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Introduction

A Single European Market in the field of insurance was, in principle, brought into being by two
Directives of 1992: on non-life insurance (92/49/EEC) and life insurance (92/96/EEC). These
provided for the coordination of essential rules concerning prudential and financial supervision,
enabling insurance companies to operate throughout the Community on the basis of a single
national licence: the so-called "European passport".

Certain Member States, however, have not yet fully transposed and implemented the existing
Single Market insurance Directives. The Commission has recently sent "reasoned opinions", for
example, to both Spain and France for requiring formalities additional to the "European
passport". 

Moreover, subsequent experience has shown that the Community legal framework for insurance
companies is not yet complete. 

For example, the Commission has recently published a report on the "need for further
harmonisation of the solvency margin" (COM(97)398), which deals with the ’buffer resources’
an insurance undertaking needs to cover anticipated claims in the event of unexpected losses and
costs. The measurement of solvency, "depends crucially on the way assets and liabilities are
assessed".

Similarly, the Commission has also found it necessary to publish a Draft Interpretative
Communication on "Freedom to Provide Services and the General Good in the Insurance
Sector"  (SEC(97)1824 final). This covers the differing national rules applying to insurance
which are justified as being "in the general good".

These factors illustrate why the insurance industry itself sees the Single Currency as being only
one more incremental factor in creating a genuine single market in the sector.

The Impact of EMU

The start of EMU Stage 3 will nevertheless affect the insurance industry in a number of ways.

ô There will be costs for simply converting computer systems, policy documents, etc. to
handle the Euro. This has been put at around ECU 7 billion by one survey, recently
carried out by the consultancy Cap Gemini . Another survey by Andersen Consulting for1

the Fédération française des sociétés d'Assurance has produced a cost figure of between
2% to 2.5% of turnover, or FF 45 billion for all Community undertakings.
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ô There will also be a number of technical problems consequent upon conversion to the
Euro.  Certain policies, for example, are regularly updated on the basis of national indices
which will disappear.

ô The Single Currency will make it easier to compare the tariffs charged for equivalent
policies in different countries, greatly increasing competition. Combined with the
implementation of Community Single Market legislation, policies are likely to be
increasingly bought and sold across national frontiers. This is likely to begin in the fields
of large commercial insurance policies, and spread later to policies purchased by small
businesses and individuals.

ô The development of more integrated capital and financial markets (all current national
debt issues, for example, will in due course be re-denominated in euros) will have major
implications for insurance companies. Rather than having to match assets to exposures
in  the appropriate national currencies, investments can all be Euro-denominated. This
will almost certainly lead to a major re-balancing of portfolios by insurance companies,
involving many billions.    

Cross-frontier Marketing

Most insurance companies still operate on the basis of national markets. This is true both in the
case of  life policies - which are essentially savings and pension schemes; and of  non-life
policies, which are risk-sharing schemes, providing cover against fire, accident, theft, general
liability, etc.

Life policies

In the case of life policies in particular, a major requirement is stability over a long period of
time. Uncertainties over both exchange rates and interest rates have limited the appeal of
policies denominated in a foreign currency.

Both these uncertainties will be removed once the Euro has replaced the national currencies. It
will be possible for insurance companies to market Euro-denominated life policies throughout
the Single Currency area, without currency risk and based on a single structure of interest rates.
Some companies are already making arrangements to do so.

Non-life policies

In the case of fire and accident insurance, a major limiting factor has been the difficulties faced
by potential customers in comparing premiums quoted in different currencies. Companies have
also faced exchange risks in making settlements. 
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  The amount of debt denominated in the various EU currencies plus the ECU came to2

over $1,000 billion in 1996, only slightly less than the amount denominated in Dollars.

  See "EquityPhoria - Entering New Territory" by Hans-Dieter Klein (Deutsche Morgan3

Grenfell), reported in the Financial Times of 18th November 1997.
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Again, these problems will disappear within the Single Currency area. SME’s in particular, but
also individuals, will have far greater scope to "shop around" for the most cost-effective policies.
Likewise, insurance companies specialising in certain kinds of risk will be able to market their
products throughout the Euro area.

The result should be greater competition, leading to reduced insurance costs for both firms and
individuals. 

Investment

Insurance companies generate huge capital reserves which need to be invested. The nature of
these investments is to some extent prescribed: for example, prudential considerations require
a proportion of pensions funds in many Member States to be invested in "safe" public securities.
Both legal and practical considerations require risks and liabilities denominated in a particular
currency to be 80% "matched" by funds denominated in the same currency.

In any case, particularly in the life field, investment portfolios need to be managed so as to
balance the minimum of risk with the competitive need for maximum performance. A limiting
factor is the depth and liquidity of accessible capital markets.

In this context, monetary union will eventually lead to major changes.

ô All new public bond issues, and in some cases existing securities, within the Single
Currency area will be denominated or redenominated in Euros. This will create a large,
liquid market in Euro bonds . The elimination of exchange risk will obviate the need to2

hold reserves in the  debt of any particular Member State.

ô Large, liquid, Euro-denominated markets will also come into existence in corporate
bonds and equities. This will greatly increase the scope for balancing investment
portfolios between different industrial and commercial sectors. At present, for example,
UK pension funds have about 50% of their assets invested in domestic equities and under
10% in continental European shares. The UK stock market, however, is "overweight" in
consumer stocks, which can be corrected once the exchange risk of investing in
continental stocks is removed. Similarly, the German markets are "underweight" in
energy stocks, and the Spanish "overweight" in banks and utilities.3

ô Insurance companies whose funds are managed in this way, on a true Euro-area basis,
will obtain a competitive advantage over others operating only on a single-nation basis.
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This is likely to have consequences for the structure of the insurance industry itself, as
well as creating the need for European fund management skills.

Insurance companies themselves therefore expect the impact of Monetary Union to be more
immediate in this field than in the field of cross-frontier marketing and the development of Euro-
denominated products. Whereas legal constraints, national characteristics and consumer inertia
are likely to limit the development of a true market in insurance products for some time to come,
the creation of Euro-denominated capital markets will be almost instantaneous.

Preparations for EMU

The insurance industry within the EU has already taken a number of steps to prepare for
monetary  union. Working groups have been established both within firms and at industry level.
These are examining a number of issues, in addition to the implications for investment policy
outlined above.

ô The continuity of contracts.  European Community legislation provides for the
continuity of contracts when national currencies are replaced by the Euro. This will have
particular importance for the insurance industry, where the number of contracts involved
will be huge: the Italian firm Generali alone will need to adapt 28 million policies (one
third life, two-thirds non-life). Some difficulties are expected in the field of automatic
adjustments to premiums and sums insured based on national indices (for example,
construction costs), and in the field of interest rates.

ô Other legal requirements.  As explained in the Introduction, considerable differences
still remain in the legal framework for insurance in the different Member States, which
will affect the development of Euro-denominated insurance products.  They include
prudential and "public good" considerations, compulsory insurance, insurability criteria,
taxation, etc.

ô The technical effects.  The main costs of converting to the Single Currency, for the
insurance industry, are expected to fall in the area of Information Technology and the
associated personnel and training requirements. According to the Cap Gemini survey,
total expenditure on IT conversion for EMU is expected to cost the European insurance
industry about 5.2 billion ECU, 60-70% of the total. The costs are naturally likely to be
greater for companies already, or intending to, operate on a pan-EU basis than for smaller
companies initially continuing to operate only in national markets, or in countries
expected to be outside the monetary union anyway. Most larger companies, however, are
preparing to adapt to the Euro in any case.

1999-2002

During the period between the start of EMU Stage 3 on 1st January 1999 and the final
replacement of national currencies by the Euro in mid-2002, the commercial use of the Euro will
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be determined on the basis of "no compulsion, no prohibition". This means that, by agreement,
insurance policies - premium payments, capital sums, indexation, payment of claims, etc. - can
be denominated in Euros from 1999 onwards. Some insurance companies are indeed already
preparing to offer Euro-denominated products from the start.
Conclusion

The insurance industry views the coming of the Single Currency as one more step in the process
of creating an, as yet, incomplete single market in insurance products.

The initial impact of the Euro is likely to be greater in the field of investment policy and portfolio
management than in the marketing of insurance products. As Euro-denominated products are
developed, however, competition on a Community-wide basis will increase, with consequences
for the structure of the industry.

The costs of converting to the Euro have been put at about 2% of turnover for the EU insurance
industry, some 60-70% of it in the field of Information Technology. Whether these costs will be
passed on to customers in the form of increased premiums, or whether growing competition will
oblige the industry to absorb the costs themselves is not clear.

The total effect of monetary union is, however, judged to be positive by the insurance industry:
in particular, the removal of exchange risks and probable stability in interest rates. The need to
match exposure and assets in different national currencies will disappear. The development of
deep, liquid  Euro-denominated markets in public and corporate debt, and in equities, will permit
more diversified and better-performing investment portfolios. 
 
Preparations for monetary union are already under way, both by individual insurance firms, and
on an industry basis.


