turkey becomes
member of the EU

Expectations on types of consumers who would bsyremce products
from the insurers established in the EU when Tulk@gomes member of
the EU

The questions above are investigated by a desaipipproach. In addition to

that, the questions are tested to see whether theaesignificant relationship between

foreign and domestic insurers and between life raomttlife insurers. The existence of a
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significant difference between foreign and domestsurers and between life and non-
life insurers in their belief in the level of harmipation of the Turkish insurance market
with the European single insurance market, in thmsfief in the benefits of the
integration of Turkish insurance market with thedpean single insurance market when
Turkey becomes member of the EU and in their béli¢he level of integration between
Turkish insurance market and European single imsgranarket when Turkey becomes

member of the EU are investigated.
4.3.2. Methodology
4.3.2.1. Participants

There are almost 300 top managers, including genenaagers, deputy general
managers and legal advisors, working in 57 inswaand reinsurance companies
actively operating in Turkey as of the end of 20Tfis survey covered 52 managers
from 33 different companies. This corresponds adadliffo of all top managers and 58%
of all companies in the market.

The distribution of the participants is shown inblea1l6. Companies having
more than 50% of their equity acquired by foreigrae classified as foreign companies.
22 participants from domestic companies and 30igyaaints from foreign companies
operating in Turkey participated in the survey. @@ticipants are from life insurance
companies (7 of them being from domestic compaanesthe remaining 11 being from
foreign companies), 29 participants are from ném-dinsurance companies (10 of them
being from domestic companies and the remaininbeifg from foreign companies), 3
participants are from reinsurance companies andarZicjpants are from insurance

professional organizations.

Table 16: Number of Participants

domestic foreign total
life 7 11 18
non-life 10 19 29
other 5 5
total 22 30 52
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As of the end of 2009, 46% of the employees initiserance and reinsurance
companies operating in Turkish insurance marketaake and 54% of them are female.
However, only 20% of general managers and deputergé managers are female. 40
males and 12 females participated in this surv89o &f the participants are thus female
and this reflects the current situation of the Tsltknsurance sector.

Age of the participants ranges from 30 to 64. Témicarity is not based on age
or total work experience but based on the expegi@mt¢he insurance sector. Participants
having more than 10 years of experience in therarsie sector are considered as senior.
As a result, for the purpose of this study, 36 ipgdnts are labeled as senior and 16
participants are labeled as junior in terms of exgpee in the insurance sector.

The first 10 non-life companies writing 73% of th&al non-life premium
production and the first 5 life companies writing% of the total life premium
production are considered as big companies. Asudtrdor the purpose of this study, 30
participants are from the companies labeled ascbigpanies and 20 participants are

from the companies labeled as small companies.
4.3.2.2. Instruments

The scale used in this survey to measure the hgligle level of harmonization
consists of 19 items covering relevant areas afrarsce legislation and participants are
asked to indicate the degree to which they belibat the harmonization exists. They
give their responses on a 5-point Likert scale irapdgrom 1 (strongly disagreej}o 5
(strongly agree)with higher scores indicating greater belief ine tlexistence of

harmonization. Items affirming the lack of harmatian are reverse scored.

The scale used to measure the belief in the berigfiturkish insurance market
when Turkey becomes member of the EU covers 21siteontaining different types of
benefits and costs. The participants are askeddioate the degree to which they expect
that there will be benefits for the Turkish insuwranmarket when Turkey becomes
member of the EU. They give their responses onpaibt Likert scale ranging from 1
(strongly disagreejo 5 (strongly agree)with higher scores indicating greater belief in

the benefits of membership. Items affirming thets@$ membership are reverse scored.
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The scale used to measure the belief in the leva@htegration when Turkey
becomes member of the EU consists of 12 items suyatifferent types of foreign
market entry strategies. The participants are agkautlicate their degree of expectations
related to the foreign market entry strategieheffEU and Turkish insurers when Turkey
becomes member of the EU. They give their respooses 5-point Likert scale ranging
from 1 (strongly disagree}o 5 (strongly agree)with higher scores indicating greater
belief in the materialization of integration. Iterirming foreign market entry strategies

without need for integration are reverse scored.

In addition, participants are asked to give the @arhthe company they work
for so that they can be categorized in terms of typd nationality of company. All of the
respondents surveyed are guaranteed complete aitgrwhen the results are evaluated

and published.

Reliability is checked for all scales. It is measuiwith Cronbach’s alpha. The
reliabilities of the scales used to measure depenesriables are reported in Table 17.
An alpha between .6 and .8 indicates acceptabigbrily and an alpha of .8 or higher
indicates good reliability. Therefore, Cronbachighas turned out to be acceptable for

all scales of the survey.

Table 17: Results of Reliability Test

variable number of items Cr(;r;gﬁ;h’s
harmonization 19 61
benefits 21 78
integration 12 75

Sourceiown Table based on the results of reliability testin SPSS

Exploratory Data Analysis (EDA) is performed to eal possible errors in the

data, to test for normality and homogeneity anch tlttedetermine whether parametric or

non-parametric tests should be used.

First, normality tests are performed to investigdtevariables are normally
distributed for each level of the independent \@ealn order to determine normality,

graphical and numerical methods are used. Thaldistn of all variables is graphically
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compared to a standard normal distribution by u§n@ plots. In each graph, the points
in the Q-Q plot lie approximately in a straightdinTherefore, the data is from normally

distributed population.

As a numerical method of assessing normality, Sbapiilk Test which is
appropriate for small samples which are less tH@00 Zoarticipants is performed. The
results of Shapiro-Wilk Test are presented in Tdl@eThe null hypothesis that the data
comes from a normally distributed population cartvetejected for none of the variables
since p > .005 in each case. Therefore, for domesiil foreign companies and for life

and non-life companies, dependent variables amaalbyr distributed.

Table 18: Results of Shapiro-Wilk Test of Normality

Cepenaer | e [ s | so
domestic .90 .06

harmonization foreign .96 32
life .97 .80

non-life .93 .09

domestic .95 .32

) foreign .97 .61
benefits life 03 24
non-life .96 .36

domestic .96 .53

integration foreign .96 51
life .93 .20

non-life .96 .37

Source:own Table based on the results of Shapiro-WilkS e in SPSS

Second, homogeneity of the variances is teste@a¢onhether the variances of
the observations in the individual groups are equavene’s Test of Equality of Error
Variances is performed to check the homogeneityamifance. The results of Levene’s
Test are shown in Table 19. The null hypothesis titva population variances are equal
cannot be rejected for none of the variables spee.005 in each case. Therefore, the

error variance of each dependent variable is eagralss groups.
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Table 19: Results of Levene’s Test of Homogeneity

dependent independent .

i . F Sig.
variable variable
L domestic/foreign .13 71
harmonization - -

life/non-life 72 .54
benefits domestic/foreign 3.41 .07
life/non-life 3.11 .06
intearation domestic/foreign 1.948 .16
g life/non-life 1.277 29

Source:own Table based on the results of Levene’s Testsr SPSS

4.3.3. Results and Discussion

Descriptive statistics on all variables are repbrteTable 20. The perception of
the respondents on the harmonization level is thakish insurance legislation is
harmonized with the EU insuraneequis(M = 3.65;SD =.27). The perception of the
sector is in conformity with the finding of the cparative analysis made in this study on
insurance legislation of Turkey and the EU thataligh there are still areas to be further
harmonized, Turkish insurance legislation is harnesh with the EU insurancacquis

to a great extent.

Respondents expect that the membership of Turkeyhéo EU would be
beneficial for the Turkish insurance markkt £ 3.48;SD =.35). Interestingly enough,
both big and small insurers expect that the benefitbeing member of the EU will be
higher than its costs. It can be concluded thay thveuld not abstain from further

harmonization with the EU insuranaequis

Furthermore, related to the level of integratiobasen the insurance markets of
the current EU Member States and Turkey as a re$utte membership of Turkey to
the EU, the expectation of the respondents is motstaong as the previous two
tendenciesNl = 2.99;SD =.47). The sector does not seem strongly optimatimut the
realization of the integration. Furthermore, stadd#eviation is relatively high. It can be

concluded that the expectations on the realizaifontegration differ within the sector.
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Table 20: Descriptive Statistics of Variables

Total Sample of | Sample of | Sample of| Sample of | Sample of | Sample of
_ Samole Domestic Foreign Life Non-life Big Small
variables P Insurers Insurers Insurers Insurers Insurers Insurers
Mean (SD) | Mean (SD)| Mean (SD)| Mean (SD)| Mean (SD) | Mean (SD) | Mean (SD)
harmonization| 3.65 (.27) 3.63 (.31) 3.66 (.24 3.64 (.2B) 3.&3). | 3.62(.27) 3.67 (.28)
benefit 3.48 (.35) 3.37 (.37) 3.57 (.31 3.46 (.20) 3.37). | 3.50(.38) 3.50 (.29)
integration 2.99 (.47) 2.80 (.35) 3.18 (.49 2.92 (.56) 3.14). | 2.97 (.48) 3.09 (.49)

Source:own Table based on the results of the survey

Since reliability of the scales used in the surisegcceptable, data is normally
distributed and variances are identical, the assiomg to run analysis of variance
(ANOVA), a parametric test, are validated. Therefothe existence of a significant
difference between foreign and domestic insuretsl@tween life and non-life insurers
in their belief in the level of harmonization, inet benefits of the integration and in the
level of integration is tested by one-way ANOVA. eThmesults of ANOVA for all
variables are reported in Table 21.

Table 21: Results of ANOVA

Variable "ariable F sig.
harmonization domestic/foreign .08 77
life/non-life .43 72

benefits domestic/foreign 7.15 .01
life/non-life 4.09 .01

integration domestic/foreign 9.45 .00
life/non-life .70 .55

Source:own Table based on the results of ANOVA run in SPS

In order to test whether there is a significantedénce between domestic and
foreign insurers and between life and non-life messl in their belief in the level of
harmonization of the Turkish insurance market witle European single insurance
market, one-way ANOVA is carried out to compare gineups of domestic and foreign
insurers and the groups of life and non-life inssird@here is not a significant difference
in the belief in the level of harmonization of tAerkish insurance market with the
European single insurance market between domesticers i = 3.63;SD = .31) and

foreign insurersNI = 3.66;SD =.24),F (1, 50) = .77, ns and also between life insurers
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(M = 3.64;SD =.23) and non-life insurerdA = 3.65;SD =.31),F (1, 45) =.72, ns. The
fact that the survey reveals that being from lifenon-life insurer does not matter in the
belief in harmonization may be attributed to thedings of this study which indicate that

the level of harmonization does not differ betwéfnand non-life insurance markets.

In order to test whether there is a significantedldnce between domestic and
foreign insurers and between life and non-life nessiin their belief in the benefits of the
integration of Turkish insurance market with thedpean single insurance market when
Turkey becomes member of the EU, one-way ANOVA asried out to compare the
groups of domestic and foreign insurers and theiggoof life and non-life insurers.
There is a significant difference between domestid foreign insurers in their belief in
the benefits of the integration of Turkish insumrnoarket with the European single
insurance market. Foreign insureM € 3.57; SD = .31) turn out to have a stronger
belief in the benefits of the integration more tlilmmestic insurers ddvi(= 3.37;SD =
.37),F (1, 50) = 7.15, p < .01. It can thus be concluttet Turkish insurance sector
supposes that the membership of Turkey to the EUldvibe more beneficial to foreign

insurers operating in Turkey than domestic insurers

There also exists a significant difference betwbfenand non-life insurers in
their belief in the benefits of the integration ®@rkish insurance market with the
European single insurance market. Non-life insu(bts= 3.57; SD = .37) turn out to
have a stronger belief in the benefits of the irdggn more than life insurers dM (=
3.46;SD =.20),F (1, 45) = 4.09, p < .01. It can thus be conclutthed Turkish insurance
sector supposes that the membership of Turkeyead=th would be more beneficial to

non-life market than life market.

In order to test whether there is a significantedénce between domestic and
foreign insurers and between life and non-life nessiin their belief in the realization of
the integration between the Turkish insurance naakd the European single insurance
market when Turkey becomes a member of the EUwaeANOVA is carried out to
compare the groups of domestic and foreign insuaedsthe groups of life and non-life
insurers. There is a significant difference betwdemestic and foreign insurers in their

belief in the realization of the integration betweable Turkish insurance market and the
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European single insurance market when Turkey besammember of the EU. Foreign
insurers M = 3.18;SD =.49) turn out to have a stronger belief in thdization of the
integration more than domestic insurers Mb=< 2.80;SD =.35),F (1, 50) = 9.45, p <
.01.

However, there is not a significant difference e belief in the realization of
the integration between life insurefd & 2.92; SD = .56) and non-life insurerd\ =
3.11;SD =.44),F (1, 45) = .55, ns. This study concludes that tleret a considerable
difference between life and non-life markets in tBEA in terms of the level of
integration and that it is negligible in both maseThis conclusion is predicted to be
valid also for the Turkish insurance market.

Furthermore, for none of the variables, were thamg significant difference
between the participants labeled as senior anarjuamd between the participants from

the companies labeled as big and small (p > .0&lfdests).

Furthermore, descriptive analyses give more delaitesults about the
perceptions on the harmonization process, expeontaton the likelihood of different
types of benefits and costs of the integration arpectations on the market entry

strategies of the EU and Turkish insurers.

Perceptions of the Turkish insurance sector on hthemonization level of
different areas of insurance legislation with the &cquis are reported in Graph 81.
Managers in the Turkish insurance sector beliegé ghpervisory requirements (78%) as
well as the rules on technical reserves (88%),nfire reporting (80%), insurance
intermediaries (69%), life insurance (67%) and epby requirements (58%) are
harmonized with the EU rules to a great extent.s€hgerceptions are in line with the
findings of the comparative analysis made in thisdg on insurance legislation of
Turkey and the EU that although there are stilhar® be further harmonized, Turkish
insurance legislation is harmonized with the EUWInasceacquisto a great extent.

The abstention in the perception of the level ofntanization in MTPL
insurance is high mainly due to non-responsivei@pants from life insurers. Those who

responded are mostly of the opinion that MTPL iasge is not harmonized with the EU
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rules. The perceptions are in line with the findingf this study that most of the
requirements of Directive 2009/103/EC on motor ragge such as minimum cover
limits, cover of material damages of uninsured gkelsi should be gradually aligned with

the EUacquis

Mixed conclusions can be drawn as to the perceptianmout the level of
harmonization of tariffs and licensing rules. Altlylhh the Turkish insurance market
which was traditionally a highly regulated marketshmade big steps towards tariff
liberalization, 42% of the respondents suppose ttréffs are not as liberalized as they
are in the EU. The perceptions are again in lind wie findings of this study that tariffs
in compulsory insurances and in life insurance khte further liberalized in order to

comply with the EU requirements.

37% of the respondents think that the licensingiireqnents are aligned with
the EU rules and 39% of them think the oppositee Trerception that licensing
requirements are not harmonized with the EU ridesot in conformity with the findings
of this study that licensing rules such as fit gmdper requirements for founders and
managers, scheme of operation to be submitted ttmaties and taking-up capital per
line of business are harmonized with the &tduis Since it is theoretically demonstrated
in this study that licensing requirements are havizexl to a great extent, those who
perceive a lack of harmonization in this area gidiation may just give their opinion
taking into account the considerable amount of wamkl time to be spent in order to
establish an insurer in Turkey. However, it doed nwan that the rules are not
harmonized. While the length of the establishmentg@ss may differ from one country
to another or even from one company to anotherinveihcountry, it does not mean that

the establishment rules and procedures differ batweuntries.
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Graph 81: Perceptions on the Harmonization of the Wrkish Insurance Legislation

with the EU Insurance Legislation (%)
Source: own Graph based on the results of the survey

Perceptions of the Turkish insurance sector oncttenges in the behavior of
insurers and policyholders during the harmonizapoocess with the EU are illustrated
in Graph 82. 94% of the respondents think that @@te governance has become more
important for the companies. 67% of the responddnidk that organizational structure
of the insurers has been restructured. This refidaet fact that 90% believe that workload
has been considerably increased during the harmiorzprocess. Moreover, 73% of the
respondents also believe that the harmonizatioogssis considerably costly for the

entire sector.

71% of the managers surveyed arrive at the opithiahinsurers had to increase
equity capital due to the harmonization procesdy @d% of them believe that claim
payments have been accelerated during the harntiemzaocess whereas 36% of them

do not perceive any acceleration.

A great majority of the participants believe thae tbuying attitude of the
policyholders has not been changed during the hairation process. This result is in
line with the general assumption that policyholder3urkey still take into account the

price of insurance products rather than their cagern their buying decisions.

As to the perception about the reasons of the paiaet of foreign insurers into

the Turkish insurance market, there is not a widkgp assumption in the sector that the
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harmonization process engenders foreign penetradi@¥ of the participants think that
one of the motivations of the penetration of the iBsurers into the Turkish insurance
market is the alignment of the market with the Eduirements while 42% of them
attach the EU insurers’ penetration into the Turkissurance market to other reasons
than the harmonization process itself. The viewshef participants are largely in line
with the conclusions of this study that whereas llhemonization process affects the
decisions of the EU insurers to enter the Turkissurance market, political stability,
macroeconomic results and growth potential of teet® are the main motivations

behind the market entry decision of the EU insurers

corporate governancsg 94,2 3.5
workload 1 90,4 B 7.7 ]
costsi 73,1 771 19,2
capital | yaw IS 115 |
organizational structur(; 67,3 EESEN 192 |
foreign penetratior; 481 [ 9.6 1 12,3
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Graph 82: Perceptions on the Changes in Turkish Ingance Market in its
Harmonization Process with the EU (%)

Source: own Graph based on the results of the survey

The respondents predict both positive and negatoresequences for Turkish
insurance market when Turkey becomes member dEtheHowever, expected benefits
seem to dominate expected costs. Graph 83 demtassthee expectations on the benefits
of the EU membership of Turkey for the Turkish irswce market. Participants are
predominantly positive about the benefits of themhership of Turkey to the EU.

A great majority foresee an increase in life insgeadensity (80%), in non-life
insurance density (77%) and in insurance penetrdf0%). As a result of the expected
increase in the volume of premiums, they also jpteain increase in the assets of the
companies (88%) and in employment (75%).
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Although an increase in premium production is feesby the majority of the
respondents, the increase in profitability is expéonly by 44% of the respondents. The
results can be interpreted as excessive price ditiopeis expected to continue.
Moreover, the decrease in reinsurance costs iameixpected result of the membership.
Thus, increase in profitability is not foreseen thg majority of the respondents. The
predictions on profitability are in line with theectations of the EU insurers that were
surveyed before the establishment of the singlaramce market in 1994. The survey
carried out by the Institute of Insurance Studie€alogne University in conjunction
with the Geneva Association in 1994 to investighteexpectations of the EU insurers on
the European single insurance market revealed 368t of the insurers anticipate
decreasing profits in their countries of originasesult of the increase in competition
(Weidenfeld, 1996, p.88).

A clear majority of the respondents expect an aseein product differentiation
in the sector (92%) as a result of the membershiplwkey to the EU. Further
liberalization as well as alignment with Solvencyréjuirements would enable the
insurers to provide innovative products. In addifimew market entries in Turkish
insurance market as a result of the EU memberdhijuikey would also lead to product

differentiation.

Furthermore, after membership of Turkey to the Elpther words after full
alignment of Turkish insurance market with the Ekkuranceacquis the sector
anticipates higher consumer protection (67%) amghdri consumer confidence (73%).
Higher consumer protection will naturally give rise higher consumer confidence.
However, since supervision of the insurers is aereid to be harmonized with the EU
rules, the reasons of the expected increase inuowmgrs protection should be further
analyzed. One reason may be the upcoming of the stdwvency requirements which
consist of risk-based capital requirement calcotei and new rules on corporate
governance and market discipline. Another reasoy Ineathe predicted increases in the
assets and shareholders’ equity of the companias wlould make their financial

structure stronger.
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Graph 83: Expectations on the Benefits of the EU Mabership of Turkey for the

Turkish Insurance Market (%)
Source: own Graph based on the results of the survey

Graph 84 demonstrates the expectations on the cbsite EU membership of

Turkey for the Turkish insurance market. Consolahais the most important concern of
the sector (71%). In contradiction to this concemly 46% of the respondents think that
the Turkish insurance market will be faced with petition problems. Therefore, an
important number of respondents attribute the meadoconsolidation to other reasons
than competition problems. Only 36% of the respaoislanticipate insolvency problems
in Turkish insurance market as a result of the E&miership of Turkey. Therefore,
liquidation in the sector is not predicted by thajonity of the respondents. However,
EEA insurers were anticipating liquidation in thar&pean insurance market as a result
of third insurance directives, and thus higher lleok concentration in the market
(Weidenfeld, 1996, p.88).

On the other hand, the majority of the responddatsot suppose any decrease
in the price of insurance products (58%) to theelierof the consumers. They do not
expect any reduction in prices since they largedliebe that the prices are already

considerably low due to excessive competition betwtbe insurers.
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Graph 84: Expectations on the Costs of the EU Memibghip of Turkey for the
Turkish Insurance Market (%)

Source: own Graph based on the results of the survey

Graph 85 illustrates the expected market entrytesiras of the EU insurers to
the Turkish insurance market and of the Turkishuiess to the insurance markets of the
EU Member States after the membership of TurketheoEU. When Turkey becomes
member of the EU, freedom of services is not exqiett be used neither by the insurers
in Turkey (60%) nor by the EU insurers (77%).

However, the respondents are optimistic about the of FOE both by the
insurers established in Turkey (62%) and in the(BEQ). The prospect for the success
of FOE is thus estimated as considerably highar tha prospect for the success of FOS.
These results are in line with the expectationshef EU insurers surveyed before the
establishment of the single insurance market id1%8eidenfeld (1996, p. 85) reports
that 52% of the EU insurers was expecting an irs@eia the number of the EEA
branches operating in their countries of origirmassult of third insurance directives and
concludes that the internal insurance market woeleffective not so much throughout

Europe but rather between neighboring countries.

Majority of the respondents predict that Turkiskurers would be acquired by
the EU insurers while partnership through acqusitof minority shareholding is not a
predicted result. However, M&A in Turkish insuranogarket, especially by the EU
insurers, is already a given fact since 2006. Thegethe process of M&A in Turkish

insurance market is not directly related to therémbership of Turkey.
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On the other hand, the participants are also sedr@pout their expectations on
the acquisition of the EU insurers by the insurer§urkey. Acquisition of the majority
shareholding or minority shareholding of the EUuress is not an anticipated result of
the EU membership of Turkey. Taking into accoum ¢ize of the insurers in Turkey,
this is not a surprising anticipation.

Insurers in the EU Insurers in Turkey

majority shareholding 712 TSN 956 | FOE 615 [ 154 23.1
FOE 59,6 1351 26,9 minority sharehuldmg;I_I
acqistion 59 S I ORI s o E———
SR o U — T e ———
Fos [ T52— 753 FOS [ RS
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Graph 85: Expectations on Market Entry Strategies dthe Insurers (%)
Source: own Graph based on the results of the survey
Expectations on the likelihood of different linek lmsiness in which the EU
insurers would intend to operate in Turkey are riggbin Graph 86. Respondents believe
that the EU insurers would operate mostly in Iifsurance market in Turkey (69%). The
underlying assumption behind this expectation wdugdthat life insurance market in

Turkey has a big growth potential and thus woulchat foreign players from the EU.

Respondents from life insurers mostly preferredtoogive any predictions on
non-life insurance market. Those who gave a resp@uppose that the EU insurers
would also penetrate into non-life insurance marketTurkey. However, interestingly
enough, the majority of the respondents do not @sgpa penetration into motor
insurance market (neither MTPL nor casco) whichihis biggest insurance market in
Turkey. Motor insurance market is not profitabled asiue to high price competition,
insurers bear large losses in this line of busin€kserefore, foreign entries are expected
in more profitable lines of business since growbeptial and profitability are the main
motivations behind foreign entries. Non-traditiomadn-life branches such as liability
(other than MTPL), financial losses and legal pcota would thus be more attractive to
the EU insurers.

238



life 69,3 15,4
non-life 59,6 11,5
T T T T
0 20 40 60 80 100

‘ O agree/strongly agrel neither disagree nor agrCestrongly disagree/disagr#ae

Graph 86: Expectations on Lines of Business in whicthe EU Insurers Would
Operate in Turkey (%)

Source: own Graph based on the results of the survey

Graph 87 demonstrates the expectations on typergumers who would buy
insurance products directly from the insurers distladd in the EU. It is not expected that
individual consumers in Turkey would buy insurapceducts from the insurers that are
not established in Turkey. Therefore, it would betmeaningful to expect that the EU
insurers would be able to directly sell their pro@uto Turkish consumers through FOS.

However, the majority of the respondents (75%) iotedhat corporate
consumers would prefer to benefit from FOS whenkiBlr insurance market becomes
part of the European single insurance market. Thdigtions are in line with the current
situation in the EU where cross-border businessutiit FOS in wholesale insurance

market is higher compared to retail insurance ntarke

corporate consumer: 75 - 154
individual consumers 34,6 - 40,4
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Graph 87: Expectations on Type of Consumers Beneiliitg From FOS (%)
Source:own Graph based on the results of the survey
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5. CONCLUSION

The legislative framework for the creation of aghninsurance market in
Europe is gradually achieved by three generatiohdife and non-life insurance
directives. The first set of EU insurance directivi@ 1970s ensured FOE but the
supervision of foreign branches remained in thedbaof the authorities of the host
Member States. Second generation directives ind888ured FOS for large commercial
and industrial risks in non-life market and foripgholders who took the first step to buy
the policy in life market. However, neither massksi of private consumers in non-life
market nor the consumers who did not take the §itsp in buying the policy in life
market were subject to FOS. Finally, third generatlirectives in 1994 established FOS
for all types of risk. In line with the Anglo Saxanodel, third generation directives
totally liberalized the insurance market and esthBd minimum harmonization and
mutual recognition of the rules, home country coinénd single license principle with

the aim of creating a single market in insuranceises.

Therefore, the creation of the European singlerarsze market that is now
made up of 30 countries of the EEA and that isilggest insurance market in the world
was completed in 1994 with third generation of nasice directives. Consumers and
re/insurers situated in any one of the Member State now completely free to operate
throughout the EU, either through FOE or througlSR@hder the same conditions with

local companies and consumers.

This thesis analyzes the level of integration ¢ Buropean single insurance
market. However, assessing the integration leveéhefsingle market is a more difficult
task than assessing the integration level of therotinancial markets due to specific
features of the insurance. In this thesis, the maathod used to determine the level of
integration is the analysis of the extent of the o6FOS and FOE in the European single

insurance market.

Regarding the legislative harmonization which i tprerequisite of the

integration, it is found that while late and/or wgp transposition and wrong
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implementation of directives persist, the EU insgrlegislation is almost completed in
creating FOS and FOE through three generationsoframce directives. Since there is no
more discrimination between foreign and domesticrketa players, it is generally
accepted that from the legislative point of vielag EU insurance markets, together with
those of Liechtenstein, Norway and Iceland, becamegle insurance market since the
entry into force of the third generation of lifedanon-life insurance directives in 1994.
However, while the aim of the insurance regulatirihe EU level has been to create a
framework for an integrated insurance market, ddeggn has not led to considerable
expansion in cross-border insurance trade butdtasirled to an unprecedented wave of
M&AS.

While legislative harmonization is the prerequisifeahe integration, it does not
prove the (non)existence of the integration in ficac Therefore, this study further
analyzes price-based and quantity-based measudeteionine the level of integration of

the European insurance markets.

Price-based measurement of integration is geneaiatigpted as the best method
for assessing the integration of financial markdtgegration theory explains that
financial markets are integrated when the law @ price holds. The law of one price
can only be analyzed when products are homogenaodscomprehensive and high
quality price data exist. In this context, the lafnone price is not applicable to insurance
products mainly for two reasons. First, it is diffit to find identical insurance products
in order to compare their prices since insuran@aemplex and multi-product business.
The products bearing the same name may provide ddfigrent covers. Since these
products are not identical in practice, their puesuld differ. Second, although identical
insurance products may be found, their prices ateerpected to be the same even in
totally integrated markets. Price disparities iaurance business are not affected by the
level of integration but by country and consumegesfic diversities. For instance,
country and consumer-specific diversities suchrageib experience, road safety, traffic
conditions, vehicle repair and medical care prieesl fraud levels affect claims
frequency and average claim cost which are the keyo determinants of the prices in

traffic insurance policies.
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Therefore, since simple price comparison is notmmggul and is not a useful
guide to the degree of the integration of insurameekets, quantity-based indicators are
examined to track the integration level of the Fan single insurance market. First of
all, convergence of market indicators is analyzdrature reveals that the creation of a
single insurance market where there are no markey déarriers may significantly
improve the desirability of the markets with lesmecentration, high profitability, high
insurance density and high insurance penetratiohoas country markets for foreign
insurers. Therefore, the integration of the insaeamarkets would depend on the market
indicators of the Member States rather than thabéshment of the single insurance
market itself. This thesis examines the convergemfcénsurance density, insurance
penetration, lines of business, distribution ch#&nas well as size, investments,
competitive power, efficiency and productivity dfetinsurers in the European single
insurance market. It concludes that the insuranakets of the EU Member States do

not converge.

Size of the insurance markets varies consideradlywden Member States. The
analysis of insurance density which is a bettem sijconvergence since it eliminates the
country-size effect reveals that life and non-ifisurance densities differ significantly
between Member States. The importance of the insarasector in the national
economies varies also between Member States simmgrance penetration of the

individual Member States largely deviates fromEieA average.

Insurance markets are dominated by different lioe$usiness and product
differentiation still persists between the markeftslifferent Member States. There is no
comovement and any shocks which affect one of thiass of business have different

impacts in Member States.

While average size of life companies in terms @npum production is larger
than the size of non-life companies, size of tteaiars differ from one Member State to
another. Size of the insurers is in line with tharket size of their home Member State.
Since companies do not use cross-border sellingroypties, their size is restrained by

the size of their national insurance market.
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The ratio of investments of the insurers to GDPwshtarge disparities between
Member States and variation of allocation of theuners’ investments between Member
States is still substantial. Therefore, market khoaill be asymmetric in the European
single insurance market and there is no mechanisinatance and compensate such

asymmetric shocks.

The competitive power of the insurers in one Mentbiate differs largely from
the competitive power of those established in agroliflember State since their solvency
ratio and size in terms of premium production, aniaf asset and amount of capital are

not identical.

The efficiency of the insurers in one Member Stdiféers largely from the
efficiency of the insurers in another Member Stitece cost ratio of non-life business
and profitability of the insurers captured by condd ratio and rate of return are not

identical.

The productivity of the insurers in one Member &tdiffers largely from the
productivity of the insurers in another Member &tsince total premium production to

total number of persons employed is not identical.

The use of agencies, brokers or banks as the y@enof distribution channel in
both life and non-life business varies greatly lsw Member States. The differences in
the distribution systems between individual Meml$tates make the market entry
through FOS or FOE difficult and costly.

For the purpose of this thesis, integration isrdeli as the use of FOS and FOE
in order to penetrate into foreign insurance mark&herefore, market indicators may
well give an incomplete picture of integration. Asresult, market share of foreign
insurers in domestic markets, i.e. the share ofBRA insurers operating in the other
Member States is analyzed as the main integratidicator. For the calculation of this
indicator, three different kinds of foreign preserare taken into account. First, foreign
presence through direct cross-border sales witpbysical establishment is examined.

Second, foreign presence through locally estaldisgivanches and agencies is analyzed.
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Foreign branches are subdivided into EEA and noA-BEanches in order to capture the
shares of EEA and non-EEA insurers separately. ddmination of these two types of
foreign presence would show the existence of aegmated insurance market where
companies operate in several Member States threiiger FOS or FOE. Third, foreign
presence through merger with or acquisition of detrngnsurers is investigated. M&A
activities in the EEA are subdivided into domestil cross-border activities in order to
capture the Europeanization of the insurers. Onctivdrary of the first two types, the
domination of this type of foreign presence wouhdicate the existence of separate

national markets where few large insurance groyesate on European-wide basis.

The analysis of the use of FOS and FOE revealsnisther life nor non-life
insurance market in Europe is integrated. In géneéhe level of integration in life
insurance market is even less advanced than tkédéintegration in non-life insurance

market.

Cross-border activities through FOS are restrickdS is used temporarily by
large European insurance groups before establighittte other EEA insurance markets
and the ultimate aim is physical establishmentm Member State where they wish to
operate. Premium production through FOS is relftitaggh only in four small Member
States, namely Luxembourg, Malta, Liechtenstein malhnd. The use of FOS in life
business is higher than in non-life business. Cbasder insurance is used for large
commercial and industrial risks in wholesale insgemarkets in the form of pure or
own-initiative cross-border insurance. The volunfecmss-border retail business is
negligible. It mostly concerns people living in der areas and expatriates in the form of

consumption-abroad cross-border insurance.

Cross-border activities through FOE are also mstli in the European single
insurance market. The number of EEA branches igdan its potential and they are very
often set up in neighboring countries. The shardrahches in terms of premiums is
smaller compared to their share in terms of absaluimber. Therefore, these are small
establishments. On the other hand, the share of RK&3Ean increasing trend since the
establishment of the European single insurance ehaHowever, the share of non-EEA
branches is still as important as the share of BEhches. Although the establishment
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of branches for EEA insurers benefiting from thegte license principle is easier, less
costly and does not require host country supemyjsibe share of non-EEA branches
which are under the supervision of host countrgealinost at the same level with the
share of EEA branches. Furthermore, in contraghéaesults related to FOS, the use of
FOE in non-life business is higher than in life ibess. Branching is less important in big
Member States with high premium production than Iefdiember States with lower
premium production. The share of premiums writtgn HEA branches is relatively
higher in the non-life markets of Liechtenstein,rNay, Malta and Belgium and in the
life markets of Liechtenstein and Latvia. Furthereyobranching is smaller in retail

business than in wholesale business.

This thesis concludes that the preferred methofbregign market entry in the
EEA is physical establishment in the host MembeteSsince local customers are likely
to be suspicious of a foreign insurer which doeshave a local office. The physical
establishment is not done through FOE since foramgurers normally lack the
experience to cope with a different insurance @mtiaw and the understanding of local
market conditions and preferences. Therefore, thbbshment of a subsidiary,
preferably through the acquisition or take-overaomajority shareholding of a local
insurer is preferred since it has the advantaggaofing the necessary know-how about
the domestic market conditions and consumer pneteseas well as the access to local

distribution channels.

Foreign presence increased in the European singlgdance market since 1997
mainly due to the increase in the market shareidgn controlled insurers. Therefore,
acquisition of local insurers is still the dominattategy of the EEA insurers to access
the other EEA insurance markets, rather than getimnew structures and new teams in
those markets. Therefore, the European single anser market is a market where
customers are confined to their national marketswahich is dominated by a few large
European insurance groups. The increase in Eurapsarance groups is not purely the
result of the creation of the European single iasoe market since single market
principles are not the prerequisites of the esthbient of foreign subsidiaries which are
subject to the supervision of the Member Statehiclvthey are established.
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This thesis contributes also to a better understgndf the obstacles to the
European insurance market integration and sumnsatize solutions to eliminate these
obstacles. The fragmented nature of the Europemtesinsurance market is the result of
a number of regulatory obstacles such as diffeenoeregulation and supervision,
contract law, general good principle, tax treatmamd product definitions and natural
obstacles such as differences in distribution chbEnnpolicyholder confidence and

language.

Whereas insurance legislation is harmonized to eatgextent, establishment
process in the other Member States is a long psdcesomplete. Therefore, the length of
the process should be decreased. Moreover, whéi@ag country control principle
prevents companies to face with several supervipoagtices, in such a system, an
insurer based in a Member State with a relativédgral supervisory system has a
potential advantage over domestic companies inhandilember State that has a tighter
supervisory system. Therefore, further harmoninatibsupervisory systems is required.

Insurance contract law which determines the palmyditions, thus the shape of
the products, has not yet harmonized. Thereforedymts should meet the different
specific legal requirements of each Member Statmti@ct law should be harmonized
throughout the EU in order to simplify cross-bordperations and reduce the costs.

General good principle which may prevent cross-eordperations of the
insurers should be clearly defined. Since the termot clearly defined, it creates free
interpretation possibility for Member States whialmy use it as an instrument of
protectionism against foreign competition to th&ideent of the single market.

Insurance premium tax is not harmonized either. fed& is not the rate of the
Member State where the insurer has its head offigeit is the rate of the Member State
where the risk is located. Although this rule lefateign insurers to compete on an equal
basis with domestic insurers, it made it difficidt companies to operate throughout the
single market since insurers have to comply withdtfering tax rules and rates of each

Member State.
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Differentiation in the definitions and classificats of the same insurance
products in different Member States creates lacktrahsparency of products for
consumers. Pan-European products on an EU-wide shalld thus be designed without

having to change the product terms to meet thd tatss.

Differences in insurance distribution channels gisevent further integration
since they may increase the costs for foreign ersuiThe use of FOE is expensive and
time consuming since foreign insurers should estaltheir own agency network or
work with already established local agents. Onemal response would be the use of
direct selling, especially through e-commerce, Whiould facilitate cross-border sales
of insurance products. However, the use of e-coroener still minimal in most of the
Member States. In addition, direct cross-bordelingelin the Member States where

customers prefer agents and brokers to benefit faaximity would be difficult.

Furthermore, foreign insurers may overcome natwhbktacles such as
policyholder confidence and preferences by betifrming the policyholders, designing

tailor made products, converging consumer protactides and establishing fast and

of operating in foreign markets. The increase nediselling through e-commerce would
decrease transaction and information costs ofrthgrers.

Insurance markets of the EEA Member States alefatifrom being integrated
markets. This thesis claims also that Turkey, alickte country to the EU, harmonized
its insurance legislation with the EU insuranceidiegion to a great extent during its
harmonization process with the EU.

Following the entry into force of the new Insurancaw in 2007 and the
introduction of a great number of comprehensiveosdary legislation enacted between
2007 and 2010, Turkish insurance legislation hanbkedigned with the EU insurance
acquisto a great extent. Since Turkey is not a membehefEEA, Turkish insurance
market is not part of the European single insuranaeket and thus there is no freedom
of establishment or freedom of services betweenEEA Member States and Turkey.

However, important parts of the EU insurar@guishave already been included in the
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Turkish legislation. Since 2007, Turkey Regular &&p prepared by the European
Commission state that the alignment with #oguisis partial in insurance services. The
wording “partial” has a stronger meaning than therding “limited” that is used by the

European Commission for parts of the legislatiat Hre not sufficiently aligned with the
EU acquis Full alignment of the insurance services wouldeed be achieved only on
the date of the EU membership.

Licensing requirements for the insurers such asioioly license for each
branch, presentation of a business plan, showimgerge of compliance with the system
of governance, holding adequate own funds, fit araper criteria for founders and
managers and taking-up capital for each branchiraréne with the EUacquis In
addition, licensing requirements for the insuramuermediaries such as registration,
professional and educational requirements, possggsofessional indemnity cover and

having adequate financial capacity are also inwith the EUacquis

Furthermore, prohibition of the establishment ofwneomposite insurers,
classification of life and non-life insurance brhas, calculation of technical reserves,
the rules on the assets covering the technicalwvesecontent of financial statements,
auditing of the financial statements by independandit firms, financial reporting
standards, calculation of capital requirements,esdgory requirements, criteria of
financial weakness, rules on better policyholdestgumtion, compensation of personal
injuries in case of non identification of the insdrfor all types of compulsory insurances,
out of court settlement of disputes between poltgérs and insurers are found to be
largely in line with the Elacquis

There is no discrimination between domestic anéifpr insurance companies
and branches in their taking up and pursuit of rasce and reinsurance business in
Turkey. Foreign agents operating in Turkey are aldgect to the same rules required for
insurance agents established in Turkey. Furtherntbege is no reinsurance monopoly.
If they are located in Turkey, insurable interestdhe residents of Turkey have to be
insured by the insurers operating in Turkey. Onabeession date of Turkey to the EU,
cross-border sales of all types of insurance psitly the EEA based insurers should be
allowed.
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On the other hand, prior approval of general coonlt lack of liberal tariff
system in compulsory insurances, deposit systelifeimsurers, mandatory membership
to TSRSB which is a professional organization @f itsurance business in Turkey, lack
of compensation of damages to propantgase of non identification of the insured fdr al
types of compulsory insurances and minimum coweitdiin MTPL insurance are found
to be in contradiction with the EU insuraneequis and thus should be further
harmonized. In addition, specific rules on reinsgeand insurance groups should be
adopted. However, the harmonization process shoatdbe a simple copy and paste
process but it should rather takes into accountlolcal specificities of the Turkish
insurance market during the transposition of thated insurance directives. To this end,
harmonization should be gradual and transitionabpe should be envisaged even after
the EU membership for sensitive areas, such asrdaviaffic insurance and further
liberalization in compulsory insurances, where@dand outright harmonization can be

harmful for the market.

Integration of the Turkish insurance market to Ev@opean single insurance
market would at the end depend on consumers’ meées and on further market
convergence. This thesis examines the convergehdasarance density, insurance
penetration, lines of business, distribution ché&nas well as size, investments,
competitive power, efficiency and productivity ofisurers in the European single
insurance market and Turkey and concludes thatdearo single insurance market and
Turkey do not converge. Therefore, as of todayegration between the two markets
does not seem possible in case of the EU membes§hiprkey.

Size of the insurance markets varies consideragihydren the EEA and Turkey.
Life and non-life insurance density and penetraiiofurkey deviate largely from the
EEA average. European single insurance marketnsrdded by life insurance products
whereas the Turkish insurance market is largely idatad by non-life insurance
products. Traditional insurance products dominlageTurkish non-life insurance market.
Furthermore, most of the life insurance productsctvhare widespread in the EEA

insurance markets do not exist in Turkish insurameeket. Therefore, Turkish life and
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non-life insurance markets do not comove with mafsthe already fragmented EEA

insurance markets.

Premium production of the insurers established umk&y is smaller than the
European insurance groups. While the average dizideoinsurers in Turkey is well
behind the EEA average, the average size of nendlifurers operating in Turkish
insurance market is above the EEA average duedio humber of small monoliners

which operate in only one specific insurance brandhe EEA.

The ratio of investments of the insurers to GDPwshalso large disparities
between the EEA and Turkey. With most of the investts allocated to fixed-income
securities and deposits, the allocation of insurergestments in Turkey is more

conservative than the investments of the EEA insure

The competitive power of Turkish insurers is foundbe considerably smaller
than the EEA insurers since their size in termprefmium production, amount of asset
and amount of capital are not comparable to the B¥kage.

Whereas the cost ratio in Turkish insurance maiskaimilar to the EEA cost
ratio, divergent combined ratios suggest the excgteof efficiency divergences between
the insurers in the EEA and Turkey. Labor produtstiin the insurance business also
varies greatly between the EEA and Turkey.

Furthermore, as in the case of the European singlgance market, differences
in distribution systems between the EEA Member&Statnd Turkey would make the
market entry in Turkey through FOS or FOE difficaittd costly.

However, foreign insurers widely operate in Turkigé and non-life insurance
markets but non-life insurance market is slightlgrenopen than life insurance market.
Share of foreign insurers has been increasing niyt io terms of number but also in
terms of capital and premium production since 2@08 reached around half of the
market in 2009. Whereas opening of the EU membgrskgotiations in 2005 has an
effect on the acceleration of foreign penetratioto ithe Turkish insurance market, at

micro-level growth potential and profitability oppoenities and at macro-level young
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population, macro-economic results and politicabsity are the main motivations
behind this acceleration. However, increasing imgoient of foreign insurers in Turkish
insurance market did not result in higher produéfecentiation, more effective risk
management and further equity capital in termsuaflity and quantity. In contrast, it did
result in excessive price competition. Thus, patiility of the companies has been

considerably deteriorated.

Whereas the insurers operating in Turkey are noefiteng from FOS and FOE,
majority of the foreign insurers operating in therHish insurance market are EEA-based
insurers which are established in Turkey throughAJA& reflects the fact that the EU
insurers are widely operating in the Turkish inseamarket without feeling the need to
wait for the membership of Turkey to the EU. Howetbke level of integration between
the Turkish insurance market and the European esimggurance market after the
membership of Turkey to the EU cannot be quanti§iede there has not yet been FOS
or FOE between the two markets.

Therefore, expectations of the managers in the iSluirkisurance sector on the
level of integration as well as their perceptiomsl &xpectations on the arguments and
claims presented in this thesis are investigated byrvey covered 52 managers from 33
different companies. Whereas harmonization in Boep requirements, tariff
liberalization and MTPL insurance are predictedb& incomplete, Turkish insurance
sector believes that Turkish insurance legislat'oharmonized with the EU insurance
legislation. The perception of the sector is irelwith the findings of this study that
although there are still areas to be further harmeah Turkish insurance legislation is
harmonized with the EU insuran@equisto a great extent. However, there is not a
widespread assumption in the sector that the hamaon process is the main

motivation behind the foreign penetration into Thekish insurance market.

Turkish insurance sector believes that the memigersh Turkey to the EU
would be beneficial for the Turkish insurance markéon-life insurers predict higher
benefits than life insurers and foreign insurersdmt higher benefits than domestic
insurers. Increase in penetration, density, prodliffeérentiation, consumer protection

and consumer confidence are predicted by the insarasector. However, neither
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increases in profitability nor reductions in pricase anticipated results of the EU
membership of Turkey. The sector believes that iSarknsurance market would not be
faced with competition and insolvency problems. @me other hand, further

consolidation is their most important concern.

Turkish insurance sector believes that the EU meshige of Turkey would not
result in the integration of the insurance markétewever, foreign insurers have a
relatively stronger belief in the realization oétimtegration. While FOS is only expected
to be used in wholesale insurance market, Turkislirance sector is relatively more
optimistic about the use of FOE. However, the apirof the sector is that M&A will not
be replaced by FOS and FOE, but will continue tahgedominant foreign market entry

strategy even after the accession of Turkey tdthe

Therefore, taking into account the market indicatof the Turkish insurance
sector, harmonization process should be graduallgltonsider the specificities of the
Turkish insurance market and should not be harafuthe insurers and policyholders.
The priority should thus be the proper implementatiof the existing insurance
legislation by all market players rather than topase new and rigid regulatory

requirements with the aim of further harmonization.

On the other hand, in world insurance market, marajor initiatives which
would affect also the Turkish insurance marketcaming at once. Among them, the EU
Solvency 2 Directive and the new financial repatgstandards (IFRS 4 phase 2) will be
especially important for the Turkish insurance nearkvhich shall implement them
sooner or later. The volume and complexity of tHfes#ncoming regulations may impose
heavy cost and distraction on the insurance corepaand may complicate business
planning. Therefore, the impact of these regulatoityatives on the Turkish insurance

market deserves special attention in future acadpapers.

252



APPENDIX 1

SURVEY ON PERCEPTIONS AND EXPECTATIONS ABOUT THE
INTEGRATION OF THE TURKISH INSURANCE MARKET WITHTH E
EUROPEAN SINGLE INSURANCE MARKET

I. Indicate your agreement with the following statenents concerning the level of harmonization of the

Turkish insurance market with the European single nsurance market:

totally disagree neither | agree totally
disagree disagree agree
nor agree

1. Turkish insurance legislation has been alignit the EU
insurance legislation to a great extent.

2. The main difference between the two marketoighe
difference of legislation but the difference of rradity.

3. Insurers established in Turkey is not as fretha&U
insurers in pricing of the insurance products.

4. Many of the insurance products that exist inEhkedo not
exist in the Turkish insurance market.

5. The establishment process of the insurers ikéyudoes
not differ from the establishment process in the EU

6. Turkish insurance market is now closely supexvias the
EU insurance market.

7. During the harmonization process, workload & Thurkish
insurance market has increased.

8. In order to harmonize with the EU insurance &qu
legislation on technical provisions has been chdnge

9. Reporting requirements during the harmonizapimtess
have increased.

10. Financial statements are now prepared in litie tve EU
criteria.

11. Solvency requirements are in line with the Blyasncy
legislation.

12. Due to harmonization process, insurers estaadisn
Turkey had to increase their capital.

13. EU rules on traffic insurance are also impleteérn
Turkish insurance market to a large extent.

14. Requirements for insurance intermediaries lasreased
during the harmonization process.

15. During the last years, life insurance rule$umnkey have
become closer to that of the EU.

16. The way of doing business in Turkish insurameeket is
still far from that of the EU insurers.

17. During the harmonization process, organizatistracture
of the insurers has significantly changed.

18. During the harmonization process, internaleaystin the
insurers established in Turkey have become moreritapt.

19. With the increase in the harmonization, EU iiessihave
started to operate more and more in Turkish insgramarket.
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Il. Indicate your agreement with the following staements concerning the Turkish insurance market

after the membership of Turkey to the EU:

totally disagree neither | agree totally
disagree disagree agree
nor agree

1. When Turkey becomes member of the Btdfitability
of the insurers increases.

2. When Turkey becomes member of the B&ets of the
insurers increase.

3. When Turkey becomes member of the Eig,share of
the insurance in the economy increases.

4. When Turkey becomes member of the Ed,insurance
density increases.

5. When Turkey becomes member of the Boh-life
insurance density increases.

6. When Turkey becomes member of the Eig, price of
insurance products decreases.

7. When Turkey becomes member of the Rtdduct
differentiation increases.

8. When Turkey becomes member of the Edimpulsory
insurances increase.

9. When Turkey becomes member of the pbtlicyholder
protection increases.

10. When Turkey becomes member of the Eldrgers and
acquistions in the insurance sector increase.

11. When Turkey becomes member of the Elupervisory
requirements increase.

12. When Turkey becomes member of the BEiSplvency
in the insurers increases.

13. When Turkey becomes member of the Eutkish
insurers have competitive problems.

14. When Turkey becomes member of the Etdployment
in the insurance sector increases.

15. When Turkey becomes member of the Eldome of
the employers in the insurance sector increases.

16. When Turkey becomes member of the Egihsurance
costs decrease.

17. When Turkey becomes member of the Elkt of the
citizens in the insurance sector increases.

18. When Turkey becomes member of the Blumber of
policyholders increases.

19. When Turkey becomes member of the Ehgre of
foreigners in the insurance sector increases.

20. When Turkey becomes member of the Edfporate
governance becomes more important.

21. When Turkey becomes member of the &ig,costs in
the sector increase.

22. When Turkey becomes member of the EU,
policyholders take into account not only the pricéout
also the coverage of the insurance products.
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lll. Indicate your agreement with the following statements concerning the level of integration of the
Turkish insurance market with the European single nsurance market:

totally disagree | neither | agree totally
disagree disagree agree
nor agree

If Turkey becomes an EU member tomorrow, EU insures would operate in Turkey by:

1. direct selling from their home countries without
establishing in Turkey

2. opening a branch in Turkey as they do aetho have a
license from Turkish authorities

3. acquiring a Turkish insurer

4. acquiring a majority shareholding of a Tisinkinsurer

5. acquiring a minority shareholding of a Tighkinsurer

If Turkey becomes an EU member tomorrow, Turkish irsurers would operate in the EU by:

6. direct selling from Turkey without estabhlisg in the EU
Member State where they wish to operate

7. opening a branch in an EU Member Statdeg do not
have to have a license from the autharibiethat State

8. acquiring an EU insurer

9. acquiring a majority shareholding of an Easurer

10. acquiring a minority shareholding of an BBurer

11. If Turkey becomes an EU member tomorrow, EUWiriess
would operate more in Turkidifie insurance market.

12. If Turkey becomes an EU member tomorrow, EUWiriess
would operate more in Turkigion-life insurance market.

13. If Turkey becomes an EU member tomorrow, ElWries
would operate more in Turkighaffic insurance market.

14. If Turkey becomes an EU member tomorrow, EUWries
would operate more in Turkistascoinsurance market.

15.1f Turkey becomes an EU member tomorrowjvidual
customerswould buy insurance products from the insurers
established in the EU Member States

16. If Turkey becomes an EU member tomorro@rporate
customerswould buy insurance products from the insurers
established in the EU Member States
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APPENDIX 2

List of Participants to the Survey

Acibadem Sgik ve Hayat Sigorta
Aegon Emeklilik ve Hayat
Aksigorta

Allianz Sigorta

Allianz Hayat ve Emekiilik
Anadolu Sigorta

Anadolu Hayat ve Emeklilik
Ankara Sigorta

Aviva Sigorta

AvivaSa Emeklilik ve Hayat
Axa Sigorta

Deniz Emeklilik ve Hayat
Ergo Sigorta

FIBA Sigorta

Finans Emeklilik ve Hayat
Fortis Emeklilik ve Hayat
Garanti Emeklilik ve Hayat
Groupama Sigorta
Genworth Financial

Gune Sigorta

Halk Sigorta

Hur Sigorta

Liberty Sigorta

Mapfre Genel Sigorta
Mapfre Genel Ygam Sigorta
Milli Reasurans

Neova Sigorta

Ray Sigorta

TSEV

TSRSB

Yapi Kredi Emeklilik

Ziraat Sigorta

Ziraat Emeklilik

Zurich Sigorta
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