IDD and Distribution Risk Management
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1 Introduction

Insurance companies use a wide range of distribution methods to target their
customers (captive career agents, salaried employees, independent agents, brokers,
corporate agents, insurance specific debit/credit cards, call centres, affinity group
distribution—microfinance, retail outlets, post office, work site marketing,
bancassurance, labour unions-, cell phone/PDA, kiosks, internet, e-commerce,
work site and direct marketing), the relative importance of which depends upon
the size and segmentation of the market, the available technological resources and
innovation, competition and industry development and customer preferences.
Insurance distribution is currently at a turning point, as seen by the drastic
changes in both the variety of emerging channels and transformation within chan-
nels. These distribution changes are driven by several key market forces including:
(1) changing customer preferences and customer empowerment, with significant
customer dissatisfaction and mistrust towards incumbents in the aftermath of the
financial crisis and the deteriorating reputation of the financial services industry,
increasing the willingness among customers (particularly the youngest) to try out
new products and providers; (ii) connectivity and data, with customers increasingly
connected and using mobile devices, demanding digital offerings, (iii) digital trans-
formation and advancing technology (FinTech & InsurTech), with increasing infra-
structure replacement, monetization of data and disintermediation of the value chain;
(iv) an aging population, (v) new and more strict market regulations and increased
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regulatory scrutiny; and (vi) challenging market environment, poor market perfor-
mance and economic uncertainty (e.g., low interest rate environment), that prevented
incumbents to invest in the type of products, services, platforms, technology and
distribution channels required to meet customer needs and expectations.

The number of distribution channels and partners is expected to increase, and
insurers will have to align distribution channels to target customer segments offering
“do-it-for-you, do-it-with-you, and do-it-yourself” products instead of “do-it-for-all”
products. Customers want to receive from insurance the same levels of choice,
convenience, transparency and value for money they enjoy across other industries,
particularly (i) mobile solutions, (ii) connectedness at points of sale, (iii) data-driven
personalization (target segmentation), (iv) on-demand services. New generations are
strongly driven by price considerations. As a result, insurance products are likely to
be sold more directly and in competitive markets at a lower price, reducing the share
of distribution- and marketing-related expenses.

Distribution- and marketing-related activities can directly and indirectly pose
significant financial risks to an insurer and other distribution channel participants,
as well as to its customers. Risks caused by actions of the distribution channel (e.g.,
mis-selling, poor underwriting practices, reductions in the volume and quality of
business, policyholder churn behaviour, partners risk), deficient management of an
insurer’s distribution channel and agents (e.g., sales force qualifications, reputational
risks due to inappropriate or fraudulent sales practices) have the potential to under-
mine an insurer’s income-generating capacity, long-term sustainability and brand
value. In addition, supervisors are particularly vigilant with regards to inappropriate
sales and service, which require consumer protection and consequential action.’

The new legal framework regulating insurance distribution in EU Member States
brought forward by the introduction of the Insurance Distribution Directive (IDD) in
October 2018 raised the benchmark of minimum standards of insurance distribution
and expanded the scope of regulation to include (re)insurers as well as (re)insurance
intermediaries. In line with MiFID and PRIIPs, IDD aims at increasing consumer
protection regardless of the distribution channel. IDD covers the entire distribution
chain, including reinsurers, aggregators and price comparison websites from which
individuals can buy insurance and distributors for whom insurance provides only
ancillary services.

Key provisions included in the IDD include: (i) proper product oversight and
governance, (ii) demands and needs analysis, suitability and appropriateness assess-
ment; (iii) appropriate information to customers (PID—Insurance Product Informa-
tion Document); (iv) more strict professional requirements, (v) Transparency on the
existence of conflicts of interest (intermediaries must clearly state whether they are
acting on behalf of the customer or the insurer), and (vi) Remuneration and incentive
mechanisms (intermediaries must disclose the type and origin, the nature and basis
of the compensation they receive in relation to a given contract of insurance).

'Gutterman (2016), p- 9.
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In this chapter we identify and discuss the implications of the introduction of the
IDD in the management of distribution risks in insurance companies. We revisit
current insurance approaches to this risk and adopt a framework for the analysis
covering both risks to the distribution channel, the impact of new underwriting
practices caused by the distribution channel on the size and quality of insured
portfolios, the impact of management decisions and poor management governance
practices relating to the distribution channel and the way insurance companies
address inappropriate market conduct risks and consumer protection. The design
and implementation of sound distribution risk management guidelines and policies is
expected to be within the scope of an insurer’s Enterprise Risk Management (ERM).
Appropriate distribution risk management demands precise identification, measure-
ment and management practices, along with the adoption of fair business conduct,
fair and responsible pricing, and claims management.

The remainder of this chapter is organized as follows. In Sect. 2 we discuss the
impact of digital transformation on insurance value chain primary activities, partic-
ularly on insurance distribution. In Section we catalogue and discuss the three main
forms of distribution risk in insurance and their potential impact on the quality and
volume of the insured portfolio or the insurer’s income-generating capacity and
long-term financial sustainability and brand value. In Sect. 4 we critically examine
the implications of the introduction of the Insurance Distribution Directive on
distribution risk management and on firm’s entire value chain. Finally, Sect. 5
concludes.

2 Digital Transformation and the Changing Landscape
for Insurer’s Distribution and Value Chain

Distribution is a key aspect of insurers’ business models. Insurance companies use a
wide range of distribution methods to target their customers. The traditional model
of insurance distribution involves direct sales employing own sales personnel (e.g.,
insurance agents, call centers, appointed representatives) and indirect sales using a
captive and/or an independent network of agents, brokers and independent financial
advisers (IFAs). In recent years technological innovation, digital transformation,
increasing connectivity, data access, advances in predictive analytics, changing
customer preferences and customer empowerment have broadened the distribution
channels from the traditional paradigm to a wide range of direct and indirect
channels between insurers and current and potential customers. The modern insur-
ance distribution model is multi-channel and multi touch-point, includes the tradi-
tional intermediaries but incorporates new direct sales channels (e.g., internet,
mobile devices) and new intermediaries such as banks, retailers, post office, affinity
groups (e.g., members of a car club, sports organisations, union members), price
comparison websites, managing general agents (MGA), broker networks and Peer-
to-peer (P2P) groups. The increasing diversity of distribution channels follows
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Fig. 1 Non-life distribution channels (% of GWP)—2017. Source: Insurance Europe Data. Notes:
Market share computed in terms of gross written premiums (GWP). For NL, health is excluded.
Also, “Other” , for 2013 and 2014, represents all non-direct distribution channels For SI, data is
from SZZ members only. Branches of companies from EU/EEA countries and FOS are excluded

consumers’ needs and preferences and varies across different countries, cultures,
markets and even age groups. The number of distribution channels used by insurers
and the channel selection process involves a cost/benefit analysis considering the
types of products, services and customer segments they want to target, channel
requirements by segment, an assessment of the existing business’s capabilities to
meet customer requirements, a benchmark analysis against competitors, and an
evaluation of the channel options.” The financial cost of using intermediaries include
commission, training, monitoring and administration costs.

In Figs. 1 and 2 we plot the 2017 market share (computed in terms of gross
written premiums) of the main distribution channels in Europe in the non-life and life
insurance business, respectively.

We can observe that the relative importance of distribution channels varies
significantly across countries and Lines of Business (LOB). For non-life products,
direct sales through employees or distance-selling are predominant in some countries
(e.g., Croatia, Luxembourg, Finland) but for most European countries reported
intermediaries (agents and, to a lesser extent, brokers) are the largest distribution
channels, particularly in countries like Italy, Poland, Portugal and Turkey.
Bancassurance has a more modest share in non-life business in most countries.
Contrarily, bancassurance is the main life distribution channel in many European
markets, with notable exceptions in the United Kingdom, Slovenia, Greece, Poland

ZHutt and Speh (2012), p. 18.
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Fig. 2 Life distribution channels in Europe (% of GWP)—2017). Source: Insurance Europe.
Notes: Market share computed in terms of gross written premiums (GWP). For DE, employees
are included under the category of Agents. For DE, SE and the UK, data is for new business only.
For GR, there is no distinction between intermediaries. For NL, “Other” in 2013 and 2014
represents all non-direct distribution channels. For SI, data is from SZZ members only. Branches
of companies from EU/EEA countries and FOS are excluded. For BE, bancassurance includes
agents

and Luxembourg in which intermediaries are predominant and direct selling is also
relevant in some countries.

Contrary to direct sales through employees, mobile technology and telematics do
not constraint the location and timing of interactions between insurers and their
customers. They will eventually enable customers to arrange most of their insurance
needs through remote digital channels and are already affecting customer buying
behaviour, from pre-sales activity such as soliciting advice and obtaining
personalised quotes, to policy issuance and post-sales services for the policyholder.’

The technology adoption trends observed in insurance in recent years include:
(1) new tools for data acquisition and analysis such as Artificial Intelligence (Al), Big
Data, the Internet of Things (IoT) (sensors and networks), Hyperscale computing,
Enterprise Business Process Management (BPM), software that automates under-
writing and claims or, (ii) technology for data storage, transaction and security such
as Cloud computing, BockChain (mutual distribution ledgers) and digital security
and (iii) technology for communication and sales such as mobile devices with apps,
chatbots, robot-advisors, social networks, websites, video calls and video platforms.
These technologies will first significantly change the way insurers and customers

3Swiss Re, 2014, Digital distribution in insurance: a quiet revolution. Sigma No 2 /2014, pp. 1-36.
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Fig. 3 Insurance value chain primary activities. Source: Author’s preparation

interact (e.g. chatbots, robot-advisors, social networks, video platforms). Second,
they are increasingly being used to automatize, standardize and improve the effec-
tiveness and efficiency of insurance business processes (e.g. sales, claims settlement,
pricing). Finally, they create opportunities to redesign and customize existing
insurance contracts (e.g. telematics insurance, pay-per-use) and to develop new
ones.”*

The disruptive impact of digitalization will not trigger, at least in the short run, the
end of insurance intermediaries, but for traditional intermediaries, who fear being
replaced by direct sales methods, digital distribution is likely to create a distribution
channel conflict, with agents and brokers less keen to remain loyal to a single insurer
and more open to a multi-insurer, multi-product line of business. It is not clear how
in the future customers will value the personal interaction and expert advice of
traditional insurance distribution channels, but it is almost certain that insurance
undertakings and distributors will need to alter their business models to meet the
more demanding and diversified needs and preferences of customers.

The importance of distribution in insurance goes well beyond the day-to-day
activities related to a purchase/sale transaction and spreads out over the entire
business value chain. Figure 3 plots the insurance business value chain primary
activities, from product development, sales and distribution to customer manage-
ment. We can observe that the activities in the insurance distribution process include
the provision of and access to information on products, services and prices, expert
advice, channel management, including productivity and compensation, cross-
selling and up-selling activities, but also underwriting tasks, particularly risk assess-
ment, rating and quoting, policy administration, customer service and policy
renewal, premium collection and contract management, claims management, risk
management and customer management. These activities have been traditionally

“See, for instance, Anchen et al. (2015), pp. 1-39 and Eling and Lehmann (2018), pp. 359-396.
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developed by intermediaries such as captive or independent agents and brokers, but
the enlargement of the distribution channel base is likely to disrupt many of the
classical insurance value chain primary activities.

For instance, digitalization is changing the way insurance companies interact with
their customers and how they reinvent themselves to meet the customer needs. From
a distribution model in which customers typically required personal interaction for
product information, demands and needs analysis or suitability and appropriateness
assessment, we are moving towards a market in which customers get most informa-
tion online, compare products and prices via aggregator platforms, purchased and
settle contracts online without personal intervention. The buying journey for insur-
ance may involve multiple touchpoints dispersed across different participants in the
distribution chain in a more fragmented way. Moreover, in later stages of the value
chain, telematics determines how much insurance premium you pay (e.g., pay-as-
you-drive auto insurance), and online tools and apps assist in claims reporting and
management. Help desks and chatbots assist in customer management. Moreover,
digitalization is gradually automatizing business processes and decisions along the
value chain, particularly in LOB such as motor insurance, health insurance and home
insurance.

New technology has generated innovative personal Peer-to-Peer insurance (P2P)
schemes (e.g., Friendsurance) and mutualising insurance, for instance, pooled annu-
ity funds, modern tontines, risk-sharing contracts.” The new way of doing business
in insurance demands new skills and capacities to extract economic value from the
Big Datasets which are generated on a permanent basis by telematics devices, social
networks and other sources. In a scenario in which insurers can use the additional
information on individuals collected from multiple sources, they will be able to
reinvent the underwriting process to structure smaller homogenous risk pools, with
an irrépor’[ant impact on the traditional implicit tax/subsidy embedded in pooling
risks.

3 The Multiple Faces of Distribution Risk in Insurance

Insurance companies use multiple distribution channels to sell its products and the
relationships they establish with distributors, partners and existing and potential
customers (individuals, commercial companies, non-profit organizations, public
entities) are one of their most important intangible assets. Insurance companies
sell both short-term life insurance, motor, property, and other casualty insurance

3See, for instance, Bravo et al. (2009), pp. 2-20; Alho et al. (2013), pp. 395-436; Milevsky and
Salisbury (2015), pp. 91-105; Chen et al. (2017), pp. 5-30; Bravo and El Mekkaoui de Freitas
(2018), pp. 212-229; Bravo (2019a), pp. 266-289; Ayuso et al. (2020). In Press; Bravo (2019b).

SFor an exhaustive analysis on the impact of heterogeneity in life expectancy in the fair value of life

annuities and other life insurance contracts see, e.g., Ayuso et al. (2017a,b), Herce and Bravo
(2015), Bravo (2016, 2019a, 2020), Bravo et al. (2020) and Bravo and Herce (2020).
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contracts and longer-duration complex insurance policies (e.g., variable annuities
with embedded financial options) that establish a long-term customer relationship.
Similar to other businesses, the risks associated with the entire distribution process
can cause a tangible impact to an insurer’s long-term sustainability, reputation, brand
value, and income-generating capacity, and should be part of a robust Enterprise risk
management (ERM) framework in which insurers identify, measure, accept, control,
report, and monitor all material risks. Distribution risks are ultimately the responsi-
bility of the insurer, irrespective of the distribution channel used.
There are three main forms of distribution risk in insurance:’

1. Risks to the quality and volume of the insured portfolio caused by actions of the
distribution channel;

2. Risks to the insurer’s income-generating capacity, long-term financial sustain-
ability and brand value caused by actions of the distribution channel;

3. Risks to own distribution channels, which ultimately can affect the profitability
and sustainability of companies.

The way insurance distribution channels perform in aligning the actual customer
base with the insurer target markets, in terms of not only the size but also the quality
of the insured pool, and the extent to which the observed frequency and the severity
of risks deviates from the risk pricing assumptions and policyholder behaviour
assumed at contract inception significantly influences the nature and type of
exposure-to-risk the insurer will be subject to. Insurance distributors have often an
important and relatively autonomous role in identifying potential customers and in
the underwriting process, actively participating in risk selection. They are often more
rewarded for the volume of new business created and less for the quality of business,
more for bringing in new customers than for retaining existing policyholders. These
incentive mechanisms often create conflicts of interest between the distributor
profitability goals, the insurer long-term sustainability and customer interest.
Frontloading distributors compensation, i.e., paying more at policy origination
than at policy renewal has the potential to affect the distribution channel activities
and its long-term sustainability. Distributors tend to become too dependent on
generating new business for receiving regular cash flows, have little incentive to
keep a policy in force and may not be able to maintain a stable and continuous
income stream.

A poor risk selection process resulting in a claims experience inconsistent with
pricing assumptions due to: (i) pre-contract informational asymmetry between the
insurer and the insured and adverse selection (e.g., identifying potential customers
with high-risk lifestyles—smokers, people employed in dangerous jobs, less expe-
rienced drivers) when compared to the general population, or to (ii) policyholder

"Gutterman (2016), pp. 2-5.

8Depending on the jurisdiction, taxation considerations may also be relevant to determine the
remuneration policies for employees and insurance distributors and influence the type of recom-
mendation they offer to customers and their appetite for the contracts (Bravo 2016; EIOPA 2017).
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moral hazard resulting from misleading information provided and/or from an
implicit incentive provided to individuals to take more risks than they normally
would without insurance once covered by the insurance contract (e.g., engaging in
dangerous driving after contracting maximum auto insurance coverage), or to (iii)
applicant’s fraudulent operations or, finally to (iv) inappropriate underwriting of
policies that do not fit the needs of customers, has the potential to significantly
deteriorate insurer’s profitability. Insurance companies have many ways to mitigate
the impact of adverse selection, moral hazard and fraudulent behaviour (e.g., by
limiting the coverage, charging premium loadings, by adding exclusions) but the
long-term effects of a poor risk selection process persist.

In the insurance market, the customers’ purchase process and claims management
depends heavily on intermediaries. A poor risk selection process and inappropriate
distribution channel activities are thus expected to have consequences on customer
satisfaction, policyholder behaviour and abnormal lapse rates. For instance, an
increase in premature voluntary policy terminations or the failure to pay insurance
premiums relative to the insurer pricing expectations may be the result of insurance
distribution intermediaries incentivising policyholders to swap insurance contracts
(including moving to another insurer), not because there are acting in the best
financial interest of the policyholder but simply because the broker receives larger
front-end commissions for new long-term business or for moving blocks of short-
term contracts from one company to another. Additionally, mis-selling practices at
the distribution channel level are likely to raise discontent among policyholders and
generate premature policy termination and low policy continuation, reducing the
ability of insurers to recover acquisition expenses and impacting the company’s asset
and liability management planning.” Moral hazard behaviour resulting in an abnor-
mal frequency and severity of claims or fraudulent actions may sometimes have the
connivance of the distribution channel. Some brokers may in extreme cases collude
with a third party to take advantage of the insurer. In many cases, the insurance
policyholder relationship is actually “owned” by brokers and dealers and not by the
insurer, offering the distribution channel an increased capacity to influence policy
lapse or non-continuation behaviour counter to the best interest of the policyholders,
or increase anti-selection against the insurer.'’

Additionally, the operation of a given distribution channel has the potential to
generate risks to the insurer’s income-generating capacity, long-term financial
sustainability and brand value. For instance, insurance companies that are critically
dependent on a single distribution channel (e.g., bank, retail network) or few group
insurance contracts (e.g., large companies) and in which distribution tasks have been
mostly outsourced to an intermediary or to a partner are highly exposed to the
corporate decisions of the distribution channel (e.g., a sudden loss of sales if a
distribution channel does not continue the strategic relationship, finishes the distri-
bution agreement or becomes bankrupt, a big customer swapping insurer, or a lack of

°See IAA (2004), and Bravo and Silva (2006).
"9Gutterman (2016), pp. 8-10.
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sufficient bargaining power in the relationship). Additionally, they lose much of the
control over the business and maybe severely impacted by underwriting decisions,
pricing levels, lack of coordination or misaligned incentives and strategy.

Intermediaries and partners may be more concerned with promoting themselves
and their business than committed to a long-term successful and profitable relation-
ship with the insurer. For instance, in the bancassurance distribution model the bank
may divert bank customers from purchasing life insurance policies with a savings
accumulation profile and try to sell them its own deposit or investment products or
channel customers to another insurance company that is directly or indirectly
controlled by the bank. In distribution arrangements in which the intermediary or
partner are responsible for collecting premiums, additional monitoring and enforce-
ment efforts must be put in place to guarantee premium payments are effectively
received by the insurer, preventing fraud, loss of coverage situations and expense
recovery risks with major litigation and reputational costs for the undertaking.

Finally, there are risks to the own distribution channels themselves that are similar
to operational risks, which may produce adverse impact on existing and new
business, loss of brand value and represent significant reputation and financial
risks to the insurer. In extreme circumstances, they may even trigger regulatory
penal action. According to the Basel Committee, operational risk is defined as ““a risk
of loss resulting from inadequate or failed internal processes, people and systems or
from external events”. The main risks for distribution channels are disruptive
innovation that deteriorates the continuity chances of some intermediaries, poor
reputation of brokers/dealers due to, for instance, past inappropriate sales/claim
practices, mis-selling by sales personnel, poor sales management (e.g., uncompeti-
tive pricing or services, pushing products for higher commission LOBs), products
and services failing to meet the customers’ needs (e.g., due to inadequate adminis-
tration systems, delayed turnaround time, process failure), inability to maintain a
strong relationship with the agents/brokers, lack of alignment of incentives, compe-
tition and cannibalization of traditional distribution channels by new channels (e.g.,
mobile/Internet-based), unskilled sales force due to inadequate hiring and training or
regulatory and tax changes.

The capability of the agents/brokers network to remain competitive against other
distribution channels and the ability of insurance undertakings to maintain a healthy
and mutually profitable relationship with is distributors are critical for long-term
competitiveness. Insurers compete for intermediaries with a proven track record of
developing and delivering a risk-balanced, profitable book of business. To the extent
that this competition for the best distribution partners increase and there are consol-
idation movements in the agents/brokers market, premium, volume and profitability
could be negatively affected. To avoid internal friction when insurers use more than
one channel to target the same customers, particularly when the implementation of
direct distribution channels may adversely impact the brokers market-share, com-
panies should adopt a multi-channel model. Notice that distribution risk may arise as
a result of both people, system, process and external causes, with consequences
revealed, for instance, through an increase in customer’s complaints and
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dissatisfaction, increase in churn rates, loss of reputation due to negative media
coverage, loss of market-share and revenue.

4 The Impact of IDD on Distribution Risk Management

The Insurance Distribution Directive (IDD)'" came into force in Europe on 23rd
February 2016 replacing the Insurance Mediation Directive (IMD), as part of wider
project to amend the way in which financial services are regulated in the European
Union (EU). The IDD was implemented with a clear objective of increasing the level
of harmonization for insurance distribution regulation across the EU member coun-
tries, creating a common playing field for all insurance intermediaries and insurance
distribution activities, irrespective of the direct or indirect channel used by customers
to purchase their products. This includes (re)insurance manufacturers that sell
directly to customers and market participants who sell insurance on an ancillary
basis. The IDD also aims to improve consumer protection and effective competition
in the market. The directive includes multiple provisions whose impact goes well
beyond the distribution function in insurance, regarding for instance the type of
information that should be made available to consumers before they sign an insur-
ance contract, the business and transparency conduct standards insurance distribu-
tors are required to comply, product oversight and governance requirements,
procedures and rules for cross-border business, continuous professional require-
ments, conflicts of interest management, inducements or cross-selling activities. In
line with other regulatory changes such as MiFID II and PRIIPS, IDD establishes
more prescriptive rules for intermediaries selling insurance products that expose
policyholders to financial markets (e.g., unit-linked and with-profit life insurance
contracts).

One of the central principles of IDD is that insurance distributors ‘must always act
honestly, fairly and professionally in accordance with the best interests (demands
and needs) of their customers’.'> This “best interests” duty of trust or confidence is
inspired in similar dispositions contained in the European (MiFID)'? and U. S.
(Securities Exchange Act)'* Regulatory Frameworks for Financial Instruments,
applies to both brokers representing an actual or potential policyholder and insurer
representatives, and requires them to act in a diligent and professional way to
negotiate the terms of a deal on behalf of and to the principals’ advantage, including

"Directive (EU) 2016/97 of the European Parliament and of the Council of 20 January 2016 on
insurance distribution (Insurance Distribution Directive).

12See Recital 46 and Article 17 of the IDD.

13See Article 18 of Financial Instruments Directive (MiFID I) (Directive 2004/39/EC of the
European Parliament and of the Council of 21 April 2004 on markets in financial instruments and
Article 23 (Section I) and Article 13¢c (CHAPTER IIIA) of MiFID II Directive (Directive 2014/65/
EU of the European Parliament and of the Council of 15 May 2014).

14See Sec 10b(5) of the Securities Exchange Act.



360 J. M. Bravo

not using their position of trust to generate unacceptable benefits or profits for
themselves without the knowledge and agreement of their represented, managing
any conflicts of interest if necessary. It encompasses in some extent both a duty of
care and a fiduciary duty.'> The “customers’ best interests” rule requires, among
other things, that all distributors (intermediaries or (re)insurance undertakers) in the
distribution chain should make a proper suitability assessment of their actual or
potential policyholders demands and needs, offering only contracts which are
considered suitable, appropriate and deliver fair value instead of exhibiting their
full catalogue of products with broad proclamations about the type of needs each
product addresses.'® Distributors must provide customers personalised recommen-
dations detailing why a given insurance product would fit the customer’s demands
and needs. The exception would be, in some jurisdictions (e.g., the UK),
non-advised retail sales for which firms are not expected to carry out a detailed
analysis of a customer’s circumstances but should, nevertheless, clearly identify the
customer’s demands and needs and offer contracts that meets them.'’

This also signifies that, irrespective of the means of interaction with clients
(including automated or semi-automated systems used as a client-facing tool such
as robo-advice), insurance distributors will have to maintain and trace the whole
process of collecting information about a client and the subsequent suitability and
appropriateness assessment, informing and explaining their customers clearly about
the distributor’s role, responsibility and purpose of the suitability assessment, which
ultimately should be for the firm to act in the customer’s best interest.'® Insurance
companies that provide advice to customers on insurance-based investment products
(IBIPs) must encourage customers to provide accurate and sufficient information
about their protection and/or investment objectives, needs, knowledge, risk toler-
ance, time horizon, experience and financial position, including the capacity to bear
losses (e.g., in unit-linked life insurance). '’

'SFor a discussion on this topic see, e.g., FCA, Discussion Paper on a duty of care and potential
alternative approaches, Discussion Paper DP18/5, July 2018.

19See, specifically, paragraphs 1 and 2 of Article 30 of the IDD, which state that an assessment of
the suitability or appropriateness of an insurance-based investment product (IBIP) for the customer
by the insurance intermediary or insurance undertaking is generally required as part of the sale of an
IBIP. For a detailed discussion on this topic see Marano and Rokas (2019).

7The UK Financial Conduct Authority (FCA) Handbook, Section COBS 10.4, states that a firm is
not required to make a suitability assessment if: *“. . . (a) the service only consists of execution and/or
the reception and transmission of client orders, with or without ancillary services, it relates to
particular financial instruments and is provided at the initiative of the client; (b) the client has been
clearly informed (whether the warning is given in a standardised format or not) that in the provision
of this service the firm is not required to assess the suitability of the instrument or service provided
or offered and that therefore he does not benefit from the protection of the rules on assessing
suitability; and (c) the firm complies with its obligations in relation to conflicts of interest”.

"8For a recent detailed discussion on IDD and digital intermediaries of insurance products see, e.g.,
See Marano (2019a), pp. 294-315.

19See Marano and Rokas (2019), for a detailed discussion on the distribution of IBIPs.
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Each firm is in principle free to define the precise method they will use to inform
their clients about the suitability and appropriateness assessment, but firms are
expected to define and implement a robust record keeping suitability framework
(e.g., one including knowledge assessment, customer categorization, individual and
portfolio risk level classification, risk scoring, suitability and appropriateness result),
enabling a systematic internal/external control and validation of the suitability and
appropriateness obligation, both at the individual trade level and at portfolio level.
The framework should include target market statements for all products including,
for instance, the product description, the target market (age, sex, income, social
group, literacy capabilities, family background), the product aim, the customer
objectives and needs, the degree of complexity, the distribution strategy, the cus-
tomers for whom the product is considered inappropriate).

If implemented properly, this framework is expected to reduce distribution risk by
minimizing mis-selling practices, by better meeting customers’ needs, by improving
insurer’s reputation and by improving sales management. The framework it also
likely to contribute positively to the risk selection process. However, the operational
risks and costs involved in consistently implementing the framework in all levels of
the distribution chain are massive and should not be neglected. Since identifying
customer’s needs is one of the key requirements for the success of insurance
companies, proper adoption of IDD provisions is expected to have a long-term
impact on insurer’s income-generating capacity and financial sustainability.

The IDD contains, however, precise pre-contract disclosures and provisions,
namely the introduction of a detailed standardised Insurance Product Information
Document (IPID) for non-life insurance products, and Key Information Documents
(KIDs) for those who produce or sell insurance-based investment products, which
had been previously introduced under the packaged retail and insurance-based
investment products (PRIIPs) Regulation. The IPID is a precontractual and stand-
alone document which aims to provide clearer and transparent information on
non-life insurance products so that consumers can make informed decisions, facil-
itating also competition between insurance distributors. The IPID document should
be easy to read, understand and compare, have a common design, structure and
format and will have to be communicated at the time of quotation, renewal and any
mid-term adjustment in the contract.”°

One of areas in which the IDD is expected to have more impact on distribution
risk management refers to the new regulatory provisions regarding pre-contract
disclosure and transparency on both the nature and basis of the remuneration (e.g.,
commission, bonus, profit share, other financial incentives or non-monetary benefits)
distributors and its employees receive in relation to the insurance contract, and on the
performance management practices of an insurer’s own sales force. Customers are to
be provided information on fees, commissions or benefits all participants in the

2°EC, 2017, Commission Implementing Regulation (EU) 2017/1469 of 11 August laying down a
standardised presentation format for the insurance product information document. Official Journal
of the European Union, L. 209/19, 12.8.2017.
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distribution chain receive in relation the insurance contract. Special attention is
devoted to compensation components which are not guaranteed, or which are
contingent on meeting certain business targets (e.g., new sales). The general princi-
ple is that the sales channel remuneration and performance management policies
must not conflict with the general duty to act in the customer’s best interests, nor
prevent any participant in the distribution chain from presenting product information
in a clear and non-misleading way, nor making a suitable recommendation for a fair
deal. This means insurance companies are responsible for defining and
implementing actions aiming to prevent the negative effects of any incentive mech-
anisms on the quality of the relevant service to the customer and on the insurer or
intermediary duty to act in accordance with the best interests of their customers.?' In
this regard, EIOPA?? recommends insurance undertakings and insurance intermedi-
aries to adopt inducements or inducement schemes that include both quantitative
commercial criteria and appropriate qualitative criteria, reflecting compliance with
the applicable regulations, fair treatment of customers and the quality of services
provided to customers, that are proportionate when considered against the value of
the product and the services provided, to avid inducements entirely or mainly paid
upfront when the product is sold without any appropriate refunding mechanism if the
product lapses or is surrendered at an early stage, and to be cautious about induce-
ments that incorporate any form of variable or contingent threshold or value accel-
erator which is triggered by touching a sales target barrier based on volume or value
of sales.

To that end, the IDD includes specific disclosure requirements for intermediaries
in relation to conflicts of interest and transparency. The insurance .. .distributor
should develop, adopt and regularly review policies and procedures relating to
conflicts of interest with the aim of avoiding any detrimental impact on the quality
of the relevant service to the customer and of ensuring that the customer is ade-
quately informed about fees, commissions or benefits”.>* Prior the conclusion of an
insurance contract, the IDD mandates an insurance intermediary to provides the
customer with information on, for instance, whether he has a holding representing
10% or more of the voting rights of the capital in a given insurance undertaking or
vice versa, whether he provides or not advice about the insurance products sold on
the basis of a fair and personal analysis (which should be proceeded by an analysis of
a sufficiently large number of similar contracts available on the market), whether he
represents the customer or acts on behalf of the insurance undertaking, whether he is
or not under a contractual obligation to conduct insurance distribution business
exclusively with one or more insurance undertakings, the nature of the remuneration

21See Delloite (2018), pp. 2-10.

22EIOPA, 2017, Technical Advice on possible delegated acts concerning the Insurance Distribu-
tion Directive. EIOPA 17/048, February, pp. 1-150.

23See, e.g., Recital 57 of the IDD.
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received in relation to the insurance contract and, particularly, the amount of the fee
that is paid directly by the customer.**

The new pre-contract disclosure and transparency provisions on the nature and
basis of the remuneration and in relation to conflicts of interest reinforce a more
client-centric approach embedded in the IDD and will force insurers to rethink their
pricing, remuneration and distribution business strategies and product governance
requirements to be better aligned with customers’ interests and to face a more
competitive environment, with the corresponding price and margin pressures. In
theory, this should contribute to improve the risk selection process and thus the
quality of the insured portfolio, reducing distribution risk caused by the actions of
the distribution channel. In practice, it is still too soon to confirm how the new
disclosure requirements impact on distribution channel strategies, on insurance
coverage, on the price of insurance contracts or on the long-term income generating
capacity of firms. Guaranteed is that the IDD brings a substantial increase in the
obligations relating to information, advisory services, documentation and business
conduct.

Another IDD provision with relevant impact on distribution channels and risk
management refers to cross-selling activities. When, as part of a package, a
non-insurance ancillary product or service is offered together with an insurance
product, the distributor must inform the customer about the components, costs,
charges, and risks of each component and the customer must be given the chance
to buy them separately.”> This requirement does not prohibit the distribution of
insurance products which provide coverage for various types of risks (e.g., multi-risk
insurance policies), just requires distributors to unbundle packages detaching the
pricing and risk characteristics of each coverage. Offering insurance and claims
services on an unbundled basis is particularly useful for large policyholders (e.g.,
workers compensation insurance, general liability insurance and auto insurance)
looking for more flexible, fitted to their specific needs and, potentially, cheaper
risk management solutions. For insurers and distributors, this is however likely to
reduce risk pooling mechanisms, to pressure revenues and profit margins and to
challenge classical distribution infrastructures. Traditionally, to justify the
manufacturing and distribution costs of insurance products and services and to be
offered at an affordable competitive price, coverages had to be sufficiently broad to
address the needs of a large reachable customer base, pooling risks efficiently,
resulting in standardized products with complementary coverages. As the advent
of digital intermediaries in insurance shows, new technologies such as digitization
and aggregation platforms, new processes and methods have reduced the costs of
manufacturing and distributing insurance, reducing the primary motive for packing
coverages.

Similar to MiFID II, the IDD also introduces product oversight and governance
(POG) requirements for all insurance products (except for insurance of large risks).

*See, e.g., Article 19 of the IDD.
23See, e.g., Article 24 of the IDD.
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The approval process for each insurance product should be defined as proportionate
to the nature of the insurance products that are about to be sold to customers, it
should specify the target market, the risk assessment and assure that the distribution
strategy is aligned with the identified market. Regular reviews must also be
conducted to verify that products remain effectively distributed and consistent
with the objective of the respective target markets.”® This will require insurers to
select the distribution channel that is appropriate for the target market, distributors to
define a distribution strategy that does not conflict with the strategy defined by the
insurance undertaking and regular monitoring and implementation of corrective
actions to better align the product with the needs and objectives of the target
market.”” Most insurance companies manufacture their products based essentially
on the sales force feedback, fitting everyone with the same products, with little room
for market research. POG requirements demand, together with needs analysis, a
greater role for investing in market research and in alternative mechanisms for
understanding customers preferences, trends and trust on the brand value.

In theory, the POG requirements have a relevant impact on the whole product
value chain, from the process of designing and manufacturing insurance products,
making them available to customers (distribution) and monitoring them once dis-
tributed. The provisions are aligned with governance requirements established by
Solvency II arrangements which demand insurers to prudently manage the business
under a risk-based approach. They are expected to contribute to better align the
business strategy and interests of insurers and distributors, and thus positively
impact on distribution risk. However, the substantial increase in the obligations
relating to information, advisory services, documentation and business conduct is
likely to reduce the business margins.*®

The IDD mandates relevant persons within the management structure of (re)-
insurance companies or intermediaries involved in the distribution of (re)insurance
products, as well as the relevant employees of an (re)insurance distributor directly
involved in (re)insurance distribution to be of good repute, have a clean criminal
record or any other national equivalent in relation to serious criminal offences linked
to crimes against property or other crimes related to financial activities and possess
an appropriate level of knowledge and competence in relation to the distribution
activity. The appropriateness of the level of knowledge and competence should be
proportional to the complexity of the products sold, the type of distribution channel,
the role distributors perform, and the activity carried out within the insurance or
reinsurance distributor and must be assured by the application of specific Continuing
Professional Development (CPD).

The IDD introduces a minimum 15 h CPD for certain staff who are directly
involved in insurance distribution, who supervise such staff or who are responsible
for insurance distribution within the firm’s management structure (IDD, Chapter IV,

26See, e.g., Article 25 of the IDD.
*"For a detailed discussion of POG requirements under the IDD see Marano (2019b), pp. 60-96.
ZKshne and Brommelmeyer (2018), pp. 704-739.
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Article 10), but it is expected that professional bodies establish more demanding
standards as good practice rather than a legal minimum. The new provisions
regarding CPD aim at enhancing public trust in insurance intermediaries through
raising professional standards rather than relying on onsite training and experience.
Continuous education should target areas not typically covered by professional
training (e.g., anti-money laundering legislation, assessment of consumer needs,
insurance legislation and regulation), but also risk analysis skills (e.g. risk tolerance
assessment, underwriting and risk-selection process) and ethics and professional
standards. To the extent that CPD provisions succeed in raising public trust and in
helping professions to act honestly, fairly and professionally in accordance with the
best interests of their customers, mitigating fraud and mis-selling practices, the
introduction of IDD will impact positively on distribution risk management in
insurance. Table 1 summarizes the discussion on the impact of IDD main provisions
on insurance value chain, including distribution activities.

The demands and needs analysis, the suitability and appropriateness requirements
and the cross-selling provisions are expected to have the greatest impact on sales,
distribution, underwriting and customer management practices. The remuneration
and incentives provisions are expected to have a major impact on product
manufacturing and sales and distribution activities. The product oversight and
governance provisions are expected to impact product development and distribution
activities within insurers and intermediaries.

The activities of claims handling, complaints handling and policy administration
and the provision of after-sales services (e.g., loss adjusters and expert appraisers of
claims) are key functions of an insurance undertaking that can be in some cases
subcontracted. The managing of claims of an insurer on a professional basis and loss
adjusting and expert appraisal of claims are activities which do not constitute
insurance distribution under the IDD and, as such, are not directly impacted by the
regulation.”® However, since improper management of claims and complaints typ-
ically raises discontent among policyholders, generates premature policy termination
and deteriorates the insurers reputation, with a non-negligible impact on the insurer’s
long-term financial sustainability and brand value, insurance companies are expected
to require their service providers to adopt at least some of the IDD provisions (e.g.,
on CPD).

5 Conclusions

The introduction of IDD in insurance distribution as part of wider legislative agenda
to change the way in which financial services are regulated in the EU set common
rules for all involved in (re)insurance distribution in Europe, including the new
disruptive distribution channels brought forward by digital transformation in

29See Article 2(2) of the IDD.
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insurance. The directive includes multiple provisions which impact the whole
insurance value chain and that go well beyond distribution activities. In this chapter
we critically examined the impact of the introduction of IDD on distribution risk
management in insurance undertakings and distribution intermediaries, analysing
the consequences of IDD main provisions on the quality and volume of the insured
portfolio, on the insurer’s income-generating capacity, long-term financial sustain-
ability and brand value. We conclude that provisions related to demands and needs
analysis, suitability and appropriateness requirements or cross-selling dispositions
are expected to greatly influence insurer’s sales, distribution, underwriting and
customer management primary activities. Inducements and inducement schemes
are likely to have a major impact on product manufacturing, sales and distribution
activities, whereas the product oversight and governance provisions will promi-
nently impact insurers and intermediary’s business strategy, particularly product
development and distribution primary activities. Further research is needed to
quantitatively assess the economic impact of the introduction of IDD.
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