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Abbreviations Used in This Report

BiH Bosniaand Herzegovina

Federation Federation of Bosniaand Herzegovina

FBiH Federation of Bosnia and Herzegovina

RS Republic of Srpska

EU European Union

MTPL Motor Third Party Liability Insurance

CPCU Chartered Property and Casualty Underwriter
CLU Chartered Life Underwriter

CIC Certified Insurance Counselor

CIPS Citizen ldentification Protection System

EC European Commisson

USAID United States Agency for International Development
FSvC Financia Services Volunteer Corps

IAIS International Association of Insurance Supervisors
GCB Green Card Bureau

Disclaimer

The Financial Services Volunteer Corps (FSVC) prepared this report at the request of the United States
Agency for International Development (USAID). It isfor the private use of USAID and is not intended for
general public consumption. It may not be quoted or reproduced in any way without the written permission
of FSVC or USAID.

The conclusions and opinions expressed in this report are those of the authors and do not necessarily reflect
the views of FSVC or USAID. The report is based on the information provided by various sources whose
accuracy cannot be fully verified. FSVC has made a good faith effort to ensure the accuracy and reliability
of the information and recommendations contained herein. However, FSVC and USAID may not be held
liable for any discrepancies, inaccuracies or other oversights contained in this report. Neither FSVC nor
USAID assume responsibility for any actions taken by third parties based on the conclusions and
recommendationsin this report.
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Volunteer Participants

At the request of The Financid Services Volunteer Corps (FSVC), an assessment was
made of the insurance sector in Bosnia and Herzegovina by two advisors during
November 2003. One advisor is a Certified Public Accountant, former chief insurance
regulator of the State of Alaska, USA and a former member of the Nationd Associaion
of Insurance Commissoners of the United States as wdl as a founding member of the
Internationad Association of Insurance Supervisors. This advisor has recently served as a
gpecid consultant to the Indian government insurance and development authority and a
traner to ther supervisory daff. The other adviser is from the private sector insurance
market with over 25 years of experience in senior management pogtions, is the past
Presdent of a U.S. subsdiary of an internationa insurance group and currently serves as
amember of a Department of Housing and Urban Devel opment consensus committee,
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Work Done

The process of the assessment conssted of a review of the Sructure and level of
devdlopment of the insurance indudry in Bosnia and Herzegovina as well as a generd
overview of the economic and political environment of the country. While some research
was completed prior to arriva in Bosnia and Herzegoving, the mgority of the assessment
was carried out between November 10 and November 21, 2003 in country. The insurance
laws currently in force in the Federation of Bosnia and Herzegovina and the Republic of
Srpska were reviewed and interviews were conducted with representatives of the FBIH
Commisson for Insurance Supervison in Sargevo and the RS Minisry of Finance,
Insurance Supervison Unit in Banja Luka The set of insurance legidation, developed
under the auspices of the European Commission, was also completely reviewed.

Representatives of the supervisory offices were interviewed to ascertain the in-practice
activities of the daff in implementing and enforcing the provisons of the exiding law.
An additiond god of the interview process was to determine the level of expertise in the
commonly accepted andytical and examination procedures necessary to oversee, advise
and regulate the insurance companies and ther practices as viewed by the regulator.
During the medtings with insurance companies, the focus was on the current market
practices in risk management, invesments, as wedl as the cgpabilities, obsacles and
opportunities of insurance companies operating in Bosnia and Herzegovina
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| ntroduction

Insurance, at its purest, is recognized as an effective way to spread risk, and as such a
smple concept has worked for hundreds of years. However, for insurance to function
properly, an insurance company must be in busness and be financidly able to pay out to
subscribers in accordance with the terms of the origind agreement (contract). Thus,
solvency is the mogt fundamentd and critical condition for al insurance companies.
Insurance companies must abide by drict rules of conduct in remaning solvent;
therefore, should be permitted only to invest prudently to assure the money will be there
if and when it is needed. Obvioudy, “prudently” is a rdaive term. Regulators from
around the world have spent countless hours deriving a set of bass concepts that, in their
belief and in practice, provide guiddines as to what and how insurance companies should
invest to pay future claims shoud they arise.

The International Association of Insurance Supervisors, a voluntary association of
insurance supervisors from over one hundred countries, has developed Insurance Core
Principles and Methodology. The introduction to this document states “to contribute to
economic growth, efficiently alocate resources, manage risk, and mobilize long term
savings, the insurance sector must operate on a financidly sound bass A wdl-
developed insurance sector dso helps enhance overdl efficiency of the financid system
by reducing transaction codts, cresting liquidity, and facilitating economies of scde in
invessment. A sound regulatory and supervisory sysem is necessty for maintaining
efficient, sdfe, far and dable insurance makets and for promoting growth and
competition in the sector. Such markets benefit and protect policyholders.”

These main areas were used to assess the overdl date, from the policy and regulatory
standpoint, of the Bosnia and Herzegovina insurance sector.
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Executive Summary

The legd framework for insurance in Bosnia and Herzegoving, as it currently exidts, is
not adequate. The Law in the FBIH is vague while the Law in the RS is overly detaled.
Neither Law incorporates International Core Principles, and, furthermore, the two laws
ae not harmonized reslting in segmented and separate entity insurance regulatory
schemes and markets. While the Laws drafted by the European Commission go far to
remedy many of the existing problems, it does dso create additional problems. The Laws
address European Union Directives and attempts to create a single economic space in
Bosnia and Herzegovina However, keeping the two entity sets of laws ultimately defeats
harmonization and compliance with EU Directives and international standards. Further,
we anticipate that maintaining mirror image regulatory schemes will be very difficult.

Our review of the Supervisory Offices disclosed few, if any, atempts to enforce the Laws
as currently written. In the FBiH, the Supervisory daff is not trained in financid,
andyticd, and examindion ills. It is ther own assessment that they do not have the
authority to enforce existing Laws. The companies dso expressed ther feding that the
Supervisory Office was ineffective; dthough, they did fed that Laws were adequate as
written if enforced. In the Republic of Srpska, the Insurance Supervisory Office is not an
autonomous entity as it is pat of the RS Ministry of Fnance. Further, the daff is
composed of only three individuals. One staff member is a trained actuary, while most of
the other andyticd and examination duties and responshilities are left to independent
resources. It is our opinion that the Law cannot be effectively enforced with their limited
resources and lack of autonomous authority.

Based on reported data, the insurance sector comprises 2.7% of GDP compared to nearly
9% in the EU countries, indicating the insurance sector is underdeveloped. The depressed
date of the economy has resulted in limited markets for insurance carriers. The magority
of the activity in the market centers on the compulsory MTPL which accounts for
goproximately 60% of totd premium volume. Based on the reported dtatistica data in the
Federation, the MTPL appears to be a profitable line of business. No datistical data was
avalable in the RS without prior officid request to the Miniger of Finance. In
conversttions with various companies however, they indicated that due to unfar
competition the MTPL was not a profitable line of busness. The interviewed companies
do not appear to have reached the leve of sophigtication in the gpplication of sound risk
management and underwriting principles. The key problem aress include underdeveloped
actuarid and underwriting professons and a low levd of ovedl experience in the
insurance busness Companies are limited in terms of invesment vehicles, thus, most of
ther investments are in short term loans and rea estate. While these practices are in line
with exigting Laws and some EU practices, there appears to be insufficient oversght and
little detailed regulatory guidance.

The current state of the insurance sector in Bosnia and Herzegovina, therefore, seems to
be farly conagent and smilar in scope to those of other emerging economies. The over-
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riding concern is to better regulate, supervise and enforce the current and proposed
insurance legidation. No matter what else occurs in the short-term, the insurance sector
must have effective supervison tha incudes active enforcement. The cornerstore of dl
insurance, solvency, cannot be assured without effective supervison and prompt,
effective enforcement.

As a fird dep in this direction, the supervisory officess must be organizationdly
drengthened with the RS Supervisory Office becoming an operationdly and financidly
independent agency. Supervisory Offices gtaff must be trained to increase their technica
capacity in finance, andyss, and examination. Effective regulations that provide
direction and assdance in interpreting the law should be developed. The Supervisory
Offices must be given authority to enforce the pertinent legidation.

Properly trained and credentialed professonads under the direction of the Supervisory
Office should conduct full scope examindions of companies as soon as possble and
those companies that are in violaion of the law should effectively be dedt with. The
Suparvisory Office Examination and Anadyss manuds as wdl as dear reporting
requirements should be developed with the assstance of internationd insurance agencies
and organizations.

The compulsory insurance system should be overhauled. Given the unfar competition
within the MTPL and that rates are set based on old data, this line of business should be
liberdized. Most importantly, the rate adequacy should be reviewed. A reliable database
of regidered vehicles and drivers should be developed. The current momentum in the
CIPS program could be used for devel oping such a database.

Finally, educational opportunities should be provided to the sector. An inadequate supply
of trained underwriters, actuaries, agents and brokers may be a larger problem in the
future than it is now. It is therefore recommended that programs such as CPCU, CLU or
CIC be edablished. An effective Asociation of Insurers would certainly benefit the
industry.
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Existing Legal, Regulatory, and Supervisory Framework
The Federation of Bosnia and Herzegovina

The Property and Persons Insurance Law (Federation law) published in the Officid
Gazette of the Federation of Bosnia and Herzegovina No. 2/95 dated February 11, 1995
and the Amendments to the Law published in the Officid Gazette of Federation of
Bosnia and Herzegovina No. 6/98 dated March 9, 1998 were the pertinent documents
used to assess the adequacy of the legd framework for insurance operations in FBiH.

The Federdtion law egtablishes the Office for Supervison of Insurance Companies in the
Federation (Supervisory Office).  This law charges the Supervisory Office with
supervison of the operations of insurance companies in accordance with the Federation
law and other regulations.

The operaions and representation determined by the Internationd Agreement on Traffic
Liability Insurance of owners or users of motor cars is specificdly left to the Bureau of
Insurance of Bosnia and Herzegovina that later transformed into the Green Card Bureau
of Bosniaand Herzegovina

Industry Structure

There are currently eighteen insurance companies, excluding one reinsurance company,
in the Federation of Bosnia and Herzegovina All companies are essentidly® private and
there could be an oversupply of companies in the Federation. Ten companies are
authorized to provide life insurance but only eight currently do and this line of busness,
according to Office of Supervison data, amounts to some 6% of dl premium. Most?
companies provide the compulsory MTPL insurance, while some focus solely on this line
of busness. It is therefore not surprisng that MTPL conditutes some 60-70% of annud
premium.

Admission

Although the Federation law provides for joint stock insurance companies as wdl as
mutud insurance companies, only joint sock companies are currently authorized to do
busness in the Federation. The process for obtaining gpprova for the operation of a joint
gdock insurance company condss of the insurance company founders or their proxies
submitting specificdly identified information and documents to the Supervisory Office.
Further, the insurance company is required to have specific amounts of stock capital at
the time of incorporation determined by the type of insurance they will write.  The
Federation law permits the funds of the stock capital to be used for insurance company
operations. Thisisnot ausual or prudent practice.

1 One company still has a45% government ownership.
2 There are companies, such as Grawe Osiguranje, that only offer life/annuity product.
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Since dock capital is fundamenta to payment of clams by the company in the last resort,
the Federation law should clearly date that the funds are to be protected and specify
where they may be located. For example, a tri-party agreement between the Supervisory
Office, a finandd inditution and the insurance company would assure the company does
not withdraw and dispose of the funds. In fact, we were informed that a company did
withdraw the funds after receiving gpprova for operations. No action was taken againgt
the company. This can obvioudy reduce the cdams-paying capability of the companies
involved.

Interviews with the personnd of the Supervisory Office reveded tha not dl the
information required by law is submitted for goprovd. Specficdly, the financid
datements of the founders and their mutua capitd and management connections are not
submitted.  This information is a criticd dement in the supervison of who is dlowed to
do busness in FBIH. Without the information and proper investigation of its accuracy
and completeness, core principles of effective regulation are violated. The “Suitability of
Persons — Fit and Proper” standards, including significant owners, board members, senior
management, etc. is essentid to assuring the agppropriate integrity, competency,
experience and qudifications of the persons dlowed to do businessin the Federation.

It is the pogtion of the personnd of the Supervisory Office that they do not have the
authority to require the information and certainly not to invedtigate its accuracy and
completeness.  Interviews with the Federation Office of Supervison disclosed that
company genera managers do not have respect for the Office since they are aware the
latter does not have sufficient enforcement power nor do the supervisors believe they
have the power to enforce directives.

Other required information, such as financid datements of founders and proposed
products is not subject to investigation, in-depth andyss or prudent scrutiny. This is a
ggnificant flav in providing an environment to protect policyholders and to encourage
development of a hedlthy and dynamic business and investment market in insurance.

Reserves

The Federation law regarding provisons for reserves is vague and not sufficiently
detaled as to protection of the funds or invesment of the funds For example life
insurance funds are to be “kept on a separate account” and are consdered “savings’. The
Supervisory Office does not have the technical expertise to determine propriety of
cdculations of reserves or the adequacy of the reserves. Insurance companies engaged in
life insurance prepare a “document” on the formation, management and utilization of
mathemética reserves. Thereisno regulatory review or oversight of this process.

Throughout the Federation law, references are made to obtaining an opinion from the
Supervisory Office or to the Supervisory Office giving “opinions’ or issuing indructions
on key dements of operationd and technical aspects of insurance company operations.
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The Supervisory Office personne dated that they did not give “opinions’ or other
assurances regarding these matters.

I nvestments

Investments an insurance company may meke are dipulated in the Federation law. The
companies currently invest in bank depodts, red edtate ad short term loans. The Office
of Supervison is aware of the investments and agrees with the practice. Insurance
companies ae obliged to invest the mahematicd reserve life insurance funds into
securities of the Federation in the amount of at least 30 percent of the totd amount of the
reserve. However, there are no securities in the Federation a this time. Even if such
securities were available, this might not be a prudent practice in a country tha is just
developing its invesment sector. Invesments in loans with capitd vaue and interest
rates guaranteed by the Federation are permitted. There are no such investments
avalable a thistime.

Investments of funds in red edate, equipment and arrangement of the business premises
and owners investments can be up to 50 percent of the security fund of the company.
Investments such as these are, by their very nature, not liquid and can be subject to
widdy varying esimates of value. Such a large percentage of invesment in red edate
might be viewed as not prudent. Determining the proper vduation is not within the
technicd expertise of the Supervisory Office personnd nor do they fed they have the
authority to challenge the valuations.

The investment practices raise serious concens. Red edtate investments are being made
with no overdght; and, these invedments may be dgnificantly overvaued or
undervalued. Cog value, even if farly reported is not, however, an accurate indicator of
market vaue. Red edae, by its very naure, is not liquid or readily avalable to pay
cdams. The opportunities for mismanagement or outright wrongdoing ae grest. The
cos of the assst may be overstated in the accounting records, funds earmarked for
congtruction or regeneration of maintenance may be diverted, ownership of the asset may
not be in the name of the insurance company and the market vaue recorded may have no
bass in fact. Short-term loans may be made without proper collateral. Terms of the
loans may not be prudent or fair. Indgder abuse can occur with immunity. Only proper,
conggtent, timely and far overdght by the supervisory authorities can control such abuse
and protect policyholders.

Examination of | nsurance Companies

The interviews with Supervisory Office personnd included questions as to procedures
and frequency of on gSte examination of insurance companies. The personnd indicated
they did perform targeted examinations when their office review of the reports submitted
by the companies indicated “unresolved questions’. Upon completion of the targeted
examination, a report of their findings is prepared and presented to the director of the
Supervisory Office.  Follow up and enforcement of corrective measures suffers from the
same lack of bdief that the authority exids to take sure measures. There is no
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requirement for periodic full scope examinations. On dte ingpections of companies is, on
the other hand, a core principle of an effective supervisory system.

The description of Supervisory Agency’s examination procedures disclosed a lack of
training in proper procedures and a basc lack of understanding of generdly accepted
examination and andyticd procedures. Without proper and appropriaie training and
background of the examiners, procedures may be totdly inadequate and, even if
adequate, mignterpreted. Further, examinaion manuds, checkliss and procedurd
guidelines should be used to assure consstent and fair examinations.

Solvency Standards

The combination of poorly written laws regarding permitted investments, the lack of
invetments vehicles, as wdl as an ineffective and a poorly trained supervisory daff,
result in having no legitimate means to assess the solvency of a company.  Commonly
applied anadlyss procedures smply do not apply. This is a violaion of the most
fundamental principles of insurance and must be addressed. The legidation developed
under the EC will introduce more prudent criteria for solvency standards. However, these
dandards are meaningless unless there is proper supervison and enforcement. It is
probable that some companies will not be able to meet these standards.

Liquidation Procedures

The provisons of the Federation law do provide for liquidation of companies. However,
the Bankruptcy Rules gpply to insurance and reinsurance companies. The scope and time
congdraints of our assessment did not permit a review of the Bankruptcy Rules to
accertan if the unique aspects of insurance and the protection of policyholders are
properly addressed. Other jurisdictions around the world have specia liquidetion laws
due to the unique nature of the business of insurance and the primarily need to protect the
policyholders.  Unlike commercid companies, insurance companies must put ther
obligations to the policyholder first over dl other daims. These obligations may be long
taled (be in place for many years before the dam is made). Individuds who are highly
trained should oversee the liquidation process not the judicia system This is an area that
should be more comprehensively explored in the very near future.

Data Accuracy

Since the determination that a targeted examination should be made is based on the data
submitted by the companies, the completeness and accuracy of the data must be
vdidated. There does not seem to be any systematic validation of this data or even
vdidation of the definition of tems used.  Although published data indicates that
compulsory motor third party ligdility insurance is profiteble, interviews with company
personnd condgtently maintained this type of insurance is not profitable. Further, there
gopears to be incondgtencies in reporting data for compulsory insurance. Full coverage
(noncompulsory) may be reported as property coverage or included in the compulsory
insurance data. This, of course, distorts comparisons and data rdliability.
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Accordingly, published data on the peformance of companies, tota income, breskdown
of income, expenses and profit, net income, premium written, efficiency of liquidation of
clams and so on should be viewed with great care and conclusons drawvn from this data
should be prefaced with caution asto the reliability of the underlying data.

Consumer Protection

A core principle of effective supervison is that the ‘Supervisory authority sets minimum
requirements for insurers and intermediaries in dealing with consumers in its
jurisdiction. The requirements include provisions of timely, complete and relevant
information to consumers (policyholders) both before a contract is entered into through
to the point at which all obligations under the contract have been satisfied.”
Significantly, there are no policyholder protection provisonsin the law.

Companies do not appear to have internd mechanisms for dedling with policyholders
guestions or concerns. In addition, the supervisory entities do not have fully daffed,
knowledgeable and empowered departments to ded with consumer complaints. Such a
department is essentid to even the disparity of power between the consumer and the
insurance company. As a result of the lack of mechanisms to resolve complaints,
complaints often are dther not resolved or wind up in litigation. Supervisory doaff
informed us that people come to ther offices but there is nothing they can do to hep the
consumer. The judicid sysem in Bosnia and Herzegovina is very inefficient, corrupt,
and often incompetent. The consumers therefore often opt to accept payouts significantly
lower then the actual material damage incurred®.

3 It istherefore not suprising thereis a relatively high domestic claims payout rate in Bosnia and Herzegovina. The key
concern is therefore the amount paid out.
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The Republic of Srpska

The Law _on Insurance, which was published in the “Officid Gazette of the Republic of
Spskd’ (RS Law), was the pertinent document used to assess the adequacy of the lega
framework for insurance operations in the Republic of Srpska

The organization of the regulatory scheme provides that the Insurance Supervisory Unit
is pat of a divison within the Minidry of Fnance As the Miniger has the find
authority, the Insurance Supervisory Unit can only make recommendations and has no
independent authority and enforcement power. In this case, supervisors may be subject
to political pressures. It was noted during the interview process that politics plays a key
role in the lack of enforcement. Current or former politicians may have financiad interests
or key management roles in insurance companies. This goplies to the Federation of
Bosnia and Herzegovina as wdl. This lack of autonomous authority is a ggnificant
shortcoming for the creation of an effective regulatory scheme.

Industry Structure

As in FBiH, mutua companies are permitted but only stock companies exist. Currently,
there are nine companies licensed in the RS. One company provides life insurance, the
remaning companies provide compulsory and other non-life insurance lines.  All but two
companies are privatdly owned. According to the Insurance Supervisory Unit daff,
agoproximately 75 percent of the market is compulsory (including noncompulsory full
coverage). The noncompulsory lines are not developed. Considering the low per capita
income and economic conditions thisis not surprisng.

Admission

The RS law provides for three licenses, life, nonlife and reinsurance.  No new licenses
have been issued in the past two years. During the same time period, two licenses have
been revoked for non-compliance with tariffs, ingppropriate expenditures and not paying
lidbilities. Licenses to conduct the busness of insurance are issued by the Ministry of
Finance. The Ministry has never rgected any gpplications for licensess. The RS Law
requires that founders of the insurance company submit certain documentation. The
Insurance Depatment personnel dtated that they verify the accuracy and vdidity of
information submitted and notify the gpplicant if additiond information is needed.

The Insurance Supervisory Unit personnel review the police and courts dossiers to assure
that the applicants for the license were “fit and proper” (a fundamenta requirement of
international  standards for insurance supervison). They pointed out that the courts were
reponsble for forged documents and if data is verified and confirmed with the courts,
this documentation is vdid to the Insurance Depatment Insurance Supervisory Unit. The
verification process is done through soliciting the experience of the gpplicants, family
hisory, status in society, and the opinions of citizens as to whether the person can be
trusted. These procedures would not meet the requirements of International Insurance
Core Principles as promulgated by the Internationd Association of Insurance
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Supervisors®. Supervisors require the applicants to open their history, conduct and their
persona and professiond activities to complete scrutiny and independent verification.

Since one of the three staff members of the Insurance Supervisory Unit is an actuary, the
technicd expertise exists to review the conditions of insurance and fees (premium)
proposed for dl types of insurance for which the company is licensed. The extent to
which areview is done was not ascertained and should be reviewed in the near future.

Solvency Standards

As discussed in the section on the Federation, poorly written laws on permitted
investments, very limited permitted invesments and lack of investment vehicles dong
with inadequately trained staff, makes any atempt to assess solvency of a company very
problematic at best. Again, the commonly used tools to assess solvency do not work.

Liquidation Procedures

The liquidation process is out of the hands of the Insurance Supervisory Unit.  The
process goes through the courts. Again, due to time limitations, this process was not
reviewed and should be reviewed in the very near future,

The initid capitd requirements are edtablished by the law (founding assets). The RS law
requires that in the course of the company’s business activities, the permanent assets
cannot be smdler than the amount of the initid capitd. However, no provison is made
as to how these funds will be protected. Further, it appears non-pecuniary deposits may
be made by the founders but are expressed in money”.

Management structure

The RS law is. quite detalled as to description of the management structure of an
insurance company. The management dructure is prescribed dong with the duties of
each dructurd dement. Such detall in the law can be limiting in a changing economic or
busness environment in that it has the force of law and would require a change to the law
if circumstance warranted change.  Further, the company is only as reliable as the people
who hold the postions. Since the current laws do not provide for goplication of fit and
proper standards, questions are bound to arise.

The RS law dso defines revenue, expenditures and profit. Didribution of profit is aso
precribed.  Again, such detall may be limiting for the reasons cited above. Such detall
could be provided through regulations or directives of the Insurance Supervisory Unit if
authority was granted for such duties.

4 The AIS requires that the regulator investigate applicant’s personal life, criminal record, positions held as an officer
in acompany with troubling records, etc. The core principles require that a person is ‘fit and proper’.

Please see comments in the Federation of Bosnia and Herzegovina section on protection of initial capital in the
Admission section.
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Reserves and | nvestments

Computation of reserves and specific types of reserves are prescribed in the RS law. The
assets of an insurance company represented by the founding capitd assets, the safety
reserve assets, preventive fund assets if the authorized body so decides, reserve assets for
mass and catastrophic clams, and assets of transferred nondistributed profit are required
to be on accounts and in short-term invesments in the Republic of Srpska. The
invesment guidelines prescribe the companies to invest in bank deposdts and short-term
loans. Compared to the Federation, the RS law appears more prudent.  While this
gppears to be prudent investing from a conservative point of view, the opportunities to
invest are highly limited and restricted.

Ovedl, the RS law provides a good lig of respongbilities for supervisng insurance
companies investments and other criticd aress. The lig is not complete but is a good
dart.

Supervisory Capacity

The flaw in the supervison lies in the compliance with the responsbilities. The
Insurance Supervisory Unit has only three staff members, an actuary, the director and an
experienced lega person who has other duties within the RS Minigry of Finance.
Further, as discussed earlier, this organization is not autonomous, they can only make
recommendations. Ther recommendation must move “up the chan” of authority. The
opportunities for political pressure and undue influence are greet.

The gaff of the Insurance Supervisory Unit indicated thet, in their opinion, the current
Stuation (noncompliance with the law) is a result of the wa®. There were no
examinations of the companies during the war and companies did business as they
wished. It is ther opinion that it will take three times as long as the war lasted to
harmonize the companies with compliance.

Due to the limited gaff, reliance must be placed with independent auditors and actuaries.
These professonds do not adways agree. Interestingly, the auditors are hired by the
companies and gpproved by the Insurance Supervisory Unit while the Minigry of
Finance hires the actuaries. This reliance on externa resources may increase the cost of
regulation.

Examinations are conducted on the companies for solvency. The externd auditors do the
andyds of submitted data and deveop targeted examination as wdl as full scope
examinations ligs. The daff indicated that full scope examinaions teke three to four
days. This is a vary short time frame to conduct an examination in accordance with
generdly accepted auditing standards. Properly conducted examinations more typicaly
take from a few weeks to severd months depending on the complexity of the company’s

8 The concern here is why are non-compliant companies still operating if deficiencies were identified in the post war
period.
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activities and level of cooperation of the company. Examinations of Bosnian companies
would probably take a few weeks.

Basically, the insurance laws of the Republic of Srpska, as written, are overly
detailed while significant regulatory areas are not addressed. The authority for
supervison is fragmented and not autonomous. As a result, effective regulatory
compliance cannot be achieved. Although the dtaff of the Insurance Supervisory Unit
feds that they know what takes place in 70 to 80 percent of the companies, the limited
resources and lack of cooperative efforts between the hired professonals indicate that
much could be going on without the knowledge of the Supervison Office. On the other
hend, the fact that the mgority of the premium is compulsory and violations to existing
lav are prevdent would give added support to the point that the Office of Supervison
may know what is going on but is not supervisng.

Although the use of independent auditors and actuaries is gppropricte in regulatory
schemes, their work must be supervised and under the control of the regulators. A dtaff
of three with only one trained individud cannot accomplish proper oversght. Further,
the dtaff responsble for overseeing hired professonds must be trained in the aress they
are overseeing, for example, examinations of financia information and supporting data.

Consumer Protection

As in the FBiIH insurance law, there are no policyholder protection provisons in the law
of RS. The redity is reflected in the same way as h the Federation. To repeat, a core
principle of effective supervison is tha “the supervisory authority sets minimum
requirements for insurers and intermediaries in dealing with consumers in its
jurisdiction...The requirements include provisions of timely, complete and relevant
information to consumers (policyholders) both before a contract is entered into through
to the point at which all obligations under the contract have been satisfied.”

Market Data

There was no financid and market data provided to us during the assessment’. If such
data does exidt, the same caution regarding reliance on the data and drawing conclusions
based on the data must be made as was made regarding the Federation data.

" Datawas not available without prior official request directed to the Minister and subject to his approval. The same
procedure is applied to al external requests.
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In summary, the existing Federation and Republic of Spska laws governing insurance
and insurance operations are not adequate, as written, to provide for a healthy and
dynamic insurance industry that can contribute to the economic growth of FBiH and RS
and provide protection and economic security for citizens through existing or potential
insurance products.

The supervisory staff charged with enforcing the laws and protecting the policyholdersis
untrained and lacking in appropriate technical education. It should be noted that certain
staff members were clearly eager to obtain the necessary training and experience. The
frustrations of some of the Federation staff members with their perceived inability to
enforce the laws were, in some cases, clearly evident. Frustrations were also evident in
the RS although for different reasons such as lack of independence.

To conclude, the combination of laws (which are not always clear), the lack of
experienced, properly trained personnel and the personnel’s perception that they do not
have the authority to intervene or take action to enforce the laws results in effectively no
regulation in the common usage of the term.
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Observations on the Proposed I nsurance L egislation

No discusson of the insurance sector in Bosnia and Herzegovina would be complete
without recognition of the efforts of a project funded by the European Commisson and
subcontracted to IKRP Rokas & Partners. The preceding discussions were based on the
laws, as they currently exig in FBIH and RS. Many of the recommendations are equdly

as important under the proposed law. For example, the need for a properly trained,

experienced and empowered supervisory staff. The proposed law would diminate some
of the current problems such as the lack of autonomy for the RS Insurance Supervisory
Unit and the admission requirements for inter entity insurance operations.

The proposed laws, however, provide for a three year trangtion period to inditute an
independent Supervisory Agency. Interviews disclosed that the RS Minigry of Fnance
Insurance Depatment is requesting only a sx month trangtion to dlow it to hire deff
and conduct other adminidrative tasks associated with establishing a new inditution. The
RS Miniger of Finance, on the other hand, is asking for a five year trangtion window.
Every effort should be made to achieve the ax month trangtion. The sooner the process
of indtituting proper and independent supervision is begun the better.

Unfortunately, a mgor problem would be continued; thet is, the continuance of two
Separate insurance supervisory entities. The proposed law provides for entity “mirror
image’ laws and a date levd Commisson to, among other things, mediate between the
two entities. Such dructure, as it is based on entities and not on the entire country, does
not meet the EU dandards. This issue is very important when Bosnia and Herzegovina
supervisors apply for membership in internationa insurance associations. Moreover, in
practice, the introduction of people enacting the law o a day-to-day bass will inevitably
introduce differences. Moreover, there is a potentid problem with the interpretation of
the proposed legidation. First, the proposed legidation will be trandated into Serbian for
the RS, Bosnian and Croatian for the Federation; this increases the risk of a consistent
trandation/interpretation. Second, even if trandated into one language there is dways a
potentid interpretation issue. Further, the cogts of two supervisory entities will increase
the cogts to insurance companies and ultimately the consumer.

The proposed legidation is, however, viewed as compromise legidation from a politicd
perspective. During discussons, company officids, for the most part, supported the
proposed law. Some concerns about the two-entity approach were expressed. Most of the
interviewed companies indicated a preference for a date-level supervison, especidly if
inter-entity provison of insurance is dlowed. Mogt interviewees fdt that supervison will
be merged within the next three to Sx years. It is not known whether this will in fact
occur. The interviews disclosed that comments and suggestions offered by the companies
were not dways incorporated in the draft laws. For the numerous reasons cited in this
report, we &d that it is imperative that the merging of the entity based supervison to a
country based supervison be given the highest consderation and priority.
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The RS Minigry of Finance Insurance Department personnd stated support for the law
and participated in its drafting. According to them, the companies were contacted for
input but did not adequately respond®. They have shared the draft law with the companies
and have indicated that, for the past year and a hdf, they have worked with the FBIH to
clear up problems. The proposed law is the result of these consultations.

Discussons with the personnd of the Supervisory Office of FBiH reveded that they did
not fed they had much input and that their suggestions were not incorporated. They
dated that they never received the manuads prepared to assst the supervisors. The
personnel were concerned with the two- entity supervision envisoned to continue.

There are dill areas that are cumbersome and inefficient. Obvioudy, the provisons for
interaction between the two supervisory agencies add to the length and complexity of the
law. Other topics such as the responghbility for gpproving a license to conduct the
busness of insurance should be vested with the Insurance Supervisory Agency. The
procedures for liquidation of a company do not fully provide for the unique nature of
insurance contractud obligations and the marshdling of assats to fulfill those contracts.
The provisions for reorganization measures are awelcomed addition.

The incluson of provisons for an Ombudsman is a step in the right direction. Further
provisions to protect the policyholder and the genera public should be considered such as
requiring companies to have a forma process for resolving policyholder complaints or
concerns as wdl as a depatment within each supervisory unit to assist consumers with
their complaints and concerns.  The use of the Ombudsman should be the last resort, not
the courts.

Unfair trade practices are a criticd area of concern and perhaps should be addressed in
greater detail in each proposed Law.

The provisons for acceptable investments are a vast improvement over the exiging law.
However, proper and effective supervison over the appropriateness of the investments
must be continudly enforced.

The laws as proposed do not seem to reflect ingghts from financid, insurance or business
professonas. Such indght would have gone fa to daify some provisons of the
proposed laws. If the proposed laws are enacted, they should be reviewed for refinements
from the onset. Laws should not be viewed as “written in stone’. Rather, tey should be
an evolving st of requirements regularly reviewed toward improvement of the regulatory
environment of the indudtry.

8 According to the RS Insurance Department, round tables were organized to provide an opportunity for company
input.
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The Actuarial Profession in Bosnia and Herzegovina

Presently there are only two trained actuaries in Bosnia and Herzegovina, one each in
FBIH and RS respectively. An insurance company employs the actuary in FBiH while te
other actuary is a daff member of the Insurance Depatment in the RS Minigry of
Finance. Clearly, there is a need for additiond actuaries The Supervisory Office in FBiH
should have a daff actuary, & the minimum, to assess the adequacy of company
established reserves.

As the companies sophigticate and consder offering new products and, more importantly,
if there is a movement away from prescribed rates on the compulsory MTPL, the
actuarid sarvices will be very important. Companies will need not only to revidt ther
rates on non-compulsory lines of busness in the future but also should do so currently.
Obvioudy, the expertise of actuaries is critical to the development of reserves for life
companies and companies offering a combination of life and savings products. Although
life products are still not very developed®, the actuarid science is vitd and very vauable
for prudent management of these lines of business

However, underwriting expertise will be as if not more, important in growing the
insurance market. Once proper and accurate data is captured by the company and then at
the supervisory levd, actuarid and underwriting services will be very vauable.

The educationa program under way in Federation is a good approach to meseting the
needs for actuaries. Whether such a program is deveoped and administered by a
univergty should not be a prime concern. Interviews reveded that potentid students from
the RS are discouraged to enter this program because the latter is not associated with a
university'®. The prime consideration should be that the students receive certification that
will be recognized internaiondly. For this recognition, al the dements of the program
must be reviewed and approved by qudified actuaries whether associated with a
universty or not. Professors associated with a universty that are not trained in the
goecific aeas of actuarid science thus add no vadue Conaultation with internationd
actuarid associations would be of grest assdance in assuring certification meets
internationa standards.

% Only eight companies offer life products in the Federation and several in the RS.
10 Certificate programs are not as valued as university degrees in Bosnia and Herzegovina
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Market Overview

Based on reported data'!, the insurance sector comprises 2.7% of Federation of Bosnia
and Herzegovina GDP'? compared with nearly 9.0% in the European Union countries
indicating the insurance sector is underdeveloped. The depressed date of the economy
hes resulted in limited markets for insurance carriers. The mgority of the activity in the
market centers on the compulsory Motor Third Party Liability which accounts for
gpproximately 60 percent of tota premium in the Federation and the RS. Based on the
reported satistical data in the Federation, the MTPL appears to be a profitable line of
busness. No datisicd data was avalable in the RS dthough the Office of Supervison
verbaly confirmed a smilar situation existed there.

In both entities, conversations with various companies indicated thet, in contrast to the
reported data and possbly due to unfair and deceptive competitive practices, the MTPL
was not a profitable line of busness. This dgnificantly raises concerns about the
reliability of reported data The companies interviewed do not appear to have reached the
necessary level of sophigtication in the agpplication of sound risk management principles
to truly assess the profitability of the MTPL and other lines of business.

Other problematic aress, in addition to the previoudy noted underdeveloped actuaria
professon, include an underwriting professon and overdl low levd of insurance
experience within companies. Companies ae limited in terms of investment vehicles,
thus most of the assats are invested in short-term loans and red edtate (in the Federation).
Asnoted earlier, it appears that there isinsufficient supervison of these activities.

It could be noted that the genera development of the entire financid services sector will
have a pogdtive impact on insurance since, in most developed countries, banking,
insurance and capita markets are dl inter-related and dependent upon each other.

The war years, 1992-1996, had a sgnificant effect on premium. When the war ended in
1996, the premium volume was reported a only 15% of the pre-war level. In the post-war
years of 1996-1999, there was a resurgence of the insurance sector. By year-end 1999,
premium growth resulted in the atanment of 41% of the pre-war premium leved but
dowed after 1999 to only 2.2% from 2000 to 2001. Currently, it has been reported that
the insurance sector accounts for only 2.7% of GDP in Bosnia and Herzegovina. The
contributing factors to the decline in growth rate after 1999 are il at issue today:

=  Generd date of the economy
=  Minimd per capitaincrease in the GDP
* Netlossintotal populationin Bosnia

1 The reader is again cautioned that statistics may be unreliable as there islittle verification of the underlying data.

12 According to a Swiss Re Sigma Repart, No.8/2003, BiH neighbors Croatia and Serbia-Monte Negro insurance sector
amount to 3,16% and 2,24% of GDP respectively. EU ascension countries such as Slovenia, Czech Republic, and
Slovakia have relatively more developed insurance sectors with 5,05%, 3,99%, 3,38% of GDP respectively.
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= Current unemployment rate of 40%
= Little attention paid to the sector by the government
=  Oversupply of insurance carriers

The lack of governmentd atention has made it difficult for the insurance sector to move
forward. There are few incentives or tax advantages for individuds or families if they
choose to purchase insurance. A dgnificant percentage of totd premium is in the
compulsory MTPL and the “dumping’” of premium has dowed the overall growth rate.
The minima number of investment opportunities bears witness to the fact that the
banking and investment sectors are vitd to the growth of the insurance market.

But, despite these obstacles, there are podtive indicators for the development of the
insurance sector. Fird, mandatory insurance requirements do asss in the development of
a more competitive environment. Compstition will increase the segmentation of product
lines and ultimatedly affect rate levels as long as the latter is not prescriptive.  Second,
penson and hedth care reform is currently being consdered which will create a need and
perceived vaue for voluntary benefits that may not be provided by the nationa programs.
Such reforms, as in other countries, will increase the opportunity for increesng insurance
sdes. Third, there is a greater globa awareness of the need to supplement state and
private penson programs with additiond savings. This is dso true in Bosinia and
Herzegovina. As the economic date of individud citizens improves, life insurance will,
therefore, be given a grester impetus in the future with the sde of annuity products as
well as other investment ingruments that include deeth, disability, persona accident and
cash accumulation benefits. The process of moving the insurance sector from a amdl to a
ggnificant percentage of GDP will, in dl likelihood, be an evolution and not arevolution.

As of November 2003, eighteen insurance companies operate in the Federation,
exduding Bosna Re, and nine in the RS. The 2002 datigtics that are available indicate a
larger number, but two companies were placed in liquidation in the Federation during
2003.

Based on reported data, the tota insurance premium in BiH amounts to approximately
Euro 136 million. More then hadf of the premium, however, amounts to compulsory
MTPL insurance. The RS data is not published for public consumption. Interviews with
Ministry of Fnance Insurance Depatment officas and companies in the RS indicate,
however, that the Stuation is Smilar to the Federation.

Profitability of companies is difficult to truly assess as some companies have not
established proper clam reserves or expense loads for other reserve funds that are
required. As noted earlier, in the absence of a viable direct action process, some
companies ae able to reduce clam settlements since the insured have little dterndive.
Third, the loss triangles have not had sufficient time to develop.
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MTPL

The compulsory Motor Third Party Liability insurance is the dominant segment in the
insurance sector of Bosnia and Herzegovina with more then hdf of the market share.
With the passage of the MTPL legidation, a forma vehicle regigtration process emerged.
To receive an annud regidration cetificate, it is necessary for the owners of motor
vehicles to have each vehicle ingpected and to show proof of insurance coverage. The
passage of such legidation did provide an impetus for the insurance sector but it aso
introduced amgor problem within this market segment.

A “take dl comers’ gpproach does not dlow companies to underwrite new business. The
current laws provide a prescribed rate dl cariers must use but this rule is frequently
violated. There is a system of prescribed discounts that can be ten applied on renewad,
but, in order to attract customers, many companies offer a discount for the firs year of
regigration. Only annua payment of the compulsory insurance premium is alowed, but
many companies do not comply with this rule. Compulsory auto policies cannot be
cancded mid-term for non-payment of premium so the exposure, despite non-collection
of premium, dill exigs Each vehide mus be ingpected prior to receving an initid or
annud regidraion. Yet, breaches of these procedures have occurred and resulted in
unfair competition and illegd trade practices. These include, but are not limited to:

Sgnificat discounting of new business premiums rather than use of the prescribed

rate

Utilization of ingalment payment options rather than annua pay

Offering to remburse owners of vehiclesfor the cost of ingpection/re-inspection fees

Offering of free gas coupons to attract new customers

Offering of free car washesto attract new customers

Such practices have resulted in numerous companies reevauating their policies and
choosing to dso violate the law in order to compete and retain their current policyholder
base. Companies that want more stringent regulation to creste an even playing fidd have
informed the Offices of Supervison of these activities. Five market leaders in FBiH have
filed a petition to the Office of Supervison and indicated those companies tha violae the
lav (seven companies). The supervisory authority, dthough having confirmed this
petltlon has done little to enforce the rules. This has resulted in:

| nadequate premiums being charged on new business

The use of non-compulsory physical damage results to offset ligbility lossratios

Insurance company acquigition of ingpection facilitiesto assg in the sde of insurance

Increased number of uninsured vehidles or increese in company risk  without

offsetting premium

Insufficient reserves for future losses

A letter authored in early 2003 by the Federation Office of Supervision asked companies
to comply with the law. There has been some progress toward compliance but most
practices fill persist.
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| nternational Claim Obligations

The Green Card Bureau appears to be under qudified management and serves a key role
in the insurance sector. There was not enough time to fully explore the opportunities and
obstacles of the GCB but it is bdieved that continued improvement will be made in the
overdl compliance of Bosnian companies with respect to their obligation to properly
sdtle international clams. Effective leadership of the GCB, effective monitoring by the
London based GCB association, and the drengthening of the number of Bosnian
insurance companies will give added impetus to the improvement.

Competition
Since the compulsory MTPL line of business mandates the use of a prescribed rate on

new busness and comprises more then hdf of the market, there is a disncentive to creste
a competitive marketplace as the usud path of development in a more sophidticated
market is for each company to st its own rate 0 it can ensure profitability.
Unfortunately, there are no incentives in BiH since companies providing MTPL can not
differentiate themsdves. It appears that the level of competition, even on non-compulsory
lines is minima™®. Most companies seem content to offer similar products'services with
little price variation resulting in too many companies competing for a limited market. The
market is heavily prescriptive. It is advised that it change in the near future to become
lessredtrictive from amarketing, underwriting and rating perspective.

Reinsurance is mandated over prescribed limits rather than dlowing companies to choose
the amount and type of reinsurance, again reducing competitive pressures. Bosna Re is
the only reinsurance company in Bosnia More competition in the reinsurance market
would create a freer market economy as well as more options for insurance companies.
Additional competition would in turn reduce the potentia credit risk.

Risk Management and Reinsurance

Preewar lidbilities are a concern for certain companies. The team informaly suggested a
few reinsurance options for one of the companies that could assst in smoothing out
badance sheat reswults while prior ligbilites were being odtled. Effective use of
rensurance and various dterndive risk transfer options have not been widdy explored
for unique Stuations. It is important to verify tha the current reserves and IBNR loads on
pre-war ligbilities are properly set™* and that they contemplate the settlement times for
those losses il in litigation.

Rik Management and Reinsurance is underdeveloped because the market is heavily
prescriptive.  Bosna Re appears to be wel managed and has drategic dliances with many
internationally respected reinsurance companies and brokers.

13 The level of competition does not have much to do with the number of companies.
14 Since this company has prewar liabilities and lawsuits, the question is whether it has taken account of inflation and
brought those reserves up to real KM.
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The term risk management is used in Bosiia to denote more underwriting activity than
the traditiona risk management techniques. The mgor risk management drategy is risk
transfer through the use of reinsurance. Other risk management drategies, such as
avoidance, dimination, reduction and retention ae only minimdly used. These risk
management principles will develop over time as the insurance sector becomes more
developed.

The companies gppear to have little expertise in setting rates for non-compulsory lines of
busness. It was indicated that actuaries must cetify rate levels. Whether actuarid
sarvices are being employed or not was not verified in the scope of the assessment.
Nonetheless, there appears to be a deficiency a both the regulatory and company level in
both entitiesin verifying the adequacy of rates due to a shortage of qualified actuaries.

Thereis aprescribed rate for the MTPL compulsory coverage. It was mentioned that the
rate was a pre-war rate and, more than likely, inadequate. Premium volume by line of
business may not be sufficient to be adequately used for rate models. This dumping, or
discounting, of premium for the MTPL business further fosters the theory that thereisa
rate adequacy problem.

Insurance management does not gppear to have the underwriting expertise to properly
manage a company based on EU or American dandards if the market was less
precriptive and if direct actions and societal conditions were smilar to those evolving
globdly. A more comprehensve underwriting discipline is needed. There appears to be
little direct correlation between loss data, rate adequacy and underwriting standards. Each
IS a separste component in the profit management of a particular line of busness
Currently, highly prescriptive compulsory laws, coupled with dructured reinsurance
requirements do not create a need for sophisticated underwriting. It appears thet there is
very little underwriting judgment exercised.

A more sophidicated underwriting discipline will more than likdy come from an
increased level of education on the part of the risk managers and from a less precriptive
goproach on the pat of legidative and regulatory bodies. Increesng underwriting
expertise through education as well as an evauation of the changing conditions in  Europe
should be considered.

General Level of Professionalism

It appears from brief conversations with company representatives in the Federation that
an esimated 40-60% of the companies ae ether professondly managed or have the
cgpability of being professondly managed with a proper level of supervison. Even in
what appears to be well-managed companies, our feding is that there is much to be done
to enhance the generd leved of insurance knowledge and expertise.

Current law does not provide for agent licensng nor does the insurance environment
provide educationd opportunities to supporting professons. Any agent activity would be
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outsde of the current regulatory environment. Other mgor findings in this area include
the lack of other certification programs such as the CPCU/CLU/CICY™ and that an
asociation of insurance companies does not gppear to be professiondly and actively
organized. Further, quaified asset managers do not exist in Bosniaand Herzegovina

15 These certification programs would provide the neccessary underwriting skillsin BiH
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Recommendations

The recommendations that follow are based on an impartiad assessment of the insurance
sector in Bosnia It is fully understood that not dl the recommendations can be acted on
in the short-term nor is it known if the recommendations will ultimaiely be gppropriate
based on the drategic direction of the insurance sector. Rather, the recommendations are
liged as a source, dbeit not the only source, for resolving some of the issues that
emanated from the assessment. They are not lised in any particular order or priority.
However, some of the following recommendations are so fundamenta and critica that
the urgency of their implementation is not in doulbt.

It would also be appropriate to consder how the recommendations fit into the srategic
gods of government and the privale sector. The current legidaion governing the
insurance sector does not go far enough to simulate these gods. But, the proposed
legidation, supported by the recommendationsin this section, should:

Ensure a hedthy environment to the citizens for persona protection
Provide a hedlthy and growing business sector within the country
Assg in the development of a stronger financid services sector in BiH
Increase both domestic and foreign investment in BiH

Increase the percent of GDP coming from the insurance sector, and
Contribute to the ultimate application standards for entry into the EU

It is not known if a drategic busness plan exigts for the financid services sector. If such
a plan does not exid, it is srongly recommended that one be drafted. This plan would
give much needed support to the sector and its stakehol ders'®.

The best legidation ill requires the political will to alow for independent and unbiased
supervison. Every effort should be taken on the part of the insurance sector to increase
the knowledge levd of government officids and increase their awareness of how a
professona insurance sector can protect the citizens, provide a dynamic busness
environment and stimulate domestic and foreign invesment.

Supervisory Offices need to secure a general commitment from key government
officials that the Office of Supervision will have the authority to properly
regulate, enforce and supervise the sector.

Also, there is a need to develop a plan to increase insurance knowledge and
awareness. The insurance companies can conduct a public education campaign
with ther maketing resources. The Supervisory Offices need to increase
awareness of the importance of insurance sector to cresting a stable and attractive
environment for foreign direct invesment (FDI) among government officids.
European Union accession countries are good resources for this process.

16 A Poverty Reduction Strategy Paper (PRSP) team may be contacted in this aspect.
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The current legal and regulatory framework for insurance activities in FBIH and RS is
very poor. Congdering the present environment, it would be doubtful if any reputable
internationa  insurance  company would condder doing busness in Bosiia and
Herzegovina or if knowledgeable and reputable companies would choose to purchase
insurance from some of the exising companies. This is not to infer that there are not
some very reputable and well-run companies in Bosnia and Herzegovina. Rather there
are no regulatory assurances tha the companies are properly run, solvent and able to
pay cdams if and when they may come due. However, much can and should be done to
improve this Stuation.

Firs and foremost, the insurance supervisory arms in both FBiH and the RS must
be organizationally strengthened. Both entities must have autonomous organizationa
daus with the dear authority to enforce the exiding laws.  Although there may be
changes in the exiging laws, abeit necessary ones, the changes will be meaningless if
there is no clear authority to regulate and ensure compliance by dl companies and if there
is no will_and authority to take the necessary enforcement steps.  This authority must be
understood and accepted by the present staff, the companies, the courts, the ministries
and the people purchasng insurance. Consumers must be aware of ther rights and
companies are obligated to bring them to ther atention. A fully integrated consumer
sarvices unit must adso be an integrd pat of each supervisory entity. The process of
grengthening the saffing should include this unit from the onsat.

A combination of government directives and law changes is necessary. In addition to
autonomous daus for the regulatory ams, they must be given the authority to deveop
regulations that provide direction and assstance in interpreting the law as it is currently
written. There must dso be the authority to enforce the law with sanctions for non
compliance. Immediate action should be taken to accomplish these directives and
changes in the law regardiess of the status on any proposed mgor revisons to the laws.
Agan, withou the authority to enforce the law, compliance with the law will be, a bed,
problematic. If the authority dready exigs then it must be cdearly communicated to al

parties.

It is vita that Bosnia and Herzegovina work toward State Level Supervison. While the
proposed legidation is viewed podtively, it does not provide for such a provison. The
State L evel agency should have, as one of its goals, a plan to develop consensus for a
revison to the new legidation, including a national level of supervision. It is the
opinion of this team tha a nationd levd of supervison is the only truly effective means
to supervise and regulate the insurance industry.

Concurrently with addressing the lega framework, the staff of the supervisory offices
in FBIH and RS must be srengthened and trained. Clear job requirements and
decriptions as well as performance standards should be developed and adhered to. As
neither entity will have the time or the capacity to develop such standards on their own, it
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is drongly recommended that internationd resources be requested and utilized. This
process must start as soon as possible.

It is highly recommended that the actuarial'’, analytical and examination
capabilities of the regulatory authorities be strengthened. New qualified saff must be
added as needed. Every effort should be made to recruit and hire trained regulators
dready familiar with examination and andyticd techniques as wdl as the insurance
industry.18 There ae quiddines for the traning necessary to properly peform
examinations and conduct gppropriate analyss.  Internationa resources such as the
International  Insurance  Foundation, the Nationd  Association of  Insurance
Commissoners and the Internationd Association of Insurance Supervisors could be
approached to assist in these tasks.

Until a properly trained daff can be in place, the use of independent auditors and
actuaries should be employed. The independent staff should be charged with training the
upervisory daff.  During this trandtion stage, “shadow” regulators should be brought in
from other countries to supervise the work of the independent experts. It is entirdy
appropriate for the companies to be assessed for part of the costs associated with this
process. Funds not used by the Supervisory office in the past could dso be used to meet
these cogsts. Further, there can be no better use of the funds, either domestic or from donor
agencies, than to assg in drengthening the supervisory entities to insure the compliance
with the proposed law underwritten by the EC.

Full scope examinations of companies should be conducted as soon as possible. Since
the daff of nether entity is adequatdy trained to conduct full scope examinations in
accordance with international professonal  standards, independent credentialed auditors
should be engaged to perform the examinations and report directly to the Directors of the
Supervisory Office and Unit. Again, this would be a very appropriate use of funds. The
environment as is currently sructured will not change on its own. Significant, forceful
and definitive measures must be taken to erase the ills that currently exist in order for the
proposed lav to be enforcesble and meaningful. The full scope examinations in
accordance with internationad standards preformed by independent credentided auditors
would be a ggnificant invesment. The investment, however, would be a one time cost
directed to correct the existing problems immediately and completely.

If the costs cannot be borne by the industry, other nodes of internationa assistance could
be sought a the Supervisory Agency level. There are many foreign companies operating
in Bosnia and Herzegovina. Thee range from Audrian and German to Sovenian,
Croatian and Serbian. Supervisory Offices or even the future State Agency should request
the Supervisory Agencies of the noted countries to jointly conduct examination on a
consolidated bass or these companies could provide assstance in this effort as long as

17 This mainly refersto the FBiH as the RS Insurance Department has atrained actuary.
18 We understand that this may be difficult given the lack of experienced regulators as well as uncompetitive salariesin
the Supervisory Units.
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their efforts are such that no hint of cover-up exists The foreign resources can be
“shadowed” by locd Supervisory Agency daff who will, in tun, immensdy benefit from
such examination. A time table of one year should be the maximum to have the
examinations well underway.

Companies found to be in ggnificant violation of the law should be put in
liquidation after being given a reasonable time to correct the nonrcompliance with the
law. Those companies found to be in violation of the laws should be informed of the
violations and given a reasonable time to correct them. “Reasonable time’ will, of course
depend on the nature of the violations. Some violations can be corrected in a reaivey
short time, while others will require longer periods of time for correction. The point is
that companies move promptly and decisvely to correct the violaions to the saisfaction
of the supervisors. For those companies that do not implement corrective measures or are
in dgnificant violation (such as no resarves or bogus assets underlying the reserves)
should be ordered to dop doing business immediatdy. If the violations are 4ill not
corrected in areasonable time, the company should be put into liquidation.

Some violations are so egregious that continuation of the status quo is to condone abuse
of the people who have entrusted their money to a company. Further, the properly
managed companies are pendized in the market place. It isto condone looting.

Concurrent with training of the supervisory capacity, procedures and formats must
be developed for reporting by companies. The bass of reporting must be sipulated
and consgently gpplied so the company reports are uniform.  Analyss and examination
manuas must be developed to assure consstent and proper procedures are utilized, which
arein line with BJ standards and professiona norms.

Internationa indtitutions, especidly regiond supervisory agencies, may be dile to share
their experience, and even capacity, procedures, reporting requirements, and examination
manuas. As the levd of traning progesses, the level of expertise will increase thus
alowing more advanced andytica tools to be employed.

At the same time an educational process should be undertaken directed a the
companies to dearly communicate that enforcement of laws will be the norm and that
consgent compliance will be required. Formats for reporting, bass of reporting and
content of reporting should be clearly communicated as well as timing of reports. It is
the companies responghility to know the laws they are subject to, it is the regulators
respongbility to assst compliance by providing guidance as they enforce those laws.

Undoubtedly, some companies will attempt to bring pressure to forestdl or diminate dl
these efforts  However, properly run companies will welcome condstent enforcement
gnce unfar trade practices and unfar competition will be lessened. These companies
have no reason to fight supervison as the latter evens the playing fidd for dl. Lack of
supervison hurts properly run companies. One of the interviewed companies
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Ubstantiated this fact. When the Supervisory Office of FBIH issued a directive, top
management of the company indsted on full compliance with the directive. Compliance
hurt their market share as other companies continued to flaunt the law and thus had a
market advantage. This aso gives credence to for the need for effective supervison.

Once the supervisory staff is empowered and training is under way, the compulsory
insurance system should be overhauled. As discussed in this ieport, the profitability of
compulsory insurance is uncertain. Varying opinions were supplied by published data and
interviews with company officids. At a minimum, there are known abuses in the system.

It is doubtful that companies engaging in such practices are operating within the law or
complying with in other areas of the law such as establishing proper reserves, processng
clams and meeting their obligations under the contracts of insurance.

In addition to abuses in the sysem, commonly used insurance practices are not
employed. The rates are set based on old and/or questionable data Rates are s&t by
government mandate. The lack of reliable databases makes rate setting difficult.  With a
rdiable database, rates can be set that reflect redity. Underwriting should be encouraged
and companies alowed to develop tariffs that are supportable and return a reasonable but
not excessive profit. Drivers should be rated and taiffs reflect the drivers driving. With
proper supervision, rates should be market driven.

Any violaion to the mandatory legidation such as premium discounting, offering of
payment options, etc. should be brought to an immediate hat regardless of which
legidation isin effect™®.

Given the importance of MTPL in the insurance sector and the need for a reliable and up-
to-date database, it is recommended that, once it is edablished, the <ate-levd
Commisson and/or the entity Supervisory Offices utilize other government inditutions
and public programs such as the Minidries of Interior and CIPS program, to create a
state-wide database of registered vehicles and driver records. Such a database could be
used to combat fraud and eiminate many unregistered vehides™. As renewd of vehicle
regigrations and driver licenses are currently underway (until June 30, 2005) this
initiative should commence as soon as possible.

The lack of accurate, verified and consstent data is a major stumbling block for
effective supervison, companies and other interested parties. Immediate steps should be
taken to define the data that needs to be captured and how the data is to be presented in
the RS and the FBiH. Data currently provided in FBiH must be verified and assurance of
consgency obtained. This could and should be done through periodic, full scope
examinations. It will take time to devdop a rdiable and datidticadly vaid database but
the effort isin everyone' s best interest.

19 This was the single biggest complaint noted by the companies interviewed.
2 Unofficial estimates, during interviews, indicate that some 30% of vehiclesin BiH are uninsured



| nsurance Sector Assessment
Bosnia and Herzegovina

The insurance sector should work as closdy as possble with the banking and investment
sectors to develop short-term, intermediate and long-term investment instruments in order
for companies to comply with existing Laws and especidly the proposed Laws if they are
enacted.

A taxing methodology must be put in place that is fair and as free of manipulation
as possible. We were informed that taxation is on the basis of profit. Clearly, this
provides opportunities for judgment as to what becomes “profit’. A more consarvative
edimate of reserves will lower profit. Reserves could be just overstated one year to
dfect timing of the recognition of profit. Grester spending on adminidrative and other
items will lower profit. Lower interest charged on loans will lower profit. Efficiently
managed companies ae pendized for ther efficiency— they ae more profitable,
therefore, they pay more tax. A system based on a flat percentage of premium earned is
far, cog effective and easly adminigered. Such sysems are widdy used. Taxation could
adso be used for simulaing the purchasing of long-term insurance products such as life
insurance.

An important aspect of insuring public trus in the insurance indudtry is the proper
oversght of the solicitation of insurance. The proposed legidaion includes a Law on
Intermediaries.  Supplemental legidation requiring education opportunities for
agents, brokers, and other supporting professions should also be given a priority.

Although the current prescriptive laws, coupled with dructured reinsurance requirements,
do not create much need for sophisticated underwriting, future underwriting needs will be
greater. It is recommended that two Strategies be considered for the development of this
professon. Both dSrategies should be a the company level and funded by the companies.
Firg, work should begin on the development of an underwriting program which could be
certified. It could be patterned after the CPCU, CIC or CLU programs in America or
European programs. A second drategy would be for BiH companies to establish
relationships with foreign companies and/or consultants that can immediady evduate
current practices and develop training modules for current and future use. The modules
could be web-enabled and supplemented with face-to-face training. These programs
could include some other risk management drategies such as avoidance, eiminaion and
retention, which are presently only minimaly used. As these will dowly be introduced
dowly into the market, effective coordination with sound underwriting dSrategies should
be more then beneficidl.

There were severd references made to the presence of an Association of Insurance
Companies in the Federation. It should be verified how active this association is and what
would be required to inditute a date level Associaion. In the short-term, for a nomind
cod, insurance companies could provide the necessary resources in lieu of hiring a daff.
A wdl-managed association could have asssted the companies in ther current efforts to
secure effective regulation of the MTPL. In the future, the value of such an association
will be to bring a unified voice to the State Level Agency for legidative matters.
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Bosnia is smdl enough to dlow for more effective communication between industry
segments  than in larger countriess. Membership should be voluntary but open to
companies from both entities.

Insurance companies must sdl the vaue of persond and commercid coverage. An
objective assessment by the companies of consumer needs should be undertaken to
determine which current and future needs can be sdisfied via insurance products and
savices. Companies fed they have the adequate <ills or can quickly gain them to
develop new products. An assessment, however, of market needs, should be completed
before any products are devel oped.

Busness practices and busness ethics may or may not be legidated. However, the
incorporation in the proposed laws of the core principles of fit and proper and conduct of
business is to be commended. In the spirit of the proposed legidation and the long-term
insurance sector goals, it is highly recommended that the entity Supervisory Offices
mandate al insurance companies to develop and implement sound Corporate Governance
Policy and Code of Ethics.

khkhkkhkkkhkkhkkhkhkhkhkhhhkhhhkhkxkhixkx

An in-place, empowered and properly trained supervisory staff is imperative and must
come before the market can grow in a responsible way. To grow the market without
proper oversight will result in even greater opportunities for unscrupulous persons to
loot premiums paid in good faith by the citizens of Bosnia and Herzegovina. The
confidence of the people has been shaken enough by non-payment of claims and
widely varying premiums. Thistrend should not continue.

I mprovement in the economic conditions of the people will provide the opportunity for
companies to develop new products and people to purchase insurance products.
Improvement in the regulatory environment will attract international insurance
companies willing to partner with in-country companies. Other businesses will come
that are willing to purchase insurance for their operations from Bosnian companies.

With the will to move forward by all areas of government and the market, Bosnia and
Herzegovina can become a model of progressin the insurance sector.
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List of Interviews Held

Branidav Bilic, Director, FBiH Bureau for Insurance Supervision

Anita Putica, FBiH Bureau for Insurance Supervision

Snjezana Ostojic, Legd and Licensng Department, FBiH Bureau for Insurance
Supervision

Miroslav Cingel, Deputy Director and Head of Andyticd and Examination
Departments, FBiH Bureau for Insurance Supervision

Miodrag Babic, Department Head, Ministry of Finance Republika S pska Insurance
Supervision Department

Tamara Pgic, Actuary, Ministry of Finance Republika S pska Insurance Supervision
Department

Nedim Gavranovic, Federation of Bosnia and Herzegovina Association of Actuaries
Zdljko Sain, Federation of Bosnia and Herzegovina Association of Actuaries

Bakir Vrazalic, Generd Manager, Bosna Osiguranje

Fahrudin Nalo, Property Insurance Department, Sarajevo Osiguranje

Sead Tikvin, Persons Insurance Department, Sarajevo Osiguranje

Z€dljko Pervan, Generd Manager, Sunce Osguranje

Marko Santic, Deputy Director, Hercegovina Osiguranje

Zdjko Pehar, Head of the Quality Department, Croatia Osiguranje

Dinko Musulin, Director of Mostar Branch, Euroherc Osiguranje

Dubravka Matic, Legd Advisor, Kosig Dunav Osiguranje

Grujo Komljenovic, Head of the Insurance Department, Kosig Dunav Osiguranje
Damir Lacevic, Generd Manager, Bosha Re

Stjepan Saubert, Genera Manager, Merkur Osiguranje

Fikret Pljevljak, Director, BiH Green Card Bureau



