Luciano Pasquali
1.M.C. Brokers

The Role of a
Captive Broker

feel a bit out of place: you’re all insurers, reinsur-
ers and brokers. But the customer - the one who
pays the premiums and who provides us a living
(not long ago | was an agent and company man-
ager) - is not here.
I put myself on the customer’s side. I’'ll try to introduce
myself, taking the side of the Captive Broker we talk
about, who is presented as a model for bringing the two
ends of the chain together: on one hand, there’s the
party with the risks to cover, and on the other is the par-
ty who takes the risk.
| recall that a person to whom | owe a great deal in my
professional training and growth, when asked why he
was interested in establishing an insurance company, di-
rect brokerage company and another indirect
brokerage company, and not a reinsurance company as
well, responded: “Reinsurers are the ones who take the
real risks, and | don’t intend to risk anything!”

Humor aside, this long chain, which perhaps should be
examined to see if it truly has an “added value,” that
binds those with risks to transfer to those who take the
risks (and pay them, if they occur), probably and most
often manifests diseconomies. “Intermediate transi-
tions” do not always create added value. Often, overly
long chains end up adding no value from the one who
has to buy the service (and must pay for it) and the one
who must demand the right type of compensation in
order to bear the burden of that risk.

This is not an invitation to find ways to brutally elimi-
nate all middlemen and encourage direct contact
between the party who wants to transfer risks and the
one who wants to take them. If anything, it’s an invita-
tion to rationalize services, to dry up, “concentrate.” |
believe that all tools of this type (globalization, concen-
tration) are beneficial.

| was pleased to hear a phrase from Carlo Spasiano - to
whom I’'m connected through many years of profession-
al life together - regarding the “advantage for the
insured.” | appreciated a reference to the phrase “glob-
alization of reinsurers,” which is perhaps easier than
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with insurers, and could be damaging to the insured.
The thought that someone selling a service should also
worry about the benefits to the customer gladdened my
heart. Indeed, good business deals only happen when
both parties have something to gain. If just one of the
parties loses, it’s obvious that he’ll try to recover it over
time.

| enjoyed hearing Paolo Daneo say that reinsurers are
the ones who run the true risks, and thus the ones to
whom the situation should be brought and described.
The insured should understand the technicalities, the
problems, the niches that reinsurers have, and vice versa.
Carlo Faina gave me an idea by talking about general-
ists and specialists, and made me think of something:
what’s the difference between a broker and an insur-
ance consultant? An insurance consultant (or any kind
of consultant) is someone who knows more and more
about less and less, until he reaches the point of know-
ing everything about nothing, while a broker knows less
and less about more and more, until he reaches the
point of knowing nothing about everything. I’ll leave
you this idea too, because each of us has to have his
own “certification of identity,” as we must first of all an-
swer questions like “Who am 1?7, “What do | want to
be?”, and “What do | have to do?” Certainly, this distinc-
tion between generalists and specialists helps us bring
the world of the insured closer to the world of those
who take the risks. | think that risk-taking is a concept
we can use as a reference.

Jean Choueiri noted a change in course for Generali.
He seems to be saying that over recent times they have
been changing their strategy from attention to the
product to attention to the customer.

It’s true: there is this admonition, this change in strate-
gy. I’d just like to say that we were saying these things
25-30 years ago at SAl. I’'m pleased that the things that
were organizational truths at SAIl in 1970 are now
emerging.

All these references help us to understand that every-
thing we’ve said is an attempt to bring the world of the
insured closer to the world of those who take the risks.
So who is this Captive Broker? To me, he resembles a
botanical family.

We know that there are “families,” which are groups of
botanical varieties, and nothing is more cumbersome,
irritating and misleading than a botanical family, be-
cause each one contains some of the most diverse and
incredible elements. Suffice it to say that the Rose fami-
ly includes plums, peaches, pears and apples!

While the proverb tells us not to mix apples with or-
anges, botany goes right ahead and mixes. The “Family”
of Captive Brokers is the most diverse imaginable;
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everything falls into it, from the great plan of a compa-
ny that wants function of buying insurance or
managing risks to have a role and some dignity, to the
extreme of the layabout nephew of the boss who does-
n’t know what to do. For this reason, he’s appointed, in
some way, as a risk manager or captive broker, and so
on and so forth.

So we know that captive brokers really include every-
thing. And | think that this is a very evident truth.

In effect, the true plan should be to rationalize the use
of the insurance instrument with this objective: the cap-
tive broker, or risk manager, or insurance manager, or
“insurance service” of a company, in short, the Cus-
tomer - whom marketing technologies call “Mr.
Customer” - must achieve the objective of minimizing
the cost of risk within the corporate sphere.

This is the task of anyone who takes the side of some-
one who buys insurance products. He has to think: “I
have risks, I have to analyze them, | have to understand
them. | have to minimize them, then | have to negoti-
ate or finance. Using what tools? Self-insurance,
insurance, or a hybrid”.

And | thus set an objective, which is the economic goal
of all companies: to be able to minimize the cost of a
certain activity, a certain function. This means knowing
what the market can offer, because to establish whether
| have to focus more on self-insurance or insurance to
reach the minimum cost of a function, | have to know
what the transfer costs. Thus, to make a comparison, I
have to understand if it’s costing me much less or much
more to have a lot of insurance, a little insurance, to
keep deductibles low, keep deductibles high. Or else
choose a combination of these elements.

This is certainly something that varies over time. In gen-
eral terms, we can say that a good captive broker can
place greater emphasis on recourse to insurance - i.e.
transfer - when the insurance market grows soft.
There’s no doubt that if the market broadens, if the
ability of reinsurance or insurance companies - in short,
those capable of bearing risks, not acting as informal
brokers (alas, of 3000 companies active in Europe, |
feel that on average, 2950 of them can be defined as
brokerage companies, not companies capable of assum-
ing risks: careful, I'm talking about business risks, not
bulk risks, where the ability to retain them is not in
guestion) - increases, and if, above all, reliable compa-
nies manage mutuality well (distinguishing it from
growth and making the service attractive and low cost),
personally, I would prefer to give the money to an insur-
er. Because he’ll charge me less than | would spend if |
kept the risks myself.

When the insurance or reinsurance market becomes
tough, difficult, because there are changes in exposure
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to risk, because the laws have changed, because tech-
nology changes and the insurance market grows hard
again (we have seen sinusoids over 20-30 years of activi-
ty, with hard and soft periods), at that point a good
captive broker, a good insurer in himself, will cut back
recourse to the insurance market. He’ll draw on any re-
sources he has established on his own, and will succeed
in minimizing and stabilizing the cost of risk.

I don’t believe that many insurers or reinsurers are
aware of this, which is one of the needs of the corpo-
rate insurance use market. And companies are
interested in not only minimum cost, but also the stabil-
ity of the cost of risk.

An entrepreneur is not only interested in low spending,
but also in being able to budget costs foreseeable
throughout the year. He doesn’t want to be caught un-
prepared in covering product liability cost, the liability
risk of pollution or political risks when he works or ex-
ports in an “unreliable” third world country.

Nor does he want the risks of business credit or any-
thing else, as he can’t plan unsold goods from one year
to the next, the terrible chain saw that exposes an en-
trepreneur to the unpredictability of risks and the
relative costs.

This is the group of things and objectives that any well-
organized captive broker must keep in mind as he
moves through the market, if he wants to succeed in
achieving minimum cost by using transfer of risk as
long and as much as possible. Provided it’s the least ex-
pensive possible.

The premise: who is the insurer (or the reinsurer, or
anyone in this system who links the world of the in-
sured with the world of those who take the risks)?
Essentially, he manages mutuality. What is the real, so-
cial, useful mission in the organized context of the
insurer’s world? It’s being able to create mutuality into
which premiums can flow, a lot of small premiums,
which are used to pay a large claim - once in awhile.

So, how do we measure competitiveness among insur-
ers? Not based on best price alone, but on honing the
ability to evaluate risks and establish individual mutuali-
ties - by company - that are clearly better than others.
How is an Allianz more competitive than a smaller com-
pany?

In its ability to put the best insureds together. The in-
surer that knowingly builds a mutuality of “broke”
insureds who take no precautionary measures, who do
not know how to manage a company for prevention and
preservation purposes, is a poor creator of mutuality.

If anything, this serves as a negative point of reference,
which a serious insurer will never look at.
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This is one of the invitations I’d like to make. I’ve
worked with insurers for many years. Now | find myself
on the other side, and I note a certain cultural impover-
ishment, a certain decrease in the entrepreneurial
ability for growth in insurance companies. | see new
generations bound by the vision of management, by the
pressure of shareholders, required to pay closer atten-
tion to computers than the ability to evaluate individual
differences and risks.

Computers certainly help in the economic manage-
ment of bulk risks, but watch out - you’re more
attentive to risks where you risk a great deal than to
bulk risks, because the effect of mutuality certainly soft-
ens their impact. A revealing example: you know that at
this stage of my professional activity, I’'m particularly at-
tentive to problems of insurance for large public works.
Normally, when these large works are insured, there’s
the problem of machinery, which constitutes one of the
components of risk; a construction company has not
only 300 billion lire in specific work at stake, but also
20, 30 or 40 billion in plant and machinery, work equip-
ment that is normally new. And must be insured.
Generally, on the markets there is a tendency to quote
one rate for fixed machinery, one for moving machin-
ery, while in “refined” cases, a distinction is made
between machinery in tunnels and machinery outside.
But this is already at a sophisticated level of “university”
insurance skills.

But I've never found anyone who’s asked me if the
building yard is on flat land or in the mountains. Even
the uninitiated can see that there’s a certain differ-
ence...

But no one has ever asked me how work machinery op-
erators are hired, if they’re black or yellow or red, if
they have experience, if they’ve taken driving safety
courses.

The serious insurer must understand this as well, if he
wants to show he knows how to evaluate risk, under-
stand, be close to the customer, “personalize” the
relationship and prove he’s close to him.

Many of you know what happened in the tunnel at
Heathrow Airport a few years ago - and there are com-
panies that are still paying very large claims. At present,
over 300 billion lire in damages has already been ascer-
tained and must be paid. Those who accepted that risk
studied the project and ascertained that it was very well
made. First of all, because it was made by Austrians...
Too bad that the Austrian system is excellent at digging
holes under mountains, but the hilly terrain of England
is a different story...

This is what | mean when we ask for investments of re-
source: it’s what the captive broker expects, apart from
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what’s easy to say (“he wants commissions, he wants to
fleece the broker,...”).

The reason we’re here in Cap Ferrat is to get to know
each other better. To analyze in depth the issue of the
“captive broker.”

Who, no matter what the cost, does not want to develop
self-insurance. Of course, he’s happy if reinsurers and
insurers prove capable of evaluating levels of self-
preservation in an appropriate manner.

It’s not acceptable to have rate y for deductible x, and
the same rate for deductible x’ (i.e. 3 times the other),
nor to be incapable of making an evaluation cluster be-
tween the size and number of claims, how many are
cancelled and what is the projection, what is the fre-
guency, what is the average value.

There you have it: none of any of this...i.e. less approxi-
mation, more efficiency, more attention, less
superficiality.

From my point of view, this is what certainly makes re-
course to your world effectively understandable and
advantageous; it’s what has to communicate with ours.
This must be so, to be able to use the value that we ex-
pect of companies: the ability to create mutuality we
can access to the best advantage, rather than consider-
ing self-insurance.

Mario Martinuzzi
Assistante Manager of Generali

Luciano Pasquali has rightly noted that companies
must exert more effort in the area of mutuality when se-
lecting good customers, and must thus be
well-organized and sensitive to loss prevention, so they
can create mutuality within the corpus of their in-
sureds.

I can only share this type of approach, although there is
one hitch: insurance is made up of a chain of links (the
insured, agents, insurers, reinsurers). For the concept
Pasquali expressed to function well, all the links in this
chain must act the same way.

So, it’s more than proper to require an insurance com-
pany, when it insures a building yard, to attempt to
understand whether, for example, personnel is local or
expatriate, or whether it’s working on a slope rather
than on flat land... And so on.

However, this type of approach should also be valid for
the brokerage world: brokers should not only push to
obtain economically better conditions, but should
themselves enter the merits.

Based on my personal experience, brokers don’t react
well when | pose such specific questions. Brokers have
cost and personnel problems too. And while they may
agree to devote a quarter of an hour to explaining a
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risk, they’re less likely to devote the time needed to give
me information they themselves don’t have and must
obtain from the customer.

In these cases, the response is: “Why are you asking me
all these questions, when your colleagues from other
companies give me a nice quotation without asking any-
thing at all?”

That’s the first weak link in the chain. Another is those
reinsurers who assume a good part of the risk and still
don’t ask much. And they reason only in terms of “mar-
ket share, * “penetration of other markets,” and so on.
Finally, but not my last hope: insurance professionals
should assume they’re counting on at least a fairly large
segment of customers sensitive to improving the level of
their own risk prevention and protection, and willing to
invest in this area. But very often this doesn’t happen.

Carlo Spasiano

The real problem is that, during this soft market peri-
od, the technical capabilities of companies have
decreased. They find themselves forced to act in a mar-
ket where the fundamental aspect for large risks has
become price.

Where, even if he has the innate skills, the individual
broker absolutely does not consider himself capable of
taking customers away from his competitor except by
reducing the price. The result of the need to reduce
costs, even in large brokerage companies, is that fewer
and fewer of them know enough about technical capa-
bilities to pose the problem as Luciano Pasquali has.

In this field, large companies in the Italian market have
significant responsibility: self-criticism is a necessity. Un-
derwriters continue to lose importance, while the
weight of those who talk exclusively in “commercial”
terms is gaining significance. It’s right for responsibility
to fall upon reinsurers as well, who in fact quite often
tend to accept insufficient information on the coverage
of particular risks.

It’s a perverse market situation, at least insofar as re-
gards large risks. There’s only one way to explain it: we
insurers and reinsurers are Robin Hoods in reverse. We
try to take from the poor and give to the rich! In reality,
by taking advantage of the current soft market, captive
brokers make a decisive contribution to ensuring that
market conditions for large groups are often not com-
pensatory, and to allowing insurance and reinsurance
companies to succeed in granting these conditions by,
alas, using that little bit of fat they find in the mass cus-
tomer.

I don’t know if this can continue indefinitely. | hope it
doesn’t, and that we return to the clear technical evalu-
ation my friend Mr. Pasquali noted.
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Riccardo Lamperti

| find it puzzling to hear that a broker’s objective is to
minimize the cost of insurance service. The point to
make is that he should provide the best service at the
lowest cost. The misunderstanding is that there is no
absolutely lowest cost. The market has played off this
misunderstanding quite often, as new competitors ap-
pear on the market with a lot of words, but a single
approach: 15% discount, 20% discount if followed by a
willing company.

On the contrary, | believe that a market of quality, and
thus a quality service to customers, cannot be offered at
the lowest absolute price. If we’re speaking of reinsur-
ers, personally I require them to be first class for my
customers, and to offer the best security. If there’s a
claim of tens of billions of lire, I don’t want to struggle
to recover tens of billions over time, perhaps because
I’m involved in a “long tail” claim.

At the same time, if we’re talking about insurance com-
panies, | believe, although this rarely occurs, that the
customer should start to rate the companies that will be
entrusted with his security. | stress this, so to speak, for
brokers, who justify the amount of their commission in
terms of the added value they provide. If this value per-
mits an exact configuration of the risk, it’s logical that
his remuneration will be justified.

If, on the other hand, the operator uses only the price
variable, | feel that he’s setting himself up for a lot of
trouble. We’re all daily operators on the market. And
certainly, we all have problems like this before us: guar-
antees given with the assumption that they’ll cover
certain risks. Nevertheless, in reality, claims prove to
have no coverage, and problems arise due to risks that
are not exposed as they should have been. Perhaps this
is encouraged by the demands of the customer that
says: “Don’t charge me a lot! I’'ll go ahead and sign this
policy, nothing’s going to happen anyway!”

In brief: reduced cost means greater competitiveness of
the system. And | think that we’re all taking steps in this
direction. But it’s wrong to demand that lower cost
should mean a better product.

Luciano Pasquali

I didn’t say “minimum cost with bad service,” but rather
“minimum cost compared to self-insurance.”

Carlo Spasiano

To me, the variables that make up insurance cost imply
that this cost has to be the lowest in terms of price, type
and length of coverage, delimitation of risk, and perfor-
mance, including “long tail.”
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The comparison is with my cost of insurance: a compar-
ison between the “metal wire company” and the
primary company wasn’t in question.

Paolo Daneo
Responsable ERC Frankona RI Italia

Of every 100 lire the customer pays, the insurance in-
dustry (brokers, risk managers, captive brokers, et
cetera ...) succeeds in obtaining 110. We all know how:
through the financial gains it realizes. Given the relative
“rapidity” of claim payments....

Of these 100 lire, 20 go for taxes, 35 for general costs,
commissions to agents, brokers, brokerage, et cetera.
Should we add 5-10% of profit distributed to all these
operators, who also have to eat?

We have about 35 lire of claims left. It is estimated that
of these 35 lire - in international parlance - 20 involve
false or exaggerated claims. In Italy, this comes to al-
most 30%.

At this point, we have 27 lire of claims. And so what
does it matter if there are sprinklers or not? Or if risk
management was applied in a rather nonchalant way?
This is the current situation. We have all seen how under-
writers have largely disappeared from company organs...
I’ve seen companies that once had marvelous underwrit-
ing structures, who no longer have underwriters.
Obviously, they know how many operate in direct com-
panies. The brokers are aware, those who go to talk to
an underwriter and find an interlocutor who knows a
lot about wines, but precious little about risks. Don’t
you see that you’ve transferred the underwriting func-
tion of all this gobbling that’s reinsurance, back to the
reinsurer? That now he too is starting to think of turn-
ing his attention from underwriting and aligning
himself with the grabbers?

Gianfranco Giordani
Zurigo Italia

I’d like to note that, at least in the company | work for,
this statement regarding the diaspora of underwriters
doesn’t apply. In fact, in the past eight months, we’ve
hired fifty engineers and thirty actuaries.

5" R.1.B. Convention

63



