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1 Introduction

Generally speaking, new markets emerge for various reasons and, at the moment, two key trends can be
identified. Firstly, the retreat of the state creates new opportunities for trading products and services.
Secondly, individualisation is leading to a growing demand for freedom of choice and differentiation,
which in turn generates market opportunities for new products and services. Given that the government
is less inclined to cover risks collectively, economic risks are being allocated in a different way, and this
produces new risk bearers. New markets which emerge in this way bring new risks to competition which
needs exploring for various submarkets in the financial sector. This chapter provides the framework for
these market specific investigations and outlines the set-up of the Financial Sector Monitor (FSM).

This is the fourth edition of the Finandial Sector Monitor yearbook, which is an annual NMa publication.
In previous years, ‘Monitors’ have provided a platform for the NMato report on research into the
financial sector. Section 1.1 deals with the objectives and work method employed in the context of the
Financial Sector Monitor as a yearbook, research team and monitoring function. Objectives are set out
briefly, mainly on behalf of first-time readers of the Monitor. As regards FSM research and
communications on its results, different points of emphasis have been included this year, and these are
also accounted for in this section. This includes the introduction of an annual theme.

Section 1.2 sets out the annual theme for 2006. The monitor focuses particularly on financial services
subsectors in which new markets are emerging, and on the risks to competition which are relevant to
these markets. The choice of theme is accounted for and analysed for each of the subsectors dealt with
in the following chapters of the Monitor.



1.1 The Financial Sector Monitor in 2006

Monitoring function: the lighthouse

The Financial Sector Monitor not only refers to the annual publication (the Monitor) and to the NMa
research team involved (the FSM team), but also has a particular function. In performing this special
function the Monitor can be compared to a lighthouse and lighthouse keeper:

- Jdust as alighthouse continuously casts its light across the surrounding landscape, the monitor
continuously scans the market for new developments;

- Just as the lighthouse keeper looks out from a lofty position and knows what to look out for, so
the monitor assesses the financial sector from the perspective of competition;

- Just as the lighthouse keeper reaches for his binoculars if he notices anything out of the
ordinary, so the FSM zooms in on competition risks, for further scrutiny;

- dust as the lighthouse keeper dials 999 in the event of an emergency, so the FSM warns NMa
colleagues whenever it suspects an infringement of the Competition Act;

- Just as lighthouses jointly guard an entire coastline, so the NMa collaborates with fellow
European competition authorities. They keep in regular contact and this helps to ensure
effective competition enforcement in the European financial sectors.

The monitoring function is operational at all times. This report reflects only part of the work carried

out by the FSM team. Other research results are reported elsewhere or remain undisclosed because

they are used in industry-specific enforcement and investigations.

Objectives monitor

The Financial Sector Monitor aims to signal and outline competition risks in the financial sector. It
is not always clear beforehand whether there are risks to be identified, or to what extent risks may
emerge. Therefore, the FSM yearbook 2006 adopts a broad approach to reviewing the financial
sector, similarly to previous FSM yearbooks (see qualification in following section).!

The first three objectives of the FSM 2006 are in line with those previously established:

1. publishing the results of monitoring activities has an autonomous enforcement effect. ‘Guidance’
for the sector and ‘advocacy’ vis-a-vis fellow competition authorities and policy makers
strengthen awareness of competition issues;

2. monitoring research contributes to prioritisation in forensic research;

3. the Monitor provides information that is useful in the assessment of merger control cases and
may help improve the quality of such assessments;

In this way, the Monitor is part of the mix of ingrumentsused by the NMa to enhance competition.

The following two objectives were given more attention in 2006:

4. the Monitor conveys the NMa’s overall vison on the sector. The annual theme provides a focus
for research and profiles the NMa’s vision. The annual theme is discussed below.

' See also the introductory chapters to previous FSM yearbooks NMa 2003, 2004 and 2005). The text
under the heading of ‘The NMa and the Competition Act’ is similar to NMa, 2003, p. 9.



5 the Monitor facilitates the NMa'’s dialoguewith parties in the financial sector. In addition to this
Monitor, the NMa also organises a number of FSM workshops on the annual theme, geared to
each subsector specifically.?

Qualification

This publication uses the term ‘market’ in an economic sense, denoting a place where demand and
supply meet. The term ‘market’ does not, therefore, refer to a market defined in terms of
competition law. Such market delineations are indeed relevant to NMa practice, as determined for
each merger notification and competition investigation specifically, depending on the market
situation at that time. Just to be on the safe side, this qualification is repeated in all chapters.

The nature of monitoring activities means that statements in this yearbook do not constitute formal
assessments or decisions by the NMa as an enforcement authority. In effect this publication
comprises a series of reports on economic research in which the NMa outlines its view on the
financial sector and initiates a dialogue on various issues.

Partnersin dialogue

The FSM facilitates dialogue between the NMa and various interested parties active in financial

services. First of all, these include parties that are subject to competition enforcement within the

meaning of the Competition Act. Banks, insurers, investment companies and pension funds are the

main players in the financial sector. The Monitor also contributes to coordinating policy and

performance within the ‘enforcement triangle’ in the financial sector. Generally speaking, the

triangle comprises:

- prudential supervision with a view to stability (De Nederlandsche Bank [DNB]; the Dutch
central bank)

- supervision of conduct with a view to transparency and market integration (Financial Markets
Authority [AFM])

- market supervision with a view to competition (Netherlands Competition Authority [NMa]).
Such supervision may concern market structure as well as market conduct.

Careful coordination among the three enforcement and regulatory authorities stimulates the

interest for each of these supervision objectives and contributes to a properly functioning financial

sector. The Monitor is intended to play arole in this. As regards healthcare and the health insurance

sector, the Dutch Healthcare Authority (NZa) is also involved in the abovementioned joint effort to

coordinate policy.

The dialogue partners in The Hague work for various minigtriesand related organisations. The

Ministry of Finance supports the FSM research team (NMa, 20083, p. 5). Its Financial Market

department takes part in regular exchanges of information, as does the Competition department of

the Ministry of Economic Affairs. Different government departments are consulted for each aspect

% The research results presented in chapter 2 were discussed at a healthcare workshop on 1 September,
which was attended by fellow enforcement and regulatory authorities, policy makers, researchers and
representatives of insurance companies and healthcare providers.



of FSM research. These include the Ministry of Social Affairs and Employment and the Ministry of
Health, Welfare and Sport.

In its field of research the FSM is also keen to allow external verification which entails the
establishment of cooperative relations with universities through joint research projects,
traineeships and conference participation. The FSM research team also collaborates with research
staff at other enforcement and regulatory authorities, research bureaus and research institutes such
as the Netherlands Bureau for Economic Policy Analysis (CPB).

With a view to enhancing dialogue, and involving the sector, fellow enforcement and regulatory
authorities, ministries and researchers, the FSM team organises a variety of presentations of its
work at a number of different venues. In the context of this yearbook, research material has been
made accessible to as wide a public as possible. With that in mind, technical specifications have
often been omitted. Of course, the FSM team is more than willing to provide access to more
specified information on request.

FSM Communication in 2006

The first edition of the Monitor announced that the FSM was to give an account of the level of
competition in the financial sector on an annual or more regular basis (NMa, 2003, p. 8). The FSM
Yearbook 2006 presents such an assessment by focusing on an annual theme. In addition, a series of
‘scans’ of the various submarkets are to be published containing factual information on developments
in the sector.® The findings of the monitoring research on the introduction of a compliance schemein
the insurance sector are also going to be published separately (NMa, 2004, p. 5, NMa, 2005, p. 5).
Other publications issued by the FSM team are to be found in various specialist magazines and sector-
related media.* The FSM also delivers presentations at conferences and seminars.’®

® Including recent merger cases.

* Bijlsma et al., 2006; Zonderland, 2006.

® Including the ENCORE annual conference, 13 April 2006, Parallel session on financial markets:
individual pension products, The Hague.



The NMa and The Competition Act

The NMa'’s mission follows on from its statutory tasks and can be summarised as ‘making markets
work’. To this end, NMa activities in the field of general competition law are primarily concerned with
the enforcement of the Competition Act. The Competition Act covers:

- the prohibition on cartels;

- theprohibition on the abuse of a dominant position;

- merger control.

Prohibition on cartels

The prohibition on cartels applies to agreements between companies. These agreements may
concern prices, the division of markets, or joint production. In essence it stipulates that
competitors should not enter into agreements on important elements that may affect competitive
relations. After all, such agreements reduce business incentives for innovation and often lead to
higher prices for consumers.

Prohibition on the abuse of a dominant position

The prohibition on the abuse of a dominant position should prevent companies that own a large
and dominant share of the market from abusing their position of power by excluding competitors
from the market or imposing unreasonably high prices on customers.

Merger control

Merger control concerns the formal assessment process prior to mergers and acquisitions. This
assessment aims to establish whether the proposed transaction creates or strengthens a dominant
position. The objective of this preventive check is to prevent companies from gaining a market
position that allows them to operate independently of competitors and customers, as well as exert a
significant influence on competitors or stifle competition altogether.




Structural indicators for competition

In order toillustrate the extent of the risk of infringements of the Competition Act or other
restrictions to competition in particular markets, the NMa employs indicators that provide an
insight into the structure of the market, the behaviour of market parties and the market outcomes.
On the whole, relatively little is known about behaviour and outcomes in new markets. The
emphasis in the following chapters is therefore on the use of structure indicators.

Number of providers and concentration

The cartel risk is smaller if alarge number of providers is active in a market. After all, cartel
agreements need to cover a sufficiently large part of the market in order to affect prices. Moreover,
coordination problems will arise as the size of cartels increases (Grout and Sonderegger, 2005, p.
21). Furthermore, deviant behaviour is more difficult to detect whenever a larger number of parties
is involved.

Cross-holdings of providers

Because of cross-holdings among competitors, the actual level of concentration in a market may be
higher than can be assessed on the basis of the market shares held by companies individually. This
may involve financial affiliations, directorships and supervisory directorships and joint
consultations (see NMa, 2004, ch. 7 for cross-holdings in the financial sector).

Entry and barriersto entry

Low barriers to entry reduce the likelihood of cartel agreements among providers. The entry of new
providers, for instance by supply substitution, reduces the stability of potential agreements among
market parties. Even if entrants were to participate in the cartel, profits for each of the participants
would still fall. Potential entry may also weaken the cartel.

Degree of market penetration

The degree of market penetration indicates the number of buyers in a market for a particular
product. In non-saturated growth markets providers have the opportunity of increasing their
individual market shares. In comparison to markets that are stable and saturated, it is bound to
prove more difficult to sustain a cartel in these type of markets. After all, cartel participants may find
that the revenues acquired due to deviation from the cartel price exceed the estimated cost of the
penalties.




Interaction in various markets

Cartel participants may find that their paths cross in a number of markets. A higher incidence of
contact opportunities will increase the risk of a cartel emerging, although sustaining a cartel may
then prove more difficult (Motta, 2004). After all, if agreements are made on a number of markets,
the benefit a company can gain by deviating from agreements is greater than when it operates on
only one market. However, cross-market interaction will increase opportunities for penalising a
deviating company active in one of the markets.

Asymmetry
If providers are symmetric, for instance as regards cost structures, it may prove easier to conclude a
cartel deal than in a situation of asymmetry (Grout and Sonderegger, 2005). Jbint profit optimisation
through price agreements requires high-cost companies to give up market shares in favour of low-cost
companies. In order to avoid exclusion, high-cost companies are triggered to pose as low-cost
companies in order to maintain production levels. Cartel negotiations will therefore prove more
complicated among asymmetric companies than among symmetric companies.

1.2 Annual theme 2006

The annual theme for 2006 is tripartite: new markets, new risk bearers, new risks. The emergence of
new markets may be due to a variety of causes such as innovation and changing demands from
customers. As a result, new markets arise continuously. At a macro-economic level, moreover, two
trends are currently stimulating this process, namely the decreasing influence of the state and
growing individualisation. These trends are explored below, followed by an examination of new
markets and new risk bearers. The topic of new markets in the financial sector is highlighted next,
including an analysis of the way in which providers behave in new markets. Their behaviour may
bring risks to competition, and this is discussed in general terms below. Finally, the consequences
for submarkets will be appraised prior to an in-depth analysis of these markets in later chapters.



Trend 1: the retreat of the sate

For some time now, government policy has moved towards the further retreat of the state, leaving
citizens and companies to take on more responsibility. To some extent, this development has been
prompted by the proposed budget cuts, However, it is also related to a principled programme
which limits government control to areas that cannot be left open to market forces. In this way,
markets and market parties are being encouraged to become more active. This policy-based
approach is referred to in terms such as ‘market operations’ and ‘deregulation’, sometimes
additionally described using the words ‘re-regulation’ and ‘market structuring’. Its effects are visible
in social security, healthcare, education and the job market. In addition to an increase in self-
responsibility, there is also more room for entrepreneurship. The state also considers innovations
to be a positive outcome of the state’s retreat.

Wherever the decreasing influence of the state is evident, private parties have greater scope for
doing business. They jointly have to reach agreement on transactions, since the state no longer
provides standard arrangements, and they have to take on risks that were previously covered by the
state.

This approach is becoming increasingly visible on the financial markets as well. The state no longer
provides security for indexed pensions and various kinds of disability insurance schemes. What is
more, the pension age limit has now come under scrutiny and health insurance funds no longer
provide a basic insurance scheme. The fact that banks sometimes collapse has been proven on a
number of occasions and those who save or invest have to make a sound assessment of risks and
cover for these if necessary. Risks are being transferred to the (financial) product end users. This is
in line with the trend of individualisation, involving custom-made risk/ return profiles.

Trend 2: Individualisation

The trends of decreasing influence of the state and growing individualisation are taking place
simultaneously. Individuals are increasingly taking control of their own lives and way of living and
this is also reflected in the financial consequences. As a result, saving and borrowing practices,
insurances and pensions are less dependent on people’s family situations. Meanwhile, the state is
focusing ever more strongly on the individual as the defining entity of social policy. Social insurance
policy and employment policy are good examples. Such policy considerations are have a bearing on
the financial sector, as shown below.
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Individualisation and (de)regulation

“The process of individualisation constitutes one of the most important socio-cultural trends. Over
the past decades, ways of living have started to vary widely while the number of single people has
grown significantly. A further increase in the level of individualisation and differentiation poses a
challenge to the social security system and makes special demands on conditions of employment.
Afurther increase in prosperity will lead to a greater need for differentiation, individuals will show a
greater tendency to ward off or cover for risks to their income as they think best.

CPB/ SCP, 2000, p. 167

“[..]1thefact that public organisations have become less unilaterally dependent on the national
government for funding [has] contributed to increasing horizontal mutual relations. This evolved
along three main lines. Firstly, part of cvil sodiety became commercialised, most notably involving
sports, child care services and home care facilities. Moreover, the overriding responsibility for civil
society has now been transferred to local governments (for instance relating to welfare policy and
policy tackling educational deprivation). Lastly, the European Union (EU) is beginning to exert a
tangible influence in avil sodety, though the EU’s effect on private market parties is considerable
stronger than its hold on cvil sodiety.”

Scientific Council for Government Policy, 2002, p. 121

"The effect of interaction between factors on the side of the government and on the side of the
institutions is that regulation no longer exclusively originates from the government, but from other
parties as well. This applies all the more as the government retreats from playing an active role. In
effect, part of the regulatory power of the government is shifting to social institutions as aresult. In
other words, if regulation is likened to a public space, a clear division between government
regulation on the one hand, and social self-regulation on the other has now emerged. Government
regulation supplements self-regulation and vice versa. These processes are still developing and have
reached varying stages depending on the policy area under consideration. Whereas either
government regulation or self-regulation used to prevail, atrend towards simultaneously combining
both types of regulation has become discernible in recent years. This is a relatively new
development and involves processes of a relatively experimental character, involving evaluations,
interim reports, etc."

Scientific Council for Government Policy, 2002, p. 125
As indicated by the quotations in the textbox, the process of individualisation affects the interaction

between individual citizens and companies on the one hand, and the government on the other. Citizens
must now fend for themselves and have become 'calculating citizens’ as a result. In addition, a new
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division of responsibilities has emerged among citizens, companies and the government. Wherever this
has consequences for the financial situation of those involved, new financial markets may emerge.

(New) risks

The government decreasing its influence has led to the emergence of new markets featuring new risk
bearers. Increasingly, citizens will have to insure themselves. In addition, companies are more likely to
run acommercial risk. As a result, markets for the covering of economic risks will also emerge offering,
among other things, new types of insurance. This also creates opportunities.

The annual theme for 2006, therefore, focuses on new risks, the changes in the risk allocation between
various risk bearers and its effects on competition in various financial submarkets. The connotations of

the term ‘risk’ differ depend on the contexts, for instance:

- (colloguial meaning) the probability of something undesirable happening, such as an illness,
an accident, aloss of income;

- (economic meaning) the probability of a particular event occurring (if a probability distribution
is known, economists refer to ‘risk’; if it is not known, the term ‘uncertainty’ is used);

- (in terms of competition economics) the probability of markets not functioning well (market
failure);

- (in terms of competition law) the probability of practices occurring which result in an
infringement of the Competition Act.

In this book, the term 'risk’ is used mainly in a colloquial or economic sense. In the third and fourth
context, as outlined above, the term 'competition risk’ or 'risk to competition' are used.

New risk bearers

In transferring risks, it is important that new risk bearersare capable of acting rationally. They must know
how to deal with risks in order to make decisions in the most economically rational way possible.
Research has now shown that this is not the case, or only to a certain extent. Publications on
'behavioural economics', 'bounded rationality’ and ‘economic psychology show that people do not
always operate in an (instrumentally) rational way.® They are not always capable of making a sound
assessment of their own interests (consistent utility function) and to act accordingly. They also find it
difficult to deal with large quantities of information and an abundance of choice. It may also be
expensive for them to process all of these. The latter sometimes also applies to small and medium-sized
enterprises (SMEs). In addition, it is not always possible to plan on€’s life, and this can have
considerable financial consequences (Van der Lecq, 2001 and 2004). In short, citizens and
entrepreneurs have become more calculative, but at times fail to benefit.

€ See, for instance, the work of Amos Tversky, Richard Thaler and the Nobel Prize winners Herbert
Simon and Daniel Kahnemann.
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From a policy perspective, the government responds by structuring and simplifying choice processes
('liberal paternalism’). It also develops criteria for the assessment of information services and
transparency. Examples are the regulations relating to the use of financial leaflets and financial
intermediaries. However, more information which is also more easily accessible is an essential albeit

not all-encompassing condition for the proper functioning of consumers on financial markets. On the
demand side, consumers may occasionally succumb to an excess of information, and on the supply side
'too much transparency’ leads to collusion. This must be assessed on a case by case basis (product-
market combination). Sector-specific regulation may be helpful here, for instance in the supervision of
transition processes.

Wherever the government reduces its influence, new markets emerge for new products. This is usually
in line with the purpose of policy changes, though it may sometimes trigger an undesired response from
the market. This is illustrated by the WIA benefit system (disability benefits in accordance with the Work
and Income (Capacity for Work) Act). The government's intention was to encourage more people to
continue working. Supplementary insurance (to rectify the WIA gap) may eliminate people’s urge to use
up the remaining earning capacity. From the perspective of labour market policy, it is undesirable if all
incentives to resume work are removed.

To summarise, the effects of the social trends towards a retreating government and growing
individualisation vary for each submarket in terms of the operation of market forces and competition.

New markets
In various financial markets, the government has reduced its influence and private individuals and
companies are more frequently having to cover their own risks. The financial sector has responded
innovatively to this by developing new products and services, such as:

- savings and insurance products for third pillar pensions;

- life course saving products;

- investment advice for small investors;

- do-it-yourself risk analyses for investment and insurance;

- comparison websites.

It is conceivable that new products and services will result in a change in the market situation. After all,
the trends affect all suppliers and buyers, so that it is possible that parties will respond in more or less
similar ways, or may even coordinate their activities.

Often the products and services are also very similar. On the one hand, this makes them more
comparable, and this is beneficial to transparency and, as aresult, allocation. On the other hand, there
may be too little differentiation. 'Missing markets' consequently emerge and certain market segments
are not serviced. After all, there is a trade-off for suppliers between differentiation and economies of
scale. On the basis of this, they can decide, individually or as a group, not to serve a certain need. In
that case, (new) market opportunities are not exploited. The trend towards social individualisation is
therefore not sufficiently accommodated and prosperity gains can be achieved, possibly by striving for
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greater differentiation. A solution may also be found in 'mass customisation', whereby the advantages
of mass production combined with those of advanced software allow for customisation per customer.

Suppliers on the new markets

The behavioural response of suppliers to the above-mentioned trends has become manifest in a
spectrum of new products and services, which are on offer in these new markets. The competition
aspects of this are central to the Monitor for 2006. The competition risks in the new markets depend on

the characteristics of the market, such as:

- What sorts of companies are able to enter the market quickly?

- What legislation and regulations apply?

- How do consumers behave on this market?

- To what extent do suppliers cooperate or consult each other?

- Are there barriers to switching and how high are these? This characteristic is partly influenced
by the behaviour of suppliers. If consumers are able to switch suppliers easily, there will be
fewer competition risks than in situations where the consumer is linked to a supplier for along
period;

- Does the market involve ‘experience goods’? These are goods and services whose value only
becomes clear after they have been purchased. As aresult, consumers have less opportunity to
discipline suppliers.

The following chapters examine the characteristics of new financial markets, prior to assessing these
markets in terms of competition risks.

New competition risks?

Competition in new markets is often fierce. There are no established market relationships and
customers have not yet linked up with suppliers they are familiar with. Sometimes, however, new
markets give rise to the risk of infringement of the Competition Act. The following situations may

illustrate this.

- The players are sometimes new as well and are not aware of the restrictive conditions to which
their behaviour is subject. For instance, they may not be sufficiently aware of the relevant
legislation and regulations, or cannot properly determine whether their behaviour is at odds
with this. An example of this is the definition of the relevant market, which is necessary to
determine whether the company has a dominant position. Although players will be aware of the
size of their market share, they will not always know whether they have a dominant position.

- The players are strongly inclined to consult each other. For instance, they have to share
infrastructure and decide to embark on construction work together, or they make use of
technical standards which are determined on the basis of consultation. Sometimes essential
data also needs to be exchanged in order to operate independently. Examples include insurance
and payments, as is patient data in the healthcare sector. In contrast to other sectors, the
introduction of new products in the insurance sector and in relation to payments services often
requires prior consultation between competitors with regard to standards. Standards are
sometimes based on calculations for which data relating to the entire subsector are required.
New markets therefore result in new relationships between suppliers. The same existing shared
infrastructure often needs to be used for new payment products and parties may wish to enter
into agreements on the mutual settlement of costs. Such necessary consultation brings with it
the risk that the remaining scope for competition is also 'decided jointly’;
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- Many new insurance products are the result of the privatisation of social insurance. In
connection with this, the government wishes to introduce market forces while at the same time
maintaining solidarity and ensuring that these services are accessible to everyone. For this
reason, the government enters into consultation with the insurers on the specification of new
products with insurers consulting with each other. This may result in a considerable exchange
of information on product strategies, which gives rise to the risk of collusion.”

- When suppliers enter the new market from adjacent markets, cross subsidisation is a
conceivable tactic. After all, a position on the new market can be acquired by charging low
prices. In so far as cross subsidisation is the basis for predatory pricing, it constitutes a
competition risk. The extent of this risk depends on many factors, including the position
ultimately acquired on the new market, which may or may not make it possible to recoup the
initial losses.

Due to the above-mentioned causes for possible market failure and an increase in competition risk, the
NMa is monitoring the new markets particularly closely and the Financial Sector Monitor is going to
engage in a dialogue with suppliers on the new markets. After all, to prevent is better than to cure.

Development of the theme in the FSM 2006

New markets offer new opportunities for innovation and entrepreneurship. They are a focus of the NMa.
The above provides a general outline of the way in which new markets result in new competition risks or
an increased probability that the Competition Act will be infringed or — in a broader sense — that
competition will be constrained due to market failure. In the chapters which follow, five parts of the
financial sector are examined to determine to what extent this is, in fact, the case. These markets differ
with regard to the extent to which they are 'new' and the extent to which these suppliers are 'new'. This
will be taken up again in the concluding chapter. The market for health insurance is new in the sense
that the amendments to the healthcare system came into force in 2006. Health insurance funds and
private insurance were replaced by the obligatory basic insurance, with optional supplementary
insurance. All policy holders could once again choose an insurer and the providers of insurance
compete for policy holders who switch insurers. Chapter 2 analyses the switching behaviour of
policyholders. In this regard, consideration is given, in particular, to whether the traditionally regionally
based market relationships between insurers have been severed or maintained.

In the market for disability insurance, new submarkets have emerged due to the fact that the
government has retreated. The Work and Income (Capacity for Work) Act [Wet werk en inkomen naar
arbeidsvermogen (WIA)), as the successor of the Invalidity Insurance Act [Wet op de
arbeidsongeschiktheidsverzekering (WAQ)] offers scope for new supplementary insurance. In addition, all
employers may now opt to remain with the UWV (the agency responsible for administering the public
disability insurance scheme) or to retain their risk. Both markets are still at an early stage in their
development. The Invalidity Insurance (Self-Employed Persons) Act [Wet arbeidsongechiktheids
verzekering zelfdandigen (Waz)] for the self-employed was revoked and substitute insurance was offered

" In addition, the European Block Exemption for the insurance branch offers scope to cooperate in a
coinsurance or reinsurance group for new risks for a period of three years.
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on the market to replace this. A base measurement has therefore been provided in chapter 3, so that
developments on the market can be monitored.®

In the pensions sector, various new markets have emerged and new (types of) entrants have entered the
existing markets. In the second pillar, the pension funds operate as providers and sometimes also as
the administrators of group supplementary pension plans. Increasingly, a market for the administration
and implementation of pension plans has emerged. Various scenarios are conceivable with regard to
the design of the market, which may have consequences for market relationships. Chapter 4 of the
monitor explores the second pillar of the pensions sector from the perspective of competition. In the
three sectors mentioned above, the government is reducing its influence and consumer
individualisation is taking place. New (sub)markets have emerged as aresult. In the two sectors
discussed after this, new markets have emerged due to other causes, namely innovation on the supply
side and international expansion of the respective markets.

The market for PIN contracts has already been discussed in earlier Monitors. After the PIN contracts
were transferred by Interpay to the banks, the banks were able to enter into bilateral contracts with their
customers. These are the large and small retailers that use PIN terminals. In the FSM 2005, it was
concluded that the market for PIN contracts was characterised by nascent competition. In chapter 5,
consideration is given to whether this competition has reached maturity.

This also applies to the European payment area, SEPA, which is central to the discussion in chapter 6.
This market for international payments is still in its design phase, but the proposed measures are
already concrete enough to allow a formulation of the expectations with regard to the future market
situation. Payment services necessarily result in strong standardisation and cooperation, which give
cause for close monitoring by the competition authorities. The NMa cooperates with its fellow European
regulators in this regard. In 2007, FSM will therefore once again report on SEPA. Chapter 7 brings
together the conclusions in relation to the submarkets within the framework of the theme for this year.
Where possible, lessons are to be drawn with regard to the relationship between new markets and
competition risks. From this perspective, the FSM will continue to monitor new markets critically.

& The abbreviations used refer to: Wet Werk en Inkomen naar Arbeidsvermogen (WIA) [Work and Income
(Capacity for Work) Act], Werkhervattingregeling Gededltelijk Arbeidsgeschikten (WGA) [Return to Work
(Partially Disabled) Regulations], Wet op de Arbeidsongeschiktheidsverzekering (WAO) [Invalidity
Insurance Act], Uitvoeringsnaéling Wettelijke Verzekeringen (UWV) [Employee Insurance Agency], and
Wet Arbeidsongeschiktheidsverzekering Zelfsandigen (WAZ) [Invalidity Insurance (Self-Employed Persons)
Act].
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2 Consumer behaviour on the health insurance market

The coming into force of the new Health Insurance Act on 1January 2006 implied that consumers were
given greater freedom to choose their own health insurer. Their choice behaviour will now partly
determine whether health insurers, often regionally-oriented by tradition, will compete with each other
on a national market, or whether a market with a regional character will emerge. This chapter discusses
consumer behaviour in 2006 and analyses the consequences of this for the geographical dimension of
the market. Current consumer behaviour shows a tendency towards a national market for health
insurance. However, it is still too early to exclude the possibility that competitive relationships will
emerge in certain parts of the Netherlands which differ permanently from the national market. This
could be particularly so in the north and the south of the Netherlands, where the market is still
characterised by the presence of large regional health insurers.

2.1 Introduction

New legidative framework

On 1.nuary 2006, the new Health Insurance Act [ Zorgverzekeringswet] came into force. The Act
introduced a single obligatory basic insurance policy for all residents of the Netherlands and, in doing
S0, brought to an end the distinction between those insured by

health insurance funds and those with private insurance. The cover provided by this basic insurance
policy is mandatory and health insurers are obliged to accept anyone who applies for the basic
insurance policy. People can take out supplementary insurance for care which is not covered by the
basic insurance policy. Health insurers are not obliged to accept applications for supplementary
insurance.

Health insurers are obliged to operate nationally, unless they have fewer than 850,000 policyholders. If
that is the case, a health insurer may limit its area of operation to at least a single province. This
boundary of 850,000 insured is based on the market relationships at the time that the Health Insurance
Act was introduced. In terms of these market relationships, this boundary would ensure that a
reasonable number of health insurers offer policies throughout the Netherlands (House of
Representatives of the Dutch Parliament, 2004, page 27). To stimulate health insurers to contract care
as required by market conditions, insurers may offer different policies in each province (House of
Representatives of the Dutch Parliament, 2004, page 27).
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Freedom for market parties

The abolition of the distinction between people insured via the health insurance funds and people with
private insurance, in conjunction with further provisions of the Health Insurance Act as mentioned
above, implies that consumers now have greater freedom to choose their own health insurance. Health
insurers therefore now have to compete for the favours of consumers on the health insurance market.®
Effective competition on the health insurance market gives health insurers an incentive, where possible,
to negotiate good price/ performance ratios on the healthcare procurement market." Health insurers can
also enter into agreements relating to the (quality of) the care with which their policyholders are
provided on the market for healthcare provision. Figure 2.1 contains a diagram which shows the way the
healthcare market operates.

Figure 2.1 The healthcare market system

Healthcare procurement market
Healthcare provider
Market for healthcare provision

Health insurer
Health insurance market
Policyholder/ consumer

In 2005, the NMa carried out research into competition on the health insurance market (NMa, 2005,
chapter 5). The research focused, in particular, on the geographical dimension of the market. In this
regard, three conceivable scenarios were outlined, namely a national scenario, a regional scenario and
an intermediate variant. At the time of research it was impossible to draw conclusions on the probability
of the various scenarios. This was partly due to a lack of empirical data. For this reason, the NMa
analysed consumer behaviour on the health insurance market in 2006. This chapter reports on the
findings and, in doing so, provides an insight into the development of the geographical dimension of
the health insurance market.

" In this chapter the concept of ‘amarket’ is not used in the sense in which the term is used in relation
to competition law. In other words, the relevant market has not been defined in accordance with
competition law.

" At present, unregulated tariffs apply to the procurement of hospital care in the so-called ‘B-segment’
(8% to 10% of total hospital care) and the procurement of care from physiotherapists with independent
practices. The B-segment in hospital care services comprises fixed combinations of diagnosis and
treatment (which are known as DBCs) pertaining to hip, diabetes, knee, inguinal rupture, tonsils and
incontinence.
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Reader’sguide

Section 2.2 describes the background to the discussion on the geographical dimension of the health
insurance market. Sections 2.3, 2.4 and 2.5deal with the effects of consumer behaviour on the regional
character of the market. In these sections, the switching behaviour of policyholders, policyholders’
preferences and the development of (supra-regional) groups of insured people are discussed in that
order.” The negotiating policy of healthcare providers and other developments on the market are
described in section 2.6. The chapter ends with conclusions in section 2.7.

2.2 Geographical dimension of the health insurance market

Traditionally, all health insurance funds in the Netherlands had their own regional area of operation. As
aresult, anumber of current health insurers have a regional focus. They originate from one or more
health insurance funds, possibly in combination with one or more private health insurers. This regional
orientation is made evident by the fact that many of the healthcare insurers’ policyholders live in
particular regions. This results in high concentration indices for many regions (NMa, 2005c, Addendum
3). References made in this chapter to a ‘large regional insurer’ refer to the above-mentioned regional
orientation.

Regional mechanism

The potential occurrence of the so-called ‘regional mechanism’ may cause health insurers to refrain
from competing with one another at national level, leading to the generation of a market with a regional
character (NMa, 2005c, page 57 et saq.). This mechanism is based on the assumption that the position
of a health insurer on the health insurance market in a certain region partly determines the position of
the health insurer on the health procurement market in this region. If insurers have a large number of
policyholders in a region they may, for instance, be able to realise greater procurement benefits through
agreements on volume and volume discounts than other health insurers in the same region.”

These relative procurement benefits may make these health insurers more attractive in this region
compared to other health insurers. Health insurers can only become more attractive through
differentiation at regional level based on the offering of policies specific to the province which may
further strengthen the health insurer’s position on the health insurance market in that region.* Figure
2.2is adiagram of the regional mechanism described above.

2 Examples of supra-regional groups of policyholders are national employers, patient associations,
unions, Internet-based groups and associations of the elderly.

®In addition, the position of a health insurer on the healthcare procurement market may depend on
whether it is possible for the insurer to require its policyholders to use particular healthcare providers.

* At present, the NMa does not consider it plausible that the possible emergence of the regional
mechanism will result in markets smaller than a province (NMa, 2006b, page 10 and NMa, 2006c¢, page
13).
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Figure 2.2 The regional mechanism

Source: NMa, 2005¢c Page 58.

Strong regional insurer

Attractive (care in kind) policy for policyholders in the region

Strong procurement position in the region

On balance, the consequences of a possible regional mechanism could either be positive or negative.
On the one hand, policyholders may benéfit if a larger regional health insurer passes on part of the
procurement benefits realised. If markets are contested, or if potential entrants have a disciplinary effect
on the large regional insurer, this health insurer will even be compelled to pass on procurement benefits
in the form of lower prices. On the other hand, alarge regional health insurer may possibly obstruct the
entry of competitors. In the long term, the insurer’s incentive to procure healthcare efficiently may wane
due to the absence of (potential) competitive pressure. These negative effects may only arise if markets
are not contested in any way, or if there are no potential entrants due to the existence of entry barriers.

The regional mechanism makes it clear that the traditional existence of large regional health insurers, in
combination with the liberalisation of the health procurement market, may under certain circumstances
result in the maintenance or strengthening of regional positions on the health insurance market. Apart
from the regional mechanism, however, large regional insurers may also continue to exist for other
reasons. For instance, policyholders may prefer a regional insurer for reasons of image and brand
recognition, because of trust based on experience, or because they expect the insurer to have more
information about the quality of healthcare provision in the region and will therefore be able to procure
better care. The existence of switching costs may also help maintain a health insurer’s position.

Exclusion of the regional mechanisn

In anumber of situations the mechanism will not occur or is highly unlikely to occur (NMa, 2005c, page
60 & saq.). Firstly, the strong regional position of a health insurer will come under pressure if a lot of
consumers switch to other health insurers. Switching behaviour or potential switching behaviour also
disciplines the behaviour of health insurers. Secondly, since the mechanism can manifest itself more
easily in the case of contracted healthcare, a consumer preference for reimbursement policies without
contracted healthcare would render the emergence of the mechanism less plausible. At present,
however, health insurers contract aimost all healthcare providers and many of the agreements which
health insurers enter into with health providers for reimbursement policies also apply to reimbursement
policies (NMa, 2006b, page 5and NMa, 2006c¢, page 7). As a result, there is now little difference
between the two types of policies in this regard. Thirdly, the fact that large numbers of policyholders are
now covered by large (supra-regional) group insurance policy schemes makes it more difficult for the
mechanism to occur. As far as health insurers are concerned, group insurance policy schemes are, after
all, ameans of acquiring a larger market share in the key area of operation of a different insurer. Finally,
the regional mechanism will also occur less rapidly if the healthcare providers in a certain region are
also willing to negotiate with insurers from other key areas of operation.
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As stated above, the consequences for policyholders of a possible regional mechanism may on balance
be either positive or negative. The negative consequences of the regional mechanism imply that a health
insurer has a dominant position. In other words, this means that a health insurer is in a position to
behave independently of competitors and consumers to a considerable degree. After all, only if this is
the case is a health insurer in a position to prevent policyholders from switching to a different insurer
and, by doing so, prevent the entry of competitors.

If the regional mechanism does come into play, this does not imply that a health insurer has a
dominant position. After all, if the market is contestable, alarge regional health insurer will also be
disciplined. In such cases, it is impossible for a large regional health insurer to behave independently of
competitors and consumers to any significant degree.

The remainder of this chapter (namely, sections 2.3, 2.4 and 2.5) deals, in particular, with the first three
situations referred to above, in which the regional mechanism is unlikely to occur. Whether these
situations arise is directly determined by consumer behaviour on the health insurance market.®

**To obtain an insight into consumer behaviour on the health insurance market, the NMa together with
iBMG and NZa carried out a survey amongst consumers taking part in the CentERdata panel. The
survey consisted of a questionnaire which was presented to the members of the panel at the end of
Jnuary 2006, a questionnaire which was presented at the beginning of May 2006 and a conjoint
analysis which was presented in mid-May 2006. The questionnaire presented in January, the
questionnaire presented in May and the conjoint analysis had a response rate of 85.0% (= 2066/ 2755),
80.7% (2183 2705) and 78.6% (= 1908/ 2429). The analysis provided in this chapter is based partly on
the results of this survey.



2.3 The switching behaviour of policyholders

The switching behaviour of policyholders is analysed below. Section 2.3.1 begins with a description of
this behaviour, after which the switching behaviour is explained in section 2.3.2 on the basis of the
personal characteristics of the policyholders. The expectations with regard to switching behaviour in
2007 are discussed in section 2.3.4. Section 2.3.5 contains the conclusions on the switching behaviour
of policyholders.

2.31 Description of switching behaviour

When the new Health Insurance Act came into effect on 1 anuary 2006, policyholders had already
received an offer of insurance from their health insurer. These had to have been received by 15
December 2005 at the latest. These so-called December offers were based on the policy which
policyholders had entered into for the duration of 2005 and which was to be cancelled before 1 March
2006 if policyholders so wished. Policyholders were then given until 1 May 2006 to take out a new
insurance policy (to take effect retrospectively from 1 anuary 2006). Policyholders who did not respond
to the December offers before 1 March 2006 were automatically insured for 2006 in accordance with
this offer.

Approximately 20% of consumers made use of the switching procedure described above to switch to a
different health insurer for 2006. The information centre for the health insurance branch, Vektis,
reported that 18% of policyholders registered with a new health insurer in the period from 1.Januaryto 1
March 2006 (Vektis, 2008, p. 3). The market research firm, MarketResponse, referred to a switch rate
on 1May 2006 of 22% (MarketResponse, 2006). In addition to the actual switching behaviour, the
potential switching behaviour has also had a disciplining effect on the behaviour of health insurers. It
appears from the surveys carried out that 9% of policyholders in 2006 opted for a different basic
insurance with the same insurer. These were the people whose December offer consisted of a carein
kind policy, but who opted for a reimbursement policy with the same insurer (or vice versa). These
people appear to have assessed what the market had to offer and then deliberately opted for a certain
type of basic insurance policy. For this reason, they may be regarded as potential switchers.

23



Since the idea was for the December offer to be based as far as possible on the policy in place for 2005,
the offers sent to most policyholders also included supplementary insurance. Of those surveyed, 90%
took out supplementary insurance for 2006. Of those who took out supplementary insurance, more
than 98% did so with the same health insurer as the insurer with whom they had taken out the basic
insurance policy.” In the remainder of this chapter, switching therefore also refers to switching to a
different insurer with regard to the basic insurance.

232 Bxplanation of switching behaviour

As far as the respondents are concerned, information is available not only on their switching behaviour
for 2006, but on their personal characteristics as well. This makes it possible to analyse which personal
characteristics affect policyholders’ switching behaviour. The econometric model used for this is
described in Addendum 2.1. The personal characteristics which appear to have affected the likelihood of
switching are discussed below.” This section discusses the influence of the following characteristics on
the probability of switching in turn, namely place of residence, decision-making criteria used, insurance
situation in 2005 (health insurance fund or private insurance), state of health, and education.

Place of residence

The switching behaviour differs according to the place of residence. People who live in one of the three
large cities (Amsterdam, Rotterdam, or The Hague), or in the remainder of the western or eastern
regions were more willing to switch than people in the northern or southern regions of the
Netherlands.”™ A possible explanation for the higher probability of switching in the western and eastern
regions of the Netherlands is that the inhabitants of these regions are more aware of the total range of
health insurance offered by the various insurers than people living in the northern or southern regions.
The western and eastern regions, after all, are characterised to alesser extent by the presence of one or
several large health insurers, as appears from the concentration indices at provincial level (see figure
2.4). The high probability of switching in the three large cities may possibly also be explained by the fact
that several large players in the cities charged relatively high premiums for 2006, which may have been a
reason for policyholders to switch to a different insurer. Figure 2.3 shows how the probability of
switching depends on the place of residence.®

6 Less than 1% of respondents took out both types of insurance with different providers and less than 1% indicated that they did
not know whether or not they had taken out both types of insurance with the same insurer.

7 Unless stated otherwise, the statistically significant effect was determined using a test based on a significance level of %.

® Living in the eastern region of the Netherlands has a statistically significant effect on the probability of switching with a
significance level of 10%.

® The probabilities of switching shown in figures 2.3 and figures 2.5to 2.8 inclusive have been calculated on the basis of estimates
set out in the econometric model. This means that the probabilities of switching are illustrative, in the sense that they have been
determined by assigning a certain value to the explanatory variables of the econometric model, with the exception of the variables
which are varied. In the case of other values for these explanatory variables, the level of both switching probabilities will therefore

also be different, although the differences in the switching probabilities will be the same.
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Figure 2.3 Place of residence and probability of switching

Source: NMa survey results, 2006

1 Amsterdam, Rotterdam, The Hague

2 Remainder of the western region
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Figure 2.4 Herfindahl-Hirschmann indices in 2005 and 2006 at the group level
Source: NZa, 200643, p. 7
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With regard to switching behaviour, the NZa concludes that only a few health insurers managed to
acquire a substantial market share outside their key area of operation, despite the considerable mobility
of policyholders (NZa, 20063, p. 9). These small changes in the concentration indices at provincial level
are consistent with this impression.?® While a concentrated market existed in 10 provinces in 2005,
concentrated markets still existed in nine provinces in 2006. In addition, at provincial level no
substantial changes took place in market shares in 2006. In the case of a number of health insurers,
their market shares in a province increased by several percent. For the remainder, the changes in market
shares were small (NZa, 200643, p. 7-8). Figure 2.4 shows the Herfindahl-Hirschmann indices (HHIs)
for 2005and 2006 at the group level.

Decison-making criteria
The respondents indicated that the most important reasons for them opting for a health insurer were as

follows?":

1. the service provided by the health insurer (for instance, availability by telephone, services offered by
its website, correct payment of invoices and correct processing of complaints);

2. theeffort which the insurer makes to arrange for healthcare (in other words, activities aimed at
improving the health of policyholders, waiting-list mediation and agreements entered into with
health providers with regard to quality);

3. familiarity with, or the reputation of, the health insurer (for instance, alarge regional insurer, the
absence of a profit motive and whether the insured has several insurance policies with the insurer);

4. thepremium and personal contributions (for instance, the premium for the basic insurance, the
premium for supplementary insurance, the premium discount for the personal excess and package
discounts if the insurer has multiple insurance policies with the same insurer);

5. thefreedom which the health insurer offers with regard to the choice of healthcare provider (for
instance, freedom to choose one’s general practitioner, hospital, dentist and physiotherapist);

6. the cover provided by the supplementary insurance (for instance, cover for dental costs,
physiotherapy and alternative medicine);

7. underwriting and policy conditions (for instance, a preference for a care in kind policy, a preference
for areimbursement policy and the absence of a waiting period before the entitlement to
reimbursement commences);

8. thepossibility of participating in group insurance (for instance, group discount, agreements with
regard to quality made through the group and the fact that insurance through a group requires little
effort);

9. other reasons.

The results of the survey show that people who were influenced in their choice of health insurer by (1)
the service provided by the health insurer, (2) the effort which the insurer makes to arrange for
healthcare or (3) familiarity with or the reputation of the health insurer where less willing to switch than

® The Herfindahl-Hirschmannindex (HHI) is the sum of the squares of the market shares of all
providers. If the HHI is lower than 1000, between 1000 and 1800, and higher than 1800, reference is
made respectively to an non-concentrated, moderately concentrated and concentrated market
(European Commission, 2001).

' Respondents were asked for their decision-making criteria in a questionnaire distributed in January
2006, so in many cases before they had actually made a choice.
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people influenced by (4) the premium and personal contributions, (6) the cover provided by the
supplementary insurance and (8) the possibility of participating in group insurance®

People whose choice was influenced by the service offered by the health insurer are less likely to switch.
This could be explained by the fact that people only observe the service of their present insurer and are
unfamiliar with the service offered by other insurers. In such a situation of information asymmetry, risk
aversion may result in a reduced willingness to switch. This also holds for people who are influenced by
insurers’ efforts to arrange healthcare and by familiarity with and the reputation of the insurer. With
regard to these decision-making criteria, information asymmetry is also plausible and results in risk
aversion and therefore in a lower willingness to switch. However, decision-making criteria such as the
premium, insurance cover and participation in a group can be observed fairly easily and objectively by
policyholders in relation to the various health insurers and policies, and can therefore be compared. In
the case of policyholders who base their decisions on these criteria, switching will therefore be easier.
Risk aversion plays less of arole. Figure 2.5 shows a graph of the effect of the above-mentioned
decision-making criteria on the probability of switching.

Figure 2.5

Decision-making criteria and probability of switching
Source: NMa survey results, 2006

Service of the insurer

Healthcare arrangements by the insurer
Familiarity with or the reputation of the insurer
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Policyholders insured with a health insurance fund compared to privately insured policyholders

Until 1 January 2006, the health insurance system was characterised by a distinction between
policyholders insured with health insurance funds and privately insured policyholders. It emerges from
the analysis of the switching behaviour of respondents that policyholders who were previously insured
with health insurance funds in 2006 were more willing to switch than privately insured policyholders. A
possible explanation for this is the fact that policyholders insured with health insurance funds had
hardly any opportunities whatsoever until the beginning of this year to take out an insurance with an
insurance group. The eradication of the distinction between privately insured policyholders and
policyholders insured with health insurance funds means it has become possible for the latter group to
take out an insurance with an insurance group and this has resulted in a higher probability of switching.
Figure 2.6 shows the difference in the probability of switching between policyholders insured with health
insurance funds and privately insured policyholders.

% The decision-making criterion ‘the effort which the insurer makes to arrange healthcare’ has a
statistically significant effect on the probability of switching with a significance level of 10%.
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Figure 2.6

Policyholders insured with health insurance funds compared to privately insured policyholders and their
probability of switching

Source: NMa survey results, 2006
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Health

In the survey respondents were asked to give an assessment of their own health, using a five-point
scale. People who indicated that they were in poor health switched less frequently than people who
stated that their health was good.?® A possible reason for this may be the fear of being refused
supplementary insurance among less healthy people. Since it had already emerged that almost everyone
takes out both basic insurance and supplementary insurance with the same insurer, estimates of the
probability of acceptance for supplementary insurance had an effect on the switching behaviour with
regard to the basic insurance. However, it may also be the case that less healthy people know what they
can expect from their present health insurer. After all, they are in more frequent contact with their health
insurer as compared to healthy people. Since they do not know what to expect from a contract with
other health insurers, they possibly do not switch due to risk aversion. Figure 2.7 shows the relationship
between health and the probability of switching.

Figure 2.7
Health and the probability of switching
Source: NMa survey results, 2006

1. Poor health

2. Moderate health
3.  Good hedlth

4. \Verygood health
5. Excellent health
Education

Finally, it emerged from the survey that more highly educated people (graduates of polytechnics or
people with a completed academic education) switched more often than people with a lower education.
There are various possible explanations for this. For instance, more highly educated people may be
better informed of the possibility of switching and the available products. Another possible reason is
that the switching costs are perceived to be lower by more highly educated people, making them more
inclined to switch. Figure 2.8 shows the relationship between education and the probability of switching.

# The respondents’ assessment of their own health on a scale from 1 (poor) to 5 (excellent) was
correlated with the number of visits to various healthcare providers by the respondents in 2005.

28




Figure 2.8
Education and the probability of switching
Source: NMa survey results, 2006
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233 The role of the insurance premium in switching behaviour

In 2005, the NMa indicated that the price of health insurance is an important factor primarily with
regard to decision-making after the decision to switch has been taken, but that price differences
themselves are an incentive to switch only to a limited extent (NMa, 2005c, p. 64). This was attributed
to the small price differences compared to the (perceived) switching costs. In the case of health
insurance, the switching costs are high compared to the switching costs in relation to other products
(Pomp, Shestalova and Rangel, 2005, p. 104). However, the popularity of group insurance policy
schemes now suggests that price differences are possibly an incentive to switch. After all, an insurance
group may negotiate a premium discount and therefore, on average, will be able to offer cheaper
policies. However, since an insurance group also functions to a certain extent as a broker, it is also
possible that the switching costs in this case are lower. For instance, the information about a health
insurer which an insurance group acquires during the tender procedure may reduce the policyholders’
search costs. An insurance group may also enter into agreements relating to the administrative
processing of the switch by the health insurer. Finally, it is possible that insurance groups eliminate
information asymmetry on behalf of their policyholders with the result that risk aversion is reduced and
more people are willing to switch.

The answers to several questions in the questionnaire give reason to suspect that price differences not
only play a role after the decision to switch has been taken, but are also an incentive to switch. In
January, respondents who had already switched or were considering doing so, were asked about their
most important reasons.?* As Table 2.1 shows, the premium is a factor which is an incentive for
policyholders to switch.

2 |t should be noted that in Tables 2.1 and 2.2 policyholders were specifically asked for their reasons for
(considering) switching or for opting for a particular insurer, whereas section 2.3.2 reflects the criteria
which people applied when choosing a particular health insurance policy.
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Table 2.1 Reasons for switching
What are the most important reasons (a maximum of three) for choosing a particular insurer
in 2006?

The premium for the supplementary package 46%
The premium for the basic package 44%
The cover provided by the supplementary package 3B%
An insurance group with a different insurer 3%
Freedom to choose healthcare providers 16%
Inclusion in the partner’s insurance with the healthcare insurer 10%

Source: NMa survey results, 2006.

The fact that the premium was an incentive to switch is also reflected in the answers to the question in
the questionnaire relating to the most important reasons for opting for a particular insurer and, in
particular, in the difference in the answers given by people who did and people who did not switch. The
answers are set out in Table 2.2.

Table 2.2 Reasons for choosing an insurer
'What are the most important reasons (a maximum of three) for choosing a certain insurer?

Non-switchers Switchers

Familiarity with or the reputation of the 45% Premium and personal contribution 0%

insurer

Service provided by the health insurer 41% The possibility of participating in an 44%
insurance group

Premium and personal contribution 30% Insurance cover of the 40%

supplementary insurance
policy/ policies

Source: NMa survey results, 2006.
In 14% of cases, switchers indicated that the combination of premium and personal contributions was

the most important decision-making criterion, while only 5% of the non-switchers stated that this was
the case.®

3t can be concluded from the standard ‘t-test’ that this difference between non-switchers and
switchers is statistically significant given its significance level of 5%.
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234 Bxpected switching behaviour in 2007

In comparison to previous years, a high percentage of people switched healthcare insurers in 2006. The
question as to whether this behaviour will continue in the years to come is now relevant. The system
change as of 1January 2006 and the extensive provision of information by the government in this regard
gives reason to suspect that switching behaviour will be less prominent in future years.® In response to
the question whether they intend to switch insurers in 2007, only 2% of respondents to the
questionnaire replied in the affirmative. If, in addition, a distinction is made according to respondents
who did or did not switch in 20086, it appears that 3% of the people who switched in 2006 were also
intending to switch in 2007, while 1% of the people who did not switch in 2006 did intend to do so in
2007.7 Apparently people switch more easily if they have the experience of switching/ have done so
before. This is possibly due to the fact that the perceived switching costs are higher than the actual
switching costs.

Abill has since been introduced in the House of Representatives of the Dutch Parliament which lays
down a switching procedure for 2007 and subsequent years (Proceedings of the House of
Representatives of the Dutch Parliament, 2006). In accordance with this procedure, the cancellation of
insurance in December will take effect immediately on 1. anuary 2007. Policyholders who take out new
insurance before 1 February will be insured retrospectively from 1 anuary and will not be fined for not
being insured or for taking out insurance too late.

Potential switching behaviour in 2007 also depends very much on the degree of (price) competition
between health insurers. If one or more health insurers present themselves as price-cutting
competitors, the resulting differences in premiums between health insurers will probably have a positive
effect on the switching of policyholders. In this case, the differences in premiums is more likely to
outweigh the switching costs. If health insurers expect alot of (potential) switchers in 2007, they will
sooner be inclined to compete on price. A premium reduction in this situation will result in a greater
increase in the number of insured people than in a situation characterised by little willingness to switch
on the part of policyholders.

The above clarifies why there is reason to be sceptical about publicly announcing an expected
(development in the) level of premiums from the point of view of competition. After all, such signals
may serve as a ‘focal point’ for the pricing policies of health insurers and result in reduced price
competition.®

% MarketResponse expects a maximum switching rate in 2007 of between 10% and 12%
(MarketResponse, 2006).

% 1t can be concluded from a standard t-test that this difference between non-switchers and switchers is
statistically significant given its significance level of 5%.

% Douven en Schut provide a more in-depth analysis of the competition effect of price signals in the
health Insurance market (Douven and Schut, 2006).
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235 Conclusion with regard to the switching behaviour of policyholders

If numerous consumers switch to a different health insurer, the regional position of the health insurer
comes under pressure and it is improbable that the regional mechanism will occur. In 2006, many
people did in fact switch to a different health insurer. Moreover, on the basis of the number of people
who opted for a different policy with the same health insurer, it can be concluded that there was a
significant percentage of potential switchers.

Several additional comments need to be made. The large number of switchers in 2006 does not appear
to have been sufficient to ensure that the strong regional positions of health insurers decrease
immediately. Despite the large number of switchers, insurers only appear to have been partially able to
acquire a market share outside their key areas of operation. In combination with this, the changes in the
Herfindahl-Hirschman indices also do not, or hardly, indicate a decrease in the size of the regional
positions of health insurers in certain parts of the Netherlands. Incidentally, if the regional mechanism
takes effect, this does not imply that the health insurer has a dominant position. After all, if the market
is contestable, a large regional health insurer will also be disciplined. It would therefore be impossible
for such an insurer to behave independently of competitors and consumers to any significant degree. It
may have been the case that healthcare insurers were only able to maintain their strong regional
position by offering lower premiums or better conditions.

The personal characteristics of switchers show that the probability of switching to a different insurer is
greater if the insurer lives in the western (including the three large cities) or the eastern regions of the
Netherlands, is highly educated, was insured with a health insurance fund in 2005and is healthy. The
decision-making criteria used by the policyholder are also important with regard to the probability of
switching. For instance, the level of the premium as the decision-making criterion results in a greater
probability of switching than service and familiarity with the health insurer. Finally, not only does price
appear to be an important decision-making factor after the decision to switch has been taken, but price
differences are certainly an added incentive to switch. Price competition therefore appears to be an
important characteristic of the market for health insurance in 2006.



2.4 Policyholders’ preferences

Insight into people’s preferences can be obtained in two ways. On the one hand, it is possible to
consider people’s actual behaviour. In this case, ‘revealed preferences’ play arole. On the other hand, it
is possible to consider the hypothetical behaviour of people, also referred to as ‘stated preferences’. In
this section, the preferences of people with regard to health insurance is analysed in both ways. For
instance, the actual choice of consumers for care in kind or reimbursement policies is analysed on the
basis of the survey. A report on this is provided in section 2.4.1. In addition, hypothetical health
insurance policies were presented to respondents in pairs and they were asked to indicate their
preferred insurance policy. The results of this are discussed in section 2.4.2. Section 2.4.3 contains
conclusions on policyholders’ preferences.

24.1 Preferences in accordance with actual decision-making behaviour

As stated in paragraph 2.2 the regional mechanism can, in certain circumstances, be more easily visible
in relation to contracted healthcare. A consumer preference for reimbursement policies without
contracted healthcare would make it less likely for the mechanism to occur. Health insurers expected
care in kind policies to be the most important variant in 2005 after the introduction of the Health
Insurance Act (NMa, 2005, section 5.4.3). The reason the insurers gave for this was that care in kind
policies can include popular services, such as waiting-list mediation and mediation in relation to general
practitioners and dentists. A care in kind policy gives the policyholder aright to healthcare, whereas a
reimbursement policy gives the policyholder a right to reimbursement of the cost of healthcare. Under
the old system, people insured by a health insurance fund had a care in kind policy and privately insured
people had areimbursement policy. In addition, a number of insurers offered combined policies as an
intermediate form between care in kind and reimbursement policies, whereby it was stated for each type
of healthcare whether the policyholder was entitled to healthcare or to reimbursement of the cost of
healthcare.

In addition to the above-mentioned distinction between insurance policies according to the legal
position of the insured, the distinction whether or not healthcare is contracted is important. If the
insurance policy is based on contracted healthcare, the policyholder must in principle rely on the
healthcare providers contracted by the insurer for the provision of healthcare.® If the policy is not based
on contracted healthcare, the policyholder is free to choose his or her own healthcare provider.
However, as stated in paragraph 2.2, health insurers currently contract almost all healthcare providers
and many of the agreements which health insurers enter into with health providers for care in kind

® Policyholders have the possibility at all times of opting for a non-contracted healthcare provider. In
this case, however, the health insurer can limit itself to reimbursing the policyholder at the so-called
market-related restitution rate which, in general, means that the policyholder will have to pay an
additional amount.



policies also apply to reimbursement policies (NMa, 2006b, p. 5and NMa, 2006c¢, p. 7). In this regard,
therefore, there is little difference between the two types of policies.

At present, 64% of policyholders have opted for a care in kind policy, 25% for a reimbursement policy
and 11% for a hybrid form of these (NZa, 20063, p. 26). The preference of almost two thirds of
policyholders for care in kind policies may be due to a variety of causes. One reason that care in kind
policies are popular may be their lower premium given that most insurers offer care in kind policies for
apremium which is a few euro lower than the premium offered for a reimbursement policy. Since health
insurers have different commercial strategies, it is certainly possible that the care in kind policy of one
insurer will be more expensive than the reimbursement policy of another insurer (NZa, 20063, p. 11).
The popularity of the care in kind policy may also be due to the fact that policyholders insured by health
insurance funds were generally offered a care in kind policy in their December offer, while privately
insured policyholders were offered a reimbursement policy. Policyholders insured by health insurance
funds comprised approximately two thirds of the population in 2005. If policyholders insured by health
insurance funds accepted their December offer, this automatically increased the popularity of carein
kind policies. If the cause of the present popularity is linked only to the initial situation in 2005, the
share of carein kind policies is expected to decrease in the coming years.

In 2005, the expectation was that no explicitly provincial policies would be offered in 2006, but that such
policies could not be excluded in the future (NMa, 2005, section 54.3). At present, health insurers only
make use of specifically provincial policies to alimited extent (NMa, 2006b, p. 8 and 2006c, p. 11). The
coming years will show how the range of products on offer develop in this respect.

24.2 Preferences according to hypothetical decision-making behaviour

Design of the conjoint analysis

Policyholders’ preferences for health insurance, as discussed above, are based on the actual choices
which policyholders made in favour of a care in kind or reimbursement policy, and the choice that they
did or did not make for contracted healthcare. Policyholders’ preferences can also be analysed on the
basis of hypothetical choices based on a comprehensive consideration of the various characteristics of
health insurance. For instance, during the survey respondents had to choose on a number of occasions
between two hypothetical basic insurance policies which were described using the following seven

characteristics:
= thelevel of the premium;
the level of the personal excess;
the freedom to choose one’s own general practitioner or the absence of such freedom;
the freedom to choose a hospital or the absence of such freedom;
the effort made by the health insurance company to arrange healthcare;
the service level of the health insurance company;
whether or not the health insurance company was the largest health insurance company in the
region.



These characteristics were presented to the respondents in various combinations to enable them to
decide which characteristics were considered relatively important. This method is referred to as conjoint
analysis. The survey results of the above-mentioned choices are described in Appendix 2.2. The most
important results are set out below.

Outcomes of the conjoint analysis

The premium discount which policyholders wish to obtain on average for agreeing to a personal excess
is greater than the actual premium discount which health insurers offered. This finding is consistent
with the actual decision-making behaviour of policyholders: in 2006, only 5% of policyholders opted for
apersonal excess (Vektis, 2006, p. 13).

Furthermore, it appears that the policyholder’s freedom to choose his or her own general practitioner
was more important than the freedom to choose his or her own hospital. The analysis shows that the
willingness to pay a premium for the freedom to choose one’s own general practitioner is greater than
the willingness to pay for the freedom to choose one’s own hospital. This difference (if premiums are
constant) shows that if health insurers adopt a stricter policy with regard to contracting general
practitioners, this is more likely to be at the expense of the popularity of care in kind policies (which are
characterised by contracted healthcare to a greater degree than reimbursement and combined policies)
than a stricter policy with regard to contracting hospitals. In other words, to maintain the present level
of popularity of care in kind policies a higher premium discount is required for a stricter policy with
regard to contracting general practitioners than for a stricter policy with regard to contracting hospitals.

Figure 2.9
Willingness to pay for the arrangement of healthcare and service (in euro)
Source: NMa survey results, 2006

1. Reasonable
2. Good
3. Excellent

Effort by the insurer to arrange healthcare
Service provided by the insurer

The analysis also shows that policyholders appear to value the effort undertaken by a health insurer to
arrange for healthcare services more than the service which a health insurer puts on offer. Policyholders
appeared to be willing to pay more for a reasonable, good or excellent attempt to arrange for healthcare
services than for reasonable, good or excellent service. In this sense, policyholders’ preferences imply
that there is a relationship between the healthcare procurement market - where the agreements between
the health insurers and the healthcare providers are made with regard to the delivery of healthcare - and
the health insurance market. Furthermore, policyholders appear to regard a good effort and service level
to be sufficient and are unwilling to pay for anything in excess of this. An excellent effort or service level
therefore does not appear to be an effective differentiating capability in the competition between health
insurers. Figure 2.9 presents these conclusions as a graph based on the willingness to pay (where the
willingness to pay is measured in relation to a moderate effort and service level).




Finally, it appears from the conjoint analysis that the policyholders value a basic insurance policy more if
it is offered by the largest insurer in the region. This indicates that a health insurer that has traditionally
had a strong position in a certain region therefore has an advantage compared to its competitors in the
battle for policyholders (in any event, this is still the case at present). A possible reason for this is that
policyholders expect this insurer to have more information about the quality of healthcare provision in
the region and will therefore be able to procure better healthcare. In addition, name recognition, the
experienced reliability of this insurer, or the insurer’s reputation may also play a role. This outcome of
the analysis corresponds to the observation that in 2006 insurers were only partially able to acquire a
market share outside their key operating areas, despite the considerable mobility of policyholders. The
differences in premiums and other parameters of competition between health insurers were possibly
too small to entice policyholders to overcome this ‘barrier to switching’ in large numbers.

24.3 Conclusion with regard to policyholders’ preferences

The most important conclusion with regard to policyholders’ preferences on the basis of their actual
decision-making behaviour is that care in kind policies were popular. However, as long as health
insurers do not, or hardly, differentiate themselves regionally by offering specific provincial policies, the
risk of the regional mechanism occurring will remain, despite the policyholders’ preference for carein
kind policies. At present, health insurers only make use of provincial policies to alimited extent.

More specific conclusions with regard to policyholders’ preferences can be drawn on the basis of their
hypothetical decision-making behaviour, as shown by the conjoint analysis. For instance, the popularity
of care in kind policies is more likely to come under pressure as aresult of possible restrictions on the
freedom to choose one’s own general practitioner than as a result of restrictions on the freedom to
choose one’s own hospital (given identical pricing policies). Furthermore, the conjoint analysis shows
that policyholders value insurance more if this insurance is offered by a large regional insurer. This may
reflect the presence of a switching barrier. Finally, policyholders appear to value the arrangement of
healthcare by the health insurer more than the health insurer’s service level. The behaviour of health
insurers on the healthcare procurement market therefore appears to impact on the health insurance
market through policyholders’ preferences.



2.5 Development of (supra-regional) insurance groups

The introduction of the new Health Insurance Act increased the opportunities for setting up group
insurance policy schemes. Besides employers, health insurers have also been able to conclude group
insurance contracts with other legal entities since 1 anuary 2006. For this reason, health insurers last
year stated that they expected the market for group insurance contracts in 2006 to be a dynamic one
(NMa, 200%c, section 5.4.3). This proved a good prediction. Group insurance contracts indeed played an
important role in 2006 in the competition between health insurers, as is evident from the findings
below. Vektis reports an increase in the level of group insurance from 31% in 2005t0 44% on 1March
2006 (Vektis, 2006, p. 9). The increase in the level of group insurance appears to be attributable mainly
to the opportunities for policyholders previously insured with health insurance funds to insure
themselves as a group under the new healthcare system. Of the switchers, 68% obtained insurance
through a group insurance contract (Vektis, 2006, p. 9). Achmea estimates that no fewer than 90% of
the inflow of policyholders has a group insurance contract (NMa, 20063, p. 15). Vektis also argues that
the level of group insurance amongst health insurers may vary considerably given that some insurers
have mainly taken out individual policies, while others have mainly taken out group insurance contracts
(Vektis, 2006, p. 9).

The health insurers acknowledged beforehand that group insurance could serve as a bridgehead for
entering into areas outside their key field of operations (NMa, 2005c, section 5.4.3). It appears that, in
various provinces, group insurance contracts were indeed entered into by insurance groups with health
insurers which had previously only had a limited share of the market in the respective province (NMa,
2006b, p. 9 and 2006c, p. 12). An insurer can enter an area outside its key operating area via a regional
or supra-regional insurance group. In 2006, approximately 2 million policyholders took out health
insurance through a supra-regional insurance group (NZa, 20063, p. 8). However, as was discussed in
sections 2.3 and 2.4, health insurers only partially managed to acquire a market share outside their key
operating areas in 2006. The dynamism of the market for group insurance contracts has therefore not
yet resulted in considerable shifts in market shares. Insurance groups may have managed - as a result of
increased competition - to negotiate lower premiums and better conditions with their health insurer.
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Table 2.3 Type of insurance group chosen
Which description best suits your insurance group?

Employer 73.0%
Union 9.0%
Consumer organisation 3.0%
Patients association 1.0%
Sports association 0.4%
Other 12.0%
No answer 2.0%

Source: NMa survey results, 2006.

With which other legal entities - in addition to employers - did health insurers enter into group
insurance contracts? Table 2.3 shows the organisations through which the respondents (who are
insured as a group) were insured as a group in 2006.

The 12% of other legal entities include, for instance, associations of the elderly, student organisations
and social insurance organisations. Approximately one in four policyholders previously insured through
an insurance group has since been insured under a group insurance contract through a legal entity
other than the employer. In practice group insurance policies are no longer exclusively the domain of
the employer. This is possibly caused by the lapsing of the rules that the compensation for private
insurance paid by the employer must be linked to the employer’s group insurance contract. The absence
of such alink paves the way for a fall in the degree of participation in the employers’ group insurance
contract in favour of participation in contracts not arranged by employers.®

The next question which arises is the extent to which the group insurance (of the various legal entities)
and individual policies compete with each other for the favour of policyholders. An indicator of this
mutual competition is the extent to which people consider these different types of insurance when they
make their decision. This consideration is reflected in Table 2.4.

Table 2.4
Consideration of health insurance policies

In addition to your final choice, did you consider other insurance, whether individual or group
insurance?

Only group insurance 10%

Only individual insurance 6%

% Employers’ organisations expect employers of some size to offer their employees a choice from
numerous group insurance contracts in the coming years. This hardly occurred at all in 2006 (VRC
Handelsblad, 2006). As a result, the level of participation in a single group insurance contract offered by
an employer will decrease further (without this automatically being to the benefit of the market share of
contracts not offered by employers).




Both group and individual insurance 9%

No 73%

No answer 1%

Source: NMa survey results, 2006.

People who were insured individually in 2006 gave significantly different answers to this question than
people who were insured under a group insurance contract in 2006. Approximately one quarter of the
policyholders also considered one or more other insurance policies, in addition to the health insurance
which they chose. In addition, 57% of the group insurance policies considered were group insurance
policies arranged by employers (whereas 73% of the group insurance policies chosen were group
insurance policies arranged by employers). This indicates that the share of group insurance policies
arranged by employers, as a proportion of the total number of group insurance policies, was placed
under even greater pressure.

Conclusion with regard to the development of insurance groups

In 2006, the market for group insurance contracts was dynamic. The level of group insurance on the
health insurance market increased in 2006. This was due mainly to the fact that, under the Health
Insurance Act, those policyholders previously insured with health insurance funds were no longer
limited in their options to insure themselves through a group insurance contract. A relatively large
number of policyholders also switched insurers through a group insurance contract. Group insurance
contracts are therefore important to health insurers. A significant percentage of policyholders insured
under group insurance contracts are not insured through contracts arranged by employers. In 2006, the
dynamism of the market did not result in the acquisition of substantial market shares by health insurers
outside their key areas of operation. This may change in 2007.




2.6 Negotiating policy of healthcare providers and other market
developments

This section discusses the negotiating policy of healthcare providers, together with other market
developments. As mentioned in section 2.2, it is less probable that the regional mechanism will occur if
healthcare providers in a certain area are willing to negotiate with insurers from other key operating
areas. The other market developments which are discussed in this paragraph are, consecutively, the
consolidation process amongst health insurers and the possible consequences of this for the risk of
restrictions on competition.

Negotiating policy of health providers

How does the negotiating policy of health providers affect the possible occurrence of the regional
mechanism? Firstly, this occurs through the number of healthcare providers: the larger the number of
healthcare providers in aregion, the easier it is expected to be for a health insurer to enter the market.
Since negotiations demand considerable cost and time, a healthcare provider has an incentive to
negotiate with one or more health insurers. A large number of healthcare providers therefore increases
the likelihood that they will be willing to negotiate with a health insurer from outside the region. In this
case, it is easier for health insurers to enter the health insurance market in the respective region. One
motive which healthcare providers have for negotiating with a health insurer from outside their region
may be the fact that health insurance providers wish to reduce their dependence on the large regional
insurer. It appears that healthcare providers, such as hospitals, are willing to negotiate with health
insurers who have a market share at provincial level of approximately 10% (NMa, 2006b, p. 11 and
2006c, p. 15). Secondly, the regional mechanism comes about through differentiation in the negotiating
policy of healthcare providers: if healthcare providers do not differentiate between regional and non-
regional health insurers in their negotiations, the regional players cannot realise decisive advantages. In
this case, there is less probability that the regional mechanism will occur.

The effect of the number of healthcare providers and the degree of concentration of healthcare providers
on the probability that the regional mechanism will occur is important and particularly in relation to
major regional healthcare providers, such as hospitals. The supply structure in the B segment of
hospital care is characterised by two contradictory developments (NZa, 2006b, p. 87). On the one hand,
due to the emergence of hospitals, market concentration has increased in recent years (NZa, 2006b, p.
87). On the other hand, with regard to some hospital care, the number of healthcare providers has
increased in recent years due to the creation of independent treatment centres and more specifically
through the recent creation of regional treatment centres by hospitals. However, the effect of the
increase in the number of regional treatment centres on market concentration is limited since the
healthcare offered and the market shares of independent treatment centres are usually small. In many
cases, therefore, market concentration is still high (NZa, 2006b, p. 37). The NZa concludes that for the
time being hospitals, in general, have a stronger negotiating position than health insurers, while in the
case of independent treatment centres the opposite applies (NZa, 2006b, p. 36). Variations in the
number and the degree of concentration of hospitals may explain the price differences between the
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regions, observed by the NZa in 2006. The price level in the western region - in which more hospitals
are located than in the other regions - is the lowest (more than 2% below average) and the price level in
the southern region is the highest (approximately 3% higher than average) (NZa, 2006b, p. 70).
However, it is also possible that cost differences are the underlying cause of the price differences.

Hospitals differentiate between health insurers in their negotiating policy. In general, hospitals enter
into agreements on volume with the large health insurer(s) in the region. In a number of cases the
negotiations take place after the agreed volumes have been exceeded. During these negotiations, a
lower price may be agreed in exchange for additional volume. In a number of cases, hospitals and the
large regional insurer(s) also agree on discount scales (NZa, 2006b, p. 66).

Insurers usually send physiotherapists standard contracts without giving them the opportunity to
negotiate (NZa, 2005, p. 61). There is therefore no differentiation between health insurers in
physiotherapists’ negotiation policy. In this regard, it should be noted that various insurers and
physiotherapists do enter into agreements with insurers outside the contracts with regard to additional
quality and innovation, which is rewarded with a higher rate (NZa, 2005, p. 62).

Other market developments

A process of consolidation is currently taking place on the health insurance market. Following the
merger of CZ and OZ at the end of 2005, both VGZ and Univé, and Menzis, Delta Lloyd and Agis
announced in the first six months of 2006 that they intended to merge (Finanded Dagblad, 2006a and
2006b). On 9 October 2006, NMa announced that a licence was not required for either of these
mergers (NMa, 2006b, p. 20 en 2006c¢, p. 25).

Partly as a result of the consolidation process referred to above, some health insurers are now also
active on the life insurance and/ or non-life insurance markets. In addition, a number of health insurers
are subsidiaries of financial conglomerates, to which banks also belong alongside insurance companies.
This means that the market’s supply structure is characterised by (i) crossholdings of providers, (ii)
interaction between providers on numerous markets and (iii) asymmetry between providers. These
characteristics of the supply structure affect the risk that cartels will be formed.

Due to the crossholdings of competing companies, the actual concentration of a market may be higher
than is observable on the basis of the company’s separate market shares (NMa, 2004b, chapter 7).
Crossholdings arise, for instance, due to minority shareholdings or personal relationships at central
management level (so-called ‘interlocking directorships’). In the case of minority shareholdings, the
profit realised on a section of the customer base, who switched to a different insurer due to a price
increase, partly returns to the company’s own coffers through these participating interests. In the same
way, customers who are attracted by a price reduction are partly attracted at the expense of the
company’s own revenues. As a result, minority shareholdings have an effect on the company’s strategy.
Higher market concentration means a greater risk of cartel formation. A greater risk of cartel formation
is also implied by interlocking directorships. If a director of a company is a supervisory director of a
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competitor, the exchange of information on prices and other commercial strategies will occur relatively
easily and to some extent will be unavoidable.®

The interaction between companies on numerous markets, rather than on a single market, may both
increase and decrease the risk of cartel formation. On the one hand, interaction on numerous markets
increases the opportunities which a cartel has to penalise a company for deviating from cartel
agreements. In response, the cartel may, for instance, confront the company concerned with price
reductions on numerous markets, rather than only on a single market. This therefore increases the risk
of cartel formation. On the other hand, the advantage which a company can achieve by deviating from
cartel agreements, if it has a presence on numerous markets, is greater than if the company is only
active on a single market. After all, deviating from cartel agreements on numerous markets generates
more profit for the company in question than deviating from the cartel agreements on a single market.
This reduces the risk of cartel formation. Depending on the actual situation with regard to the market
structure and the cost structure of the companies, the risk of cartel formation is therefore greater or
smaller.

Finally, asymmetry between providers can come in various forms, such as asymmetry in market shares,
costs or the number of products in the portfolio. In the case of asymmetry, participants in the cartel
have different interests and joint profit maximisation requires mutual compensation to keep all the
parties within the cartel. As a result, this gives the companies which pay the compensation an incentive
to deviate from the cartel agreements, so that asymmetry reduces the risk of cartel formation.

Conclusion with regard to the negotiating policy of healthcare providersand other market developments
The negotiation policy of healthcare providers affects the possible occurrence of the regional
mechanism. Firstly, the number and degree of concentration of hospitals appears to affect the price
level in the B segment of hospital care in the western region of the Netherlands and, in any event, is
lower than that in the northern and eastern regions. In the latter report the price level, in turn, is lower
than in the southern region. Furthermore, hospitals appear to be willing to negotiate with healthcare
providers that have a market share of 10% at the provincial level. Secondly, differentiation in the
negotiation policy of hospitals between regional and non-regional health insurers occurs, but it is not
clear whether this results in significant advantages for the largest health insurers in the various regions.

The present consolidation process amongst health insurers is an important market development on the
health insurance market. The (further) integration of health insurers with both life and non-life insurers
and with banks is partly a result of this. The effects of this development of the supply structure of the
health insurance market on the risk of cartel formation requires further research.

% See NMa, 2005, chapter 7, for research into cross-holdings in the financial sector.
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2.7 Conclusions

This chapter reports on research into developments on the health insurance market following the
coming into force of the Health Insurance Act on 1January 2006. Particular attention is paid to
consumer behaviour on this market in relation to the geographical dimension of the market. The so-
called regional mechanism may potentially cause health insurers to refrain from competing with one
other at national level, and produce a market with a regional character (NMa, 2005c, chapter 5).
However, the possible occurrence of the regional mechanism does not confirm that one particular
health insurer has a dominant position. After all, if the market is contestable, a large regional health
insurer will also be disciplined.

If alot of consumers switch to a different health insurer, it is unlikely that the mechanism will occur. In
fact, alot of consumers did switch to a different health insurer in 2006. Two further comments should
be made in this regard. Firstly, in the northern and southern regions of the Netherlands, fewer
policyholders switched health insurers than in the western and eastern regions. Secondly, it is still
unclear what the level of switching behaviour will be in years to come.

The decision of approximately two thirds of policyholders to opt for a care in kind policy gives no
grounds to assume that the regional mechanism will occur. The reason for this is that health insurers at
present only make limited use of specific provincial policies. For the regional mechanism to occur,
health insurers must differentiate regionally by offering specific provincial policies. With regard to
policyholders’ preferences, it appears that policyholders attach greater value to insurance if this is
offered by a large regional insurer. The greater value attached to this is a possible barrier to switching at
the moment. The level of group contracts on the health insurance market increased sharply in 20086.
This increase in the popularity of group contracts amongst policyholders makes it less likely that the
regional mechanism will occur and also reflects the importance of group insurance contracts to health
insurers. It has emerged that in various provinces group insurance contracts are indeed entered into by
insurance groups with insurers who have a market position of a limited size in the respective province.
In this regard, it should be noted that insurance groups did not result in a situation in 2006 where
health insurers acquired market share to a significant extent outside their key operating areas.
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Finally, the negotiating policy of healthcare providers does not give any immediate reason to assume
that the regional mechanism will occur. This applies, in any event, to hospital care in the western region
of the Netherlands, where the number of hospitals is at its highest and market concentration is at its
lowest.

To summarise, the above conclusions indicate a tendency towards a national market for health
insurance. However, it is still too early to exclude the possibility that in certain parts of the Netherlands
competitive relationships will emerge which will deviate permanently from the national market. The
market, particularly in the northern and southern regions, is characterised by the presence of large
regional health insurers. From the perspective of market forces, the main focus of attention must be on
the acquisition of a market share by health insurers outside their key operating areas, the development
of the market for group insurance contracts and the negotiation policy of health providers.
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2  Appendix

2.1 Switching model

To analyse which personal characteristics affect the probability that policyholders will switch, a so-called
logit model was created on the basis of the survey data. Table 2.50n the following page shows how the
personal characteristics of the respondents were incorporated into the model and what the estimates
are.

2.2 Conjoint analysis

To analyse the extent to which various characteristics of a basic insurance policy affect the value
attached to the insurance in question by consumers, a conjoint analysis was carried out. Respondents,
questioned in pairs, were presented with basic insurance policies and were asked to choose the
insurance policy they preferred. On the basis of the choices made and the characteristics of the
insurance policies, a logit model was created. The logit model assigned a value to an insurance policy,
depending on the characteristics of this insurance policy. Table 2.6 shows how the characteristics of the
insurance policy affect the value attached to it. In addition, Table 2.6 shows the willingness to pay. The
willingness to pay is an indication of the amount that consumers are willing to pay annually for a
characteristic, without a change in the value attached to the insurance policy. For instance, consumers
attach as much value to a basic insurance policy with a personal excess of EUR200 as they do to an
insurance policy without a personal excess, if they receive a premium discount of EUR504.05(-200 * (-
566E-03 -0.02696) * 12 = -504.05). Consumers are also willing to pay EUR 306.59 (-(0.688757/ -
0.02696) * 12 = 306.59) for the freedom to choose their own general practitioner.
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Table 2.5 Specification and estimates of the logit model

Variable Bxplanation of the variable Estimate j:’igrdard t- statistic P-value

Age Number of years -0.007  0.005 -1.400 0.129

Gender 1=male, 2= female 0.090 0.119 0.75%6 0.447
1= poor, 2= moderate,

Health 3=good,4= very good, 0.248 0.078 3.179 0.001
5=excellent

Three large cities Dummy variable 0.640 0.185 3459 0.001

Remainder of the western region Dummy variable 0.387 0.164 2.360 0.018

Eastern region Dummy variable 0.297 0.179 1.659 0.096

Northern region Dummy variable 0.251 0.214 1.173 0.242

Logarithm of the gross
household income

Income 0.1%0 0.107 1.402 0.161

Average level of education (general secondary education, pre-university education,

secondary vocational education) Dummy variable 0.065 0.1%2 0.428 0.671
Higher education (polytechnics, academic education) Dummy variable 0.320 0.1% 2.051 0.040
Children Dummy variable 0.065 0.131 0.511 0.610
Decision-making criterion: service provided by the health insurer Dummy variable -1.285 0.1% -8.237 0.000
Decision-making criterion: efforts made by the health insurer to arrange healthcare  Dummy variable -0.621 0.337 -1.843 0.066
Decision-making criterion: familiarity with or reputation of the insurer Dummy variable -1.286 0.145 -8.869 0.000
Decision-making criterion: premium and personal contribution Dummy variable 0.962 0.126 7.635 0.000
Egl/isc;:—makmg criterion: degree of freedom to choose one’s own healthcare Dummy variable 0.292 0.179 1631 0.103
Decision-making criterion: cover provided by the supplementary insurance policy = Dummy variable 0.312 0.126 2476 0.014
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Decision-making criterion: acceptance and policy conditions Dummy variable 0.071 0.213 0.333 0.740
Decision-making criterion: participation in an insurance group Dummy variable 0.704 0.137 5139 0.000
Decision-making criterion: other reasons Dummy variable -0.089 0.218 -0.408 0.684
Insured with a health insurance fund in 2005 Dummy variable 0.697 0.267 2610 0.009
Privately insured in 2005 Dummy variable 0.332 0.267 1.243 0.215
Constant -3.976 1.013 -3605 0.000
Source: NMa survey results, aco6
Table 2.6 Estimates for the basic insurance
lanation of th Standard Willi t
Characteristic Expanatl.on.o the Estimate andar t-statistic P-value ringness fo
characteristic error pay
EUR65, EUR 75 EUR8
Premium > > > -0.026960 1.76E-03 -1.52994 0.000
EUR95euro
Personal excess EURO, EUR200 -5.66E-03 1.56E-04 -36.27490 0.000 -504.05
Free choice of al
res criolee ot gener Dummy variable 0.688757 0.030713 22 42580 0.000 306.59
practitioner
Free choice of hospital Dummy variable 0.2874%4 0.030791 9.33%63 0.000 127.96
Ar t of healthcare:
rangement ot EATNCe:  pummy variable 0.447870 0.049909 8.97383 0.000 199.36
reasonable
Ar t of healthcare:
goz)a;geme” Ot NEAINGE: b ummy variable 0.904779 0.061464 14.72060 0.000 402.75
Ar t of healthcare:
rangement ot EATNCE: pummy variable 0.924720 0.058137 1590600 0.000 41163
excellent
Service: reasonable Dummy variable 0.246890 0.050435 4.89524 0.000 109.90
Service: good Dummy variable 0.528360 0.059866 8.82575 0.000 235.19
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Service: excellent Dummy variable 0.421374 0.056796 7.41909 0.000 187.57
Largest regional insurer Dummy variable 0.093021 0.031021 2.99860 0.003 41.41

Source: NMa survey results, 2006.
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3 Competition on the disability insurance market

In recent years, a development has been initiated aimed at the gradual privatisation of the system of disability
insurance. Risks have been shifted from the public sector to employers, employees and the self-employed.
Insurers have taken advantage of this by offering new products. This article provides a base measurement
and explores the competition risks in these new markets.

3.1 Introduction

Legislation in relation to disability has undergone far-reaching changes in recent years. The Invalidity
Insurance (Self-Employed Persons) Act [Arbeidsongeschiktheidsverzekering Zelfdandigen (WAZ)], which offered
aminimum benefit for disabled self-employed people, was revoked in 2004. As of 1 January 2006, the
Invalidity Insurance Act [Arbeidsongeschiktheidsverzekering (WAQ)] was replaced by the Work and Income
(Capacity to Work) Act [Wet Werk en Inkomen naar Arbeidsvermogen (WIA)]. As of 2007, all companies have
the opportunity of bearing the risk of disability with regard to their employees themselves, in exchange for
lower employer’s premiums.

New products

The amendments to legislation have resulted in a shift of risks from the state to companies and employees.
In the past, the state provided benefits to support fully or partially disabled people. UWV, the organisation
responsible for implementing these benefit schemes, assisted employees and employers with regard to
reintegrating disabled persons, for which employers and employees paid premiums. In the new situation,
partially disabled persons will receive no income support whatsoever, or only a temporary income
replacement benefit. As of 2007, all companies may opt to retain this risk in exchange for a reduction in the
premium. The employer will consequently bear the cost of the benefits, if an employee becomes partially
disabled, and will be responsible for reintegration.

Insurers will offer new products which provide cover for these new risks:
Insurance productsto cover the employers’ retained risk

Employers may opt to retain the risk relating to the Scheme for the Resumption of Work by Partially
Incapacitated Employees [Regeling Werkhervatting Gededltelijk Arbeidsgeschikten (WGA)], which is part of
the Work and Income (Capacity to Work) Act [WIA], or to remain insured with UWV. Insurers will offer
products to cover the risks of these employers. In the past, a number of insurers had already offered
products for employers which had opted to retain the risk within the framework of the Invalidity
Insurance (Differentiation in Contributions and the Operation of Market Forces) Act [Wet

Premiedifferentiatie en Marktwerking bij Arbeidsongeschiktheidsverzekeringen (PEMBA);
Insurance for employees to supplement the insurance under the Work and Income (Capadity to Work) Act

In the event of disability, most employees will experience afall in their income. To cover this loss of
income, insurers offer supplementary income insurance through a private or group insurance contract. A
loss of income also occurred under the Invalidity Insurance Act. [Wet op de
arbeidsongeschiktheidsverzekeringen (WAQ)]. For some groups of employees the loss of income was
smaller (fully disabled persons now receive 70% of final pay for an unlimited period), but for others
(partially disabled persons, who do not fully utilise their opportunities to work) the shortfall will become
even greater;



Disability insurance for the self-employed

Following the revocation of the Invalidity Insurance (Self-Employed Persons) Act, self-employed people
now have to insure themselves privately. Insurers have started offering a replacement to the benefit
provided under the Invalidity Insurance (Self-Employed Persons) Act. This insurance provides a benefit
at the minimum level in the event of disability.

Research method

This chapter will discuss the extent to which competition risks can be expected to occur in these (new)
markets on the basis of structural and behavioural indicators. The concept of the market used in this chapter
is not that of the relevant market, since no attempt is made to define the market in terms of competition law.
At this moment, data is only available on the third market. The first and second markets are still emerging.
With regard to these markets, consideration will be given to markets which may be regarded as precursors to
the new markets: the market for insurance in relation to the Invalidity Insurance (Differentiation in
Contributions and the Operation of Market Forces) Act (referred to below as ‘PEMBA insurance’) as the
precursor of the insurance in relation to the Scheme for the Resumption of Work by Partially Incapacitated
Employees (referred to below as ‘WGA insurance’) for companies which have retained this risk and the
market for insurance to cover aloss of income in relation to the Invalidity Insurance Act (referred to below as
‘WAQ shortfall insurance’) as the precursor of insurance to cover the loss of income under the Work and
Income (Capacity to Work) Act (referred to below as ‘WIA shortfall insurance’). This gives rise to a base
measurement which can be used in subsequent research to assess market developments.

For the purposes of this research, three sources of information were used:

1. interviews with market parties;

2. data provided by the market research firm, GfK Panel Services, from the * TOF ZakélijKk and ‘ TOF
Particulier databases; in this research, the market shares of various insurance companies are, for
example, estimated per product by means of surveys conducted amongst households;

3. articlesin relation to amendments to the legislation.

These sources provide information of varying usefulness. The legislative framework of the developments is

described first.
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32 Consequences of amendments to legislation

Work and Income (Capacity to Work) Act [WIA]

The Invalidity Insurance Act was replaced on 1 January 2006 by the Work and Income (Capacity to Work) Act
[WIA]. This comprises regulations for partially disabled persons (Scheme for the Resumption of Work by
Partially Incapacitated Employees [WGA]) and a regulation for fully and permanently disabled persons
(Scheme for the Provision of Income for Completely Incapacitated Employees [Regeling Inkomensvoorziening
Volledig Arbeidsongeschikten (1VA)]. Who is entitled to which benefits and under which conditions is described
in the text box.

Clarification of the Scheme for the Provision of Income for Completely Incapacitated Employees (referred to
below as the ‘IVA scheme’) and the Scheme for the Resumption of Work by Partially Incapacitated Employees
(referred to below as the ‘WGA scheme’)

If an employee falls ill, his or her employer is obliged to continue paying the employee (at least 70% of) his or
her salary for two years. This is followed by a medical examination which generates one of the following
outcomes:

The employee is more than 80% permanently disabled

Employees who are fully and permanently disabled receive a benefit of 70% of their last salary under the IVA
scheme. The salary on which the benefit is based is subject to a maximum daily salary of EUR 168 aday in
20086, or approximately a gross amount of EUR 43,770 per annum, as set by the Ministry of Social Affairs and
Employment.

The employee is more than 80% disabled, but not permanently
Employees who are fully disabled but are likely to recover, receive a benefit amounting to 70% of their last
salary. They are re-examined periodically to ascertain whether a recovery has occurred.

The employee is 35% to 80% disabled

Under the WGA scheme, disabled employees (35% to 80%) are eligible for a benefit which supplements their
salary and amounts to 70% of the difference between their last salary and the salary earned from working.
The duration of this salary-related benefit (between six months and five years) depends on the employee’s

employment history. After this period:
partly disabled employees who utilise at least 5% of their capacity to work receive a salary supplement
amounting to 70% of the difference between their last salary and the salary that they are still able to earn;
partly disabled employees who do not work or do so for less than 50% of their remaining capacity to
work receive a follow-on benefit of 70% of the statutory minimum wage multiplied by the degree of
disability.

The employee is less than 35% disabled
Disabled employees, who are less than 35% disabled, do not receive a benefit. This group must carry out
(adapted) work or may possibly apply for unemployment benefit or a social security benefit.




As far as employees are concerned, the situation has changed from that which applied under the Invalidity
Insurance Act [WAQ)]. The ‘WIA shortfall’ is greater for certain groups of partially disabled employees than the
‘WAQO shortfall’. For others, in particular fully and permanently disabled persons, the WIA shortfall is smaller

than the WAQ shortfall. There are two reasons for this:
the WIA shortfall arises if a partially disabled person is not able to utilise his or her capacity to work. The
salary of someone who, for instance, is declared 50% disabled, but is not in a position to work (for
instance, because there is no suitable work within the company) will fall to 35% (i.e. 50% of 70%) of the
minimum wage. For this group, the shortfall is greater than under the Invalidity Insurance Act. This has
consequences for the new market;
contrary to the Invalidity Insurance Act [WAQ], in the case of permanently and fully disabled persons,
there is no longer a shortfall under the WIA scheme. They receive a full benefit (amounting to 70% of the
last salary up to the maximum daily salary). A non-permanent, but nevertheless fully disabled person,
receives a temporary, full salary-related benefit (up to 70%), but will have to resume work (partially) in
the event of partial recovery. If they do not utilise their remaining capacity to work sufficiently, this group
will also experience a considerable loss of income.

Retained risk under the WGA scheme

The change in legislation means that, as of 2007, any company can opt to retain the risk with regard to the
WGA benefit.® This means that companies may opt to remain insured by UWV or to retain this risk and
possibly to insure this risk privately. In the latter case, the employer (or the insurer) will have to pay the WGA
benefit if an employee becomes partially and/ or temporarily disabled. This obligation lasts for a maximum of
10 years. After this period, UWV takes over this obligation. The employer must also take responsibility for
reintegration. If the employer continues to be insured by UWV, then UWV pays the benefit, and this
institution is also responsible for reintegration.

Revocation of the Invalidity Insurance (Self-Employed Persons) Act

The Invalidity Insurance (Self-Employed Persons) Act was revoked on 1uly 2004. To cover the risk of
disability, self-employed persons must now take out private insurance. The state has terminated its
involvement entirely and a new product has been created.

Summary

The above shows that legislative changes have taken place which affect all three parties on the market:
employees bear the risk of aloss of income (WIA shortfall) or have to insure themselves against this;
employers remain with UWV or retain the risk;
self-employed persons are no longer allowed to invoke the Invalidity Insurance (Self-Employed Persons)
Act and can now take out individual insurance.

The new markets, which have emerged or will emerge as a result, are discussed below.

® The IVA scheme is only administered by UWV.



3.3 New markets, new risks

The markets referred to in the introduction are described on the basis of competition indicators. The GfK
data from the TOF Zakdlijk and TOF Particulier databases provides data on the players, market shares and
degree of market penetration. Information on product differentiation, switching costs and the setting of
premiums is derived from articles and reports in relation to the changes. In the analysis of the new market for
insurance products for companies which retain the risk relating to the WGA benefit, use is made of indicators
based on data relating to the former market for PEMBA insurance (see section 3.1 for PEMBA). After all, these
are comparable products. The market for WIA shortfall insurance is analysed using indicators for the former
market for WAQO shortfall insurance. These are also comparable products.

331 The market for supplementary WIA insurance

Insurers have introduced various products onto the market to cover the loss of income in the event of
disability. WGA shortfall insurance provides full compensation for the loss of income in the event of partial
disability (up to 70% of the last salary up to the maximum daily salary) or partial compensation. The degree
to which compensation is provided depends on the cover chosen. The WGA shortfall insurance pays out after
the period has passed in which the UWV or the company pays out a salary-related benefit amounting to 70%
of the last salary. The insurers on the whole only pay out if the disabled person cannot utilise his or her
opportunities to continue working. This may be the case if the employer cannot offer suitable work and the
partially disabled person becomes unemployed. However, some insurers pay out a fixed percentage of the
last salary irrespective of whether the remaining earning capacity is utilised. Most insurers only cover that
part of the shortfall which is caused by disability. Only one insurer (AEGON; see AM, 2006) has developed a
product which provides full compensation for the loss of income up to 70% of the last salary. In other words,
cover is provided not only for the disability risk, but also for the labour market risk.® WIA excess insurance is
meant for employees who earn more than the prescribed daily salary. Depending on the cover, the insurance
provides full or partial compensation for the difference between 70% of the last salary and 70% of the daily
salary.

Playersand level of concentration

The market for supplementary disability insurance is not concentrated. The 10 largest insurers together,
measured on the basis of the number of policies, have a market share which is estimated to be between 40%
and 60%. Measured on the basis of premiums, the joint market share of these 10 insurers is between 55%
and 70%. There is no dominant player in this group. The market shares of the separate insurers are not high
and, measured on the basis of premiums, fluctuate between 1% and 12% (GfK/ TOF Particulier, 2006). In
addition to insurers, pension funds have also captured part of this market, as is shown by GfK data.

® Assume that someone does not utilise his or her remaining earning capacity and his or her last gross salary
amounted to EUR40,000. He or she becomes 40% disabled. WGA shortfall insurance, which only covers the
disability risk, supplements this benefit to 40% of 70% of the difference between the last salary minus the
WGA benefit based on the statutory minimum wage (in 2006 EUR 16,493). This benefit amounts to
70%*40%" (EUR40,000-EUR 16,493). If the risk of unemployment is also insured, the benefit amounts to
70% of the difference between the last salary and the WGA benefit.
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Product differentiation

Most insurers offer various (supplementary) WIA products with considerable differences as regards the cover
offered. Employers and employees will have different preferences with regard to the desired cover. These
preferences will depend on their risk profile and assessment of the probability of disability. In the light of the
product differentiation offered on this market, employers and employees may find a suitable product
corresponding to these preferences.

Setting of premiums

The premiums for the WIA shortfall insurance are generally considerably lower than the WAQO shortfall
insurance premiums. This is due to the fact that WIA shortfall insurance claims are much lower. Employees
who are less than 35% disabled and those who are fully disabled are not entitled to a WIA shortfall benefit. In
addition, the probability of a person receiving a WIA benefit is much lower than in the case of the WAO
benefit, due to the stricter medical examinations and the increased efforts to reintegrate disabled employees.
Both factors contribute to ensuring that the premium for the WIA shortfall insurance is lower than that of the
former WAQO shortfall insurance.

Degree of market penetration

The WAO shortfall and WAO excess insurance policies were products purchased mainly through the
employer. The largest category was the WAQ shortfall insurance. Excess insurance was only purchased by
employees who earned more than the maximum daily salary. This insurance had a degree of market
penetration of approximately 20% in the period from 1998 to 2006 (GfK TOF, 2006), of which 78% was
arranged through the employer. Of the large companies (with more than 600 employees), 93% had taken out
group WAQ shortfall insurance for their employees (AON, 2005). According to the insurance broker, AON,
only afew (group) WIA shortfall insurance policies had been taken out (AON, 2006) by April of this year. A
lack of familiarity with the new situation may explain the limited demand on those markets. Research carried
out by Intomart GfK at the request of the insurer, OHRA, shows that employees are not, or are hardly, aware
of the consequences of the Work and Income (Capacity to Work) Act (Verzekerd!, 2006a). Furthermore, the
main priority of employers and employees will have been the introduction of the new health insurance system
and possibly, with some delay, the subsequent arranging of supplementary WIA insurance in the second half
of 2006 and 2007.

Switching costs

This insurance is usually arranged by the employer by means of group contracts. There may be considerable
barriers to entry and switching for individuals. The risk of disability increases with age, meaning that the
premium also ought to increase each year. However, the insurer accumulates a capital so that the premiums
in later years are kept low. This capital cannot be transferred and this generates a barrier to switching. In
addition, employees who have been ill during the past two years cannot take out shortfall insurance since
‘burning houses’ are uninsurable. This can only be accommodated in group insurance contracts since, in
such instances, the risk of the total employee pool is considered and individual employees do not undergo a
medical examination.

Conclusion with regard to market forces

Insurers offer a wide range of products. The level of concentration of the market is low. The switching costs
for individual policyholders may be high. However, the expectation is that this insurance will often be
arranged by an employer via a group insurance contract. Employers and employees do not purchase this
product very often, but demand may be delayed. Smply on the basis of structural indicators, the risk of



competition concerns on this market appears to be small.

332 The market for insurance products for companies which retain the risk in relation to
the WGA benefit

In 2007, all companies will have the choice of retaining the risk in relation to the WGA benefit or of remaining
insured with UWV. In 2006, only large companies were able to opt to retain this risk.* Companies which had
opted to retain the risk under the PEMBA Act were able to opt to retain the risk of the WGA benefit in 2006.
From 2007 onwards, companies can opt not to insure this risk with UWV on two specific dates, namely on 1
January or on 1duly each year. The first date on which companies can opt not to be insured with UWV is 1
January 2007. Companies wishing to do so have to submit a request to this effect before 1 October 2006. As
aresult, the extent to which a new market will arise will only gradually become clear in 2007.

In 2006, there was still no ‘level playing field’ for UWV and the insurers. The premium charged by UWV was
so low in thefirst year that insurers did not make competitive offers. This relates to the so-called ‘interest
barrier’. Private financing is based on interest revenues, while public sector financing is based on the pay-as-
you-go system (Suijker, 2004). In the period from 2007 to 2012, a surcharge will be imposed on the premium
charged by UWV to create equivalent opportunities to compete for UWV and private insurers. The Minister of
Social Affairs and Employment is going to determine the premium surcharge annually on the basis of
calculations made by the Netherlands Bureau for Economic Policy Analysis. As in the case of private insurers,
UWV will be given the opportunity, as of 2007, to differentiate the premium according to the disability risks
of the insured employer.®

In 2006, the insurers focused mainly on existing customers who were offered an exclusive and one-off offer
for anumber of years. As a result, commercial insurance was still attractive to companies (AM, 2005). The
expectation is that insurers will also develop supplementary products which support reintegration
(Verzekerd!, 2006b).

Since retaining the risk will often be unattractive to small companies, an approach per branch appears to be
the most obvious course of action for employers. The Branch Association for the Light Engineering Industry
(Kleinmetaal), which has 400,000 employees, is to be the first to offer private insurance, involving the
insurance companies Bovemij, Interpolis and Achmea (Woudt, 2006). Affiliated employers can opt for this
insurance for a premium of 0.3% of total salaries in 2007. UWV is expected to require a premium of 0.47% of
total salaries for this branch in 2007.

As described above, the market for employer’s insurance of the WGA benefit does not yet exist. On the basis
of the situation on the market for insurance in relation to the PEMBA Act, a precursor and a comparable
product, an indicative analysis can be made of the risk to competition.

Playersand level of concentration
On the basis of the market shares in relation to insurance under the PEMBA Act in 2004, the level of

% A company is deemed 'large’ is the total salaries amount to at least 25times those of an average company
(Ministry of Social Affairs and Employment, 2006).

% The average premium for WGA insurance charged by UWV in 2007 is expected to be approximately 0.7%,
including a surcharge of 0.47% (Ministry of Social Affairs and Employment, 2006).
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concentration on the new market is expected to be high. Measured on the basis of the number of policies for
PEMBA insurance, the four largest providers (C4) in 2004 had a joint market share of between 60% and 80%
(GfK TOF Zakdlijk, 2006). Other players have small market shares or were not active on this market. It
appears from interviews with market parties that the interviewees expect a change to occur. The reason for
this is that those insurers that were previously not interested in the PEMBA insurance market are indeed
interested in entering the WGA insurance market. The barriers to entry by insurers that also offer insurance in
relation to employee benefits, do not appear to be high. Insurers are expected to provide packages containing
products in relation to iliness, disability, health, welfare and safety, and reintegration services. WGA
insurance is alogical addition to this.

Degree of market penetration

The number of companies that had PEMBA insurance totalled 13% in 2004 ( GfK TOF Zakélijk, 2006). This
degree of market penetration is expected to increase because the PEMBA Act was limited to large companies
in 2004. Previously only they could opt to retain this risk. As from 1January 2007, this opportunity is to be
open to all companies. Insurance tailored to branches of industry will involve large numbers of employees
and, therefore, large insured sums. Branch associations are expected to issue tenders for such large
contracts.

Market forces

The competition risks on the market for insurance products for companies which opt to retain this risk
relating to WGA benefits cannot yet be determined on the basis of the data available at present. The market
for PEMBA insurance may be regarded as a precursor of the new market. The level of concentration on this
market was high. The interviewees expect new entrants to enter the new market because WGA employer’s
insurance may be a logical addition to packages offered in relation to iliness and absenteeism. In addition,
the level of market penetration is still low and the risk of cartel formation in developing markets is not as high
as in mature markets (see the text box ‘structural indicators of market forces’ in chapter 1).

3.3.3 Disability insurance for the self-employed

WAO and WIA insurance is insurance for employees. Self-employed persons without personnel and directors
who are principal shareholders will have to insure themselves by other means. Up until 2004, the Invalidity
Insurance (Self-Employed Persons) Act [Arbeidsongeschiktheidsverzekering Zelfdandigen (WAZ)] provided self-
employed persons with a minimum benefit in the event of disability. Due to the revocation of the Act, this
group now has to insure itself privately for a minimum benefit. Insurers have launched replacement
insurance on the market which, as in the case of the former WAZ insurance, offers a minimum benefit in the
event of disability.



The WAZ and WAZ replacement insurance account for part of the market. In addition, self-employed persons
could and can also take out other (supplementary) insurance to cover disability. For instance, self-employed
people can take out insurance for the first two years (comparable to insurance to cover illness for self-
employed persons), or insure themselves for a benefit above the minimum benefit, as provided by the WAZ
replacement insurance. Naturally, only self-employed persons with an income above the minimum wage will
opt for the latter.

Playersand level of concentration

The total market for disability insurance consists of the WAZ replacement insurance, insurance or the first
two years of disability and insurance for disability after the first two years. This market is concentrated, and is
dominated by a limited number of insurers. On the basis of the number of policies, the C4 ratio lies between
50% and 70% ( GfK TOF Zakdlijk, 2006). Within this group, numbers 1, 2 and 3 have comparable market
shares.

Degree of market penetration

A lot of self-employed people and directors who are principal shareholders are not insured for disability. It
appears from the data obtained from GfK TOF Zakdijk that in 2004 only 37% of self-employed people and
directors-cum-principal shareholders had an insurance policy to cover iliness and disability expenses. The
majority of these (59% of insurance purchased to cover disability) took out insurance to cover the first two
years of illness, in other words insurance similar to the insurance to cover absenteeism due to illness of
employees. GfK's figures show that very little use is made of the WAZ replacement insurance (14% of
insurance taken out to cover disability). This means that the degree of market penetration of this product is
only 5% (14% of 37%). Research carried out by Het Breed Platform Verzekerden en Werk [The Broad Platform
for Policyholders and Work] has revealed that a lot of self-employed people are uninsured. Half of the existing
self-employed people without personnel are not insured for disability. According to the research, this is due
to the level of the premium (61%) and non-acceptance by insurers (8%) (Verzekerd!, 2006b).

Product differentiation

The replacement WAZ insurance is a uniform product which is not consistent with the preferences of the self-
employed. Insurers impose a waiting period of two years as a condition. As a result, self-employed people
benefit little. In the event of disability, self-employed entrepreneurs will be insolvent well within two years.
There is a greater need for temporary iliness and disability to be bridged. There is also a gap with regard to
pregnant women, who previously received a WAZ benefit (Hoeflaken, 2006). Although supplementary
insurance is available to cover the incomerisk in relation to pregnancy, it is only paid out if premiums have
been paid for two or more years.

Switching costs

A one-off offer applied in the case of WAZ replacement insurance, whereby insurance could be taken out
within three months after the revocation of the WAZ. The switching costs in relation to this type of insurance
are high. Policyholders do not build up a reserve which they can transfer to a different insurer when they
switch insurers. In addition, age plays arole in relation to acceptance and in relation to the conditions
imposed. Switching at a higher age is often not possible. A different insurance will no longer easily accept
someone aged 50 and offer them favourable conditions. Furthermore, from a legal perspective, the
conditions applicable to disability insurance can be amended unilaterally.



Market forces

Many self-employed people are not insured against disability risks. The WAZ replacement insurance does not
meet the requirements of self-employed entrepreneurs. There is no match on this market between supply and
demand. In addition, the high level of concentration and the high switching costs are risks to competition. To
enable this market to develop further, amendments to the insurance conditions are necessary. The creation
of insurance groups, whereby self-employed people, as a group, enter into a group insurance contract to
cover disability risks would enable the market to function better.



34 Conclusions

As aresult of the partial privatisation of disability insurance, new markets have emerged on which insurers
are going to offer new products. On the market for supplementary WIA insurance, the market structure and
behaviour on the supply side of the market do not give cause for further monitoring research at this moment
in time. The insurers offer a wide range of products and the level of market concentration is low. On the other
hand, the market structure with regard to insurance products for companies which wish to retain therisk in
relation to WGA benefits does give cause for further monitoring. For the time being, the level of
concentration of this market is high. However, the expected entry of new parties may have a positive effect on
the structure of this market. The market for replacement WAZ insurance also requires further monitoring
research. There appears to be a discrepancy between the wishes of self-employed entrepreneurs and the
products offered. Other indicators, such as a high-level of concentration and high switching costs, increase
the probability of reduced competition.
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4 Collective pension schemes

The market for collective pension plans is changing, particularly as regards the implementation of pension
plans. The introduction of a European internal market for pension companies has given rise to various
market designs which make it possible to increase competition. This chapter explores these developments
and outlines possible implications for the role of pension funds and the application of competition
supervision to pension funds.

4.1 Introduction

At the end of 2005, the total assets of pension funds amounted to EUR 576 billion (Statistics Netherlands,
2006). As aresult, pension funds are not only of unmistakable importance for the income of pensioners, but
also for the Dutch economy. Changes to the pensions sector may therefore have a considerable impact.

The pensions sector is appropriate to the Financial Sector Monitor’s theme for 2006, namely ‘New Markets,
New Risks’, because consideration is being given to changes to the market model. This relates, for instance,
to the governance model for pension funds and possible alternative implementation models. The
considerations are prompted partly by the endeavour to realise a single internal European market and partly
by developments within the sector itself.

This chapter concentrates on the second pillar of the pension system. The three pillars are described in
Appendix 1. Within the second pillar, the Financial Sector Monitor has explored the existing situation with
regard to pension funds and part of the present market which are undergoing change. In particular,
consideration is given to whether such developments result in changes to competition, or the emergence of
new markets, and the role of pension funds in these. This exploratory chapter may serve as a basis for further
research and for dialogue with the sector. The text is neither intended to serve as a basis for adopting
positions in terms of competition law, nor to take sides in discussions. It is a snapshot, in which
developments in relation to competition are analysed from the perspective of competition economics.
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4.2 Background to the research

The Financial Sector Monitor has conducted research into the pensions sector because this sector is
changing and new submarkets seem to be emerging. This section discusses several causes for the changes in
the second pillar of the pensions sector, which provided grounds for this research.

At amacro level, several discussions with regard to changes to the system are taking place. These are
prompted partly by the declining ratio between the working population and the population as awhole, as a
result of which the group of active participants of pension funds is both decreasing and ageing. This exerts
pressure on intergenerational solidarity: younger people are less willing to pay for older people than they
used to be. Due to the uniform contribution rate system they cannot, in fact, opt out, as young people and
old people pay the same percentage of their gross salary in pension contributions. The demographic trend of
double ageing has an impact on the organisation of the pension system and the market for administering
pension plans. This is the first reason for this research, namely the analysis of the market for collective
pension schemes.

A second reason for this research are current reports on possible changes to the market for industry-wide
pensions and a possible consolidation in the market for pension services. Such tasks of the pensions
companies refer to the administration of pensions and communication with participants, former participants
and pensioners. In some cases, the investment of pension assets and taking over the investment risk are also
considered to be part of the administrative services, although this is not so in all cases. This leads to athree-
part division, comprising the pension plan, portfolio management (whether or not including the insurance of
pension-related risks) and administration (including communication). Since the intended policy of the
Cabinet with regard to the market model is still being prepared, this will not be discussed specifically in this
exploratory study. By researching the role of pension funds from the point of view of competition, however, a
foundation is laid for the future monitoring of developments.

European developments play an important role in the market model. In the so-called ‘Lisbon Agenda’, an
objective was set by which the European Union is supposed to be the most competitive economy in the world
in 2010. The creation of more competition in various sectors by splitting the packages of tasks carried out by
companies is a means of achieving this goal. The same applies to the pensions sector. In international terms,
the Dutch pensions sector is regarded as innovative because considerable experience has been acquired in
the Netherlands in relation to collective, capital-based pensions. The Dutch pensions sector could therefore
also acquire a favourable competitive position if the market for pensions were opened internationally (Groot
and Vestergaard, 2006). The development towards a European market for the pensions industry is the third
reason for this research.

The industry-wide pension funds of the various sectors are characterised by differing age compositions and
have tailored their contribution and investment policies to match this. If companies were free to switch, a
market would emerge for the operation of pension plans in which pension funds would administer different
pension plans for different groups of participants. Furthermore, some pension funds wish to develop
supplementary insurance in the area of work and income, since the state is withdrawing from this area. This
touches on the fourth reason for this research, namely a need for insight into the position of pension funds
as undertakings.
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A fifth development relates to the relationship between the company (‘sponsor’) and the pension fund. The
new reporting directives in accordance with the International Financial Reporting Standards (IFRS) and the
Financial Assessment Framework [Finanded Toetgngskader (FTK)] prescribe that the pension capital must be
valued at its market value (fair value) and that the relationship between the sponsor and the pension fund
must be made transparent from afinancial perspective. The implications of this differ depending on whether
the pension plan is based on defined benefits or defined contributions (Boender, 2006; De Groof, 2006).
This research does not describe the possible consequences of this development. However, this does play a
role in the background given that, in response to IFRS, companies want to put their pension funds at arm’s
length. In addition, various guidelines with regard to investments, reporting and administration make it
difficult for small company pension funds and industry-wide pension funds to continue operating
independently. The management and administration of a pension fund require considerably more investment
in knowledge and resources. This demands an increase in the scale of operations: small pension funds will
affiliate to larger pension funds (in so far as this is legally permissible) or will outsource services to insurers.
A process of consolidation is therefore conceivable and this may result in the NMa receiving merger
notifications.

The new economic risks in the sector can be traced mainly to the developments in the organisation of
pension funds outlined above. The fact that both small pension funds and an increasing number of large
pension funds have separated their administration and portfolio management has caused a larger market to
emerge for the administration of pension plans. This market has acquired an increasingly European
dimension. The behaviour of suppliers in this playing field, albeit maybe not a level playing field, is relevant to
the Financial Sector Monitor. The research will, therefore, establish the extent to which market relationships
change and competition risks arise.

The aim of this chapter of the Financial Sector Monitor is to interpret the above-mentioned developments
from a competition perspective. Section 4.3 discusses the position of pension funds as undertakings and the
definition of their tasks. The issue of mandatory participation is discussed in section 4.4. Several current
developments are discussed briefly in section 4.5 and the discussion is concluded in section 4.6 with a
number of tentative conclusions. Appendix 2 contains the various terms and abbreviations used.
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4.3 Pension funds as undertakings

The Dutch pension system is based on solidarity and collectivities. Collectivities are formed through joint
pension plans. By administering and investing the assets deposited jointly, the investment result per
participant is more favourable than it would be for all the individuals separately (Boender & al., 2000).
Solidarity is usually expressed in the way in which the contribution is levied which results in the same
percentage pension contribution (the uniform contribution) for everyone within the same pension plan.®

Both pension funds and insurers provide pension insurance for collectivities, namely the employees of a
branch of industry or a company. Pension funds differ from insurers in that their sole purpose is to
administer pension plans as a condition of employment, while insurers offer numerous types of insurance.
Solidarity exists between the employees within the pension system since they share the risks and redistribute
assets between the generations.

In general, pension funds can pursue policies on the basis of three variables:
1. the contribution (its level and variability);

2. thelevel of indexation (based on the development of wages or prices);
3. theinvestment mix (shares, fixed-income securities, commodities, etc.).

The targets of the pension fund are determined depending on the preferences of the stakeholders of the
pension fund. The result is referred to as the ‘quality of the pension’, although this concept is usually used in
relation to the indexation ambition. The basis of the pension commitment in many cases is a conditionally
indexed percentage of average pay.

The pension plan is part of the employment package which is agreed upon by the social partners within the
sectors or companies. In addition, a pension fund or insurer may be appointed as the executor of the
agreement.¥

The collective labour agreement may stipulate that the employee must be a participant of the pension plan.
Employees are contracted in accordance with a collective labour agreement and cannot therefore opt for their
own pension fund on an individual basis. The mandatory participation to a pension fund for employees is
sometimes referred to as ‘minor’ mandatory participation, but is not a statutory obligation. However, by law
the social partners may apply to the Minister of Social Affairs and Employment to have the requirement
declared mandatory. If the Minister concedes to this application, the companies are bound to affiliate to the
respective industry-wide pension fund. This is also referred to as ‘major’ mandatory participation, but in
most cases will be referred to below as mandatory participation.

Furthermore, the Collective Labour Agreements (Declaration of Universally Binding and Non-Binding Status)
Act [Wet op het algerneen verbindend en het onverbindend verklaren van bepalingen van collectieve
arbeidsovereenkomsten] does not apply to the pensions section of collective labour agreements. In general, the
Act applies for a limited duration of several years, while mandatory participation generally does not apply for
a specific period. Since branches of industry differ with regard to the age composition and distribution of

% Industry-wide pension funds which are declared mandatory must levy a uniform contribution — see section
4.32.
¥t is only possible to apply for exemption if a pension fund administers the pension agreement.
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income amongst employees, the industry-wide pension funds differ with regard to the composition and asset
mix of their pension capital. Mandatory participation prevents companies from ‘shopping around’ at various
industry-wide pension funds. If they wish, companies may determine the pension plan for their individual
companies and, by doing so, compete in relation to other companies, but this is done independently of the
collective labour agreement and, in some cases, requires an exemption from mandatory participation, which
will be discussed in more detail below.

In general, the second pillar consists of three types of occupational pension funds:
1. company pension funds;

2. industry-wide pension funds;

3. professional pension funds.

This chapter mainly discusses industry-wide pension funds, since they account for the lion’s share of
collective pension schemes. Industry-wide pension funds are defined as pension funds for one or more
branches of industry, or parts thereof.

Company pension funds are exempt from mandatory participation (or are not subject to this at all) and will
therefore only be discussed in this respect. Professional group pension funds administer pension plans for
several liberal professions and will be discussed when their situation deviates clearly and in relevant respects
from the industry-wide pension funds. Further information on the professional group pension funds is
contained in Appendix 3.

4.31 Pension funds as undertakings

Pension funds are unlisted companies (Proceedings of the House of Representatives of the Dutch
Parliament, 2003-2004c, p. 1 ef s2q.) and pension plans may be regarded as financial products (Proceedings
of the House of Representatives of the Dutch Parliament, 2003-2004b,p. 4). In addition to this economic
definition, the legal assessment of pension funds as undertakings is also important. A pension fund is an
undertaking in terms of the Competition Act. For this reason, the Competition Act applies. Pension services
firms and institutions (hereafter: pension companies) are also undertakings, because they carry out an
economic activity. Pension funds and pension companies are therefore subject to antitrust regulation and
merger control by the NMa.

European Court case law reveals that the Court applies various criteria when determining whether an
industry-wide or professional group pension fund should not be deemed to be an undertaking in terms of
competition law. No precise statement has been given with regard to the way in which the criteria are
applied. However, they are described as follows:

o the industry-wide pension funds determine the level of the contribution and of the pension benefits
themselves;

o the level of the pension benefits depend on the contribution paid and the investment returns
realised on these;

o the industry-wide pension funds apply a funding system in financing the pension plan;

) on request, an exemption from mandatory participation is granted to other parties in the branch,
provided they have participated in a pension plan for at least six months prior to the application for
exemption;
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o the power existed to grant an exemption with regard to mandatory participation to others in the
branch, on request. The industry-wide pension funds have the power to grant an exemption in
relation to mandatory participation subject to conditions, such as the condition that the industry-
wide pension fund must be compensated for the ‘actuarial loss’ that the industry-wide pension fund
incurs as aresult of granting the exemption;

o the industry-wide pension funds themselves decide on applications for exemption from mandatory
participation;

) the industry-wide pension funds are not-for-profit organisations;

o the administration of the pension plans is characterised by solidarity.

In the light of the above-mentioned characteristics and in the rulings in the Poucet et Pistreand Fedération
Francaise cases, the Court ruled that industry-wide pension funds must be deemed to be undertakings for the
application of European competition law. It may be assumed that this applies generally to mandatory
industry-wide pension funds and professional group pension funds, because, in general, these pension funds
have similar characteristics in a number of relevant areas (Thijssen, 2000, p. 2).

Other judgements relevant in this respect were passed in the Albany, Drijvende Bokken and Brentjens' cases.
The most important criterion is solidarity between the participants, whereby the benefit is not based on
individual deposits by the participants. In so far as Dutch industry-wide pension funds meet this criterion,
because they apply a pay-as-you-go system, they are not undertakings in terms of the Competition Act.
However, the Dutch industry-wide pension funds are capital based, as a result of which the contributions and
benefits are largely linked. For this reason, they are deemed to be undertakings in terms of the Competition
Act. For an overview of the case law cited above and case law in relation to several Dutch pension funds, see
Appendix 4.

4.32 Definition of the tasks of pension funds

In line with EU Directive No. 2003/ 41/ EC, it has been determined that pension funds must limit themselves

to providing pension benefits and to activities relating to this. This includes four key activities:
1. general risk management and portfolio management;

2. the administrative implementation of pension plans;

3. theinvestment and administration of financial assets;

4. the provision of information to participants.

Other activities are prohibited by law. This is discussed further in section 4.3.3.

Partly with a view to preventing unfair competition between pension funds and insurance companies, a
division of tasks has been determined. After all, all the pension funds are exempt from corporation tax and
are subject to a more lenient regulatory regime compared to insurers. Mandatory pension funds, in addition,
have the advantage of applying a ‘truck system’. As a result, they can easily operate competitively on adjacent
markets. To prevent this, boundaries have been set with regard to the domain of pension funds and the
products which they may offer. The division of tasks therefore consists of a definition of products and a
definition of the domain.

In accordance with the definition of products, pension funds may only administer pension plans which arise
from employment packages. This includes pension plans for retirement, survivor’s pensions and disability
pensions. The plans must always comprise a (collective) basic pension plan which, in principle, is mandatory
for all participants of the pension plan. Voluntary pension provision offered by pension funds must always be
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linked to such a collective basic pension plan. With regard to the collective pension products of pension
funds, four solidarity criteria apply:

the employer’s share of the contribution must amount to at least 10%;

the pension fund must apply a uniform contribution rate;

the cost of the supplement policy is borne by the group;

in the case of voluntary pension provision for which a capital accrues it applies that, in the event of the
termination of participation due to death, retirement, or the termination of employment, which is not
followed by a value transfer, the capital will be converted into a pension entitlement and the conditions
applicable to this pension entitlement will be the same as those which apply to the basic pension plan.

Depending on the pension product offered, pension funds must meet one or more of these solidarity criteria.

ENFAY VI

Obligatory industry-wide pension funds must charge a uniform contribution. The uniform contribution
means that the same contribution (as a percentage) is levied on the gross salary of every participant,
irrespective of age, gender or health (Proceedings of the House of Representatives of the Dutch Parliament,
2003-2004b, p. 13). Solidarity is created between participants by means of a uniform contribution through the
equal spread of the costs and risks across all participants of the pension plan.

In the event of termination of participation following the termination of employment, a pension plan may be
continued for amaximum of three years on a voluntary basis with the pension fund.® After this three-year
period of voluntary continuation, however, insurers may offer a third-pillar pension, but pension funds may
not do so. The purchase of pension entitlements to cover aloss of pension may only be offered if the
entitlements resulting from the pension purchase are treated in the same way as the entitlements in
accordance with the basic pension plan.

Pension funds which administer numerous pension plans must constitute a single financial entity. Within the
Dutch pension system, the separation of assets (so-called ‘ring-fencing’) is not used. After all, ting-fencing
undermines the principle that alegal entity comprises indivisible assets as well as the notion of solidarity,
which is a characteristic of the current administration of pension plans by pension funds. For administrative
reasons, however, a pension fund may separate assets in its accounts, for instance, in order to determine the
contributions of separate pension plans.

The definition of the domain sets limits on the opportunities which employers have to affiliate to a pension

fund This has the following consequences:
a company pension fund may be affiliated to a single company or a single group of companies.
Companies which have no legal, economic, organisational or de factolink are not allowed to affiliate to a
single company pension fund;
voluntary affiliation to an industry-wide pension fund is possible where the conditions of employment
applied by the company which affiliates voluntarily at least follow the same development with regard to
salaries as developments in the branch of industry, and the company which affiliates voluntarily must
participate in the social funds which exist in the branch of industry, or a group relationship must exist
between a company which falls within the scope of an industry-wide pension fund and the company
which affiliates voluntarily;
the social partners involved in reaching the pension agreement must determine whether the industry-
wide pension fund does or does not allow for voluntary affiliation.*

® In the case of self-employed persons without personnel, this term is not three years, but 10 years (De Vries
amendment).
® This is not determined by the social partners in the executive board of the pension fund.
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In aletter of 4 luly 2006, the Minister of Social Affairs and Employment stated that the present definition of
tasks was no longer tenable if the European Commission took further steps in the direction of a European
internal market for industry-wide pension provision. This has immediate consequences for mandatory
participation (Proceedings of the House of Representatives of the Dutch Parliament, 20052006b, p. 2),
which are discussed in more detail below. The government first wished to consider possible steps that could
be taken in relation to the administration model. Such a new model would require considerable adjustment
in the area of pensions. However, the Cabinet saw no cause to include a new model in the proposed
Pensions Act at this stage.

4.33 Other activities of pension funds

Insurersand pension funds

Further on in this chapter, consideration is given to the way in which the market for pensions and
administrative tasks is changing due to possible new legislation and regulations. Pension funds and insurers
are active on this market. The regulation of these institutions takes place in accordance with the Financial
Assessment Framework [ Finandiedl Toetgngskader (FTK)], which is part of the Pensions Act. This Act is
expected to come into force on 1 danuary 2007.

There are various differences between pension funds and insurers. Discussions with regard to a level playing
field are therefore incomplete if consideration is not given to whether the players are equal, which is not the
case. The analysis of competition on the market gains in complexity (unequal players) without losing
relevance (the importance of a level playing field).

Due to mandatory participation, industry-wide pension funds do not have to compete for their position on
the market. After all, their revenues are guaranteed by the coercive power of the state. In relation to
mandatory participation, industry-wide pension funds are immediately limited in their activities on the free
market because their potential ‘customers’ cannot choose or switch. Furthermore, industry-wide pension
funds have a considerable competitive advantage because they acquire their customer base through affiliated
employers, without incurring marketing costs. If these pension funds were able to operate without restriction
on the market, there is a realistic probability that unfair competition and abuse of the dominant position
which the various pension funds have (due to mandatory participation) would occur (Proceedings of the
House of Representatives of the Dutch Parliament, 200520063, p. 69). Pension funds may only administer
second-tier pension plans. This applies both to pension funds for which participation is obligatory and to
pension funds for which participation is not obligatory. Insurers may administer both pension plans (in the
second pillar) and individual old-age provision (in the third pillar). In the light of the dominant position of
pension funds described above, the government has adopted a policy in recent years which focuses on
limiting the freedom of pension funds on the free market. This has resulted, for instance, in the Regulations
in Relation to the Definition of Tasks [Regling taakafbakening] discussed in section 4.3.2. On the basis of this,
pension funds are limited with regard to the products that they may offer and with regard to their domain
(namely, the employers which may affiliate).
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Other activities

In addition to the definition of tasks, comprising the definition of products and the definition of the domain,
a prohibition applies to other activities. The Cabinet identified a risk of unfair competition as follows:

‘The assets which the pension funds administer, with regard to industry-wide pension funds for which
participation is obligatory, are obtained with state coercion. It is therefore necessary to ensure that activities
are not carried out which distort competition using these assets, obtained by public means.” (Proceedings of
the House of Representatives of the Dutch Parliament, 2005-2006c¢, p. 14). Although pension funds were
limited by the product definition and the prohibition on other activities, they gave various reasons for carrying

out such commercial activities, namely:

o the activities of pension funds enjoy considerable economies of scale;

o the wish to offer their participants a comprehensive product. Against the background of increasing
flexibility and individualisation of pension plans, various pension funds wish to offer various types of
provision for the future. In their view, this follows from the fact that pensions are a condition of
employment. Not only is a collective pension plan appropriate for this, but so are individual
supplementary disability insurance and annuity insurance, and sometimes even other products. The
withdrawal of the state from the area of social security is referred to in this argument in support of
the above-mentioned motive;

o the aim to optimise the risk/return profile and, in relation to this, the positioning of pension funds
on the financial markets. In managing the assets of pension funds, in a general sense, the above-
mentioned requirements with regard to economies of scale arise. A large institution can negotiate
better conditions. In addition, more specifically for certain investment categories, a minimum size is
necessary to operate successfully on these markets.

Since pension funds are exempt from corporation tax, they would have a competitive advantage if they were
to carry out commercial activities. However, this is not consistent with the background to the exemption from
corporation tax, which is not intended to grant a tax exemption for commercial activities or the activities of
companies. The definition of the products and the prohibition on other activities prevent such unfair
competition.

Creation of conglomerates and governance

In the light of this development, in 2002 the Committee on the Formation of Pension-Fund Conglomerates
(hereinafter ‘the Staatsen Committee’) was set up to advise the government. The recommendations of the
Staatsen Committee focus on the creation of conglomerates and preventing unfair competition due to other
activities, whether or not these are carried out by subsidiaries of pension funds. The point of departure in this
regard was ‘that penson funds must concentrate on their key tasks: the adminidtration and investing of penson
asxts and the disbursement of pengons’ (Ministry of Social Welfare and Employment, 2002). The
recommendations also paid attention to promoting good pension fund governance. It was, in any event,
recommended that pension funds should limit themselves to their key activities, namely:

o general risk management and portfolio management;
. the administrative implementation of pension plans;
o investing and managing financial assets;
. providing participants with information.

The recommendations of the Staatsen Committee have resulted in a Reference Framework (Proceedings of the
House of Representatives of the Dutch Parliament, 2004-20050). As the general point of departure, the
Reference Framework stipulates that pension funds must limit themselves to disbursing pension benefits
and carrying out activities directly related to this. The prohibition on other activities, mentioned above,
applies in combination with this.
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Furthermore, the Reference Framework states that the pension fund must accommodate banned activities in
a separate legal entity which legally must be completely separate from the pension fund. The pension fund is
allowed to participate in this legal entity. In accordance with good pension fund governance, no interlocking
directorships should exist at the management board level between the pension fund and this legal entity. At
the level of the executive board of pension funds, caution must be exercised with respect to interlocking
directorships.

With regard to promoting good pension fund governance, the Ministry of Social Welfare and Employment
commissioned and the report Pension Fund Governance, eenheid in verscheidenheid [ Pension-Fund Governance:
Unity in Diversty] (Allen & Overy/ Boer & Croon, 2004). In addition, The Labour Foundation [Stichting van de
Arbeid| drew up principles for good pension fund governance. These principles confirm the fact that the
executive board of a pension fund is responsible for all acts and omissions of the pension fund (STAR,
20054, p. 19). It is also stipulated that a pension fund may not carry out other activities, unless these are
brought under a separate legal entity which, in legal terms, is entirely separate from the pension fund. With
the publication of these principles, the executive board is required to report periodically on the policy it has
followed to (representatives) of stakeholders. In addition to reporting, its own performance must be subject
to adequate and transparent internal supervision.

The principles of pension fund governance include statements about control, supervision and accountability.
According to the government, they provide a sound basis for giving form to pension-fund governance within
pension funds. Intentionally, the principles do not contain statements about governance structures. The way
in which the principles are institutionalised is left to the pension funds themselves.

In 2008, an evaluation is to take place which will show how form and content has been given to the
principles, whether pension funds limit themselves to responsibility for their key activities and whether they
maintain sufficient distance from other activities. After this evaluation, the extent to which the principles
must be amended and/ or the extent to which additional legislation is required will be considered.
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4.4 Mandatory participation

Mandatory participation can be imposed in accordance with the Industry-Wide Pension Funds (Mandatory
Participation) Act of 2000 [Wet verplichte declneming in een bedrijfstakpensioenfonds 2000 (Wet Bof)] or in
accordance with the Mandatory Professional Group Pensions Act[ Wet verplichte berogospensioenregeling
(WW)), in situations where this relates to an industry-wide pension fund or an professional group pension
fund. The discussion below relates to mandatory participation in accordance with the Industry-Wide Pension
Funds (Mandatory Participation) Act. Mandatory participation to professional group pension funds is
discussed in Appendix 3.

Mandatory participation in accordance with the Industry-Wide Pension Funds (Mandatory Participation) Act
The contents of pension plans are part of the negotiations relating to conditions of employment between the
social partners. If the social partners have agreed to a pension plan, they may ask the Minister of Social
Affairs and Employment to issue a mandatory participation decree. The social partners must constitute a
significant majority of a branch of industry and must represent people employed in this branch of industry.
The consequence of a mandatory participation decree is that an industry-wide pension plan will apply to all
those employed in the respective branch of industry. If such a decree is issued, an employer in the respective
branch of industry can no longer take an independent decision to enter into a pension agreement with its
employees. The employer is obliged to ensure that its employees become participants of the pension plan of
the obligatory industry-wide pension fund. Mandatory participation mainly has consequences for
unorganised employers and for employees employed by unorganised employers or otherwise organised
employers. If the social partners take such a decision, self-employed persons within the branch of industry
may also fall within the scope of the industry-wide pension plan.

Possibilities for obtaining a dispensation

If the mandatory participation decree is issued by the Minister of Social Affairs and Employment, the
industry-wide pension fund may grant an employer an exemption from mandatory participation to the
industry-wide pension fund. The Decree in Relation to Exemption under the Industry-Wide Pension Funds
(Mandatory Participation) Act of 2000 [ Vrijgelingsbeduit Wet Bpf 2000] (hereinafter ‘the Exemption Decree’)
includes a number of conditions for this (see below). A company which has been granted exemption from
mandatory participation may insure its own pension plan with a different pension administrator. An
individual employee cannot apply for exemption.

The Exemption Decree includes rules relating to the grounds on which the exemption is granted. In general,

the Exemption Decree stipulates the following:

1. Obligatory grounds for exemption. An industry-wide pension fund is obliged to grant exemption on one
of the following grounds:
- an existing pension provision, at the request of the employer;
- the creation of a group of companies, at the request of the group and the unions;
- the existence of a collective labour agreement specific to the company, at the request of the

employer and the unions;

- an inadequate return on investment, at the request of the employer;

2. Power to grant an exemption. The industry-wide pension fund also has discretionary powers. In other
words, it may decide whether to grant an exemption if other grounds for exemption are stated than the
four grounds mentioned above;

72



3. Theindustry-wide pension fund may grant an exemption subject to conditions (except if the company
has its own pension provision). One of these conditions relates to the possibility of levying a financial
contribution to compensate for the underwriting loss which the industry-wide pension fund incurs as a
result of the exemption.

In accordance with section 13 of the Industry-Wide Pension Funds (Mandatory Participation) Act of 2000, the
industry-wide pension fund has the task of granting or withdrawing exemptions from mandatory
participation. The pension fund may attach conditions to such an exemption. It was decided to allow this
because applications for exemption relate to individual cases, which may be many and varied. The
assessment of applications for exemption requires specialised substantive knowledge of the respective
pension plan. The respective industry-wide pension fund has this knowledge.

An industry-wide pension fund has a considerable financial interest in ensuring that as many employees as
possible are participants. A decision with regard to an exemption may therefore give the appearance of being
‘biased’. By evaluating the Exemption Decree, an attempt has been made to analyse the way in which the
BExemption Decree operates in practice. This is not a comprehensive and exhaustive study, since industry-
wide pension funds do not have sufficient data available. In the period from 2000 to 2004, 37 of the 77
industry-wide pension funds received a total of 694 applications for exemption. One third of these were
rejected because the employer did not offer an equivalent pension provision. Approximately 15% of the
applications were withdrawn by the employer and half were granted. In the period from 2000 to 2004, 221
exempted employers sought readmission to the industry-wide pension fund. The Exemption Decree was
evaluated in May 2006. It was concluded that it had resulted in greater transparency in practice with regard
to the granting of exemptions. Furthermore, it emerged from the evaluation that communication with regard
to the possibility of obtaining exemption from mandatory participation and registration of the processing of
applications by employers had to be improved (Proceedings of the House of Representatives of the Dutch
Parliament, 2005-2006¢, p. 1). According to the Minister of Social Affairs and Employment there is no reason
to amend the Exemption Decree.

Implications of the exemption for competition

Mandatory participation under the present pension system ought to be prohibited in accordance with section
6.1 of the Competition Act, but has been exempted. Section 6.3 of the Competition Act provides for the
possibility of making exceptions if the aim of the agreement is to improve efficiency or to serve a general
(social) interest. The general interest in this case may be described as solidarity, which can only be given
form within the collective insurance schemes of large pension funds with obligatory participation. In this
sense, mandatory participation under the present system is exempted from the prohibitory clause of section
6.1 of the Competition Act.

The purpose of creating obligatory pension plans was, on the one hand, to prevent unfair competition in
branches of industry and occupations and, on the other hand, to utilise economies of scale (Thijssen, 2000,
pp. 36-44). By means of mandatory participation, unfair competition could be avoided because other
companies or practitioners of liberal professions could not realise cost savings by not providing for pensions.
The aim of introducing the Industry-Wide Pension Funds (Mandatory Participation) Act of 2000 was to
ensure affordable and accessible pension plans for all employees in a branch of industry and practitioners of
liberal professions who belong to a particular profession. Furthermore, obligatory pension plans can provide
for a certain level of solidarity which could not be realised without the pension plan.
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The other side of the coin of the two aims mentioned above is that ‘major’ mandatory participation has far-
reaching effects on the operation of market forces and competition. These consequences are discussed
below.

“Truck system’

Due to mandatory participation, market forces do not operate fully in the second pillar of the pension system.
After all, employers are obliged to affiliate to an industry-wide pension fund which they are not free to choose.
This is a case of the application of a ‘truck system’.

In the case of an obligatory professional group pension fund, where a decision has been taken to set up an
professional group pension fund which administers the obligatory pension plan fully or partially, the
competition restriction is comparable to that in accordance with the Industry-Wide Pension Funds
(Mandatory Participation) Act. The free operation of market forces is also restricted in situations where a
pension fund is designated as the administrator. After all, other participants of the profession or their
organisations can no longer decide that a single professional group pension fund should be administered by
numerous pension administrators: it is not possible to choose from different pension funds and insurers on
the pension administration market. Furthermore, mandatory participation to a professional group or
industry-wide pension plan obstructs the possibility of opting for a foreign institution as the administrator of
the pension plan (Proceedings of the House of Representatives of the Dutch Parliament, 2004-2005g, p. 20).

Competitive edge

Through mandatory participation, part of the pension market is allocated to a particular administrator. As a
result of this mandatory participation, the respective pension administrator is allocated a participation base
which can be easily approached. After all, all the relevant data is known for the entire group of participants.
As aresult, (mainly) pension funds have a competitive edge compared to insurers. However, the division of
tasks discussed earlier prevents them from making use of this.

Solidarity

In relation to mandatory participation, references are usually made to solidarity within the branch of industry,
even though opinions may differ with regard to whether they are inseparably linked to each other. Such
solidarity is shown by the following five characteristics (Thijssen, 2000, pp. 41-42):

. the underwriting of individual pension insurance without a medical examination;

. the insurance of a contribution waiver in the event of disability;

) the taking over of pension contribution arrears in the event of insolvency of a company or fellow
professional in the case of obligatory pension funds;

. the indexation of pension entitlements;

. the levying of an average contribution.

With regard to the average contribution, Thijssen notes the following: ‘The fact that (mandatory) pension funds
can impose an average contribution and that this resultsin tax relief, rests upon the preferential fiscal treatment of
(mandatory) penson funds’ (op. dt., p. 42). Furthermore, the contribution payable in the second pillar of the
pension system is also tax-deductible if this is not an average contribution.

In the introductory paragraphs to this chapter, it was stated that the government is considering a market
model for this sector, partly in the light of possible future steps by the European Commission in the direction
of an internal market. This market model may be viewed from the perspective of competition, whereby the
changes in the above-mentioned aspects warrant special attention.
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4.5 Developments

What implications do the developments in the area of industry-wide pension funds, such as the separation of
administrative services and investment activities, have on competition on the market for industry-wide
pensions? In this section, economic developments with regard to competition on these new markets are
discussed, with an emphasis on the pension fund as a company.

Separation of administration

In accordance with the self-administered-fund model, not only the policy but also the administrative
activities, such as the pension administration and portfolio management, are determined and carried out by
one and the same pension fund. The self-administered-fund model, in combination with mandatory
participation, is currently under discussion. In the opinion of some it would be difficult in the European
context to maintain an industry-wide pension fund, with mandatory participation of employers and
employees, in which policy and administration (i.e. administration and portfolio management) are not
separated, and in which the executive board has broad powers.

The government is considering possible changes to the nature of the second pillar of the pension system.
Ideas with regard to a new market model have not yet been presented as a comprehensive plan which could
be analysed here. Hements of these ideas are included, for instance, in the report Verkenning van een nieuw
model voor de uitvoering van pensoenregelingen [ Exploratory Study of a New Modd for the Adminidration of
Pension Plang (Ministry of Social Affairs and Employment, 2004) and the response of The Labour Foundation
to this (STAR, 20050). The government is examining how adjustments can be made to the relationship
between the executive board of a pension fund and the company responsible for administration, so that they
can operate freely on the market without unfair competition or abusing the dominant position which various
pension funds have (Proceedings of the House of Representatives of the Dutch Parliament, 2004-2005, p.
4).

A possible separation of policy and administration will not change the fact that the executive board of a
pension fund is a company. As such, pension funds and pension administrators still fall within the scope of
antitrust supervision and merger control by the NMa.

Regulation in accordance with the new section 16 of the Competition Act

The new section 16 of the Competition Act exempts collective employment contracts and contracts within a
branch of industry between organisations representing employees and organisations representing employers,
exclusively in relation to pensions and agreements, or decisions taken by an organisation of practitioners of
liberal professions.*

This section does not limit antitrust regulation of pension funds because the administration of such
agreements by pension funds does not fall under the exemption. This future amendment to the Competition
Act therefore provides no grounds for making an exception to antitrust regulation for the administration of
pension plans by pension funds.

“0 This section has not yet come into force.
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The situation is different if the executive board of the pension fund are no longer to be the owner of the
assets and liabilities. In this case, it would be less likely for the executive board of the pension fund to be
deemed to be an undertaking, in terms of the Competition Act.

Concept of an undertaking

Directive 2003 41/ EC of the European Parliament and of the Council of 3 une 2003 on the activities and
supervision of institutions for professional group retirement provision is referred to as the ‘Pension Funds
Directive’ or the ‘IORP Directive’, because of the Institution for Occupational Retirement Provision referred to
in it. Such an institution may operate in the Netherlands and possess a European passport for administering
pension plans under the European directive (Van den Oever, 2006). An IORP would be a free company which
offers services on the (international) market. There is no domain definition for IORPs in the European

context and the definition of their product is broader than that applicable to Dutch pension funds. These
administrators compete with each other. The NMa has been assigned the duty of regulating competition
between administrators, even if they become IORPs.

If the IORP determines its contribution policy and is the owner of the assets and liabilities, this will distance
the executive boards of the pension funds from the commercial policy. They will then be administrators of
pension regulations and will take policy decisions in this regard, but will not compete on a market. Antitrust
regulation of pension funds by the NMa in this case appears less likely.

The Reference Framework described in section 4.3.3 provides indicators for the relationship between pension
funds and companies administering pension funds. Aspects of this include ownership and the degree of any
involvement by the executive board of the pension fund in the running of the company responsible for
administration. The way in which this relationship is given form affects the application of the concept of an
undertaking in terms of the Competition Act.
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4.6 Conclusions

Pension funds are undertakings in terms of the Competition Act and therefore fall within the scope of
regulation by the NMa. Although pension funds ensure a certain degree of solidarity, for instance between
generations, this does not take the form of a pay-as-you-go system. Pension funds operate on the basis of
capital funding. The degree of solidarity is limited because the amount of the individual contributions and the
level of the pension benefits are linked to a certain extent. The relevant case law was discussed in this
chapter.

This chapter also included a discussion of pension funds as undertakings in terms of the Competition Act.
Competition with insurers is regulated by the division of tasks and the prohibition on other activities. A
further aspect of the competitive position of pension funds is mandatory participation. The conditions and
implications for competition of this were also analysed.

Finally, three developments were discussed which were dealt with in an exploratory way. These are the
separation of policy and administration in pension funds, in particular the administration of pension
entitlements and portfolio management, the new section 16 of the Competition Act and the concept of a
European pension fund, namely an ‘Institution for Occupational Retirement Provision’ (IORP). More clarity
will emerge with regard to the implications for competition of these developments in the coming period.

The Financial Sector Monitor may carry out further research due to the above-mentioned developments. Such
research will mainly consider:

o the risk of collusion (section 6 of the Competition Act);
o the risk of abuse of a dominant position (section 24 of the Competition Act);
o tendencies towards concentration (section 37 of the Competition Act.

Whether such research is opportune will become clear in the coming months.



4  Appendices

4.2 The pension system in the Netherlands
The three pillars

The pension system in the Netherlands consists of three pillars:

1. Thefirst pillar: the General Old-Age Pensions Act [Algemene Ouderdomswet (AOW)), as the statutory
basic pension provision (referred to below as the ‘state old-age pension’). The social insurance bank
[Sodiale VerzekeringsbanK] administers this scheme.

2. The second pillar: supplementary pensions, which are provided in relation to salaried employment. The
social partners are responsible for supplementing the state old-age pension, both with regard to the
creation of and the contents of the pension plan.

3. Thethird pillar: private retirement provision, on the basis of which everyone can save for their retirement.

Pension funds operate only within the second pillar (Staatsen Committee, 2003, p. 16). Banks, insurers and
other providers of financial products, such as independent subsidiaries of pension funds, operate in the third
pillar.

In the Netherlands, pensions are, on the one hand, accumulated on the basis of a combination of a pay-as-
you-go system and a capital-based funding system and, on the other hand, on the basis of a combination of
individual and collective pension plans. These combinations result in four possible combinations, of which
oneis logically excluded (individual pension plan combined with a pay-as-you-go system). This results in the
so-called ‘three pillar model’. In this section, this system is explained briefly before the pillars are analysed
from the perspective of competition in the sections below.
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Table 4B.1 The Dutch three-tier model

Group Individual

Pay-as-you-go First pillar: state old-age pension*' | -

Capital funding Second pillar: the employees’ Third pillar: individual (capital-
pension plans sum) insurance

This model is also referred to as the ‘cappuccino model’. In this metaphor, the first pillar is the coffee (an
indispensable basic ingredient), the second pillar is the frothed milk (which makes it decidedly more tasty)
and the third pillar is the cocoa (an optional extra).

The three pillars in the United States

The United States has a comparable three pillar system. The second pillar, however, consists of saving
towards one’s pension independently through a blocked account, the balance of which may be invested at the
saver’s discretion (the 401(k) scheme). This is comparable to some extent to employee savings schemes in
the Netherlands, but for considerably larger amounts per participant.

The three pillars are as follows:
a. Social Security
b. Employer sponsored pensions
- Defined benéfit plans (DB)
- Defined contribution plans: 401(k) (DC)
c. Individual savings

Approximately 35% of American households receive only Social Security. The households which do
accumulate a pension in the second pillar have shifted in recent decades from defined benefit to defined
contribution plans (Munnel and Sundén, 2006).

! Residents of the Netherlands accumulate an entitlement to 2% of a state old-age pension (AOW benéfit)
each year between the ages of 15and 65. Those who do not accrue a full benefit, for instance due to length
the periods abroad, can take art supplementary insurance 'purchase of pensions'.
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The second pillar

The supplementary pension in the second pillar is a condition of employment (an employee benefit). The
employers (organisations) and the employees (organisations) decide whether they wish to agree to a pension
plan. The social partners determine whether a pension agreement is to be entered into and also its contents.
They also enter into agreements with regard to the financing of the plan and may appoint a pension fund or
insurer to administer the pension plan. Administration by an insurer obviates the need for mandatory
participation.

Individual employees are employed in accordance with a collective labour agreement. Participation in a
pension plan is mandatory if the social partners have agreed to this in a collective labour agreement which
governs an individual employment contract. Mandatory participation means that the individual employee, in
principle, is obliged to participate in his or her employer’s pension plan (Proceedings of the House of
Representatives of the Dutch Parliament, 1996-1997, p. 7 and Staatsen Committee, 2003, p. 14). An employee
is therefore not entitled to leave the pension plan as an individual (Proceedings of the House of
Representatives of the Dutch Parliament, 1996-1997, p. 16). On the basis of mandatory participation in
accordance with the Industry-Wide Pension Funds (Mandatory Participation) Act of 2000, the employer may
be affiliated to the industry-wide pension fund of the branch of industry. Other professionals employed in a
particular industry may similarly be obliged to join a professional group pension fund in accordance with the
Mandatory Professional group Pensions Act.

Pension contributions are deducted from the employee’s gross salary. The level of these contributions is
determined by the executive board of the pension fund, on the basis of the pension plan. During the
negotiations on the collective labour agreement the social partners determine how the contribution is to be
divided between the employer and the employee. The collective labour agreement is usually declared to be
binding, but this does not apply to the pension plan, because the Collective Agreements (Declaration of
Universally Binding and Non-Binding Status) Act [Wet tot het algemeen verbindend en het onverbindend
verklaren van bepalingen van collectieve arbeidsovereenkomsten (Wet AVV)] does not apply to pensions. If a
particular industry has applied for mandatory participation and this has been granted, the employer in the
industry concerned is obliged to affiliate to the industry-wide pension fund. As aresult, not only does the
industry have the same pension fund, but also the same pension plan. The administration of the pension
plan is sometimes outsourced to an insurance company, an administration agency or an investment
institution, depending on the activities outsourced.
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The third pillar

Pensions in the third pillar are accumulated individually on the basis of capital funding. In this pillar, no
obligations apply to supply and demand, and market forces apply. Since this relates to individual products,
thereis no or little intergenerational, nor for that matter intragenerational, sharing of risk. With regard to
some products there is an investment risk. The contributions are tax-deductible for income tax, in so far as
they serve to cover a pension deficit, the so-called ‘factor A'. Only when these are paid out are the pension
benefits taxed, usually at the lower tax rates applicable at the time. This is referred to as the ‘deferred taxation
system’. The contributions can be used to purchase a lump sum policy which can be converted into annuity
insurance when the insured reaches the age of 65. This insurance consists of a lifelong annuity, whereby the
insurer bears the long-life risk. Providers in the third pillar are usually insurers.

Not only insurers but also banks operate in the market for individual retirement provision. They already do so
with pension mortgages, where a pension is financed from the future sale of the insured’s house. The
participants of the House of Representatives of the Dutch Parliament, Depla and De Vries, have tabled a bill
which would make it possible for banks to offer savings products in relation to pensions. However, it is
questionable whether banks will offer risk pooling between customers which would make the administration
costs comparable to those of insurance. It is still unclear to what extent their products are attractive to
customers. In addition, many insurers make use of brokers, which banks usually do not do because they have
their own office networks. As a result, savings could be achieved on commission. The extent to which this will
result in differences in rates is an open question (Hiele, 2006; Vestergaard 2006a and NRC, 2006).
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Since an increasing number of people are moving around on the labour market, they may incur a loss of
pension during their working lives. In addition, some people have not supplemented an incomplete state old-
age pension through the social insurance bank. Both groups, which are increasing in size, are potential
customers on the market for third-tier products, with which they can cover the risk of an incomplete pension.
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4.2 Terms and abbreviations

(Collective) defined contribution
(DC) plan

awage/ years of service plan with afixed employer’s
contribution (resulting in a uniform contribution which is
available for benefit payments)

DB

defined benefit

DC

defined contribution

uniform contribution

an equal contribution (as a percentage) based on the salary of
each participant

Financial Assessment Framework

Finanded Toetsngskader (FTK)

IFRS

International Financial Reporting Standards

IORP

Institutions for Occupational Retirement Provision

Pension and Savings Funds Act

Pensioen- en Spaarfondsenwet (PSW)

social insurance bank

Sociale Verzekeringsbank (SVB)

Industry-Wide Pension Funds
(Mandatory Participation) Act of
2000

Wet verplichte deelneming in een bedrijfs akpensioenfonds 2000
(Wet Bof 2000)

Mandatory Professional Group
Pensions Act

Wet verplichte berogogoensoenregeling (Wib)
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4.3 Professional group pension funds
Mandatory participation in accordance with the Mandatory Professional Group Pensions Act

In accordance with the Mandatory Professional Group Pensions Act [Wet verplichte berogpgoensioenregeling
(Wwb)], the representatives of professional group pension associations may ask the Minister of Social Affairs
and Employment to issue a mandatory participation decree. By this means, other participants of aliberal
profession are compelled to join a pension plan. The same applies to participants of professions who are not
participants of the professional association because they do not feel a need to join.

The differences between the Mandatory Professional Group Pensions Act and the Industry-Wide Pension
Funds (Mandatory Participation) Act of 2000 [Wet verplichte deglneming in een bedrijfstakpensioenfonds 2000
(Wet Bof 2000)] are as follows. Firstly, in the case of a professional group pension plan there are no two
parties, like an employer and an employee. A professional group pension plan comprises an agreement
reached by participants of the profession amongst themselves with regard to pensions. A professional group
pension association exists wherever an association is established for the sole purpose of providing a
professional group pension plan. A participant of the profession may be understood to be both a participant
of the profession who works independently and a participant of the profession in salaried employment. It is
up to a professional association to decide whether an professional group pension plan also applies to
participants of the profession in salaried employment. An professional group pension plan may include more
than one branch of a profession. In 2004 it was established that 11 professional group pension plans were
declared mandatory (Proceedings of the House of Representatives of the Dutch Parliament, 2003-2004a, p.
25). These pension plans include approximately 40,000 active participants, approximately 13,000 former
participants and approximately 14,000 pensioners. With regard to the number of other pension funds
(approximately 900), with approximately 5.3 million participants, the size of the target group of the
Mandatory Professional Group Pensions Act is small.

Finally, the Mandatory Professional Group Pensions Act covers more than simply declaring pension plans
obligatory. The Act governs everything with regard to obligatory professional group pension plans. The
Industry-Wide Pension Funds (Mandatory Participation) Act of 2000, however, only governs mandatory
participation. The latter Act must therefore be regarded in combination with the present Pension and Savings
Funds Act and its successor, namely the Pensions Act. The latter will most probably come into force on 1
January 2007. The Pensions and Savings Funds Act and its successor, the Pensions Act, contain the general
provisions relating to pensions, such as guaranteeing financial, individual and administrative security.



4.4 European case law in relation to Dutch pension funds

On 21 September 1999, the Court of dustice of the European Communities passed judgement in three Dutch
cases against industry-wide pension funds. These were the following cases: case C-67/96, Albany
International BV v. Stichting Bedrijfspensioenfonds Textielindugtrie; joined cases C-115-117/97, Brentjens’
Handelsonderneming BV v. Stichting Bedrijfsoensioenfonds voor de Handel in Bouwmaterialen; and case C-
219/97, Maatschappij Drijvende Bokken BV v. Stichting Pensoenfonds voor de Vervoer- en Havenbedrijven.

In these cases, on the basis of European competition law, the plaintiffs sought to obtain the contractual
freedom to insure pensions, in relation to which participation of an industry-wide pension fund was declared
mandatory (Thijssen, 2000). The most important grounds for the judgement are discussed below. In
assessing the three Dutch cases, the Court cited two older judgements, namely the judgements in Poucef et
Pigreand Fédération Frangaise

Poucet et Pidrerelated to an institution which administered health and maternity insurance, which had been
declared obligatory. This insurance entitled the insured to a benefit, which was the same for all beneficiaries.
The contributions which had to be paid by the participants were income related. A further characteristic of the
institution was that both health and maternity insurance, and retirement insurance, were administered on the
basis of a pay-as-you-go system. Within the institution, there were no ‘watertight partitions’ so that afinancial
deficit resulting from the administration of one plan would result in a proportional reduction in the benefits
for both plans. The Court ruled that this was a social institution to which European competition law did not

apply.

Fedération Frangaiserelated to an institution which administered a pension plan. Participation of this pension
plan was voluntary. The plan was administered on the basis of a capital-funding system. The level of the
benefits depended solely on the contribution paid and the investment returns realised on this. The institution
was a not-for-profit institution. The Court ruled that this was a company to which European competition law

applied.

On the basis of these judgements, the Court concluded in the Dutch cases that the industry-wide pension
funds, to which the proceedings related, displayed the following characteristics:

. the industry-wide pension funds determined the level of the contribution and of the pension benefits
themselves;

. the level of the pension benefits depended on the contribution paid and the investment returns
realised on these;

) the industry-wide pension funds applied a capital-funding system in administering the pension plan;

. on request, an exemption from mandatory participation was granted to other parties in the branch to
which a pension plan had applied for at least six months prior to the application for exemption;

o the power to grant an exemption, on request, with regard to mandatory participation to others in the

branch. The industry-wide pension funds have the power to grant an exemption in relation to
mandatory participation subject to conditions, such as the condition that the industry-wide pension
fund must be compensated for the ‘actuarial loss’ that the industry-wide pension fund incurs as a
result of granting the exemption;

o the industry-wide pension funds themselves decided on applications for exemption from mandatory
participation;

) the industry-wide pension funds were not-for-profit organisations;

o the administration of the pension plans was characterised by solidarity.
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In the light of the characteristics referred to above and the judgements in Poucet et Pistreand Fédération
Frangaiss, the Court ruled that the industry-wide pension funds must be deemed to be companies for the
application of European competition law. It may be assumed that this generally applies to mandatory
industry-wide pension funds and professional group pension funds because, in general, they have the same
or similar characteristics in relevant respects (Thijssen, 2000, p. 2). Comparable judgements were handed
down in the Albany, Drijvende Bokken and Brentjescases. The most important criterion is the solidarity
between participants, where the benefit is not based on the participants’ individual contributions. In so far as
Dutch industry-wide pension funds are able to meet this criterion, because they apply a pay-as-you-go
system, they are not companies in terms of the Competition Act. However, the Dutch industry-wide pension
funds are capital based. As a result of this the contributions and benefits are linked. For this reason they are
deemed to be undertakings in terms of the Competition Act.

The Court also ruled that applications to have participation declared mandatory are not governed by Article 81
of the Treaty due to their nature. In addition, the Court considered the fact that the decrees issued by the
Ministry of Social Affairs and Employment declaring participation to be obligatory are not legislative
measures which undermine free competition, so that such decrees do not infringe Article 81 of the EC Treaty
and, as an extension of this, Article 3 of the EC Treaty. The legal instrument of mandatory participation is
therefore allowed under the EC Treaty. The fact that pension funds which have been declared mandatory are
‘undertakings’ for the application of European competition law implies that the monopoly position which
they occupy on the market may not be ‘abused’, in terms of Article 82 of the EC Treaty. The ruling by the
European Court of dustice therefore implies a limitation on the freedom of pension funds which have been
declared mandatory when entering the market for the provision of pension insurance.

The above judgement relates to industry-wide pension funds. The following judgement relates to professional
group pension plans. Professional group pension plans, in contrast to industry-wide pension plans, do not
arise on the basis of collective negotiations between organisations representing employers and employees.
They are based on an agreement or a decision of an organisation of practitioners of liberal professions. The
Court of Listice of the EC ruled in a case™ relating to the professional group pension plan of medical
specialists in the Netherlands that professional group pension plans must be assessed on the basis of Article
81(1) of the EC Treaty. In the same judgement, however, the Court also concluded that, in the case at hand
the application submitted by a representative organisation of practitioners of a liberal profession, in this case
medical specialists, to the government to have participation of the professional group pension plan which it
had created declared mandatory, was made within the framework of regulations which correspond to a
system for exercising the authority to issue regulations in the area of social policy, which exists in various
Member States. According to the Court, the aim of such a system is to promote the accrual of supplementary
pensions in the second pillar and it contains a number of guarantees which the Minister must ascertain have
been taken into account so that the request by the practitioners of aliberal profession does not constitute an
infringement of Article 81(1) of the EC Treaty.

“2 Amendment to the Competition Act following the evaluation of the Act, House of Representatives of the
Dutch Parliament, 2004-2005, 30 071, No. 3, p. 12. ECJ 12 September 2000, bined cases C-180-184/98
(Paviov), ECR2000, 1-6541.
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5 Competition on the market for PIN contracts

Since 2004, PIN contracts have been transferred from Interpay to individual banks. As a result, the market
has undergone a structural change. The Financial Sector Monitor (FSM) conducted follow-up research in
2006 into competition on the market for PIN contracts. The conclusion is that the positive effects of the
change in the structure of the market are visible. The percentage of retailers that have switched to a different
provider of PIN services, or are considering doing so, has increased relative to 2005. The average PIN tariffs
which banks charge retailers have fallen by more than the one eurocent discount provided for in the Payment
Services Covenant [Convenant Betalingsverkeer]. PIN tariffs for smaller retailers, in particular, have fallen.

5.1 Introduction

In 2005, the FSM conducted research into the development of competition on the market for PIN contracts.
On this market, retailers enter into contracts for the processing of PIN transactions. In 2001, a total of 1.07
billion PIN transactions took place. The figure for 2005was 1.33 billion (Currence, 2005). In 2006, more than
125,000 PIN contracts were entered into by banks and retailers. This is comparable to the number of PIN
contracts in 2004.

The background to this research is the transfer of PIN contracts from Interpay to the individual banks in
response to the recommendations of the Wellink Committee (NMa, 20053, p. 33). The complete transfer of
PIN contracts to individual banks was completed in November 2005 (Novum, 2005). As aresult of this
transfer, retailers were able to negotiate with individual banks on the tariffs and other conditions relating to
PIN contracts. Since Interpay is no longer the provider of PIN contracts, retailers can choose a bank with
which they wish to enter into a PIN contract. The conclusion drawn in the Financial Sector Monitor 2005was
that there was limited but emergent competition on the market. However, it was not yet certain whether and
how this development would progress.

In 2006, the Financial Sector Monitor carried out follow-up research into the market for PIN contracts. There
are two reasons for monitoring this market again. Firstly, the effects of the recent change in the structure of
the market can be analysed in more detail, in so far as they have already become clear. Secondly, the
contracts in this market are often entered into for short contractual terms, so that annual monitoring is
relevant. This chapter presents the outcomes of this further research and answers the question how
competition on the market for PIN contracts has developed following the transfer of PIN contracts (from
Interpay to the individual banks).

The transfer of PIN contracts from Interpay to the banks means that a new market has emerged. Previously
Interpay was the only provider of PIN contracts. In the present market, retailers can enter into PIN contracts
with numerous providers (but no longer with Interpay). For this reason, a chapter on competition on the
market for PIN contracts as part of the annual theme of the Financial Sector Monitor 2006 is appropriate. In
this case, the new market has not emerged because the government has retreated, but because the structure
of the market has changed.
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Reader's guide

Section 5.2 discusses current developments on the market for PIN contracts, in so far as these affect the
process of competition. The most important results of this research in 2005 are summarised briefly in
section 5.3. The method of research applied in 2006 is discussed in section 54. The results of the Financial
Sector Monitor research in 2006 are discussed in section 5.5. This relates, on the one hand, to the switching
behaviour of retailers and, on the other hand, to the market outcomes, such as the development of PIN
tariffs. This chapter ends with conclusions in section 5.6.
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52 Current developments in electronic payment services

Payment Services Covenant

In 2005, a covenant was entered into by the banks, Platform Detailhandel Nederland (a platform for retailers
in the Netherlands) and Koninklijke Horeca Nederland (the branch association of the hospitality industry in
the Netherlands). This Payment Services Covenant stipulates, for instance, that a discount of one eurocent
(excluding VAT) is to be granted to retailers per PIN transaction. This discount applies to the rates applicable
at that moment with retrospective effect from 1 January 2005 and for an indefinite period. Individual banks
have the freedom to deviate from the discount scheme described in favour of individual retailers.

Following this Covenant, plans are also being made by market parties with a view to realising ‘socially more
efficient payment services’. Research by McKinsey & Company, commissioned by De Nederlandsche Bank
(the Dutch central bank) and the Dutch Bankers’ Association, analysed the income and expenditure of
payment services in the Netherlands (McKinsey & Company, 2006). This research shows that payment
services for private customers of banks are a loss-making business. This could be improved, for instance, by
afurther transition to efficient means of payment, such as the PIN card payment system. The business
segment, which is central to this chapter, on the whole makes a positive contribution to the banks’ results.

On the basis of the information provided by the parties, the NMa issued an informal opinion on the discount
scheme and the proposed consultation with regard to ‘socially more efficient payment services’. In this
informal opinion, the NMa stated that the discount scheme agreed in the Covenant does not appreciably
restrict competition (NMa, 2009). It is a discount of at least one eurocent (excluding VAT) on freely
negotiable tariffs. In addition, the banks are free to determine their own tariffs and higher discounts, so that
competition in relation to PIN tariffs continues to exist. The proposed consultation on measures to make
payment services more efficient is permissible, provided this does not have the aim or effect of restricting
competition.

A single European payment services market

The present Dutch payment system, such as debit cards, direct debit and ‘acceptgiro’ (preprinted credit
transfer forms) are presently in use throughout the country. The Directorate-General for the Internal Market
of the European Commission and the European Central Bank regard the present state of payment services as
very unsatisfactory because the potential of an internal European market (in terms of, for instance,
economies of scale and European market integration) are not being fully utilised (Stuart, 2006). A single
European payment zone, also referred to as the Single European Payments Area (SEPA), would facilitate
cross-border payments and make them cheaper. Furthermore, economies of scale would result in lower
tariffs for domestic payments. In concrete terms, SEPA would mean that private individuals could also use
their bank card in other European Member States and that European business customers could use a single
European administrative system for payments. The implementation of payment instruments and systems
which meet the SEPA standards (i.e. that are SEPA compliant) will start in 2008. The period up until 2010 will
be atransitional period. From 2010 onwards, all bank card payments (the present PIN system in the
Netherlands), debt collection orders and transfers will have to be SEPA compliant.** Chapter 6 discusses in

“ This is the timetable adhered to by the European Payment Council (EPC), a European consultative body of
large banks, which was set up within the framework of SEPA.
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detail the aim of achieving European payment services and the aspects relating to competition and market
forces which arise in this regard.
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5.3 Results of the Financial Sector Monitor research 2005

Before discussing the results of the research in 20086, this section briefly looks back on the Financial Sector
Monitor research for 2005 (NMa, 20053, p. 33 & saq.). The transfer of PIN contracts from Interpay to the
banks was completed (Novum, 2005) on 1 September 2005. The vast majority of retailers were well informed
of this change to the structure of the market. However, banks had still taken few steps to acquire new
customers through acquisition. Mainly small retailers automatically switched to a new contract with their
principal bank.

Small retailers had not yet seized the change in the structure of the market as an opportunity to negotiate
frequently with their bank on PIN tariffs. However, large retailers did do this. It also emerged that
negotiations produce significant results because the difference between the initial and the final bid
amounted, on average, to 7.4%. The searching and switching behaviour of retailers was limited in 2005.
Product bundling of PIN contracts and other banking services, and small tariff differences between banks
were the stumbling blocks in many cases.

The Financial Sector Monitor 2005 stated that the tariffs in that year had supposedly fallen slightly. This
conclusion was drawn with the necessary caution. Firstly, not all the contracts had been transferred on the
reference date. Secondly, as a result, tariffs were based on an estimate of the attainable volume. These were
so-called master contracts for franchisees. In this case, franchisors entered into PIN contracts with one or
more banks, so that the franchisees could benefit from tariffs and contractual conditions on the basis of the
transaction volume of the entire store chain. Finally, due to inaccuracies in the data, subscription charges
were not always taken into account, although these were charged by some banks.

92



54 Research method for the Financial Sector Monitor 2006

The respondents in this research (purchasers of PIN contracts) originate from various branches of industry
(automobile/ repairs, food retail, non-food retail and the hospitality industry). Although this group is broader
than the retail trade, the group is referred to in this chapter as retailers.

Data was collected for the research in 2006 in the following ways:

the searching and switching behaviour of retailers with a single contract was researched by means of
atelephone survey of atotal of 1,037 retailers. This survey was commissioned by the NMa and
carried out by the research firm, TNS NIPO. Single contracts are entered into by retailers who have
to negotiate with a bank on an individual basis. These retailers do not make use of group contractual
conditions entered into in accordance with master contracts. In general, these are the smaller
retailers: 79% of the retailers included in TNS NIPO’s research have fewer than 5employees; only
7% have more than 10 employees. The sample was not entirely random, but was drawn randomly
from strata according to the size of the company and the branch of industry. The results were then
reweighted for these variables, so that conclusions can be drawn with regard to the entire
population. This reweighting for the number of employees (Class of Persons Employed) and the
branch is the same as that used in NIPO’s research in 2004 (NMa, 2005a);

to gain a better insight into the searching and switching behaviour of retailers with a master
contract, the NMa sent a questionnaire to 20 large retailers in the Netherlands. Central to this
questionnaire was the tender process in relation to PIN contracts and the development and outcome
of the negotiation process between retailers and banks;

the PIN tariffs, subscription charges, types of contracts and conditions were considered on the basis
of data provided by banks in answer to a questionnaire sent by the NMa. This questionnaire was
sent to six large Dutch banks which enter into PIN contracts.
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In the discussion of the results, a distinction was made between retailers with single contracts and master
contracts. As mentioned above, single contracts are entered into by retailers that are not part of a chain of
stores. Franchisees, as part of a chain of stores, can often use master contracts which the parent company
(the franchisor) has entered into for the entire chain. The results also refer to large and small retailers. This
subdivision relates to the number of employees. In the section below, a distinction is made between small
retailers without employees, a middle group with between 1and 20 employees, and large retailers with 20 or
more employees.
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5.5 Results of the FSM research 2006

The FSM research 2006 assesses the level of competition on the market for PIN contracts on the basis of
indicators of both the behaviour of parties and the market outcomes (NMa, 2005, p. 8; see also the text box
‘Structural indicators of competition’ in Chapter 1). In relation to behaviour, the searching and switching
behaviour of retailers was considered. Active searching and switching behaviour may be an important
stimulus for the emergence of a competitive market. Providers would then be compelled to be more
competitive. The competition indicators relate to the development of tariffs for PIN contracts, the number of
types of contracts and the quality of service on this market.

PIN tariffs consist of various components. Generally these include the transaction-related tariff and the
subscription charges for payment terminals. In the case of some banks it is possible to agree so-called
package prices. In such instances, retailers pay a fixed price within a volume range of, for instance, zero to
100,000 transactions for the subscription, the transaction costs and often also for smartcard transactions
(referred to below as " Chipknip transactions"). For this research, package prices have been converted as
accurately as possible into a tariff per transaction. This results in a slight overestimate of the PIN tariff per
transaction because it is impossible to separate all components of the package prices from the transaction-
related tariff. In addition to charging a transaction-related tariff and subscription fees, banks also had the
possibility of charging admission fees or connection fees for payment terminals.

551 Behavioural indicators: switching behaviour of retailers

The research performed by TNS NIPO examined the search and switching behaviour of retailers with single
contracts. On the basis of a sample taken from more than 1,000 retailers, the group of switchers and retailers
who considered switching was selected first. They were presented with a questionnaire, charting their reasons
for deciding in favour of or against switching, also dealing with obstacles encountered in the process.

Approximately 12% of retailers with a single contract reconsidered their contract this year and considered
switching to a different bank. Ultimately more than 5% of the retailers entered into a contract with a different
bank. Compared to the previous research by TNS NIPO, the switch rate had increased slightly (from 3% in
2004 to 5% in 2006).

Reasons for switching

The most frequently mentioned reasons for switching to a different bank are the relationship with the bank
(44%) and the level of the PIN tariffs (40%).* This is shown in Table 5.1. In the case of those who entered
into a new contract, the result of the switch is observable mainly in lower tariffs for, and a better relationship
with, the bank (Table 5.2). A ‘better relationship with the bank’ includes, for instance, better contact with the
account manager or a better match between the package of products and the preferences of the retailer.
Large retailers with more than 20 employees refer mainly to lower transaction-related PIN tariffs. Sole
traders, on the other hand, refer only to lower subscription charges as the result of switching (Table 5.2.). It is
understandable that small retailers focus on subscription costs in the negotiations because in their case a

* In the ‘other’ category, for instance, proximity of a branch office of the bank and the convenience of
"everything at a single bank" were mentioned.
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low volume of PIN transactions constitutes a relatively large part of the total cost of PIN transactions.® It
may as well be the case that this group of retailers also thought that the subscription charges included the
fixed package prices for PIN transactions. In this case, retailers pay a fixed price within a certain transaction
category (see the introduction to section 5.5).

The tariffs and conditions of other products and services of other banks are not often referred to as a reason
for switching (17%). This may indicate that bundling products for retailers is not the main reason to switch.
Only large retailers, which have more than 20 employees, refer frequently to the tariffs and services of other
products as a reason for switching (59%). Moreover, if the results of switching are considered, this group of
retailers does not appear to have been successful in negotiating lower tariffs or better conditions for other
products and services (see Table 5.2).

Table 5.1 Reasons for switching to a new bank per Class of Persons Employed as percentages

Class of Persons Employed 1 1-20 20+ Tota
Relationship with the bank 33 2 21 44
Level of tariffs for PIN transactions, of which: - 49 141 40
- transaction-related tariff - 23 100 20
- subscription fee - 26 41 20
- volume discount - - - -
Tariffs/ conditions of other products - 23 0 17
Other 33 44 - A
No information 33 9 - 13

Source: TNSNIPO, 2006

Note Numerous answers to this question are possible. As a result the percentages may exceed 100%.

Table 5.2. Result of switching to a new bank per Class of Persons Employed in percentages

Class of Persons Employed 1 1-20
Better relationship with the bank - 50
Lower tariffs for PIN transactions 33 48
- transaction-related tariff - 28

- sUbscription fee 33 20

- higher volume discount - -
Tariffs/ conditions of other products/ services - 29
Better conditions for the PIN contract - 17
Other - 11
No information 67 44

Source: TNSNIPO 2006

Note: Numerous answers to this question are possible. As a result the percentages may exceed 100%.

* Of the sole traders, 67% have between 100 and 1,000 transactions a year and 33% between 1,000 and
2,900 a year.
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Reasons for not switching

For the group of retailers with a single contract that considered switching but for the time being have
remained with the same bank, the level of the tariff was referred to most frequently as the reason for
considering other providers (94%). In addition, the relationship with the bank (25%) and the tariffs of other
products and services (22%) were a reason to consider switching. Ultimately, 45% of the retailers considered
the tariff differences too small to warrant switching. In addition, the relationship with the bank and
convenience were decisive factors as regards the decision to remain with the same bank (30%). Both factors
may be interpreted as switching costs. In the case of retailers with a master contract, the relationship with the
bank appears to be important: in more than 50% of cases, the choice is determined by the wish to remain
with the principal bank. For a group of almost the same size, the level of the tariff was a key factor when
making a decision.

The bundling of products and services and the convenience of a single principal bank may hinder searching
and switching behaviour. From the research carried out last year it appears that 68% of retailers that
negotiated with numerous banks stated that purchasing other products was a requirement (NMa, 20054, p.
37). The majority of retailers with a single contract did not appear to experience any (further) hindrances to a
possible switch in 2006. Only 2% of retailers stated that they had considered switching, but that this was
impossible due to the above-mentioned bundling of products. Retailers with a master contract hardly
mentioned the total package of banking products and services as a reason for their choice of bank.
Nevertheless, the relationship with the bank is important to retailers. Research carried out as early as
2004/2005 showed that retailers often opt for the convenience of purchasing all their banking services from a
single principal bank. Franchisors often enter into numerous master contracts with a view to franchisees that
are customers of various banks.

Expected switching behaviour in the coming years

In the case of retailers who have switched, 24% expect to transfer their PIN contract again in the coming
years to a different bank while 64% do not expect to do so. Of the group of retailers with single contracts,
who have only considered switching, 55% expect to transfer their PIN contract to a different bank in the
coming years. No further consideration was given to retailers who have not switched to a different bank up
until now, as part of this research. However, it is possible that these retailers will switch to another bank in
the coming years.

552 Competition indicators: PIN tariffs, types of contract and quality of service

As was stated in the introduction to this section, the competition indicators relate to market outcomes. The
Financial Sector Monitor research in 2006 focused, on the one hand, on developments in the tariffs of PIN
contracts and differences in the tariffs between banks and, on the other hand, in the development in the
number of types of contract and the quality of the services provided.
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Development of PIN tariffs

A high level of competition would exert downward pressure on the level of prices in the market for PIN
contracts. Suppliers of PIN contracts will attempt to charge the lowest possible price by minimising costs or
by reducing their margins to retain and/ or expand their customer base. Interpay used to be the only provider
of PIN contracts. As aresult, only two tariffs existed for two types of contract based on different
communication connections: Datanet and Beatel (NMa, 20053, p. 37). The tariffs for PIN contracts are
expected to fall or have fallen due to the introduction of competition between banks.

Table 5.3 provides an insight into the development of PIN tariffs in 2006. These are tariffs in eurocents,
excluding VAT, and the discount in accordance with the Covenant. These are PIN tariffs for various types of
contract: single contracts with ex antefixed tariffs, with tariffs based on expos realised volumes or fixed
package prices (a combination of a subscription fee and a transaction volume). The master contracts have a
fixed tariff which is determined beforehand by the banks.*® To calculate the average PIN tariffs, if necessary, a
precise estimate of the transaction-related tariff and the subscription costs per transaction is required for the
various types of contract. This also allows comparison of the package prices and the PIN tariffs of other types
of contract. Single contracts and master contracts are reported at an aggregated level in this table due to the
confidentiality of the data. The tariffs are subdivided according to transaction volume (a so-called ‘volume
scale’). In the case of variable tariffs per transaction category, the banks calculate an average tariff per
transaction category. The spread of these variable tariffs in the transaction category were also requested in
the data request by means of quartiles. On the basis of these quartiles it is possible to conclude that the
spread per transaction category per bank is low. From this it can be concluded that the average transaction
tariff for all PIN tariffs is representative of all contracts in a transaction category.

The results for 2006 must be interpreted with caution. Firstly, it is difficult for some banks to provide an
overview of PIN tariffs per contract at the level of the holding company. This is due to the architecture of the
ICT systems and administrative regulations of these banks. Secondly, the average PIN tariffs do not take
account of the type of communication connections. This was not possible due to the banks’ administration
systems. There are different types of communication connections, such as Beatel and Datanet, with different
PIN tariffs. The communication connection, Datanet, is more advanced than Beatel. As a result, transactions
can be processed quicker and the cost of this is assumed to be lower. Thirdly, banks deal differently with
subscription fees. Some banks grant a 100% discount on subscription fees, while other banks charge a fixed
tariff per month or per payment terminal, or a variable tariff per transaction.

Table 5.3 Average PIN tariffs for retailers (in eurocents, excl. VAT, excl. the Convenant discount of
EURO0.01)
Volume scale Interpay (2003)1 Banks (2005  Banks (2006)
1-100,000 6.38 6.56 6.14
100,000 - 500,000 595 6.48 508
500,000 - 1,000,000 561 597 529
1,000,000 - 5,000,000 536 4.92 4.88
> 5,000,000 503 4.73 4.65

Source: NMa, 2005, p. 39 and FSM research 2006

6 Realised volumes may deviate in retrospect from the transaction volumes estimated beforehand. Often the
retailer is allocated to a different scale category in the following contractual year. A retrospective levy is also
possible.
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1 In 2003, atotal of 1.157 billion PIN transactions were realised. Due to this considerable volume, Interpay
granted a national discount of 15% to all retailers.

It can be concluded from Table 5.3 that the total average PIN tariffs (of single and master contracts
combined) continued to fall. A small fall in the average price of procuring services from Interpay is partly the
reason. Afall in PIN tariffs is also confirmed by the questionnaire sent to large retailers with master
contracts. The sharp fall in the transaction category 100,000 — 500,000 is partly caused by a more accurate
calculation of the average tariff for this category. This was possible because the data provided were of a better
quality. Even if this aspect is not taken into account, a fall still occurred in this segment. The fall in tariffs was
greatest in the categories with small transaction volumes. The underlying data shows that the cause of this
fall in tariffs can be found in the fall in the tariffs of single contracts. These were relatively large compared to
the fall in the tariffs of master contracts, the average PIN tariffs of which remained aimost constant. After a
fall in the tariffs of master contracts (by more than one million transactions) in 2005, the fall in tariffs in 2006
continued, in particular, amongst contracts with smaller transaction volumes.

Differences in tariffs between banks

Table 5.4 provides an overview of the differences in tariffs between individual banks. This table shows the
relationship between the most expensive and the cheapest individual PIN contracts per volume category in
2005 and 2006, broken down according to single and master contracts. Package prices and a tax free foot in
combination with subscription costs resulted in inaccuracies in the transaction categories 0 — 100,000 and
100,000 — 500,000 transactions. A tax free foot means that retailers do not pay a transaction-related tariff up
to a certain number of transactions. In the case of a very small number of transactions, relatively high
subscription costs may result in high transaction tariffs, since these are discounted on the basis of a small
number of transactions.

Despite the two observations above, it can be concluded from the table that differences between the banks
continue to exist in 2006. This applies to both single and master contracts. With regard to 2005, there is less
variation in tariffs in relation to single contracts. In the case of master contracts, the variation between the
banks has increased, with the exception of the largest PIN contracts.

Table 54 Relationship between the average tariff of the most expensive and the cheapest bank
Single contracts Master contracts
Volume scale 2005 2006 2005 2006
1-100,000 1.85 1.96 1.49 1.88
100,000 - 500,000 1.21 1.40 1.05 1.45
500,000 - 1,000,000 1.37 1.07 1.09 1.50
1,000,000 - 5000,000 1.11 1.01 1.03 1.50
> 5,000,000 1.04 1.03 1.05 1.02
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Retailers with a master contract reported that the scope for negotiation with their bank was limited.
Nevertheless, it appears that the outcome of the negotiation process did not always depend on the
transaction volume. A number of retailers with a relatively low transaction volumes were able to negotiate a
lower tariff than other larger retailers. It can be concluded from this that not only the transaction volume, but
also the individual negotiations and circumstances of retailers can be a key factor when determining the
transaction tariff.

Differentiation in contractsand the quality of services provided

Due to the different types of contract, a better match can be found with the preferences of different types of
retailers. After the transfer of PIN contracts from Interpay to the banks, numerous types of contract emerged.
Interpay offered two tariffs on the basis of different communication connections (Beatel and Datanet). In the
new situation, numerous types of contract are possible. These include contracts with fixed and variable tariffs
and contracts which distinguish between exanteand ex pog tariffs on the basis of the volume of transactions.
The number and different types of contract remained the same in 2006 compared to 2005. Statements by
retailers with regard to service confirmed the suspicion that the present types of contract meet the
preferences of retailers. Further customisation for individual retailers is already occurring or does not seem
to be necessary.

In addition to tariffs, the quality of services provided gives providers the opportunity to differentiate
themselves from their competitors. Such differentiation includes, for instance, banks which offer a helpdesk
function in the event of malfunctions and services related to the installation of new payment terminals. The
question is whether individual banks differentiate in the quality of the individual services they provide, for
instance in the case of malfunctions or the installation of new payment terminals. Retailers with simple and
master contracts generally state that, with regard to the provision of services, no changes have occurred
compared to the previous situation with Interpay as the provider of PIN contracts. Only a few retailers refer to
an individual agreement with the respective bank with regard to the speed with which a transaction is
processed.*

“" The processing of PIN transactions is still carried out by Interpay. However, the banks can differentiate
themselves in the services they provide by, for instance, mediating when payment terminals malfunction or
with regard to the installation of new payment terminals. Banks do not yet differentiate in this way.
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5.6 Conclusion

Competition on the new market for PIN contracts has developed further in the second year after the transfer
of PIN contracts from Interpay to individual banks. The change in the structure of the market which took
place in 2004 has had a positive effect on the level of competition in the market for PIN contracts.

In 20086, retailers searched more actively than they did in 2005 for a suitable PIN contract. Approximately
12% of retailers switched to a different bank or considered doing so in 2006. The percentage of retailers who
actually switched to a different bank increased from 3% in 2005to more than 5% in 2006. Their most
important reasons for doing so are lower PIN tariffs and a better relationship between the customer and the
bank. Product bundling with other products and services formed less of a barrier for retailers who consider
switching to a different bank compared to the findings of the research in 2005. However, in contrast to
retailers, the banks have not yet been actively involved in acquiring new customers. On balance, no major
shifts occurred in the number of PIN contracts per bank.

The average tariffs of PIN contracts which banks charged retailers fell compared to 2005. This fall is a direct
consequence of the one eurocent discount in the Payment Services Covenant. Even if this discount is
excluded, the total tariffs of PIN contracts slightly fell. This fall is mainly the result of the fall in the tariffs of
single contracts.

It may be concluded that the differences in PIN tariffs between banks continue to exist. The variation in
tariffs, in comparison to 2005, has decreased in the case of single contracts, but increased in the case of

master contracts.

The development in the area of a European market for payment services, which is discussed in chapter 6, will
affect the market for PIN contracts. In this regard, the NMa will continue to monitor this market.
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6 En routeto European payment services
|

The Single European Payment Area (SEPA) is to be introduced in 2008. The aim of SEPA s to create asingle
European payment area for cashless payments. This should result in cheaper and easier domestic and cross-
border payments, as well as in the eradication of any difference between domestic and cross-border
payments. Payments will be harmonised according to standards agreed to by the banks themselves. To
realise these objectives, the market parties involved are co-operating intensively. This chapter examines the
way in which the introduction of SEPA, which in itself is a favourable development, is accompanied by risks
relating to competition and the operation of market forces.

6.1 Introduction

Payments within the European Union represent 231 billion transactions a year, worth a total of EUR 52 billion
(EC, 20090) in both cash and cashless payments. Cashless payments include cheques, direct debits, credit
transfers and debit and credit card payments. Efficient and safe payments facilitate the purchase of goods
and services and are therefore essential for the optimal functioning of a modern economy. Efficient and safe
payment systems also have a favourable effect on the competitive strength of the financial sector and
consequently result in an improvement in the competitive strength of the European economy.*®

The Single European Payment Area (SEPA) is to be introduced in 2008. The aim of SEPA is to create a single
European payment area for cashless payments. The cashless payment systems within the European Union at
present are national by nature. In other words, domestic payments are settled per Member State through a
national payment system. The legal, technical and financial rules applicable to the payment infrastructure for
making domestic payments within the European Union have not been harmonised (fully) at European level.
Compared to domestic payments, cross-border transactions rarely occur and represent only 3% of the total
number of transactions (EC, 2005, p. 4).*° On the one hand, this is the result of the fact that most
transactions take place between domestic parties. On the other hand, however, it is the result of the absence
of an efficient European payment infrastructure. The absence of an efficient European payment infrastructure
is expressed, for instance, in relatively high tariffs for cross-border payments in the (large) business segment
and in relatively long transfer times for cross-border payments between certain countries.

The aim of SEPA is to bring the cost of cross-border payments to the same level as the cost of domestic
payments. An additional aim is to reduce the cost of payments across the board. Lower transaction costs for
banks and other companies ultimately result in lower tariffs for consumers if there is sufficient competition.
In concrete terms, the introduction of SEPA means that, for the first time, consumers will be able to use the
payment instruments at their disposal throughout Europe without incurring additional costs. Secondly,
consumers will have access to pan-European payment products, such as the debit cards of all European
banks. Thirdly, as far as consumers and companies are concerned, it will mean the optimisation of

48 The favourable effect on competitive strength means that the financial sector, as a result of the
development of a single European market, could grow, with a positive effect on the European economy as a
whole.

“ A figure of 3% seems very low due to the size of the international trade flows. However, this excludes intra-
group transactions which take place, for instance, within multinationals.
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transaction speed both national and cross-border payments. Finally, with regard to the settlement of
transactions, companies will be able to choose from all the European providers and will be able to optimise
their own administrative systems and payment flows due to the eradication of national borders.

European policy

The Directorate-General for the Internal Market of the European Commission (hereinafter ‘the European
Commission’) and the European Central Bank (ECB) regard the present state of payment services as most
unsatisfactory because the potential of an internal European market (in terms of, for instance, scale
advantages and European market integration) is not being fully utilised (Stuart, 2006). European market
integration will make it possible to realise economic advantages. On the basis of the introduction of a single
European currency, an attempt is being made to realise a single European payment area for cashless
payments, so that a de facto currency union exists not only for notes and coins, but also for cashless
payments.® In any event, the intention is for the Member States which have introduced the euro to
participate in any event and, if possible, the other Member States of the European Union and the three other
Member States of the European Economic Area (EEA) as well.

The arguments in favour of realising a single European payment area are as follows (EC, 2004 en 20050):

o national payment systems in their present form are expensive: the costs incurred by banks are high
due to inefficiency resulting from the lack of an optimal scale and the absence of competition;

o consumers are confronted with fragmentation and have only limited access to EU-wide products and
foreign (European) providers;

. companies experience difficulties due to fragmentation, as a result of which their financial
administrative systems cannot be optimally designed;

o the realisation of economies of scale through the realisation of shared payment standards,

procedures and infrastructures.

The development and implementation of SEPA mean that a new market will emerge for payment services for
private individuals and companies. In this regard, this chapter is appropriate to the theme of the Financial
Sector Monitor 2006. Parties on this market no longer act at a national level, but at a European level. This
chapter examines whether risks to competition will emerge in the process of transition from a national
payment market to SEPA. An additional aim of this research is to identify issues for further research.

Reader's guide

This chapter will discuss aspects of the endeavour to create a single European payment system, which relate
to competition and the operation of market forces. The analysis of these aspects is based on a card payment
system. In the Netherlands, this relates to electronic PIN payments. This perspective has been chosen
because the economic issues relating to competition with regard to payment systems can be concretely
identified by applying these in relation to card payment systems. Although this chapter focuses mainly on
card payment systems, the principles and conclusions also apply to other payment systems, such as the
credit transfer payment system and the direct debit payment system. The same analytical framework can be
applied to these systems.

® The ECB and the European Payments Council (EPC), the deciding and coordinating body of the European
banking sector in relation to SEPA, refers to the Single Euro Payment Area. As a result, the group of
participating countries is possibly smaller. In this publication, the name used by the European Commission
is used: Single European Payment Area. In a joint declaration, the European Commission and the ECB also
referred to a Single Euro Payment Area (EC and ECB, 2006).
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Section 6.2 deals with the development of SEPA and discusses the policy developments and possible
economic advantages. However, SEPA also brings risks. To identify these clearly, the present risks to
competition at national level are described in section 6.3. After all, there is a link between these risks and the
disadvantages of SEPA in terms of risks to competition, as discussed in section 6.4. In addition to
competition risks, the implementation of a single European market for payments may also giverise to
(negative and positive) welfare effects from the broader perspective of the operation of market forces. The
chapter closes in section 6.6 with conclusions on the probabilities and risks of SEPA. A description of the
basic concepts and functions of the card payment system follows in Appendix 6.1. The most important
definitions of terms used in this chapter are included in Appendix 6.2.
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6.2 The development of SEPA

With regard to the development of SEPA, this section pays attention, in turn, to the legal framework - the so-
called '"New Legal Framework (NLF)' -, the areas in which SEPA may generate advantages, the size of these
advantages and the roadmap for the realisation of SEPA. Any doubts or disadvantages from the perspective
of competition are discussed in section 6.4.

6.2.1 New Legal Framework

In order to realise a single European market for payment services, the European Commission has proposed
the New Legal Framework (NLF),%" in which a more lenient licensing regime would apply to providers of
payment services which do not qualify as banks: the so-called 'Payment Institutions'.® Harmonised
behavioural criteria will also apply to all providers of payment services (EC, 2005). This relates, for instance,
to transparency, the maximum processing time of transactions and minimum liability criteria. These criteria
are meant to contribute to creating a European level playing field for market parties, the necessary protection
of the users of payment services, the security of payment transactions, an increase in the efficiency of
payment systems and sufficient legal certainty for all parties involved. Within the statutory framework of the
NLF, the financial sector, in imitation of the euro as a single European currency, may of its own accord realise
the common payment area, SEPA, within which (domestic and cross-border) euro payments can be made
throughout the EU in a comparable manner. The national central banks will ensure that there is a uniform
clearing system for all transactions in the eurozone, both domestic and foreign.

The large European banks, like the European Commission, the ECB and the national central banks, have
stated that cross-border and domestic payments must be cleared in the same way in the future (ECB, 2006,
p. 4). At present, and in accordance with Regulation 2560/2001, it is already the case that tariffs for electronic
payment transactions below EUR 12,500 are the same, irrespective of whether these are domestic or cross-
border payments. This regulation came into force on 1July 2002 (EC, 2001). Since 1 uly 2003, in addition to
payment transactions, domestic and cross-border transfers below EUR 12,500 may not be subjected to
different tariffs.® In the case of banks, the cost of cross-border transactions, however, is still much higher
than the cost of domestic transactions (EC, 2005a en 2005).

* The concept of a'market' is used as a general economic term in this chapter. This is not a reference to the
relevant market defined in terms of competition law.

® The New Legal Framework denotes the provisions set out in the Proposal for a Directive of the European
Parliament and of the Council on payment servicesin the internal market (EC 200%0). In addition to the New
Legal Framework, the proposal is also referred to as the Payment Services Directive. The regulations
proposed by the European Commission have the status in law of a directive. A European directive does not
automatically result in uniform provisions in the Member States, but possibly to different types of
implementation of the directive in each Member State.

® The boundary amount of EUR 12,500 was increased on 1January 2006 to EUR50,000. However, the data is
required to contain the international standardised banking number (IBAN) and the international
identification code (BIC); otherwise equal treatment with regard to tariffs is not guaranteed.
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With a view to implementing SEPA, the European banks set up the European Payments Council (EPC) in
2002. On the basis of self-regulation within the EPC, the banks agree to standards and processing
arrangements for the various payment systems. These agreements relate to credit transfers, direct debits and
card payments using bank cards (DNB, 2004 and Stuart, 2006).

6.2.2 Advantages of SEPA

The (possible) advantages of SEPA are economies of scale, increasing competition and the more efficient use
of payment instruments. These advantages are discussed below.

Economies of scale

The introduction of SEPA may generate economies of scale. The physical infrastructure and the development
of ICT systems for the processing of payment transactions, as well as the development of the product
standards which are necessary for payment services, are characterised by relatively high fixed costs. The
processing of alarger number of payment transactions on the basis of harmonised product standards may
result in lower costs per transaction. These scale advantages can mainly be realised on the national markets
which, at present, have a relatively low transaction volume.

Differences in (technical) product standards within the European Union prevent acquirers, issuers,
processors and providers of payment terminals from operating efficiently at European level.* This relates, in
particular, to standards for data exchange and security standards. ICT and communication systems for the
processing of payments differ and are consequently not compatible. As a result, the cost of payments
incurred by banks - and therefore also by retailers and consumers - are higher than necessary. The
harmonisation of product standards may contribute to an improvement in efficiency through the realisation
of economies of scale.

The (international) business sector, as a purchaser of payment services, is hindered by the fragmentation of
payment services. As a result, companies cannot design the financial administrative systems they use in an
optimal way. After all, companies which are active in numerous countries have to take into account national
differences in systems and regulations when designing their so-called 'payment factory'.® In SEPA, this would
no longer be necessary. Finally, companies would realise economies of scale since SEPA would make it
possible to enter into a single contract with a bank for payment services throughout Europe, whereas at
present companies have to enter into contracts with various banks in each Member State.

Increasing competition

In ajoint declaration, the European Commission and the European Central Bank stated that the introduction
of the euro will only be completed when consumers, companies and governments are able to make cashless
payments using a single series of payment instruments from a single current account throughout the entire
eurozone, irrespective of their location. All this has to be possible as easily, efficiently and safely as payments
are currently made in the national context (EC and ECB, 2006). In other words, card payments, direct debits
and credit transfers must be changed to comply with minimum European standards, so that they can be

% The different functions of the parties in the payment system are explained in Addendum 6.1 on the basis of
practical examples.
® A payment factory is a central system for the clearing of payments.
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accepted throughout the eurozone. Payments which meet these criteria are referred to as being ' SEPA-
compliant'. This harmonisation may increase the cross-border competition between banks. Banks will be able
to enter various national markets more easily, possibly resulting in a reduction of tariffs for payment services
for European business and private customers. After all, consumers are currently still confronted with
fragmentation, and only limited or no access to products offered throughout the European Union or to
providers from other Member States. A Dutch private individual purchases his or her payment services, for
instance a Dutch product such as a debit card, from a Dutch bank. The considerable variation in tariffs for
payment services, which currently exists in Europe, suggests that afall in tariffs would be possible if cross-
border competition were to increase (EC, 2006c¢, p. 90). In addition to economies of scale, cost advantages
of other types may also be achieved, such as access to other (cheaper) European products and services.

However, there is also arisk that competition will be limited. If the standards to be developed offer
insufficient scope for individual providers of payment services to enter into alternative agreements with each
other, they will restrict competition. On the basis of such alternative agreements, for instance, providers may
offer a higher level of service, or may offer cheaper services outside the standard. In this case, it will be
necessary to assess whether the standards meet the criteria for exemption contained in section 6(3) of the
Competition Act or Article 81(3) of the EC Treaty.

More efficient use of payment insruments

The introduction of SEPA has been partly seized on as an opportunity to stimulate electronic payments - by
means of more efficient tariffs - as an alternative to relatively expensive cash payments.® Cash payments are
characterised by relatively low fixed costs and high variable costs. On the other hand, electronic payments
have relatively high fixed costs and low variable costs (Ten Raa ef al., 2001). In the Netherlands, cash
payments appear to be more efficient than PIN payments for transactions below EUR 11.63. For transactions
above EUR 11.63, PIN transactions are cheaper, while the instrument of the Chipknip has the lowest social
costs of all payments (DNB, 2004). The security level of Chipknip transactions is, however, lower than PIN

payments.

However, it is also generally acknowledged that modern electronic payments promote consumer spending
and economic growth. According to studies by, for instance, Visa International and the Commonwealth
Business Council, each increase by 10% of the share of electronic payments in the economy would stimulate
consumption by at least half a percent (EC, 2005q).

Transparent pricing may give consumers and companies an incentive to use the most efficient payment
instruments. If steps are taken within the framework of SEPA to ensure that banks are given the right
incentive not to engage in cross-subsidisation when setting their tariffs, customers will choose the most
efficient payment method. The Commission attempts to achieve this by proposing limits on indirect tariffs, in
particular by limiting the float (the time within which a transaction is realised) and by altogether prohibiting
the use of value dates (the use by banks of a different value date for calculating interest on the balance). The
countries with a relatively large number of (cash) payments will benefit most from a more efficient method of
payment due to the scale of transactions.

% In actual fact, the issue of efficient tariffs is separate from the development of SEPA. However, this issue is
often linked to the development of SEPA, since direct tariffs will be promoted simultaneously in all European
Member States through SEPA. SEPA offers the possibility of addressing these topics at European level.
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Extent of the advantages according to the European Commission
The European Commission attempts to estimate the potential advantages per annum and, in doing so, has

distinguished six positive effects of SEPA (EC, 2005a; Cap Gemini, 2005 and GPF, 2006):

1. if all Member States are able to increase the use of electronic payment instruments to the level of the
three countries in which these payment instruments are used most at present (Finland, Iceland and
Norway), this will generate additional profit for banks of EUR 5.3 billion a year;

2. the integration of the European payment system will stimulate the competitive strength of the
financial sector and will give banks the opportunity to reduce the ratio of expenditure and income of
payment services at present, the income/ expenditure ratio of banks is, on average, 64%. Excluding
payment services, the income/ expenditure ratio of banks is, on average, 55%;

3. the European Commission estimates the scale advantages as a result of the harmonisation of
products and infrastructure to be EUR 10 billion a year. In making this estimate, the European
Commission assumes that SEPA will result in a fall in the cost per transaction to a level which is 20%
above the present lowest cost level in Europe;

4, SEPA may offer companies the possibility of integrating electronic payments into their electronic
business processes (for instance, e-invoicing). The European Commission estimates that the resulting
advantages to companies will be in the order of magnitude of EUR 50 billion to EUR 100 billion a year;

5 an increase in competition, as a result of SEPA, will enable retailers to purchase payment services
from the most competitive provider. In particular, retailers will benefit from cross-border competition
between banks with regard to acquiring services for bank cards and, as a result, will realise cost
savings of 4% to 5% of the sales value of each transaction;

6. the eradication of the differences between the national payment systems and the convergence of price
levels implies potential revenues for consumers and companies. Assuming that the tariffs will move in
the direction of the present (and weighted) average tariff level, this will generate substantial
advantages for users in the countries with the highest tariffs. These advantages are estimated to be at
least EUR 13 billion and at most EUR 29 billion a year.

A number of remarks need to be made with regard to the above quantification of the advantages of SEPA by
the European Commission. With regard to the size of the estimated advantages, for instance, the question is
to what extent possible market dominance of parties on the various relevant product markets has been taken
into account in the assumptions on which the quantification is based. In addition, the question arises as to
who will benefit from the advantages realised. Since the first three advantages consist of lower costs for
banks, the degree of competition determines whether these advantages will ultimately be passed on to users.

A further remark concerns the expected level of service of the payment systems. This relates, for instance, to
the speed and security with which transactions are processed and the support provided if the system
malfunctions. This service level is determined partly by regulations and EPC standards. If this level is higher
than the present average service level in Europe, it is questionable whether the tariffs will converge on the
average tariff level. Doubts may also be raised with regard to the substantiation of the other assumptions on
which the above-mentioned quantification is based. For instance, is it realistic to assume that all countries
can increase the use of electronic payment instruments to the level achieved in Finland, Iceland and Norway?

It therefore seems justified to state that SEPA offers advantages, compared to the present fragmentation of

national markets for payment services. However, the quantification and realisation of the above-mentioned
potential advantages of SEPA are accompanied by uncertainties.

6.2.3 Roadmap

The roadmap according to which the EPC intends to realise SEPA is based on the development and
coordination of the further design of this European market and the technical specifications of the payment
systems during 2005 and 2006. According to the EPC's roadmap, the implementation of payment
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instruments and systems, which are SEPA-compliant, is to take place from mid-2006 to mid-2007. From 1
January 2008 onwards, the national markets for payment instruments are to be transformed into a European
market for payment instruments. As of this date, the large banks will actively offer SEPA-compliant products,
initially for cross-border payments. From 2008 onwards, all providers of payment services will gradually
migrate to SEPA system and a single European market for payment services will be realised. This means that
in the period from 2008 to 2010, all card payments, as well as for instance debt collection orders and bank
transfers, will be SEPA-compliant throughout the entire eurozone.

There are probably only three potential providers of payment services in SEPA, namely MasterCard
(Maestro), Visa (V-pay) and the Berlin Group (EPCA Conference, 2006 and Berlin Group, 2006). Fourteen
parties active in the bank card sector participate in the Berlin Group, including the Dutch company Interpay.
The Berlin Group has reportedly provided common technical specifications for the development of a SEPA-
compliant, international platform which will promote the efficient processing of card payments. Licensing
organisations and processing parties (Interpay, 2005) are participants in this platform. In some countries,
such as the United Kingdom and Switzerland, most banks have already drawn the conclusion that it is best
for them to migrate to Maestro or Visa for their card payments. The Belgian banks have also announced that
they are going to replace their card payment system in 2008 with Maestro's international system (European
Card Review, 20086, p. 6).

6.3 Competition risks in national payment systems

In addition to advantages, SEPA can imply certain disadvantages, namely risks relating to the level of
competition. With a view to clarifying the risks at European level, this section analyses the national risks to
competition in more detail. The following section then assesses these risks at European level.

The risks to competition can be analysed on the basis of the description of card payment systems in
Appendix 6.1. These risks are explained below.

Corporate governance model, membership criteria and prohibition on co-branding of payment systems
Competition risks may arise due to barriers to entry. These barriers to entry may be the consequence of the
corporate governance structure chosen, membership criteria and the prohibition on co-branding. These
aspects are explained in more detail below.

Firstly, payment systems are sometimes characterised by a corporate governance structure which possibly
distorts competition between members. A payment system usually has principle members and affiliate
members. Principal members are often the owners of the standards and products used, while affiliate
members only participate in payment standards. The Directorate-General for Competition of the European
Commission (DG Competition) gives two examples of anti-competitive corporate governance models (EC,
2006b). In some payment systems, the so-called affiliate members are required to provide information
unilaterally to the principal members. In other payment systems, the decision-making power in relation to
matters such as interchange fees, the regulations and the technical specifications of the system lies with the
principal members.

High contributions for payment systems restrict entry and, by doing so, the opportunities for various
providers to offer issuing activities. This applies mainly to small banks and niche players with small volumes.
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DG Competition has ascertained that the membership fees within the European Union vary from nil to EUR6
million and accordingly, in the light of the homogenous cost structure, are not determined objectively (EC,
2006b, p. 102). Contributions should also be determined on the basis of clear, objective and transparent
procedures and decision-making processes by the entity responsible for this within the payment system. A
standard contribution, based on actual costs and applicable to all the members, is possible. If such a uniform
amount is too high, however, this may act as a barrier to entry for small parties. In this case, from the
perspective of competition, it may be attractive to discriminate against large parties by charging them a
higher contribution than smaller parties.

Secondly, the membership criteria of payment systems may constitute barriers to entry. For instance,
approximately half of the national payment systems in the European Union require issuers and acquirers to
be financial institutions. International payment systems also impose this requirement. In several national
payment systems, processors may be active as acquirers (EC, 2006b). The requirement that issuers and
acquirers must be financial institutions is imposed by the sector itself in many Member States.

Due to the home-country principle, credit institutions may be active through branch offices or cross-border
service provision in Member States other than the Member State which issued them with alicence. As a
result, in the event of direct entry, there are no or hardly any barriers to entry for banks from within the
European Union. However, national payment systems, as private parties, sometimes explicitly or implicitly
require issuers and acquirers to be physically present in the respective country. This requirement applies
implicitly, for instance, where the owners of payment standards stipulate that issuing and acquiring is only
permitted if current accounts are also offered. In this case, a barrier to entry exists.

In the case of parties which are not financial institutions, the above-mentioned requirement (being a financial
institution) for obtaining alicence is a clear barrier to entry. It should be noted in this regard that in relation
to payment services - that is, not holding financial balances for lengthy periods - the question arises as to
how necessary this requirement is from the point of view of stability. When the proposed New Legal
Framework comes into force, with its separate licence for non-banking providers of payment services, it may
have a negative effect on the assessment of membership criteria under competition law, if the present
membership criteria (which require a member to be a bank) are not amended.

In the case of entry through a merger or acquisition, the existence of barriers to entry is more subtle. National
central banks, after all, have the power to prohibit a cross-border merger or acquisition in accordance with
Article 16 of the European Banking Directive (EC, 2000). At the moment of writing, the European
Commission is revising these regulations. It is expected that the conditions under which a merger or
acquisition can be prohibited in the future will be formulated more strictly to prevent improper use.

Finally, there is a barrier to entry as a result of the prohibition on co-branding. This means that buyers of a
card have access to numerous brands. An example of this is the Dutch debit card, the so-called 'pinpas,
which can also be used for the brand (and technical standards of) Maestro. Some payment brands prohibit
co-branding of brands on a bank card with alternative standards/ brands of different providers. This occurs
both at national level (at which this usually happens implicitly) and at international level (at which this is
generally explicitly prohibited). However, in 2001 the so-called exclusivity rules of Visa and MasterCard were
deemed to be anti-competitive by the Directorate-General for Competition of the European Commission (DG
Competition) (NMa, 2005, p. 81). According to DG Competition, co-branding promotes entry to payment
systems and therefore competition.
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Vertical integration

Some of the national payment systems in the European Union are characterised on the one hand by vertical
integration of ownership of the payment standard or brand and, on the other hand, of certain technical and
financial services of the payment system (such as processing or acquiring). Vertical integration may reduce
(potential) competition between providers of technical and financial services (ECA, 2006, p. 33and Annex 7).
If the present providers of these services are also the owners of the payment standards, they will, after all,
have an incentive to keep new entrants out of the market by raising unnecessary barriers to entry. If the
purpose of vertical integration is to improve efficiency, it need not be a problem with regard to competition.

In alarge number of Member States, the criteria for entry are determined on the basis of some form of self-
regulation. In addition, the regulatory institution may be closely related to the owners of the payment
standard, for instance, because the owners of the payment standard are themselves members of the
regulatory institution, or they are members through an association.

Self-regulation offers opportunities for raising unnecessary barriers to entry, which gives rise to areal risk
(ECA, 2006).

Finally, it should be noted that vertical integration may also have a positive effect on competition because it
may be a source of efficiency and may prevent double marginalisation. 'Double marginalisation' refers to a
situation where, in the case of a dominant position in two or more links in the chain, the splitting of a
vertically integrated part of a payment system may result in the emergence of double profit margins. As a
result, it is possible that, in relative terms, the price will be too high and too few goods will reach the market,
as compared to a situation which is characterised by a single integrated company. The final price in the chain,
in this instance, will be lower in the case of vertical integration, which will benefit the buyer of the payment
service.

Accessto payment infrastructure

Access to all the various parts of the payment infrastructure, such as processing and clearing activities, and
to its networks of cash dispensers (ATMs) is essential to enter the payment services market. The separate
parts are explained below.

Access to processing and clearing facilities is a necessary condition for banks (and other parties if they wish
to offer payment services. Due to the existence of economies of scale, multilateral or central clearing and
processing facilities are generally preferable to a system of bilateral agreements. This may result in a
dominant position on the market, which may in turn give rise to the charging of excessive tariffs or the
excluding of certain parties that wish to enter the market. DG Competition of the European Commission
draws attention to this in its sector inquiry into the retail banking industry (EC, 2006c¢, p. 152). In many cases,
anumber of different activities are also bundled within certain parties, such as clearing and processing or
branding and processing. Bundling such activities may strengthen a dominant market position even further.
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In addition to the above-mentioned positive aspects, entry into the market for payment services may become
even more difficult precisely because of the absence of a central clearing facility with accompanying
multilateral clearing agreements. This has a negative effect on competition. After all, new entrants depend on
bilateral agreements with banks which do not have an incentive to co-operate with potential competitors.
This may result, for instance, in delays in obtaining access to payment services. Entry can be accelerated by a
standard clearing contract with transparent general conditions and simultaneous negotiations with parties
who are already active (Interpay, 2006b).

Limited competition in relation to acquiring and processing

Thereis arisk that owners of a payment standard may broaden their joint activities to include more than just
the necessary (technical) aspects. In many Member States of the European Union, banks form joint ventures
for their acquiring activities in relation to international payment systems such as MasterCard and Visa (EC,
2006b). Jint ventures in relation to acquiring services also exist in national payment systems. Such joint
ventures remove the competitive pressure on tariffs in relation to the retail trade because they result in just
one provider of the respective payment standard.

Interchange fees

Some European card payment systems apply multilateral interchange fees (MIFs). ‘Thisisa collectively agreed
tariff which banks charge each other for carrying out these services in relation to a transaction. Asa rule, thisispaid
by the acquirer to the issuer’ (NMa, 2005, p. 68). Due to their collective nature, multilateral interchange fees
attract the attention of competition authorities (NMa, 2005, p. 68). In the Finandial Sector Monitor 2005 for
instance, the NMa draws the following conclusions with regard to (multilateral) interchange fees (NMa,
2005, section 6.6):>

1. an interchange fee cannot be based simply on the costs of issuers or acquirers because the resulting
level is not necessarily optimal from a welfare perspective. In this regard, theoretical economic
analysis does not imply some of the demands made at present in respect of interchange fees in
competition-related cases;

2. empirical research is necessary to determine the extent to which the two-sidedness of (electronic)
payment systems determines the tariffs which the various users pay;

3. various countries reach different conclusions with regard to the anti-competitive effects of interchange
fees and the criteria which interchange fees must meet if they are to be approved under competition
law. A general framework for analysing the effects of interchange fees is of considerable importance.

In addition, DG Competition states that its sector inquiry shows that interchange fees are not necessary for
the proper functioning of a card payment system. In this regard, DG competition wonders to what extent
these charges are used as a means of skimming the profits of retailers (EC, 2006b). With regard to the third
conclusion mentioned above, DG Competition concludes in its sector research that interchange fees may
have the purpose or affect of creating barriers to entry (EC, 2006b). National banks in a Member State may
agree a low interchange fees, while at the same time foreign banks are confronted with a high interchange
fees if they wish to offer acquiring services in this Member State. As aresult, (potential) entrants incur higher
costs for their acquiring activities and an unnecessary barrier to entry exists.

¥ See NMa, 2005, chapter 6, for an overview of the economic theory and matters in relation to competition
law with regard to interchange fees.
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Five groups of competition risks in relation to national payment systems have been discussed above, namely
the corporate governance model, vertical integration, access to the payment services infrastructure, limited
competition in acquiring and processing, and interchange fees. The following section discusses the extent to
which and the way in which these risks occur on a European scale.
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6.4 Competition risks in relation to SEPA

Competition risks at national level can also occur in the new European market for payment services. This
involves competition risks with regard to the creation of a new European market for payment systems. An
additional point requiring attention is the transition from national payment systems to SEPA. This risk is first
explained, after which the specific competition risks in relation to SEPA are discussed, based on the same
structure as used in section 6.3.

Transtion from national payment sysemsto SEPA

SEPA will result in a fundamental change in the structure of the market for payment services. Market parties
will have to adjust their services in line with this. The practical implementation and benefits of a transition
from national standards to European standards are not yet known. Market parties have an incentive to
resolve this dilemma through joint and coordinated action. This coordinated transition can only be accepted
if the agreements reached meet the criteria of competition law.

Advantages of SEPA and effect on competition

For the development of, for instance, payment standards, the EPC has drawn up rules for the implementation
of SEPA. These rules contain agreements with regard to payment standards and the processing of various
payment instruments. Where these agreements fall under Article 81(1), Article 81(3) offers the opportunity to
make an exception, subject to cumulative conditions. Where economic and social advantages outweigh the
disadvantages of the effect on competition, certain agreements are legally permissible (Slot & al., p. 84).
Article 81(3) of the EC Treaty, after all, stipulates that the prohibition on cartels in Article 81(1) of the EC
Treaty does not apply (for instance) to agreements which contribute to improving the production or
distribution of products, or to advancing technical or economic progress, provided a fair share of the
advantages arising from this is passed on to users and:

o without imposing restrictions on undertakings which are not indispensable in achieving these
objectives; and,
o without giving undertakings the opportunity to eliminate competition with regard to an appreciable

number of the products involved.
In this case, the parties must show, among other things, that the efficiency gains compensate for the
restrictions on competition.

Membership requirements of payment s/stems

As was discussed earlier, the parties must be members of a payment system in order to be able to use it. The
previous section summarised a number of barriers to entry in the national payment systems, as a result of
the governance structure chosen, the membership criteria of a payment system and the prohibition on co-
branding. The introduction of SEPA may partly eradicate these above-mentioned barriers. If the payment
systems are integrated at European level, barriers to entry between national markets disappear. Thereis a
risk, however, that small banks within SEPA will have less of a say in the agreements on payment standards.
There is also still abarrier to entry for banks from outside the EEA.

From the perspective of competition, not only membership criteria, but also the level of concentration of the

market for payment systems, are important for the level of competition on the market for payment services.
Two contradictory effects appear to be active within SEPA, which affect market concentration. The first effect
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is the emphasis placed within SEPA on relatively cheap electronic payment instruments (compared to cash
payments and non-electronic cashless payments). The lower cost of payment instruments will possibly result
in lower barriers to entry for new (potential) providers. Increased (potential) competition may also result in
higher efficiency and lower tariffs for end users. The second effect is due to the existence of economies of
scale in the payment systems, but also due to the fact that parties are constantly in search of cost savings to
increase their profits. Realising scale advantages and cost savings leads automatically to a certain level of
market concentration. Excessive market concentration increases the risk that an individual or joint dominant
position will arise (EC, 20064, p. 13).

It is not clear a priori which of the two above-mentioned effects dominates. Furthermore, the design of the
market structure of SEPA may result in the absence of competition between payment standards. It is
possible, after all, that the present national payment standards will be brought within a single Europe-wide
standard, as aresult of which only one payment standard for debit cards and one payment standard for credit
cards will exist within SEPA. In such a situation, only competition between various payment brands is
possible within this single payment standard. As was described earlier, only two or three payment brands are
expected to be active on the market.

Vertical integration of ownership of payment standards

As was mentioned in section 6.2, the banks will draw up rules for SEPA in the EPC. Interbank processing
agreements will be set out in these rules in relation to the most important payment instruments. As such, the
rules will constitute a payment standard. the EPC consists of European banks and banking federations. The
banks are usually active both as acquirers and issuers. Both factors mean that, as in the case of many
national payment systems, there is a certain degree of vertical integration within SEPA. As aresult, there is
also arisk to competition within SEPA.

With regard to vertical integration, DG Competition of the European Commission rightly notes that
separating the ownership of payment standards from other activities which take place within the framework
of payment systems must be considered in the future when SEPA is implemented (EC, 2006b). The EPC
supports a separation between the payment standard and the infrastructure, as the point of departure for
SEPA (the EPC, 2004). The European competition authorities also support such a separation of activities
because this would result in more competition between providers of infrastructure. In this regard, it is
assumed that the contract for processing activities of the payment standard will be put out to public tender.
Greater competition will then result in greater efficiency and lower tariffs for end users.

Furthermore, a separation of the payment standard and infrastructure may (partially) eliminate possible
negative effects on innovation. Vertical integration may provide negative incentives for innovation, both with
regard to payment standards and infrastructure companies. After all, if competition exists between payment
brands, the owners of these brands will have an incentive only to opt for a processor they are closely linked
with. As aresult, issuers and acquirers may have little freedom of choice with regard to infrastructure
companies (processors and clearing parties) and competition in these markets may be limited. In the long
term, this may have a negative effect on innovation since the incentive to opt for a provider of infrastructure
in order to innovate may be restricted. After all, even without innovation this party already has the confidence
that it will be chosen.

Finally, due to cross-holdings in the current market, incentives may arise for members of the present national
payment standards to opt for infrastructure companies in which they have interests, even if the products and
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services offered by these companies are not the best. In the long term, this effect may have the same
consequences for innovation as those described above, unless these shareholders decide to sell their shares.
In certain cases, this will also happen due to strategic considerations based on expectations with regard to
the consolidation of infrastructure companies. This would be the case, for instance, when several
shareholders expect the particular infrastructure company only to survive in the long term on the European
payment services market if it is acquired by a consolidated European infrastructure company.

Accessto payment infrastructure

As was described above, there is arisk to competition due to the restricted access to payment systems - in
particular, the payment infrastructure. With regard to SEPA, one solution may be a so-called two-track policy
in relation to membership of a payment system. Several Member States apply such a two-track policy at
present. The specific nature of this policy may differ considerably from one Member State to the next. Often a
distinction is made in some way between direct and indirect membership. In Belgium, for instance, banks
which are direct members have a contractual obligation to protect the interests of indirect members. This
policy can be compared to a system of third-party access, as applied in various network sectors. Large banks
are therefore obliged to offer access services, which allow access to payment systems at the wholesale level
to small banks. A comparable system exists in Germany. In all cases, direct (or complete) membership is no
longer considered necessary for achieving effective competition, provided, at least, no discrimination is
practised with regard to the access services offered.

Interchange fees

When SEPA becomes a reality, the importance of coordinated competition regulation at European level will
increase, since market parties may otherwise be confronted with differing approaches to competition law by
Member States. This is the case, for instance, in relation to the assessment of multilateral interchange fees
under competition law.
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6.5 Prosperity effects of SEPA

Apart from the competition risks associated with SEPA, there are also a number of different types of aspects
relating to the operation of market forces in connection with the introduction of SEPA. This section discusses
the prosperity effects of the transition to SEPA from this perspective.

Weighing security against the cost of the payment s/stem

With regard to payment systems, the security of a payment transaction and the cost of the transaction have
to be weighed against each other. For instance, a higher level of security results in stricter security in relation
to the transportation of money and more accurate verification of the payment instrument offered to avoid
counterfeit notes and/ or bank cards. Also in the case of pure cashless payments, security is a key element in
the design of SEPA. A higher level of security results in an increase in costs. The choice of the ratio between
security and the cost of a national payment system depends on the preferences of end users of the payment
services for the price/ quality ratio of payment systems. If these preferences differ from one Member State to
the next, setting a European payment standard within the framework of SEPA may mean that the desired
diversity in price/ quality ratios cannot be realised within the framework of SEPA. The value which end users
attribute to the payment system - or the consumer and product surplus - will decrease as a result.

Innovation

In addition to the possible negative effects on the level of prosperity viewed from a static perspective,
determining a European payment standard within the framework of SEPA also affects the level of prosperity
from a dynamic point of view. The dynamic consequences for the level of prosperity in relation to product
innovation may be both positive and negative. On the one hand, European payment standards may eliminate
the incentive to innovate if the standards determined make it impossible to implement the desired
innovation at national level. On the other hand, European payment standards may stimulate innovation
because innovation which is consistent with these standards can be implemented on alarger scale. As a
result, innovation for the European market will be more profitable than innovation for a national market. The
return on innovation may be greater on the European market. As a result, the incentive to innovate will be
greater for market parties and will occur more often.

Deferment of investment

During negotiations between the European banks extending over many years with regard to the development
of rules for payment standards and the processing of various payment instruments, there has been no
incentive for issuers, acquirers, processors and providers of payment terminals to make investments. The
absence of this incentive is due to uncertainty about the choices to be made with regard to European
payment standards and therefore uncertainty with regard to the criteria which future European card payment
systems must meet. During this period, this will have a restraining effect on competition on the market for
payment services and therefore on innovation and the freedom of choice of retailers and consumers.

Loss of efficiency

At present, differences in the efficiency of card payment systems exist between countries which are not the
result of economies of scale. Given a certain price, the quality (in terms of speed and security) of payment
transactions delivered in one country differs substantially from the quality in another. The introduction of
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European payment standards within the framework of SEPA may therefore have a short-term effect on a
number of countries, whereby their efficient national payment system will be replaced by a less efficient
European payment system. This relates to both costs and the security of the present systems. An example is
the Dutch direct debit payment system. This system is very efficient because authorisation is not verified
automatically prior to each transaction. Only if the customer of the party issued with a mandate complains
does such verification take place. In other Member States, this payment system is characterised by automatic
authorisation verification per transaction, as a result of which these systems have a higher degree of security,
but also higher costs. In the past, Dutch banks have expressed an expectation that the security requirements
of the European payment system for debt collection orders will be characterised by higher security
requirements than the present system in the Netherlands.

Increasing competition: opportunities for consumersto switch

The harmonisation of product standards may increase cross-border competition between banks and
consequently result in a reduction in the tariffs for payment services for the average European. However,
neither the New Legal Framework, nor the rules drawn up by the EPC, make it possible for consumers to
switch to a bank in a different Member State for payment services. The International standardised structure
for bank account numbers (IBAN) and the international bank identification code ( BIC) simplify individual
cross-border payments, but this in itself does not represent a complete internal market for payment services.
Although IBAN and BIC were also introduced by the rules drawn up by the EPC for domestic payments, bank
account numbers continue to contain bank-specific characteristics. European bank account number
portability is not possible at the moment partly for this reason. As aresult, cross-border competition and the
realisation of a single European market for payment services have not been completed.

Demand substitution due to price transparency

Afinal possible (positive) prosperity effect is that price transparency may give consumers and companies an
incentive to use the most efficient payment instrument, which is the European Commission's aim with
regard to SEPA. This will mean an increase in the use of electronic payment instruments at the expense of
cash payments and the use of cheques. The cost of payment services will fall as aresult and, if there is
sufficient competition, (some of) these cost savings will be passed on to end users. In particular, countries
which already have a considerable volume of transactions may profit from this.

This section shows that SEPA will result not only in competition risks but also in prosperity effects. These
effects relate to the weighing up of security and costs, the extent and deferment of innovation, aloss of
efficiency, increasing competition and the price transparency of payment instruments. The total effect of this
is not clear yet.
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6.6 Conclusions

The realisation of a single European market for payment services (SEPA) may offer banks, private individuals
and businesses three advantages. Firstly, economies of scale can be realised: the high fixed costs of payment
systems are divided among a large number of transactions and the cost per transaction will therefore fall.
Due to the disappearance of national borders with regard to the technical infrastructure, greater competition
is possible between the providers of payment systems (despite the fact that the legal infrastructure will still
be based on (harmonised) national provisions with regard to payments, in accordance with the New Legal
Framework). Both aspects result in lower costs for the processing of transactions. Thirdly, SEPA offers the
possibility of using payment instruments more efficiently. This means that, as a result of greater price
transparency, consumers will be directed towards more efficient payment instruments. As a result, payment
services as a whole will become more efficient.

However, the implementation of SEPA also gives rise to a number of competition risks. On the basis of this
scan, the following aspects are identified as competition risks. Firstly, there is the transition from a national
to a European payment system. This may provide an incentive for market parties to coordinate their activities
in relation to the transition, whereby social welfare gains must be weighed up against the possible restriction
of competition.

Secondly, the EPC, as the organisation which draws up the payment standards, depends on the banks which
offer payment services in accordance with the standards. Such dependence is a threat to the efficient
functioning of the payment system, for instance because an incentive may arise to raise barriers to entry. In
any event, the rules drawn up by the EPC will therefore have to be checked with regard to their implications
under competition law.

Thirdly, competition between various payment brands within a certain payment standard is crucial for the
emergence of an efficient European market for payment services. The unbundling of payment brands and
processing activities, the facilitation of co-branding and the encouragement of interoperability of various
payment systems and network services may contribute substantially to the emergence of sufficient
competition between payment brands.

Finally, it is important that the frameworks for assessing interchange fees in the various Member States are
coordinated. These identified competition risks provide input for further research, in which these issues will
be worked out in more detail.

The other prosperity effects of SEPA - such as differences in preferences and the loss of efficiency - differ per
Member State and may be both positive and negative in relation to the various Member States. For this
reason, prosperity effects may obstruct the emergence of payment systems at European level. After all, no
single Member State will simply be willing to accept any negative effects on prosperity.

Up until now, payment systems have been national. The introduction of SEPA will cause a new market to
emerge on a European scale. From the perspective of competition, it is important to monitor providers on
this market closely and to analyse the extent to which risks arise with regard to infringements of the
Competition Act or analogous parts of the EC Treaty. The most important risks are the risk of barriers to
entry, concerted practices and the anti-competitive bundling of products and services. Drawing attention to
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these risks in good time means the probability of actual infringements can be limited. In this chapter, the
NMa has identified a number of issues for further research. It will continue to monitor developments in
relation to the implementation of SEPA critically.
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6 Appendices
6.1  General description of parties and functions in card payment systems

To obtain an insight into the changes which the establishment of SEPA will imply, it is important to obtain
some insight into the different functions of parties in relation to payment services. This appendix provides a
description of the parties (banks, processors, providers of network services, clearing and settlement
organisations, retail traders and consumers), who are involved in the card payment system and their
activities.

The model described below does not cover all payment products, such as the Dutch products Incasso and
Acceptgiro. However, in general terms, the functions and principles described also apply to other payment
systems. By way of an illustration, in addition to the description of these parties and examples taken from the
Dutch situation, alist of terms and definitions of the various concepts is included in Appendix 6.2.

Thefirst part of this appendix provides an overview of the activities which these parties perform in a card
payment system. Figure 6.1 gives a schematic representation of a card payment system.®

Payment standard (payment scheme)

A payment standard consists of a number of minimum conditions which parties have to meet, who wish to
offer payment services to retailers and consumers. These are the so-called issuers and acquirers, which will
be discussed in more detail in the descriptions below. A standard may, for instance, specify minimum
security requirements or technical requirements aimed at guaranteeing the interoperability of various
payment systems. Under such a standard, the parties may offer payment products and services if they have
obtained a licence for this from the manager of the payment standard. This manager also certifies providers
of support services, such as processors, clearing houses and providers of payment terminals that wish to
offer their products and services in accordance with the payment standard. In some countries, this standard
is developed and managed by the government. In other countries, such as the Netherlands, this occurs on
the basis of self-regulation.

Payment product (brand)

The owner of a payment product - often referred to as the 'brand owner' - is a party which offers payment
products on acommercial basis on the market for card payment services. In practice, these are often referred
to as 'brands’ due to the brand which is associated with the product. The owner is responsible for the
management and further development of the technical product specifications and the marketing and
promotion of the brand. Brand owners usually also make further technical and commercial demands on the
parties who wish to offer payment services on the basis of the respective brand or payment product.
Examples of a payment product or brand are PIN (owned by Currence) and maestro (owned by MasterCard)
(Currence, 2006 and Maestrocard, 2006).

% |n reality, even more functions can be identified. For the purposes of this chapter — namely research into
competition risks which occur in relation to SEPA — this limited description is sufficient. This figure is an
expanded version of the schematic representation of the market for PIN transactions (NMa, 2004, figure
6.1).
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In the Netherlands, Currence B.V. is the owner of the jointly owned payment products PIN, Chipknip,
Incasso/ machtigingen and Acceptgiro. Currence was set up on 1January 2005 by the eight major banks in the
Netherlands. The organisation is also responsible for certifying parties which apply for licences and for
issuing licences to parties which enter the payment services market. Currence is therefore not only the owner
and manager of the standard, but also the provider of a product (Currence, 2006).

Figure 6.1
Parties in a card payment system
Source: ECA, 2006, p. 26.

Provider of network services
Cash dispenser
Cash dispenser

Acquirer
Retailer
Provider of payment terminals

Payment product (brand)
Processor

Clearing party
Settlement party

Issuer
Consumer

Cash dispenser
Cash dispenser

Payment standard

Issuersand acquirers

An issuer is a party (usually a bank) which issues debit and credit cards to its customers (consumers). An
issuer is also often responsible for authorising the payments which its customers initiate with the respective
cards and also administers the account of the cardholding customer. In general, issuers offer their customers
the possibility of using cash dispensers, both in their own networks and in the networks of other issuers.

In the case of a card payment system, a bank (acquirer) enters into contracts with retailers that wish to offer
their customers the possibility of paying with such a card. These are, for instance, PIN contracts for retailers
whom customers wish to pay by means of a PIN transaction. The acquirer guarantees payment to the retailer.
In addition to contracting retailers for participation in the card payment system, an acquirer may also offer
them specific additional services, such as data reports. In exchange for these services, in addition to the PIN
tariff, the retailer usually pays a fee per transaction.
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Transaction-related tariffs are also paid between acquirers and issuers or between issuers in a number of
cases: the so-called interchange fees (NMa, 2004, p. 92).

Processor

The processor is responsible for processing the payment transactions and the accompanying data
transmission. In addition, the processor is often responsible for switching (verifying the correctness of data
and verifying the balance) for banks.

Clearing party

A central clearing party calculates the net amounts which the various banks involved in a card payment
system (in their function as the insurer and acquirer) owe each other for a certain period (for instance, daily).
The clearing party then informs the settlement party (see below) and the banks involved of these amounts. A
clearing party may be both privately owned or may be owned by the national central bank. In addition, a
clearing party may work for one or more types of payment products and brands and, on the other hand, one
or more clearing parties may be active for a particular payment product or a single brand.

Instead of one clearing party or numerous clearing parties with the accompanying multilateral clearing
agreements (in a single Member State), bilateral clearing agreements (in a single Member States) may in
theory exist for a payment system. However, most European Member States have a single clearing party
which serves numerous product markets. In some cases, numerous parties exist alongside each other, which
complement each other and do not compete directly (EC, 2006¢, p. 139 and NMa, 2005).

In the Netherlands, Interpay is the only processor of payments and is therefore responsible for clearing
transactions for all payment instruments. In anticipation of the development of SEPA, Interpay has
announced that it will merge with the German Transaktionsinstitut fir Zahlungsverkehrsdienstleistungen AG.
Through this merger, Interpay aims to achieve greater scale and the accompanying efficiency advantages, as
aresult of which it will remain an attractive processor for banks (Interpay, 2006a).

Settlement party

The settlement party, often the national central bank, is responsible for paying the net amounts calculated by
the clearing party and, by doing so, settles the mutual claims of the issuers and acquirers involved. In the
Netherlands, the central bank is also the settlement party. The real-time gross settlement system, TOP, is
used for domestic interbank cashless payments. The Dutch Central Bank is the owner of TOP. Cross-border
payments are settled through a European system, known as Target, to which TOP belongs as one of the 15
European systems. The European System of Central Banks is the owner of Target (Ledrut, 2005and DNB,
2006).%

Providers of network services

The providers of network services are responsible for the physical network used to process payment
transactions. Both fixed networks, for instance telephone or cable networks, and wireless networks, for
instance mobile telephone networks, can be used to process payment transactions.

® As of 1anuary 2007, Target 2 is to replace the present decentralised technical structure of the Target
system with a single technical platform; see http://www.ecb.int/ pu b/ pdf/ other/ target2-2005en.pdf.
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6.2 Terms and definitions in relation to payment services

For more information on processes on the market for card payments, please refer to chapter 6 of NMa, 2004

and chapters 3and 6 of NMa, 2005.

Payment system

Payment standard

Cash dispensers/ Automatic Teller
Machines (ATM)

Payment terminal

Payment product/brand

Processing (processor)

Switching (party)

Clearing (party)

Settlement (party)

Issuing bank (issuer)

Acquiring bank (acquirer)

Co-branding

All the parties, services and processes in relation to payment
services, for instance the electronic card payment system (the
PIN system in the Netherlands).

The minimum conditions with regard, for instance, to technical
and security aspects, which products and services in the
payment system must meet. This is a condition for
participation in payment services. If banks meet these
conditions, they become members of a standard. The payment
standard is being developed at European level by the European
Payment Council. At national level, standards are developed by
the major banks.

Equipment owned by a bank which dispenses cash.

Payment terminals operated by retailers
A brand under which payment services are offered, for instance
Maestro and PIN. It is possible to provide numerous products

under a single brand.

The entire data transmission in relation to switching, clearing
and sometimes settlement.

The verification of data with regard to its correctness and the
verification of the cardholder's balance.

The netting of debt positions between banks.

The crediting and debiting of outstanding positions of banks

after clearing.

The cardholder's bank.

The bank with which the retailer has entered into a contract for
electronic payments.

A combination of numerous brands in relation to a single
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payment instrument, for instance the brand PIN and Maestro
on Dutch bank cards. This bank card meets the standards of
two payment brands, namely PIN and Maestro.
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7 Conclusions

In the previous chapters, conclusions were drawn in relation to each subsector. In this concluding chapter,
the insights of the previous chapters are set out only in so far as they extend beyond individual markets and
are relevant to the theme of ‘New Markets, New Risks’.

7.1 New markets

New markets may emerge as a result of new products or services, or due to innovation on the demand or
supply side of the market. The previous chapters described how the trends of the retreat of the state and
individualisation are resulting in the emergence of new markets, such as health insurance, disability
insurance and pension products. Changes in self-regulation or government regulations may result in new
markets, such as that for PIN contracts and the Single European Payment Area (SEPA).

As the chapters show, new markets are not always entirely new. The market for PIN contracts, in so far as it is
anew market, is new in the sense that customers previously had to deal with a single provider of PIN
contracts. As aresult, there was only a limited degree of competition. The product traded on this market,
namely PIN contracts, already existed. Since 2004, negotiations have been conducted by all customers and
new providers on this market. Another largely new market is the market for disability insurance for the self-
employed, since the basic insurance had previously been provided by the state.

A partially new market is, for instance, the market for health insurance. Since all policyholders - both
individually and as members of groups - have greater contractual freedom, this market is developing.
Although the market for individual pension insurance is not new, it is changing due to the increasing demand
for supplementary pension products. Furthermore, there are new providers, originating both from pension
companies which have been hived off, and from the banking sector. New relationships between parties which
were previously not active or were hardly active at all on the market for the administration of group pension
plans have also emerged.

Depending on the degree to which a market is new, it is affected by adjacent markets. The market for PIN
payments may serve as an example. Retailers have already developed relationships with a principal bank for
gaining access to various banking services. It is therefore relatively easy to add a PIN contract to the package
of services that has been agreed upon with the principal bank. Therefore, it is to be assumed that shares in
the markets for business current accounts and debt collection services have an effect on shares in the market
for PIN contracts. To ensure the proper functioning of the market for PIN contracts, existing relations in
adjacent markets must not lead to barriers to switching in new markets. For the time being, retailers have
stated that they are not experiencing any barriers to switching owing to contractual conditions. However, they
consider the overall relationship with their bank to be of considerable importance. As de facto switch rates are
consequently found to be low the NMa advises close monitoring of this market.

The use of customer databases for marketing purposes is another example of the effect of adjacent markets.
If existing parties make use of their customer databases to approach potential customers in a new market,
the new market may in effect not be a ‘level playing field'. For this reason, the Dutch Association of Insurers
[Verbond van Verzekeraard filed objections with De Nederlandsche Bank (the Dutch central bank) when the
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pension insurance companies Careon and Loyalis used the customer databases of their parent companies,
PGGM and ABP (the two largest pension funds).

Where new markets fail to develop, yet another problem occurs. The market for disability insurance for self-
employed people and the market for supplementary WIA benefits exemplify this. In such situations, the
question arises whether demand is lacking or suppliers - individually or jointly - have decided not to provide
for existing demand. In the latter case, this may constitute an infringement of the Competition Act.
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7.2 The retreat of the state and new markets

Where the state withdraws and space for the emergence of new markets opens up, two possible scenarios
may apply. The first concerns a situation in which the government fails to take any initiatives in developing
new markets. The second involves a government which stimulates parties to engage in market development
activities. In the latter case, it is very probable that suppliers on adjacent markets will enter the new market
because they are the most obvious parties for the government to contact.

This section discusses the second scenario, which occurred, for instance, when the Invalidity Insurance (Self-
Employed Persons) Act [Wet Arbeidsongeschiktheid Zelfstandigen (WAZ)] was revoked (see chapter 3). Pension
funds also may be characterised by considerable coordination of their activities and ‘truck’ systems in the
second tier (see chapter 4). Though these practices are permitted by reference to the principle of solidarity
which underlies the system, pension companies remain subject to antitrust regulation. For the time being,
any tendency to bring pensions within the ambit of social insurance in no way detracts from this.

With regard to the development of new products of the type referred to above, it is essential for parties to
consult one another. Due to the nature of the subject matter, such consultation is usually instigated by the
government. Nevertheless, the Competition Act applies in full. Market parties are responsible for compliance
with the Act and, in this case, in particular with the prohibition on cartels contained in section 6 of the
Competition Act.®° To summarise, even if the government initiates practices which involve competition risks,
market parties themselves remain responsible for compliance with the Competition Act.

€0 Compare the Decision of the European Commission of 1984 in the 'Zinc Producer Group' case and the
judgement of the European Court of 2003in the 'ltalian match' case. It can be concluded from these
judgements that NMa can and must apply Articles 81 and 82 to companies, despite the existence of national
approval or an obligation to engage in practices which distort competition. NMa also concludes that parties
must be deemed to act autonomously, irrespective of any government interventions (NMa, 2005, in
particular recital 100). They are therefore responsible for compliance with the Competition Act.
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7.3 Newrisks

Competition risks are present to varying degrees on the new markets discussed. In this regard, they include
both the risk of market failure and the risk of infringements of the Competition Act. These include, for

instance:

- the exchange of information and consultation between providers resulting in concerted practices (section
6.1 of the Competition Act);

- thejoint development of standards which are not advantageous to customers on the market (section 6.3
of the Competition Act);

- predatory pricing in the new market, by means of cross-subsidisation involving dominant positions on
adjacent markets (section 24 of the Competition Act);

- anincreasein the cartel risk due to ‘multi-market’ interaction. If mergers between and acquisitions of
providers on these new markets and existing adjacent markets occur, the same parties encounter each
other on various markets. This may increase the opportunities to maintain cartels because a company
which deviates from the cartel agreements can be penalised on numerous markets. Since such cartels
are more stable, it may be more attractive to form a cartel;®’

- where movements towards concentration emerge on a market, the above-mentioned risks of cartel
formation may increase. However, this depends on many factors, such as the number of remaining
providers on the respective market.

In addition, two types of market failure may occur, in particular in new markets. They arise from the situation

where customers are not sufficiently able to discipline providers:

a. asymmetrical information results in a situation where customers do not understand the product fully and
cannot compare providers well;

b. barriers to switching make it difficult to ‘vote with the euro’. This may arise due to the bundled offerings
of products in existing and new markets or because products are designed in such a way that switching
is made difficult (e.g. acceptance by insurers).®

In the section below, the situation in the various submarkets examined in this monitor is discussed. In doing

so, the new markets are clustered according to the reason for their emergence:
a. the new markets which arise due to the reduced influence of the state (chapters 2, 3and 4);
b. the new markets which arise due to other causes (chapters 5and 6).

Retreating state

New markets emerge in the health insurance, disability insurance and supplementary pensions sectors,
mostly in response to aretreating state. Previously, the state provided cover for risks out of solidarity or
because products involved proved complex. Due to the state’s retreat, large groups of consumers were at risk
of remaining uninsured. Consumers experienced difficulties in assessing complex products, which results in
considerable information asymmetry. In the financial sector, complex products are common; new markets
are often characterized by information asymmetry with regard to market parties and products.

¢ The probability that cartels will emerge (or be extended), however, may decrease as a result. After all, it is
more difficult for those who are already members of the cartel to leave.

2 Where bundled offerings result from efficiency gains, the advantages may exceed the disadvantages of
bundling. However, this would have to be assessed separately for each situation.
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Demand side

Information asymmetry makes it attractive for customers to join forces:

- they create insurance groups to share the information costs. An example of this is the
supplementary WIA-benefit insurance, for which employers have agreed insurance contracts for
groups of employees;

- in addition, insurance groups may negotiate more competitive terms with providers. This applies,
for instance, to WGA benefit insurance entered into for each branch of industry. Small employers in
abranch of industry cannot always take out such insurance with sufficiently favourable conditions;

- in addition, there are new risks which can only be insured on a group basis. Private individuals who
are elderly or who are already ill often do not qualify for supplementary insurance on an individual
basis. However, they can participate in group insurance, for instance through their employer.

Due to the emergence of insurance groups, the number of customers is decreasing and an oligopsonistic
market emerges. The number of transactions is declining because insurance groups are entering into
contracts simultaneously for many policyholders. In the process, they request offers from the providers and
compare these. This need not take the form of tenders. However, as the number of transactions decreases,
so more comparable mechanisms occur. For instance, the providers gain experience in the quotation
processes after some time, and to some degree acquire knowledge of each other’s position on the market. A
greater need for information about the situation arises amongst the ‘colleagues in competition’ and the
expectation that consultation will be to their mutual advantage. This results in the risk of concerted practices
and the formation of cartels. Examples of these were found in the construction sector. Alertness is therefore
required in the case of oligopsonies.

Supply side

For a long time, the supply side of most financial markets has been characterised by a tendency towards
mergers and acquisitions of banks and insurance companies, and by a possible movement towards
concentration in the pension administration sector. Although this tendency is present in existing markets,
sector system changes may provide an additional stimulus to merge. At present, this is evident in the
mergers of health insurers. Concentration on the supply side of the markets is also expressed in product
bundling. For instance, insurers increasingly offer comprehensive employee benefit packages through
employers. Sometimes these include pension plans, insofar as this is possible within the definition of tasks
of insurers and pension funds. In the past, PIN contracts were sometimes bundled with other banking
services (NMa, 2005, p. 37). NMa merger control aims to limit the risk of dominant positions being created
or strengthened due to a concentration of supply. Nevertheless, it may become easier for remaining suppliers
to coordinate their behaviour in concentrated markets.

Other causes

New markets which do not emerge as a result of the retreat of the state do not always concern complex
products. For instance, PIN payments and payment services are not complex for end users. However, the
structure behind PIN payments and payment services is complex, as many market parties are involved, the
technology is advanced, the infrastructure is shared and standards are required for interoperability. These
factors sometimes induce the government to intervene, by imposing a form of market regulation. To some
extent, this serves the aim of achieving a European internal market, which the European Commission
alongside other parties also wishes to realise in the area of payment services The decentralisation of PIN
contracts was also established through an intervention by a regulatory institution, in this case the Working
Group on Tariff Structures and Infrastructure in Payment Services [Werkgroep tariefstructuren en infragtructuur
in het betalingsverkeer] (the Wellink Committee. In these situations also, consultation between market parties
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is likely to occur. Consultation of this kind does not involve market propositions, as in procurement markets,
but agreements relating to shared infrastructure and its use. This type of consultation harbours the risk of
collusion.
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74 New markets, new competition risks

New markets offer opportunities for change in the market positioning of existing and new providers.
However, as described above, new markets also are at an increased risk of collusion, market sharing,
concerted practices and other forms of coordination. This may result in cartels and give way to infringements
of section 6 of the Competition Act. In addition, it is conceivable that possibilities for entry into the new
market will be restricted. This occurs, in particular, where adjacent markets already feature established
market relationships. For instance, PIN contracts may easily be agreed with the bank from which other
services are purchased. New entrants who focus exclusively on PIN payments will have to acquire a position
on this new market. Where market entry is restricted, there is arisk of infringement of section 24 of the
Competition Act. Where the state is retreating, new markets may emerge. The government can stimulate the
emergence of these markets, but must be alert to stimulating anti-competitive behaviour. The government
may also stimulate the operation of new markets, for instance within the European internal market.

Firm conclusions cannot be drawn from the above considerations. It should be clear, however, that new
markets warrant additional attention from the NMa in case of increased competition risks. The newer the
market, the more dynamic competitive relationships will prove to be. This may give rise to concerted
practices or to the exclusion of parties who had not previously been active on adjacent markets. The NMa has
found that in some of the new markets surveyed in the Financial Sector Monitor 2006, there is no increase in
the risk to competition. In other markets, alertness is required and the monitor will continue to play an active
role.%

% Depending on the situation in question, public reports will or will not be issued (see chapter 1).
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