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Abstract: Life insurance industry data
reveals that traditional distribution
methods are failing to meet the needs
of lower- and middle-income Ameri-
cans. Banks, on the heels of favorable
court rulings, are ready and willing to
fill the void, but agents and brokers are
concerned that they may not adhere to
consumer protection regulations. Both
the international and domestic empir-
ical evidence suggests, however, that
lower- and middle-income Americans
would indeed benefit from bank-based
distribution through increased choice,
access, and value.

Introduction

t this moment in the United

States, bank special interest

groups are entrenched in a

legal chess match with a

formidable adversary — in-
surance intermediaries (i.e., agents
and brokers). During this melee, life
insurers secretly back the bank lob-
byists; regulatory bodies try to fore-
cast public policy issues; courts rein-
terpret past law; and consumers, who
lack both organization and informa-
tion, are as confused as ever. This ar-
ticle analyzes the platforms of both
banks and insurance intermediaries.
The basis of this analysis lies in the
observance of European bancassur-
ance activity over the last decade as
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well as domestic empirical evidence
to either support or refute the interest
groups’ respective arguments.

Life Insurance
Marketing Effectiveness

Trends in the United States insur-
ance industry, primarily life and health,
have led many observers to declare the
industry’s situation a crisis. In fact,
many internal and external observers
have written about the ineffectiveness
of the traditional agency distribution
system for decades. Do these naysay-
ers have a realistic view of the market?
Unfortunately, the following facts in-
dicate they may be understating real-
ity. Roughly one-half the number of
career life agents exist per household
today than two decades ago' with new
recruits declining in excess of 60 per-
cent since 1982.2 In addition, nearly 40
percent of all Americans have no indi-
vidual or group life coverage (which
does not account for those underin-
sured),? and life sales have remained
flat for over a decade, leaving an esti-
mated aggregate need of $5 trillion in
basic protection.*

The most distressing fact, how-
ever, is that agents are focusing their
efforts on where they will generate
the greatest personal return — selling
to the affluent.> By all accounts, em-
pirical evidence shows a dramatic in-
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crease in life ownership for the top
two quintiles of family income and a
significant decrease for the lower
three quintiles.® Thus, as insurance
needs of lower- and middle-income
consumers are rising. access and
choice are declining. Given this data,
why has the insurance industry been
reluctant to partner with banks,
thereby increasing sales to this un-
derserved market?

Banks Versus Insurers:
Respective Positions

Fragmentation exists within the in-
surance and banking industries. On
one side, insurers are encumbered by
an “average acquisition expense esti-
mated at a whopping 175 to 200 per-
cent of each dollar of new life
premium.”” Any moves by companies
to tame distribution expenses, how-
ever, would result in mutiny by agents
and brokers alike.® Therefore, many
insurers are quietly forging relation-
ships with banks as well as other dis-
tribution channels to increase
efficiencies.” The real battle — insur-
ance intermediaries versus banks —
is over the lucrative distribution
rights. Each respective areument is
analyzed below as to its relative merit.

This issue of the Journal went to press in
March 1997.



Banks contend that their insurance services
will have a positive effect on competition.

Intermediaries’ Position

Insurance intermediaries (agents
and brokers) concerned about con-
sumer protection issues specifically
cite the following problems associated
with bank involvement: (1) safety and
soundness (contagion), (2) unfair com-
petition, (3) coercion (tie-in sales), and
(4) service quality.

Contagion. Intermediaries argue
that banks will not be fiscally sound
due to the risk of contagion (a domino-
like effect wherein one unit of a busi-
ness brings down the entire parent),
which could cause adverse micro- and
macroeconomic repercussions. This
risk presumes the bank is both the
manufacturer and distributor of the in-
surance products. Most Western coun-
tries, however, still do not allow banks
to directly underwrite insurance prod-
ucts, so the risk remains with the in-
surer — the exceptions being a bank
holding company or subsidiary ar-
rangement. That is, the contracts do not
represent an increased exposure but
merely a new source of fee-generating
income.'” Many European countries
are promoting increased cooperation
between financial regulators (e.g.,
banking, insurance, and securities) to
provide adequate supervision of finan-
cial conglomerates (capital adequacy
requirements recommended by the
Basle Committee on Banking and Su-
pervision) to mitigate potential nega-
tive ramifications.!! Some studies
indicate that the potential economies of
scope could, in fact, reduce relative
risk to financial institutions due to in-
creased product line diversification.!?

Unfair Competition. Intermedi-
aries argue that banks represent un-
fair competition. Global evidence
reveals that bank entry into insurance
distribution stimulates free market
competition. In Europe, bank-based
insurance thrives by selling simple,
commodity-like insurance policies to
branch customers. Bancassurance in
France, for example, has captured 55

percent of the life insurance market
in slightly more than a decade."” Sim-
ilarly, bank-based distribution in the
United Kingdom has experienced
success, growing from a 15 percent
market share to nearly 30 percent
from 1990 to 1994, respectively.'t
Clearly, extreme inefficiencies must
have existed to allow a new market
player (banks) to quickly capture
such a large share of the market.

Coercion. Intermediaries argue that
banks will coerce customers into pur-
chasing insurance products. Although
such a threat certainly exists, the in-
frequency of reported incidents in cur-
rent bank/insurance activities does not
indicate a widespread problem. If
problems do arise, a number of mech-
anisms may be used to temper coer-
cive transactions. One such strategy,
employed by the German insurance
supervisory authorities, prohibits the
linkage of insurance contracts and
loans if the face amount exceeds the
total loan. Similarly, New York al-
ready prohibits tie-in sales when a
loan is granted. Still other methods
provide for a cooling-off period of 30
days or a ban on lenders placing in-
surance before the loan is approved.!
Ironically, while coercive credit in-
surance is illegal, traditional credit
products enjoy a good reputation with
consumers.'s Therefore, expanded in-
surance powers might further enhance
consumer choice and value.

Quality of Service. Intermediaries
argue that banks will not be able to
deliver a high quality of service or ad-
vice. In light of recent U.S. bank mu-
tual fund problems, this is a valid
concern. Successful European ban-
cassurers use trained bank-based in-
surance advisers to sell standardized
products and to service existing cus-
tomers. As these firms continue their
substantial investments in staff train-
ing, long-run service quality should
improve until it becomes indistin-
guishable from the traditional agency
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system.'” In the U.S. market, banks
generally enjoy a stellar reputation as
one of “the most trusted providers of
financial services, while insurance
agents are among the least trusted.” '
To maintain their client base and rep-
utation, it would be logical to assume
banks will make every effort to pro-
vide sound advice and a high quality
of service. Toward that end, a study
conducted by the Consumer Federa-
tion of America observed bank ad-
visers disclosing more information on
products than did insurance agents."”
Because banks have historically pur-
veyed erroneous information in some
circumstances and a high quality of
advice in others, prudent sales regu-
lations may be necessary to ensure
professional behavior.

Banks’ Position

Conversely, banks contend their
admittance to the insurance playing
field would have positive effects such
as competition (choice), convenience
(access), and efficiencies (enhancing
contract value).

Competition. Banks contend that
their insurance services will have a
positive effect on competition. As
mentioned above, banks have enjoyed
immediate success as distributors of
insurance in Europe. Credit card oper-
ations, branch systems, and special-
ized financial services (e.g., trust,
employee benefits, and personal/com-
mercial loan operations) have poten-
tial efficiencies of scale and scope
unmatched by traditional distribution
alternatives. These competitive effi-
ciencies have been credited ‘with re-
ducing term life insurance premiums
by 14 percent in Australia from 1990
to 1994 and 8 percent in New Zealand
from 1989 to 1993. Additionally, a
1994 Canadian survey ascertained that
a Quebec consumer could enjoy up to
a 35 percent insurance discount pur-
chasing through the caisses popu-
laires.” Many believe these discounts
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are attributed to banks’” access to cus-
tomer information, which generates
leads through targeted mailings, state-
ment stuffers, or branch personnel.
Furthermore, the majority of the
prospects (the customers) already have
a relationship with the bank, so advis-
ers are selling to warm leads.?!
Convenience. Banks contend their
entrance would increase both cus-
tomer convenience and access (o in-
surance services. The issue of conve-
nience is of special importance being
that most customers prefer “one-
stop” shopping.>* Access to the fi-
nancial services marketplace is al-
ready available to the lowest income
levels of society through local bank
branches.? Therefore, the most un-
derinsured Americans will, enjoy
substantially more opportunities to
buy necessary insurance coverage.>*
The fact that banks have existing re-
lationships with the largest number of
people, serving both the wealthy and
the poor, bolsters their contention of
greater convenience and access.
Increased Efficiencies. Banks
argue that their entrance would in-

crease efficiencies and thereby en-
hance product value. European ban-
cassurance results prove this to be
true, as illustrated in Figure 1.%°
While a 7 percent commission
seems unrealistically low, banks rely
on cross-selling ratios between 10 o
15 percent to enhance profitability
within their “core banking services.”®
Banks also experience higher produc-
tivity than do traditional distribution
channels, which has been primarily at-
tributed to a more cfficient lead gen-
eration system (the aforementioned
direct mail, telemarketing, and branch
referrals). Additionally, banks can har-
ness potential economies of scale (re-
lated to technological advances and
the branch banking system) as well as
economies of scope (through diversi-
fication of products and services).
British bancassurers, for example,
have enjoyed four times the selling ef-
fectiveness vis-a-vis traditional agency
distribution methods.”” The present
life insurance distribution system in
the United States costs insurers ap-
proximately 70 percent of their gross
overhead, the largest majority of

FIGURE 1
Life Commissions of European Distribution Channels
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which represents agent commissions.>
Life insurers cite these “excessive
costs of distribution and low sales
torce productivity” as the number one
threat to the industry.” Some experts
believe that bancassurance will ulti-
mately enhance product value through
compensation competition, as U.S.
savings bank life insurance (SBLI)
has already illustrated.’® This tends to
corroborate, therefore, that the effi-
ciencies experienced by a bank-based
distribution system would create sub-
stantial production surpluses, and
through the free market mechanism,
increase value to the consumer.

Regulatory Constraints

If the consumer benefits are viewed
as a given, why have regulators re-
sisted change? The answer may lie in
the capture theory of regulation,
which holds that regulation is influ-
enced by special interests from within
the regulated industry. These special
interests groups have remained in
control, because consumers have not
historically had the financing or orga-
nization necessary to have their col-
lective voices heard on a speciflic
issue. Characteristics of capture the-
ory regulation include:

e thwarting new entries into the in-
dustry, and

* restricting free market competi-
tion for firms both inside and outside
the industry.

Clearly, intermediaries seek to
maintain their oligopoly as the pri-
mary distribution source within the in-
surance industry. In doing so, they
restrict free market competition where
the benefits (surpluses) inure to them-
selves instead of consumers.

Conclusion

In summary, the inadequacy of the
traditional distribution system (e.g., 40
percent of Americans without indi-



To be sure, the United States has been left behind
in the global bancassurance race.. ..

vidual insurance, $3 trillion need, and
the abandonment of the lower and
middle markets) warrants bank in-
volvement as distributors of insurance.
No evidence verifies the majority of
the intermediaries’ concerns, and
where valid points are made (quality
of advice and service, coercion), reg-
ulations either already exist or can be
put in place to curb such behavior.
Banks’ assertions, however, are fully
supported by empirical evidence as
well as current European bancassur-
ance activities. From both an objective
and subjective perspective, lower- and
middle-income consumers would ben-
efit from heightened competition, in-
creased access, and enhanced value.
Moreover, with exponential growth in
the opportunities to buy insurance, the
underserved will finally be served.”!
To be sure, the United States has been
left behind in the global bancassurance
race,2 but the industry should take ac-
tion to ameliorate the current life in-
surance distribution crisis, thereby
benefiting lower- and middle-income
consumers nationwide. J
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