A REPORT CARD FOR BANCASSURANCE IN EUROPE - AND LESSONS FOR THE FUTURE

Bancassurance - the blending of commercial banking and insurance - is now over 10 years old  in Europe as a business strategy. Proponents and opponents of the concept have drawn up their battle lines - witness a recent article in the Economist. And the debate has extended to other, less developed bancassurance markets like the US.

So it’s time to draw up an objective report card based on the wealth of experience to date in Europe. Bancassurance has been one of the themes of many of our client studies, and we hope we can add some value - as well as objectivity - to the debate!

Let’s start with the presumed objectives of bancassurance.  In general terms, three strategic objectives have been articulated for actual mergers of banks and insurers. We address separately non-financial arrangements such as strategic alliances. The three merger goals can include:

1) size and financial power:  merging or acquiring another financial institution, whether bank or insurer,  adds to the market cap of the resulting entity and enables it both to acquire other entities as well as  protect it to a greater extent from predators.

2) improve the business mix:  arguments include diversification of revenue streams, access to a new client base,  and developing a more profitable/reliable revenue stream.

3) develop distribution and other synergies:  both banks and insurers seek to  realise incremental revenues from selling new products to an existing client base, while in the fund management arena the combining of separate fund management businesses is cited  as another possible synergy.

THE RESULTS SO FAR
So what can we conclude on the results to date in Europe?

(A) Size and financial power: The good news is that several of today’s European financial titans have been created as a result of bank/insurance mergers. ING and Fortis, for example, would not be the major groups they are today without their cross-sector mergers in the early 1990s. On the other hand, as with any such initiative, what counts for the investor is how the incremental market power is used. Here the verdict must depend on the analyst’s evaluation of any subsequent transactions, but at least the new capital base offers the opportunity to bid which may not be available to others.

(B) Improve the business mix: This involves an inevitably subjective judgement on the value 

of the client base, revenue stream, asset quality, management and other key dimensions of  banks and insurers.  Experience has shown that banks do indeed have a stronger brand loyalty and therefore ability to on-sell other financial products, as well as a lower marginal cost of distribution than the insurer. Insurers must generally rely for distribution on third parties - agents or brokers - who inevitably have their own agendas as well as a stronger relationship with the client. The collapse of equity markets since 2000 has devastated asset values of many European life insurers: one wonders whether the VaR models installed across the banking world gave any indication by bank buyers such as Credit Suisse and Abbey National of the increased equity risk they thus assumed! On the other hand, the experience of Allianz and Dresdner shows that an insurer buying a bank also can inherit serious asset quality risks.

On balance, however, owning a bank client base during the 1990s has been a more attractive business than that of an insurer. Figure 1 show how in southern Europe - Spain, France, Italy and Portugal - commercial banks now dominate the distribution of life insurance. This has largely been done without acquiring an insurer for its product expertise or other virtues.  Recruiting the specialist expertise, designing products for a banking market, and developing the necessary systems in-house have enabled these banks to marginalize the traditional distribution channels of the local insurers. 

Figure 1: Bank’s market share of domestic life premiums 2000, percent 


Source: McKinsey & Co

Why has this success not been matched in other markets like the UK and Germany? The answers are not crystal clear, but one can assume that product configuration has a lot to do with the result. In Spain and France, for example, the traditional life insurance product closely resembles a bank term deposit. And the presence of strong local brokerage communities must also play a role in Germany and the UK.

Buying an insurer for its funds under management was also a popular sport in the 1990s. SEB, Credit Suisse and many others successfully accumulated billions of assets and transformed their business profile as a result. With the benefit of hindsight today, the timing was unfortunate to say the least. Perhaps less visible is the fact that the great bulk of these assets were life funds managed internally whose performance may have been less impressive than that of rivals obliged to sell their performance in a competitive market place. One hates to generalise, but we suspect that many such life funds have been hard pressed to compete in a transparent market.

Perhaps the best overall indication of business mix is the judgement of the market over the past decade. Bank stock prices indices have outperformed insurance stocks over this period - not just because of the recent scare over exposure to the equity markets, but also, we suspect, because the market has realised how competitive bank distribution is in relative terms. But as bank analysts, we would say that, wouldn’t we!!

Another measure of the relative success of banking as opposed to insurance assets is the number of divestitures, particularly of non-life businesses, by bank acquirers. Figure 2 lists some of the major bancassurance deals over the past decade along with subsequent divestitures. While a few insurers have sold banking assets, the number is significantly less than the contrary.

Figure 2: The profile of  bancassurance deals in Europe  
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(C) Realising operational synergies: This is perhaps the most fascinating variable of all. It has been the underlying rationale articulated for many bancassurance deals as well as the subject of much of our consulting work in recent years.  In addition, the lessons of experience are quite clear!

In brief, retail bank branches have been a much more productive cross-selling vehicle for insurance and other products than a traditional insurance agency sales force. This success has been achieved despite the branches’ limitations, such as the wide range of other products they must offer and the unique nature of the insurance product. All the evidence is that a simple, ‘tick the box’ insurance product - whether life or non-life - can sell well to a bank client base, especially if offered in connection with a loan product.

In contrast, the insurance agent is underwhelmed by the lower margins associated with banking products such as mortgage loans and deposits. Accustomed to earning, for example, the equivalent of perhaps 3-4% of sums insured on a life product, he understandably devotes a low priority to, say, a mortgage loan where he might be offered 50 basis points as a front end fee. There is also the problem of learning to sell new  products: few life insurers have had much success in marketing mutual funds through their agency sales force despite the apparently attractive front end fees available. McKinsey & Co estimates that only 10-15% of such a force is effective in such a role.

Another lesson is that cross-selling of non-life has been less successful - by and large - than life products. Figure 3 thus shows that only in some Scandinavian countries has a  significant double digit market share been achieved by banks.  Our consulting work confirms the widespread assumption that banks are best positioned for such cross-selling when, as indicated above, the product is a natural ‘tick the box’ follow-on for a retail loan. The most visible European success story in this respect is Lloyds TSB in credit life insurance, where a high cross sell ratio of a high margin product to only an estimated 4% of the retail client base is reputed to represent perhaps a fifth of overall group profits.

Figure 3: Bank’s market share of domestic non-life premiums 1999, percent


Source: McKinsey & Co 

But dominating the overall issue of operational synergies is the difference in culture between banks and insurers. Figure 4, which was prepared 10 years ago by Deutsche Bank to justify its greenfield strategy in bancassurance at the time, profiles these differences. In our view, this differential has not been reduced significantly over the past decade, and even in successful bancassurance mergers executives are still referred to as former ‘bankers’ or  ‘ insurers’.

Figure 4: Culture differences between insurers and banks
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Source: Deutsche Bank


OUTLOOK FOR THE FUTURE: BUY THE COW OR BUY THE MILK!

On the basis of the experience of the past decade, the serious winners from bancassurance in Europe have been the banks in southern Europe who built their own insurance capability,   benefited from a strong competitive position in the local life market, and avoided a substantial capital investment in a life insurer heavily geared to  the equity  markets. Other winners include ING and Fortis who diversified away from their insurance origins as well as acquired a major captive distribution channel.

Conversely, the losers include those like Credit Suisse who not only spent heavily to buy a life insurer geared to the equity market but also were unable to derive significant cross-selling synergies through their own branch network.

Looking to the future, it is difficult to detect any new developments which might modify the lessons of the past we have analysed above. One of the unresolved issues for banks in the UK and other northern markets is the right structure to achieve cross-selling synergies. The major UK banks have tried them all: acquiring an insurer, building a greenfield operation, establishing a capitalised joint venture with an insurer, or simply ‘buying the milk’ - striking a non-exclusive distribution deal with a leading insurer such as Legal and General. The current wisdom in London is that the latter is the best way forward. Understanding why would be a topic well worth exploring by banks in a number of markets.

One of these markets is the US, where bancassurance has taken root - largely for regulatory reasons - only in the last few years. Thus 42% of a large sample of banks recently surveyed by the American Bank Insurance Association reported that they are ‘experimenting’ with selling insurance, while only 25% actually ‘participate’ in selling it. Cross sell ratios now approximate only 1% of the retail client base. Interestingly enough, the acquisition of non-life brokers - not a feature of the European scene - is a phenomenon of the US bancassurance market. Thus 55% of the sample selling non-life personal lines had acquired an insurance broker - yet admitted that an ‘alliance’ is the best means of selling the product!

In sum, we’ve learned an enormous amount to date about bringing together banks and insurers under the same roof, much of which could be of use to US banks and insurers. Yet on specific issues such as cross selling success in specific products and markets there’s much more research to be done!
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