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REINSURANCE IN BRAZIL:

CHALLENGES AND OPPORTUNITIES OF THE OPENING OF
THE MARKET

“Madmen in authority, who hear voices in the adre
distilling their frenzy from some academic scrilvblef a
few years back.”

John Maynard Keynes, The General Theory of Employme
Interest and Money1936

Claudio R. Contador

1 - INTRODUCTION

The opening of the reinsurance market in 2007 ntatke end of the
monopoly of the Brazilian Reinsurance InstituteRIR Instituto de Resseguros
do Brasil). Created in 1939 (Law 1186) during teado NovaNew State)
period of the Vargas Government, the IRB was path® package of reforms
and the creation of public and mixed economy agsndounded on the belief

in the higher efficiency and social equity of gawaent as the organizer of
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society and driver of economic and social develapthdy the time of his
death in 1954, Getulio Vargas had founded compamied modernized
institutions: CSN - Cia Siderurgica Nacional (stegking); CVRD - Cia Vale
do Rio Doce (mining); FNM — Fabrica Nacional de btess (vehicles); Cia
Nacional de Alcalis (soda and salt); Cia Hidroététrde S&o Francisco
(electricity); CNP - Conselho Nacional do Petrél@dational Petroleum
Council - the seed for the creation of Petrobrak9s3); DASP — Departamento
Administrativo do Servigo Publico (public servicgnainistration); and modern
labor legislation (inspired by Mussolini’'s Labor &ter), among others. As part
of this package, the IRB was an important pillathef country’s modernization
process, creating the market for private insurance.

Before the creation of the IRB, reinsurance wastregted directly
abroad or through foreign companies operating iazBr Four reasons were
important for the creation of the IRB: (a) the néedtrengthen and expand the

risk retention capacity of the few existing domestisurers; (b) the need to

! Getulio Vargas assumed the presidency of Brazill®34 by indirect election. The
Constitution of 1934 marked the beginning of mod&tion and democratization
(subsequently stopped) in Brazil, with innovativedahealthy measures, such as the
principles of alternating powers; universal andreegote, voting rights for women; labor
union pluralism and the right to free expressiovertEso, the Federal Constitution of 1934
was strongly interventionist in insurance. For amse, Art. 111 provides for the
nationalization of insurance in all its forms. LatBecree 5901 of 1940, during tEstado
Novg established mandatory insurance for merchandssinialists, providers of services,
individuals or companies against the risk of fetg. The 1937 coup by Getulio interrupted
the democratic phase and facilitated the implentiemtaf theEstado Novaeforms. Belief

in the authoritarian state as organizer of theetgoivas a global phenomenon typical of
1930s-1940s. As declared by Getulio in 1938he¢ New State does not recognize
individual’s rights above the society. Individudis not have rights, they have duties. All the
rights belong to society

2 Seminal articles on insurance and reinsurancéjdirg those related to other topics such
as sociology and politics, are found in Castro, &tbL.M. de; and Antonio Salvador Dutra
(orgs.), Classicos do resseguftlassics of Reinsurance], (Rio de Janeiro, IRBABrRE
and the National School of Insurance, 2010). Themeaspects are found in Harrison,
Connor M., Principios e praticas do ressegfRanciples and Practices of Reinsurance],
(Rio de Janeiro, AICPCU-IIA and Escola Nacional 8eguros (National School of
Insurance), 2007). For the legal view, see Mellerg® Ruy Barroso de, Contrato de
ressegurgdReinsurance contract] (Rio de Janeiro, Escolaidvat de Seguros (National
School of Insurance), 2011)




reduce Brazil's outflow of foreign exchange and mtain the technical reserves
for fixed capital formation; (c) the need to redulspendence on foreign capital
to avoid the problems suffered during the greatresion of 1929; and (d)
World War I, which halted the flow of foreign cagi into Brazil and increased
the perception of risk. In an environment with arskge of private capital, it
was expected that the IRB would be a public entityactually, a mixed
economy company, controlled by the government  wfierations guaranteed
by the National Treasury. At the time of its creatithe IRB was subordinate to
the Ministry of Labor, Industry and Commerce.

As further justification, the nationalized reinsoca sector was supposed
to favor an expansion of the insurance market (Wwbiccurred) and would help
trigger the development of the domestic financiarket, through the creation
of new institutional investors and better risk nggraent (achieved in part).
The protection of national insurers was justifiedaaway to compensate for
their lower levels of capitalizatiomis-a-vis international insurers and lower
technical capacity. The role of the IRB was a tgpaase of the "infant industry
argument" that justified the closing of the econesnirom the 1940s to the
1970s in Brazil and other Latin American countrigsfortunately, this "non-
argument" has recently been revived, althoughsgused form.

The evidence shows that the supply of reinsuraacses an increase in
the supply of insurance which, in turn, justifiée texpansion of the supply of
reinsurance. In this sense, the relationship isabsal, with the strongest
causality flowing in the direction of reinsuranae ihsurance. Paradoxically,
this was one of the arguments for the opening efrénsurance market, in the
same way it had previously served to justify theation of nationalized

reinsurance.

% The causality between insurance and reinsuranserdss specific empirical analysis, but
preliminary tests confirm bi-causality. See Farlsguro Vieira de, "Opening of the
reinsurance market: the demand for reinsurance ianpdicts on the insurance market,”
Revista Brasileira de Risco e Segumernational vol.1, no.1, 2007, pp.1-40. A similar
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The opening of the reinsurance market was includedpart of the
privatization process of the Collor government 89Q, but without success.
Constitutional Amendment 13, 1996, broke the mohpprercised by the IRB,
but, again, with no practical effects. Finally,eafseveral unsuccessful attempts,
Complementary Law 126 of January 2007 and Resolut&8 of December of
the same year governed the opening of the reinseramarket in Brazil. It
looked to be a successful outcome and a resportbe ttrategic needs of the
Brazilian economy. Unfortunately, however, protesism and excessive
interventionism were not deeply buried.

This report discusses several issues and factseafeinsurance opening
in Brazil. Section 2 summarizes the early histalgscribes the effects of key
events in the insurance and reinsurance marketswamdiarizes the transition
period for the opening of the sector. Section ZuBses the opening process,
the expected and effective effects and the benafitspossible harm, analyzes
the changes in the sale of premiums, the new utistital design, the structure
of the market with new types of reinsurers, andidlobnical performance of the
local reinsurers. Section 4 lists some requiremiemtthe effective progress and
modernization of the insurance and reinsurance etsriSection 5 presents the

conclusions and suggests areas for further research

2 —-EARLY HISTORY AND CONCEPTS

With the startup of the IRB’s operations, the pctitn of national
insurers was accomplished in two ways, justified aasway to increase
competitiveness and stimulate the creation andrestpa of national capital: (1)

the establishment of low limits of risk retentiand (2) the creation of the so-

argument is suggested for the relationship betwimamcial markets and economic growth,
especially in less developed countries. Jung, WHnancial development and economic
growth: international evidence", Economic Developirend Cultural Changeol. 34, 1986,
pp. 333-346.




called sole surplus. Under these conditions, damessurance companies,
relatively poorly capitalized and with inferior teacal capacity, had automatic
reinsurance backing. If necessary, the IRB coulchton the financial backing
of the National Treasury for larger claims. Thetegs thus provided domestic
companies with advantageous, differentiated caobti allowing them to
compete with foreign insurers. The rates of thecpesd were set and regulated,
and competition was measured by the quality ofiserand the image of each
insurer.

The IRB fulfilled its mission to consolidate and deonize the insurance
market in Brazil up to the 1990s, and mainly tantrédne professionals who
would create the framework for the current insueantarket. In addition, of
course, the growth of the insurance market provitledustification and made
the monopolistic activities of the IRB possible.dp#e the good intentions, the
protected market had the effect of concentratisgsrin Brazil that an open
model would have transferred abroad. Moreover, utiue veil of protection,
less efficient insurers managed to survive throllRf transfers. The protection
also discouraged the offer of new products, maihg lines that needed less
expensive reinsurance and better pricing of thesfigor nearly 70 years, the
IRB made adjustments and occasional improvements,sarvived as a state
monopoly until the privatizations of the 1990s.

The exhaustion of the protected market became appar the 1990s.
The net benefits of protectionism based on theafibfindustry” argument
disappeared and the social costs became exceEswr.so, the closed market
would survive for nearly two more decades. By 20@7.atin America, only
Brazil, Costa Rica and Cuba continued to have aigowent monopoly on
reinsurance.

Before the opening up of the reinsurance market,risurance industry
experienced a paradox in Brazil. From the sidehef insurance companies,

“ Faria, op.cit



there were competitive conditions with free pricGesd tariffs, made up of
private companies seeking globalization. Furtheandrained professionals
carried out SUSEP’s regulatory and oversight atwiand solvency rules that
converged with international practice. However, dontrast, the reinsurance
market was a monopoly, controlled by the governnaegrt had a protectionist
bias. In addition to being a monopolistic supplite IRB acted as the
reinsurance market regulatb\fter the market was opened, a new paradox
emerged, which will be discussed below.

In March 2002, the International Monetary Fund &nel World Bank
analyzed the Brazilian financial market, identifyiproblems and suggesting
changes in the various segments and types of magesits. On the positive
side, the two institutions found that the regulatiand supervision of the
insurance market already met the principles ofltibernational Association of
Insurance Supervisors (IAIS) regarding solvency and minimum capital
requirements, information transparency, risk mansgg, implementation of
internal controls and fraud detection. With regardhe governance of SUSEP,
the most relevant suggestions were in the direafogreater autonomy for the
agency, including financial autonomy (whose budge¢se submitted to the

Ministry of Finance), the selection of executivdiadrs and oversight board

® |t is important to differentiate the activities ofgulation, inspection and supervision.
Regulation is the establishment of rules of operaind conduct of institutions; inspection is
observing that the rules are obeyed, and supernvistoresponds to the verification of the
operational behavior of companies and institutioBee Garcia, Rene, “Os fundamentos
econdmicos para uma teoria da regulacdo em mercddosapitais em processo de
globalizacéo” ["The economic foundations for a ttyeof regulation on capital markets in the
globalization process"], Revista da CYRDO01, pp.13-25

® A good summary is presented in Wehrhahn, Roddi@hallenges for a credible and
competitive Market, insurance and reinsurance egguil and supervision: key issues,"”
CEBRI ConferenceRio de Janeiro, November 2013.

" The IAIS, created in 1994, brings together reguiatand supervisors from over 140
countries, comprising over 97% of the global insgeamarket. The IAIS has more than 130
observers (who are not part of the staff of regquiatagencies) from the various member
countries. The main goals of the IAIS are to fodtex development of regulatory and
supervisory measures with consistent and harmori@mseworks, and contribute to the
stability of the financial markets.




members based on technical criteria and havingdfixerms of office.
Regarding intermediation, there was a proposamiglement a model of self-
regulatio (endorsed and implemented by Fenacor in 2013).eMar, with
regard to reinsurance, the emphasis of the recouhatien was to accelerate
the market opening process and the adoption ofrgigpen based on risk
capital.

As an addendum to these suggestions, the end ofreimsurance
monopoly also was the subject of international wbs@n, which may have
contributed to a build-up of internal pressure frilnose opposed to the opening
of the sector. In December 2004, the Trade Polieyi&v Body of the World
Trade Organization (WTO), inspired by the Washingt©onsensus, urged
Brazil to comply with the "Fifth Protocol to the G&", signed in 1997, whose
ratification depended on the opening of the reiaisce market.

Nationalized reinsurance received undeservedefarsthe development
of the insurance market. Other factors played arkéy, because of the decline
in inflation and rising real incomes in the 1990ke first decade of the new
millennium helped foster the expansion of the iasge market in Brazil.
Despite the positive numbers, the environment efeloinflation and better
income distribution did not consolidate the healdmd sustainable growth of
the insurance sector, due to the anomalies. Onle @nomaly, as previously
discussed, was nationalized reinsurance.

Two other anomalies are older and continue to mayole in the
insurance market: (a) fragmented supervision witlsingle coordinating body,
with the coexistence of three supervisory agen@®$SEP, for the insurance

and open pension plan market; the National Healibngy (ANS), for health

8 Supplemental Law 137 of August 2010 created, anuthgr measures, the self-regulation
of the brokerage activity. In 2013, Fenacor setthg IBRACOR - Instituto Brasileiro de
Autoregulacéo do Mercado de Corretagem de SegdeoResseguros, de Capitalizagédo e de
Previdéncia Complementar Aberta. [Brazilian Sefftdation Institute of the Brokerage in
Insurance, Reinsurance, Capitalization and Opesi@eirund Market].



plans; and the Superintendence of National Compiéang Pension Funds
(PREVIC), for pension funds, with each governmegérey reporting to a
different ministry (Finance, Health and Welfarespectively), with different
supervisory mechanisms, budgets and missions;l@riti€ financial regulation
of the Central Bank and the Securities Exchange rGission (CVM)
concerning the criteria for the management of tectmrovisions.

Discussions for opening up reinsurance emergetthanearly 1990s as
part of the Collor government's privatization pram; and resurfaced at various
other times, with more visibility and strength &g tnew century arrived.
Constitutional Amendment 13, of 1996, broke the apmly exercised by the
IRB, but without practical effect. Finally, afteeseral unsuccessful attempts,
Complementary Law 126, of January 2007, and Rdsaldit8 of December of
the same year, started to regulate the openindghefréinsurance market in

Brazil.

 What is reinsurance?

To simplify, reinsurance is the insurance for nagite companies and, as
such, behaves as insurance-derived demand. Seantte demand side, the
same factors that determine the performance of itlserance market —
macroeconomic, social and regulatory — directly andirectly influence
reinsurance. Therefore, the reinsurance marketgg¢d to insurance, although
this does not mean they experience similar growdkltemns. As insurance
operations become more complex, guaranteeing higheks, the
reinsurance/risk ratio naturally tends to rise. ®Drthe country’s reinsurers
become internationalized and cover risks in otleememies, the behavior of
the reinsurance market takes on its own dynamgymasg a different path to
that of the domestic insurance market.

® Which does not mean that causality flows only fiasurance to reinsurance.



Viewed from the supply side, reinsurance corredpoto additional
capital, which increases the solvency margin ofinress and, as such, increases
their risk retention capacity, which may well inase the supply of insurance.

Reinsurance represents a contract in which ant &galted the reinsurer)
agrees to indemnify an insurance company — nameenter reinsured — for
damages that may occur as a result of losses sdffgr policyholders covered
by the contract made with the insurer and the vearsce contract. It is simply a
transfer of insurance risk to reinsurers, and thereeinsurance allows the
insurer to reduce its liability with respect to iakrdeemed excessive for its
financial and technical capacity. Reinsurance, in the same manner as
coinsurance, serves to spread risk, with the adganthat it occurs in a global
market, transferring part of the risk to the exterwhich reduces the country’s
risk level. The reinsurer may also use the riskoogtssion mechanism where it
passes along part of the responsibilities assumethdther insurer or another
reinsurer.

Reinsurance contracts are classified accordingh&x technical and
contractual characteristics, which are divided itwo types. The first is how
the risk is distributed: the risk may be proporahnwhen the reinsurer is
responsible for the claim in proportion to the casof responsibility; or non-
proportional, in the opposite case. The second tygeow the reinsurance is
evaluated and put into effect: when the risks ayesidered in an isolated
manner, the contract is called facultative, andmithe risks are aggregated into
portfolios of insurance policies, the reinsuranee the treaty type. Most
reinsurance policies are of the proportional aedtir type (i.e., encompasses a

portfolio of policies with various risks}.In any case, in reinsurance operations

19" See www.tudosobreseguros.org.Hfrom the Escola Nacional de Seguro (National
Insurance School).

1 KPMG, Abertura do Mercado de resseguro no Bras#rcepcées do mercaffdpening of
the reinsurance market in Brazil: Market percem]opfKPMG and Rating de Seguros,
2011). The most widespread contracts are the atimmational, catastrophe, differentiated,
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there is no connection or direct link between thigioal insured and the

reinsurer.

* What purpose does reinsurance serve?

Reinsurance increases market liquidity, stabilittes claim rate (which
reduces the risk of volatility of returns of insnca policy portfolios) and
makes it possible to meet catastrophic risks, wiaigh generally sizeable. In
Brazil, catastrophic risks are modest, which on ta&d is good for the
insurance market, but on the other hand reducesé¢eel for this type of
reinsurance risk. Even without major natural deast insurance and
reinsurance are crucial for the coverage of langksrin Brazil. The best
example is the Petrobras P-36 platform accidentMiarch 2001, where
Petrobras recovered US$ 490 million with the recedp the insurance
indemnity. Other risks, where reinsurance is esslerdre aviation, maritime,
environmental and large-scale industrial accidents.

Since reinsurance standardizes the behavior ofdihect insurance
portfolios from insurers, mitigates imbalances &pdps the severity of claims
from jeopardizing the financial stability of thesurer. Imbalances in an
insurance portfolio have two components: severitg &equency of claims.
Severity represents the magnitude of the loss, feegliency the number of
occurrences. These two imbalance components agateddor the preparation
of reinsurance contracts, and determine the nefegsch insurer.

The spreading of the risks from different markeg¢gjions and activities
leads to the diversification of reinsurers’ poliggrtfolios, lowering total risk.
Imbalances can also be offset by reinsurance thrgagtfolio diversification.

Moreover, through reinsurance, the accumulated ledye from the

in original conditions, surplus of responsibilitgxcess damage, excess claim, non-
proportional, mandatory, percentage, by quota, gmtamal and stop loss. Each contract has
specific characteristics that are beyond the sobpleis paper.
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experience of claims in different regions, envir@mis and activities gives
national insurers access to information about titermational market, other
products, new management practices and risk migagtc. Since reinsurance
operating in a competitive environment is essdgtial globalized activity,
national insurers are encouraged or forced to ee#lytadopt international

practices.

* Reinsurance before the opening up of the market

Even with the reinsurance monopoly, the Braazilmarket did not face
limits regarding the financial capacity of the irsn$. Moreover, there were
difficulties in the supply of insurance for certaypes of risk due to limitations
imposed by lack of technical knowledge in insuransk assessment, a lack of
commercial interest or simply the impossibility @conciling the price-risk
ratio.

To understand the post-market opening reinsurams@&onment, one
must look at the evolution of the insurance maikeBrazil, and the main
factors determining its behavior — in particuldre tlevel of income, the real
price of the policies and inflation.

Regarding the role of income, the literature iatks the demand for
insurance has an income-elasticity greater than that is, over the long-term
the needs of insurance protection grow faster thargrowth of the economy.
Economic growth and the complexity of the actiwattend to increase the need
for protection and risk coverage. Empirical evidenin Brazil confirms
insurance as a luxury good, though not always Msler the short-term.

Concerning price, the demand for insurance, likg good or service,
responds to the cost of the policies compareddadst incurred in alternative
forms of protection, and here a technical comm@plies, based on how our
market functions. Though competitive, the Braziliasurance market is not

truly open and internationalized. Actually, there mo completely open
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insurance market in the world; rather the situatianes by country. In general,
only insurers operating in the country (natiorgpital or foreign subsidiaries)
may sell insurance, and legislation prevents tmectipurchase of insurance
from insurers operating in other countries, whiclakes the demand for
insurance more price-inelastic. In Brazil, thiserug strictly enforced. This is
not just a purely academic issue, since the pne&sticity determines what
happens to the billing of premiums in responseht@nges in price. With price-
inelastic demand, a drop in price (other varialbsaining constant) reduces
total revenue, and this finding helps to understanity insurance can be
expensive in Brazil, incorporating high taxes amxdessive commercial and
administrative cost¥.

The third factor that affects, and in the past rggtyp impaired, the
development of insurance in Brazil has been idfatin the early 1960s, the
Brazilian insurance market faced a serious findrariais not shared by other
sectors. The entire insurance system, accountirmgrds, contracts and
applications of technical provisions were basedadow-inflation model and
the contracts were not indexed to inflation. Witle tising inflation in the first
half of the 1960s — and even more in the 1980stlaadirst half of the 1990s —
the values of the contracts fell in real terms, chhtaused dissatisfaction and
loss of equity on the part of the insurédrhe insurance companies faced the
combined effects of loss of customers, demonetigata shrinking financial
market and the inability to assess future rigksa-vis contracted prices of

policies.

12 The issue is discussed in Contador, C.R., Econdmiseguro: fundamentos e aplicacées
[“Insurance economics: principles and applicatipn§S&do Paulo, Editora Atlas, 2007),
Chapter 5.

¥ As a curiosity, cumulative inflation from April 1@6until the Real Plan in July 1994
totaled 787.69 trillion percent, with an annual rage of 168.3% and monthly inflation
averaging 8.6%, as measured by the IGP-DI of th#lliéevargas Foundation. This shows
the difficulty in comparing values over time in Bila From 1964 until the implementation
of indexing in insurance contracts in 1987, theuandlated inflation reached 3.05 million
percent and a monthbverage of almost 60%!
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Finally, political instability affected the qualitgf supervision, market
regulation and management quality: the IRB hadesladifferent presidents in
the 1960s. Due to lack of control and clear opegatules in an inflationary
environment, consumer confidence in the insuranegket was once again
severely affected. After the pawnbroker scandathef 1920s, consumers and
insurers viewed each other with suspicion. Bothempawns in the perfect
storm of rising inflation, unprotected insurancenttacts and the chaos of
economic policy. Indexing was not included in ireswe policies until 1987, at
the stage of runaway inflation and the violencébafken contracts, 23 years
after the formal implementation of indexation imt@acts in Brazil.

This anomaly explains the difference in growthwestn commercial
banks and insurers in Brazil. While indexation ofahcial assets served to
underpin growth and technological modernizatiorthe banks, the insurance
market was deprived of this support. Without corttral indexation, the
insurance activity was seen more as timid bankimgrations, with a
component of deferred gains from the spread betwleempremiums collected
and the uncorrected clainfs.

For this reason, empirical evidence in Brazil cadés categorically that
an especially high, and mainly unstable, rate ti&tion strongly depresses the
demand for insurancé.These factors — GDP growth, falling inflation frate
thousand percent levels of the 1980s and 1990&rmosh civilized rates after
the Real Plan, real income and wages growth aqece$or contracts — played
an important role in expanding the sector after4199

Institutional factors contributed to the growthtbé insurance market on

healthier bases, with the deregulation of tariff&g modernizing measures

4 In a research with data collected by the CentmkB the insurance market has had a
systematically higher return on net equity than acbemmmercial banks since 1995. The total
return of the insurance industry is the sum of stdal (about the business itself) and

financial (return on management reserves) restisluding the latter, the industrial return

iS negative in most years.

15 See discussion and empirical evidence in Contagiocit.
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proposed in 1992 by the Directive Pirand the preparation for the opening
up of the reinsurance market. As a result, from5198til the beginning of the
millennium, the environment was marked by majorlitatave changes in the
insurance market and strong growth in the real evalli the premiums and
assets of the insurers until these measures loshgsh. Nevertheless, the
insurance industry had a small, but growing, rolghe financial system. In
2012, the total assets of insurance companies edaddB8$ 214 billion (R$ 460
billion), compared with US$ 2.3 trillion (R$ 4.9ilion) of the commercial
banks, while the total assets of the national forgrsystem (SFN) totaled US$
2.7 trillion (R$ 5.8 trillion). That is, the insuse share of the total assets of the
SFN is 8% whereas for the commercial banks it 8By contrast, in the late
1990s, the assets of the insurers were little rtivaa 3.8% of the SFN, which
demonstrates the excellent growth of the sectprshover ten year¥.

The opening of the reinsurance market gave a bmoghe insurance
market, which now needs to be supplemented andoread by a regulatory
framework committed to the internationalization tfe market, with a
competitive market, less intervention, setbacksrafelchanges, and mainly by
transformations within the companies themselvestlagid representations.

Prior to the opening, and based on technical studiee winds had
clearly begun to favor modernization of the markkt. 2004, measures
favorable to the insurance companies were suggbéstdte CNseg (Fenaseg at

the time), in the Sectorial PlahStill in 2004, the Escola Nacional de Seguros

16 plano diretor do sistema de sequros, capitalizacgi®vidéncia complementgDirective
Plan for the Insurance, Capitalization and Complaarg Pension Plan System”], (Brasilia,
Ministry of Economics, Finance and Planning, 1992)

7 1n 2005, the value of total SFN assets was 78%DP. In 2012 — after the international
financial crisis - reached 131%. That is, the friahcrisis did not depress the value of the
SFN assets in Brazil, unlike what occurred in oteeonomies. All figures of 2013 are
converted by the annual average exchange rate 8 FBHISS.

18 2° Plano setorial da industria degairos, [2¢ Sector Plan of the Insurance Industry], (Rio,
Fenaseg, 2004). The previous Plan was developelldi{insey and Delphos consulting
companies, Plano setorial da industria do sef@eatorial Plan of the Insurance Industry],
(Rio de Janeiro, Fenaseg, 1994)
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[National School of Insurance] presented a setrop@sals for a new Directive
Plart®, linked to the macroeconomic goals of the Fed8mlernment covering
suggestions of interest to other segments of thdékehdt is important to stress
that simulations based on an econometric analydisigated that, even in a
favorable macroeconomic environment, growth initiseirance segment would
not be sustainable in the long term. Accordinghg recommendations for
qualitative changes became increasingly important.

In terms of values, and including only the marlstpervised by SUSEP
(insurance, private pensions), savings and lottéiynds [titulos de
capitalizacdo], and reinsurance, the payouts reathe$ 79 billion (R$ 170
billion) in 2013. Reinsurance premiums are US$H8llion (R$ 8 billion), just
over 7% of the volume under SUSEP supervision.d&broader concept, the
premiums from health plans, (supervised by the AN&pl US$ 44.2 billion
(R$ 95 billion) and from the closed private pens(sapervised by PREVIC)
add another R$ 52 billion (US$ 24 billion). Themefainder a broader concept,
earnings of privately administered insurance pkamsalmost US$ 163 billion
(R$ 350 billion), or about 7% of GDF® Total reserves for private insurance
plans exceed US$ 230 billion (R$ 500 billion), whimould be more efficiently

used in the formation of private investment.

19 plano diretor para o Mercado de sequros : propa@giesentadas pela Funeniigective
Plan for the Insurance Market: proposals presefigd=UNENSEG], (Rio de Janeiro,
Fundacdo Escola Nacional de Seguros (National $dfdasurance), October 2004). The
project had the participation of Prof. Roberto Mime University of Sdo Paulo, as a
consultant, who reconciled the proposals and dtafte technical report. Macedo was the
coordinator of the 1992 Directive Plan, as SecyathEconomic Policy.

20 Even so, this figure underestimates the value usecit does not include the protection
provided by other private institutions, such asehah services, consortia and health plans
offered by health clinics, just to name a few. Ehesgments operate on a commercial basis,
but without supervision. Although illegal, they eattl the society as part of the large
underground economy.
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Insurance and reinsurance in Brazil
Premiums, in logs GDP, in logs
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Table 1 — Evolution of the Insurance and Reinstgaviarket

Premiums, US$ billion of 2013 .
Reinsurance/
Total Branches more _ insurance ratio,
Insurance suitable for Reinsurance %
reinsurancg
1995 21.35 10.31 1.61 15.7
1996 21.20 10.90 1.56 14.3
1997 23.26 11.51 1.59 13.8
1998 28.68 10.53 1.68 16.0
1999 29.18 9.87 1.68 17.0
2000 29.60 9.80 1.53 15.6
2001 28.33 10.29 1.95 19.0
2002 24.75 13.14 2.52 19.2
2003 25.70 15.68 2.41 154
2004 28.68 18.17 2.18 12.0
2005 30.72 19.58 2.09 10.7
2006 35.62 23.07 2.41 10.5
2007 39.56 26.81 2.18 8.1
2008 41.29 27.99 2.31 8.2
2009 45.75 32.65 2.56 7.8
2010 50.89 36.74 2.52 6.9
2011 54.64 23.86 3.06 12.8
2012 63.53 26.96 3.16 11.7
2013 60.77 27.51 3.63 13.2

Source of data: SUSEP, IRB, IBGE, SILCON. PrepénedSILCON
2 Lines of property risks, financial, oil and gastal, people, engineering, cargo, marine
hull, aviation, third party liability.

Adding in the insurance provided by the public sect FGTS, PIS/
PASEP, SUS, INSS, Workers compensation (SAT), uhgyneent insurance,
etc. — the size of the total insurance market iazBiis almost US$ 372 billion
(R$ 800 hillion), or 18% of GDP. The several forofsnsurance provided by
the public sphere compete directly with the commaérines offered by the

private sectof+

%L This configuration biases the comparison of tke sif the Brazilian insurance market with
other countries that do not have a social safetginglar to that of Brazil.
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Some insurance branches with a higher risk coretgort are more
suitable for reinsurance operations. Table 1 shibnatsthe sectors of property
risks, financial, oil and gas, agriculture, lifeygineering, cargo, marine hull,
aviation, and third party liability had premiumsra@arly US$ 27.5 billion (US$
59.2 billion) in 2013, slightly less than half dfet total insurance premiums.
Reinsurance amounted to US$ 3.6 billion (R$ 7.8obi), which corresponds to
13% of potentially reinsurable premiufifs.

Figure 1 shows the evolution of insurance andstg@nce premiums in
R$ billions at 2013 prices. The scale is in logd ¢éhe deflator is the average
annual IGP-DI of the Getulio Vargas Foundatidmn brief, the history of the
insurance industry (premiums in black line) cardiwded into four phases: (1)
an increasing trend, from the beginning of the tvedin century to the mid
1960s interrupted during World War Il; (2) the &sgrowth stage, explained
by the 1965 reforms and the period of the econdmicacle”; (3) the confused
period with high and volatile inflation of the 198@nd first half of 1990s; and
(4) the phase after the Real Plan. In terms ofrémesurance premiums, the
growth path (blue line) is similar except for theripd after 1990. Creating the
IRB in 1939 and the opening of the market in 2087a@celerated the real
value of the premiums, not only in the reinsurantarket, but also in the
insurance market. In this sense, reinsurance heo$tiate or in the private sector
— was significant for the creation and developmeinthe insurance market,

although it occurred with help from other factors.

2 Other compositions of branches indicate differatations, but in general the insurance-
reinsurance ratio is between 10 and 14%.

%3 Historical statistics are provided by SILCON Ecorio Studies \ww.silcon.ecn.by, and
published in_ Uma contribuicao a histéria do sequsdBrasil["A contribution to the history

of insurance in Brazil"], RS041 RepqrOct. 1999; Mercado de capitalizacao: 0 resgate da
histéria e os cenarios futurg§Market of savings and lottery bonds: the resthe history

and future scenarios"], RS042 RepoMovember 1999, SILCON Economic Studies;
Contador, CR and Clarisse Ferraz Bohrer, O merdadseguro e de capitalizacao no Brasil :
revisdo e atualizacgtinsurance markets and capitalization in Braail:update,"], Funenseg
Studies no.6, April 2003.
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It is easier to see the evolution of the markefigure 2, with real GDP
and the coefficient of insurance penetration — §mtipe division of insurance
premiums by GDP — since the beginning of the tvethtcentury. While real
GDP (blue line) shows a growth trend — albeit wisiniations around the trend
line — insurance penetration (red line) has gomeutyh distinct periods (two
world wars, the creation of the IRB and high anthtile inflation, associated
with breaking rules), and maintained modest petietrararely more than 1%
of GDP, until the arrival of the Real Plan in 19%tarting from the steady
decline in inflation, insurance penetration showprecedented growth. This is

the period relevant for the analysis of the opemhthe reinsurance market.

3 - THE OPENING OF THE REINSURANCE

3.1 What should happen?

From the macroeconomic point of view, there is dmubt that the
opening of the reinsurance market brings substam@ benefits to the
Brazilian economy. For the insurance market as @aytthe net result was also
positive, although some companies and market seotay encounter problems
and suffer losses.

Compared to the conditions prevailing in theqeepreceding the opening
of the market, the end of the monopoly offered gb&ential for the generation

of several effects, which would become more visiblthe long term:

- A decline in the domestic price of reinsuranceletels converging to
that which prevails in the international market,

- An increased capacity for risk retention and po&énsupply of
insurance,

- Transfer of risks to abroad through the reinsurers,

- An improvement in the technical efficiency of reinsrs, reinsurance

brokers, and insurers in general,
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- An improvement in the technical skills of the insuce market and the
management of risk,

- An inflow of foreign investment by institutions Wwitigh credit ratings,

- An absorption of technical knowledge, technologgd anew product
lines,

- The encouragement of research and the search dovi&dge about risk
in unexplored areas in Brazil (environmental, rucakastrophic),

- The development and improvement of existing protines in Brazil

- An increase in the sophistication and complexitinstirance, and

- The creation of the foundations to make Brazil @ haf regional
reinsurance, and an exporter of knowledge and exp=r to other

emerging markets.

3.2 What the market expected

In 2011, three years after the opening ofntlagket, KPMG conducted a
survey among executives of insurers and reinsuceessess their perception
about the opening of the market and its future geotss®* At that time, the
expectations for growth in reinsurance were exgelsioptimistic, seduced by
the sporting events, and the resulting investmemfrastructure, the PAC, and
the pre-sal® Some of the optimism has diminished, not only heeaof the
deterioration of the macroeconomic environment,dtsth because of regulatory
intervention. Nevertheless, there is no doubt tih@topening of the reinsurance
market provided an impetus and dynamism to theramme market: risk
management of insurers improved and became mohmitatly competent;

insurance companies became more profitable andersiplvthe cost of

> KPMG, op.cit.

%> Direct investment forecast for the Pre-Salt atéreged to be US$ 50 billion. Petrobras is
expected to invest over US$ 220 billion by 2015 CPiAfrastructure project investments will
total US$ 590 billion in Stage 2. Altogether dirésvestments planned are over US$ 900
billion. Including indirect investments, in relatséctors, total investment could top US$ 1
trillion over the next five years. All of these prots require insurance and reinsurance.
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reinsurance decreased; and there was greater @ehaninformation and
technology between insurers and reinsurers.

In February 2014, FENACOR and the consultingnfRating de Seguros
developed an index of the global perception ofitiseirance industry on the
environment, called Insurance Industry Confidenondek (ICSS), covering
three market segments: the insurance companiesughrthe ICSS; the
Confidence Index and Expectations of Reinsurancepemies (ICERY, and
the Brokers Confidence Index (ICGC). Starting irbifeary 2014, the indexes
survey the expectations of the insurance industiy @low comparison with

similar indicators of other sectors of activity.

Return on Net Worth, %

30

BFinancial
B|nsurance

2004 2005 2006 2007 2008 2009 2010 2011 2012

-10

Figure 3

%6 Only local insurers were consulted.
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Table 2 - Expectedffects of the opening of the reinsurance market
Prospects for medium- and long-term, % of respanses

Summary of the KPMG survey 2011

Question Agree Disagree Er?cr)]vxt/
Creation of new distribution channels 87 13 0
Insurance companies are more aware 88 13 0
Growth of insurancgreater than GDP 79 8 13
Growth of reinsurancgreater than GDP 79 12 8
Increased number of local reinsurers 79 16 4
Increased number of admitted reinsurers 79 21 0
More profitable insurance companies 80 17 4
More solvent insurance companies 83 8 8
Better risk management by insurers 96 0 4
Better risk management by policyholders 92 4 4
More profitable reinsurance companies 71 21 o]
Lower costs of reassurance 63 33 4
More products for individual policyholders 79 12 8
More products in basic areas 67 21 13
Better qualified reinsurance brokers 58 38 4
Better qualified insurance brokers 67 29 4
More technically qualified insurers 96 0 4
Source: KPMG, 2011
Table 3 - ICSS - Insurance Indus@gnfidence Index Poll
FENACOR, net balance of positive expectatfpis
Economy Profitability Billing

Insurers, ICES -35 18 26

Reinsurers, ICER -43 -43 0

Brokerage, ICGC -6 13 60

Overall, ICSS -28 -4 29

Source: FENACOR. Prepared by SILCON.

2Sum of percentages: Much better + Better - Woldech worse
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In the release of the first ICSS, local reinsuret®wed signs of
pessimism, especially regarding the prospects ofitability of reinsurance
operations during the next six months. In the tluaegories — macroeconomic
environment, profitability of operations and bitlin— the pessimism of
reinsurers over the next six months is higher ttinninsurers, while brokers
had expectations of a more generous scenario. ddsons for this pessimism
amongst reinsurers can be tied to the setback &RCResolutions of 2010 and
2012, the creation of ABGF — Agéncia Brasileira ©es de Fundos
Garantidores e Garantias [Brazilian Agency of Fundsarantors and
Guarantees] in 2013, and the possibility of newe rchanges. These factors
foster an environment of cut-throat competitiort isanot conducive to the self-

sustaining and healthy development of the secttvariong term.

Confidence indexes, net %

15

Binsurers

50 BReinsurers
OBrokers
OTotal

Economy Profitability Revenue

Source SILCON

Figure 4
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3.3What has happened already?
3.3.1 Fall in the price of reinsurance

In a competitive market, the price charged fonsarance is a sensitive
variable for evaluating the performance of reinssi@nd the intensity of the
impact of the market opening. In the extreme césaemtical prices to those on
the international market - under equal conditiohgsk and taxation, of course
— the opening of the market, though not necesspalyect, generates similar
effects to those of a competitive market. Whereehsg a difference in prices,
with domestic prices above international — as m ¢hse of heavily regulated
and protected markets — the impact of the opentniped market is partial or
non-existent.

The comparison between the prices charged by R Brasil Re and
international prices was a question that has eticgporadic debates over the
last two decades, but has not received the atteritbeserved, especially with
regard to the discussion of the opening of thestg@nce market. A survey by
Farig’ in 2006 examined this question and found thatsteence premiums
declined, as expected, and this had a statisticailfynificant impact on
reinsurance: as reinsurance fell, the demand fosueance increased, and vice
versa. Other variables included in the model waentused to simulate the
effects of the opening of the market.

Faria estimates that the average price of reamse in Brazil in the 1999-
2004 pre-opening period was 62% higher than theageeprice charged by a
sample of international reinsurance companies. pfidg the hypothesis that
the opening of the market would lead to a gradoalergence to international
prices, real revenues of reinsurance would incrégseearly 150% via direct
effects, and if the migration of coinsurance operst were included, the

indirect increase would exceed 200%. Thereforesicening the direct and

%" Faria, op.cit.
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indirect effects, the demand for reinsurance haligh response to price
changes. The positive effects also extend to teerance market itself, which
could expect a 36% increase in risk retention apac
3._3.2 Technical competence to compete with internahal
reinsurers

At the end of 2013, 14 local reinsurers were ofegat Brazil, four with
local capital, including the IRB Brasil Re. Accandito the opening model — to
be discussed in more detail — there are three typesnsurers: local, admitted
and occasional. Most of the conclusions of theyamabre geared towards local
reinsurers, which concentrate 64% of assigned pr@si

In the group of local reinsurers, the presenceocéiffn companies, with
greater experience and international integratioauld/ suggest that national
reinsurers, excluding the IRB Brasil Re, shouldlfthemselves in an unequal
competitive environment, where survival and expamsvould have to be based
on efficient use of specific factors. However, desghe short period of
experience and statistics, the preliminary resaflsn ongoing research provide
positive signals for the technical efficiency aminpetitiveness of the few local
reinsurers operating in Brazil.

In summary, the research found that some localiBrazeinsurers have
gained technical efficiency, and are prepared topmie with the more
experienced foreign reinsurers. Of the 14 localseiers, three were excluded
from the analysis due to the quality of accountmdack of data information.
For ethical reasons, the corporate names may nalidodosed. The analysis
uses operations research methods with the Dataldggment Analysis (DEA),
to evaluate the technical efficiency of productionts, comparing the level of
output (the reinsurance premiums) with the use awtdrs of production
(administrative and personnel expenses, commerara administrative

spending, facilities, and investments in advergsin
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Table 4 — Reinsurers

licensed in Brazil

Premiums earned in 2013

Date of Premiums,

Authorization | R$ million
1 - Locals: 4,734.6
IRB Brasil Resseguros S.A April 1939 2,664.0
J. Malucelli May 2008 152.4
Munich Re do Brasil May 2008 370.6
Mapfre Re do Brasil November 2008 271.8
XL Resseguros Brasil December 2008 81.5
ACE Resseguradora November 2009 240.8
Austral Resseguradora January 2011 234.1
AlIG Resseguros (ex-Chartis Resseguros)April 2011 45.8
Zurich Resseguradora January 2012 3120
Markel Resseguradora (ex-Alterra) January 20012 34.0
Swiss Re Brasil June 2012 82.7
Terra Brasis October 2012 15.2
Alianz Global Corporate December 20[12 195.3
BTG Pactual Resseguradora February 2013 4.4 3
2 — Occasional and admitted - 2,854.0
Total market - 7,888.6

Source: SUSEP

Based upon the accounting information availablehen SUSEP website
for the accounts and results (DRESs) of local resufor the years 2008, 2010

and 2012, the empirical analysis sh&tthat:

8 DEA methodology indicates which factors and ctsni less efficient firms should focus
attention on and the gains from the adjustmentsildharovide. For a case study based on a
real case see SILCON Economic Studies, "Efficiepegductivity and technology: assessing
the performance of companies,” RS045 Repiiarch 2000. The estimation of technical
efficiency of the reinsurers assumed productionctions with constant returns to scale.
Some studies with the DEA technique applied in Brazilian insurance market are
available. See Contador, Claudio et alli, "Evaloatiof the Brazilian insurance market
performance by DEA method (Data Envelopment Ana)ysn the first half of 1999
[Avaliacdo da performance do Mercado seguradorilbrasatraves do método DEA (Data
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1 — only two of the seven foreign reinsurers sha#sigtent maximum
technical efficiency (100%) in the three periods.

2 — of the other five foreign reinsurers, one seffiea decline in technical
efficiency, and another showed an increase in ieffey. For the
remaining three reinsurers, the analysis is inaiek, or shows a poorly
defined trend in efficiency, or lack sufficient acmting information.

3 — four Brazilian reinsurers have technical efficy of less than 100%.
Two reinsurers became more efficient; one declinag one newly
established reinsurer does not show a defined treiith information
available for only the most recent period.

4 — over the period 2008-2012 there was a sigmfigacrease in the real
value of reinsurance premiums, which means thatnteasurement of
technical efficiency should take into account thmvard dislocation of
efficiency potential. That is, maximum efficiency 100% in one year is
different from the level of maximum efficiency atldferent point in time,

since the gradation in efficiency between the camgsais relative.

Therefore, the technical advantage of foreign rei@s is indeed observed
but cannot be generalized, because the level o%1@0found in only two
cases. In contrast, two foreign reinsurers suffesiededuction in technical
efficiency. Hence, one cannot say that the techradfciency of foreign
reinsurers is better than the national reinsunersyided both groups adopt
modern management practices. And the evidencetwwatforeign reinsurers

have technical performance of 100% in comparisah wiher local reinsurers,

Envelopment Analysis) no primeiro semester de 199%3XIl Brazilian Symposium of
Operational Research, Annalicosa, 18-20, Oct. 2000, pp.890-903; MagalhdesSiva,
Antonio Carlos, "Tests of efficiency in the area imlsurance, private pension and
capitalization in the Brazilian market for the eti2000-2003: an approach using non-
parametric tests and models of fuzzy logic" [“Testie eficiéncia na area de seguradoras,
previdéncia privada aberta e capitalizacdo no rderdaasileiro em relacdo ao periodo de
2000 a 2003: uma abordagem através de testes maméidacos e modelos de légica
nebulosa”], _Revista Brasileira de Risco e Segwa.l, no.2, October 2005-May 2006,
pp.89-119.
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does not mean they are 100% efficient in comparisgreer companies or their

counterparts installed in other countriés.

Table 5 - Technical efficiency of local reinsurers
Simple average of the coefficients of DEA efficignbo

2008 2010 2012
Foreign:
All 61.0 66.2 53.1
Excluding the most efficient | 22.1 43.6 34.4
Domestic:
All 46.2 31.1 37.9
Excluding the IRB 12.0 18.0 33.7

Source: SILCON, preliminary results.

As an important result, two national private comipandemonstrate
increasing technical performance, either becausg dine learning and training
their professional employees; absorbing and usmernational practices; or
because they have, or have access to, differéattdrs. It is therefore possible
for domestic reinsurers to compete with foreign panies operating in Brazil
if they adopt similar practices, improve professioskills and adopt the new

technology.

3.4 Problems with the opening of the market

In the heat of discussion on the likely effectsh&f opening of the market,
there existed the fear that it would cause thelmwtbf foreign exchange, with
the transfer of reinsurance premiums to internaticdompanies, causing a

decrease in the size of the domestic market ando®in the formation of

2% This empirical analysis requires more effort, wéttcess to the statistics and accounting
information of foreign reinsurers operating in atlteuntries, but this is necessary for the
strategic positioning of domestic and foreign raness, and also as a guide for supervision
by SUSEP. The DEA technique applied to the accagntiformation available in SUSEP
allows the development of a survey to monitor thelwion of the relative performance of
local reinsurers over time.
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technical provisions to other markétsThis was not an unreasonable
assumption, because if there were no minimum rements for the generation
of reinsurance internally — a complete openinghef market — there would be
no barriers to entry and exit which could, in fazrmit the transfer operations
to other countries.

What would be the limiting factors that might caue transfer of
reinsurance operations abroad? We can cite fouwe. firkt is the scarcity of
qualified professionals which, although being rermédis still a cause for
concern. Here, a critique of the market and itstutsons is worth noting. The
various attempts to open the reinsurance markee¢ 9if92 at least gave enough
time to provide better professional training. Ttid not happen, however. The
opening in 2007 came as no surprise, but foundnh@rance and reinsurance
market lacking professionals able to operate itohaj environment. Certainly,
this behavior cannot be generalized, as some m&rssaend reinsurance brokers
are investing heavily in professional training. bmdinately, the language
barrier in the globalized reinsurance market isrjrin Brazil.

The lack of attention to the development and ingirof the technical
staff cannot be justified on the grounds of lacktrafining programs. Some
educational institutions offer good quality graduand undergraduate courses
in insurance and reinsurance. The most traditiohdiese, thé&scola Nacional
de SegurogNational School of Insurance] offers an undergedd degree in
business administration with an ENADE Gradeib S&o Paulo and Grade 4 in
Rio de Janeiro, in addition to MBA and Extensiorograms, international

programs with scholarships at Cass University (lamdand other training

% These arguments are criticized by Bopp, Juttap&ch of the potential opening of the

Brazilian reinsurance market", Swiss Re EconomiselRech & Consulting2005

31 ENADE — Exame Nacional de Desempenho de EstuslfiN&tional Student Performance

Examination] is an examination conducted by MEChwite graduating students of the

universities and faculties throughout Brazil. Theximum score is five. In Sdo Paulo, the
program of the Escola Nacional de Seguros took rekcplace along the Business

Administration programs, and in Rio de Janeirogstus placed in the top six undergraduate
courses.
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programs abroad. Still, the demand for their progras not high enough in
relation to those with the average level of knowkednd professional training
programs in other markets.

The second potential difficulty is access to te¢bgwy which, fortunately,
Is proceeding at a faster than expected pace. lregadurers, including IRB-
Brazil Re understand that they operate in a cormpetand globalized market
and are absorbing modern practices and technology.

The third is a regulatory environment that is impee and
disadvantageous to foreign companies. Despite tim¢egiionist bias, the
regulatory framework did not limit the freedom @finsurance operations, nor
did it create excessive capital requirements, metrict the flow of resources
and the contracting of risk, nor the inclusion @faore clauses in contracts.

The fourth difficulty would be to establish loos@les and regulations,
allowing the conditions to create the so-calledbrifmg market", in which
reinsurance operations are contracted by reprdsegaand offices and

transferred abroad.

3.5 The transition

3.5.1 A chronology of missteps and setbacks

The opening of the reinsurance market took plader at long and
intermittent process. Although suggested in 199th@Directive Plan, the first
real step occurred in August 1996, when the Cosgepproved Amendment 13
of the Federal Constitution. Article 192, Sectidndealt with the regulation of
the financial system, of which the insurance marketpart. With this
Amendment, the “..IRB ceased to be the official reinsurance agerigy...
revoking a position that had been guaranteed in 1888 Constitution.
However, the Amendment was not regulated which esrdl the measure
innocuous. Nevertheless, it broke the legal baaiedt paved the way for the

opening of the reinsurance market.
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In June 1997, the IRB’s General Shareholders Mgetihanged the
denomination to IRB-Brasil Re, and the new name egadgirmed by Article 59
of Provisional Measure 1549-36 November 1997. O RIg 1998, Law 9649
confirmed the proposed measures which were publishéhe Official Gazette
the following day.

Decree 2423 of December 1997 included reinsurershén National
Privatization Program of the Fernando Henrique Gsmcadministration and the
BNDES announced the IRB-Brasil Re privatizationeztilie in January 1999,
with the auction scheduled for October 1999. Thswever, was postponed
because of the failure to approve the regulatomyctire for the end of the
monopoly.

In 1998, the federal government assumed a commitmeder GATS
(General Agreement on Trade in Services, WTO) lmnafree competition of
foreign insurers in Brazil. This agreement wouldam®ther source of pressure
for the opening of the market, which did not takacp until almost ten years
later.

In September 1999, the government sent to Congmessrdinary draft
bill that transferred the responsibilities for r&gion and supervision to SUSEP
and on December 20, 1999, Law 9932 was passeddrang the supervision
and regulation of the reinsurance industry to SUSEP June 2000, the
Workers' Party (PT) filed a suit citing the law'#eged unconstitutionality
(ADIN 2223) and claiming that changes in the restahty for the IRB could
not be done by an ordinary law and would requirsuaplementary law.
Although published in the Official Gazette, the &ipe Court deemed the law
unconstitutional. The National Council of Privatina then halted IRB-Brazil
privatization process. Only in October 2001 was shé brought before the
Court, but the trial was suspended. In June 20&2udsion began on ADIN
2223, but it was not tried for lack of a quorum. skcond meeting was

scheduled, and again there was no quorum. In Octélbbe Supreme Court
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resumed the trial of ADIN 2223 and upheld the igfion granted in July 2000.
This meant that the IRB-Brasil Re recovered thections of regulating and
supervising the insurance market, and the gramingermits for operating
companies.

In January 2000, the National Private Insurance nCibu(CNSP)
published new rules for the operation of the operket, but normative acts
passed after Law 9932 remained without legal statusong as the Supreme
Court decision was upheld.

In March 2000, the National Privatization Counciibfished a new
notice and scheduled the auction for July 2000 April, the auction was
postponed to prepare a revaluation of the pricdh@fcompany. Activities were
suspended for three years, until May 2003, whers@ational Amendment 40
was approved, allowing regulation by Article 192tbé Federal Constitution,
allowing each sector of the financial system torbgulated by a specific
supplementary law.

In June 2003, the Presidency — now under the adtration of the PT
(Labor Party) — transferred the regulatory and supery functions for
reinsurance from IRB-Brazil to SUSEP, which hadrbeaspended since the
ADIN 2223 Decision, submitted by the same Labortyar 2000. In June
2004, the General Prosecutor of the Republic aadrdderal Attorney’s Office
iIssued opinions obviating the requirement of addal object of the law ADIN
2223.

Finally, in January 2007 via Complementary Law 1#6e Federal
Government promoted the opening of the reinsuramaeet, which would not
be completed until April 2008 by the entry of nemmis. Consolidating the
process in February 2013, the Government authoazealpital increase of the
IRB-Brasil Re through the issue of stock, but udttely renounced the exercise
of subscription rights for new shares. The IRB-Hrarms thus definitively

privatized, after nearly 20 years of back and fgotlogress. Even so, the

32



opening of the reinsurance market had a bias tawvardtecting reinsurers
established in Brazil. Two amendments to the Féd€&anstitution, a

Complementary Act and various adjustments in tigelegdory framework, were
necessary. Despite the improvement, however, th&anhaannot be regarded

as globalized and completely competitive.

3.5.2 Successes and threats

Parallel to the legal arguments of the openthg, IRB Brasil Re went
through internal changes that facilitated the psscef privatization. The best
evidence of these adjustments is the fact thatapzation occurred in an
orderly manner without manifestations to the cawgtra different environment
than observed in previous privatizations.

In the late 1990s and early 2000s, the monopadjtipa of IRB-Re became
increasingly untenable. Allegations of corruptiondapolitical use of the
company tarnished the credibility and the histofyth® institution. Delays in
compensation payments — more than six months, diogpto testimony from
insurers — and unnecessary bureaucracy complezd®BiRe situation.

The internal preparation for the opening of theagarance began in 2005,
with a new president who established managementtipga common in
financial institutions. New products were developaad ombudsman was put in
place to answer questions within 24 hours, aveddgen times dropped from
400 to 100 days, and large contracts were est&oliskith international
reinsurers. The President of the IRB-Re himselfgsidle any doubts about the
inevitability of the opening by stating that. (IRB-Re) ... no longer exerts
monopoly powet.This was an important step in breaking down thernal
resistance against the market opening within IRBaRd a signal that a new
market model was close to implementation. Finaly2008 the opening was

put into practice.
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The consolidation of the competitive model for seirance was already in
progress when, in late 2010, the National Privasudance Council (CNSP)
passed two resolutions that were seen as stepswvaatkResolution 224
inhibited the transfer of reinsurance contractsveeh companies linked to or
owned by the same financial group, and Resolut@h r2quired that 40% of
the surpluses of insurance must be placed in leasasurers. In March 2011,
the CNSP relaxed Resolution 224, allowing the iesor reinsurer to transfer
up to 20% of the premiums to companies linked td@&onging to the same
financial conglomerate headquartered abroad, exoepbme areas.

Another intervention — and a new setback — wasciteation by Decree
7976 of the ABGF — Agéncia Brasileira Gestora dedés Garantidores e
Garantias [Brazilian Agency of Funds Guarantors &udrantees], under the
Ministry of Finance in August 2013, with the alyilito operate in any type of
insurance, with the spurious argument that insuaec reinsurers showed no
interest or were unable to guarantee the risks abminfrastructure projects.
The argument is flawed for several reasons. Fing,technical capacity for
large insurance and reinsurance risks does exasbrfdl, in an open market, the
price mechanism is able to determine the apprapmaémium for the risk.
Therefore the measure was a relic from the prateisti philosophy, a return to
interventionist thinking, a new element of uncertaiin the market, and a
source of pessimism. However, depending on the vi@haf ABGF, some
professionals believe that the reinsurance marksgtime more attractive to new
entrants’

With these interventions, the insurance industriiiazil experienced a new
paradox. Before the opening, and throughout 200 3nsurers were private,
and the reinsurance market was nationalized andedloln the current

environment, the reinsurance market is open, aodsale to the participation

32 pereira, Marcela Semeghini, “System Brazilian a@wderican reinsurance: needed of
convergence”, Revista da Faculdade de Direito dRJJRio de Janeiro, vol.1, no.23, 2013
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of foreign companies, but private insurers coexish a state-owned enterprise
(ABGF)!

3.6 Market structure and institutions

The reinsurance model before the opening was Jemgls: IRB received
the policies of the insurers and processed themcilyr or re-passed them
overseas. The companies involved were the reinsuher IRB and the
reinsured. The IRB established the limits for limésnsurance, the operating
limits, the solvency margins and the minimum cdpiguirements determined
by CNSP and SUSEP. The risk in excess of the teahhimit of the insurer
was transferred to another insurer, through coarste operations, and/or the
IRB, through reinsurance. With reinsurance acceptezl IRB could retain the
risk (since the value was within its technical tis)j redistribute value to other
Brazilian insurers (if the value exceeded its tecdrlimit, but was less than the
retention capacity of insurers), or pass througthéointernational reinsurers, if
the value of the risk exceeded the capacity oftibraestic market. Until 2000,
the surrender of national insurance was automatith payment of a
proportional commission by the IRB. In many casks,insurers were required
to accept a minimum of 50% of the value of the semance and the IRB
retained 50% of the pass-through. In this pre-amgriormat, the price of
reinsurance was essentially determined by the IRB.

The opening of the reinsurance market radicallynged the modus
operandi.First, from the point of view of the domestic mark&e model gave
freedom in choosing the reinsurer to insurers, whee able assess the risk and
charge an appropriate premium. Second, the priaceinSurance came to be
determined by the market. Third, the operationsabecmore agile and had less
bureaucracy. Fourth, the market structure is flexitwith three types of

reinsurers: local, admitted and occasional.
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- A local reinsurerhas its headquarters in Brazil, and is constitaed

corporation with a minimum capital of US$ 60 mitio

- An admitted reinsureis authorized to operate in accordance with their

business needs in Brazil. It must have over fivaryef operation in the
international market; a minimum net worth of US® Ifillion; meet the
minimum requirements of economic and financial cépa pass a
solvency assessment by a rating agency, be reggisteith SUSEP; and
operate as a representative office. It must halsank account in foreign
currency linked to SUSEP as a guarantee of opesatend provide
guarantees through the allocation of resourcesaziB

* An occasional reinsuras a foreign reinsurer operating in its country

of origin for more than five years, with net assetsnore than US$ 150
million. It does not need to have office or repregagve office in Brazil,
but it must have a positive solvency assessmerd bgcognized rating
agency and must appoint an attorney residing irziBmaith extensive

administrative and judicial powers, as requiredBbgzilian law.

At the end of 2013, 113 reinsurers (14 locals,udrlg IRB-Brazil Re,
67 occasional and 32 admitted) and 26 reinsurarmkels operated in Brazil.
In terms of values, the total reinsurance marketedr2013 with premiums of
nearly US$ 3.6 billion (R$ 8 billion), with 65% atinsurance in the local
market. The amount of premiums yielded to IRB-Br&= reached US$ 1.3
billion (R$ 2.8 billion) in 29th place in the rak international reinsurers.

Table 6 - Number of firms operating in the reinsiweamarket

2011 2012 2013

Reinsurers : 96 106 113
Local 8 13 14
Occasional 59 59 67
Admitted 29 34 32
Reinsurance brokers 33 32 26

Source: SUSEP




Charts 1 and 2 reproduce the new configuration lofvd, with the
evolution of the values in Tables 7 and 8 respettivn R$ million, at 2013
prices, and current US$ billion. The deflator usexs the IGP-DI, the Getulio
Vargas Foundation, and the conversion to dollarsth®y average annual
commercial rate of R$ 2.15/US$. The mega-inflapbase of the '80s and early
'90s, the currency changes, the impositionatiitas and different indexation
criteria greatly hindered the accounting recordthattime. As far as possible,
the data of Tables 7 and 8 corrected the discregmnc

The model adopted by post-opening reinsurance $efgar advantages:
type-flexibility of companies (local, admitted andcasional), total openness to

foreign companies and less restrictive than thaenked in other countriés.

Chart 1 - The configuration of the new reinsurameeket
Reinsurance premium ceded by Brazilian originators
Flow values shown in Tables 6 and 7

2) Foreign
Reinsurers

Brazilian (2)
Issuers

(3 R Domestic
Reinsurers

Foreign @ l (5) l (6)

Issuers

IRB Other
locations

* For example, the U.S. legislation restricts thegfar of premiums to other countries. This
practice, with fewer rigors, is adopted in otheumiies. In emerging economies - China,
India, Russia - reinsurance operations virtuallglece foreign reinsurers.
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Chart 2 - The configuration of the new reinsurameeket
Reinsurance premium accepted by local reinsurers
Flow values shown in Tables 6 and 7

Blraznlan ©)
ssuers

A

Domestic
@) Reinsurers

A

Foreign
Issuers

C)

A

Assignments




Table 7 - The reinsurance market, R$ million atpfices

Ceded by Brazilian originators

Accepted by local reinsurers, from :

Total market IRB (5) Private |Local market Foreign Brazilian Olr:igirr?ggrs ReiC; ;?Jsr;nce Net Retained

(1) locals (6) 3) 4) Originators (3) 7) Premium Transfers (8) Premiums

1970 2,204.5 2,204.5 2,204.5 2,204.5 1,952.7 251.8
1971 2,579.8 2,579.8 2,579.8 2,579.8 2,327.4 252.1
1972 3,096.7 3,096.7 3,096.7 3,096.7 2,699.6 397.1
1973 4,070.1 4,070.1 4,070.1 4,070.0 2,629.8 1,440.2
1974 5,145.0 5,145.0 5,145.0 5,145.0 2,663.7 2,481.3
1975 6,254.9 6,254.9 6,254.9 6,254.9 3,316.3 2,938.6
1976 6,923.4 6,923.4 6,923.4 6,923.4 3,973.0 2,950.5
1977 7,294,8| 7,294, 8 7,294.8 7,294.8 4,204.1 3,090.7
1978 6,980.4 6,980.4 6,980.4 6,980.4 3,448.1 3,532.3
1979 6,297.7 6,297.7 6,297.7 6,297.7 2,923.1 3,374.9

1980 6,088.2 6,088.2 6,088.2 6,088.2 3,030.1 3,058.1
1981 6,081.3 6,081.3 6,081.3 6,081.3 3,249.5 2,831.9
1982 6,217.7 6,217.7 6,217.7 6,217.7 3,490.6 2,727.1
1983 5,139.8 5,139.8 5,139.8 5,139.8 2,934.0 2,205.8
1984 5,261.6 5,261.6 5,261.7 5,261.6 3,135.6 2,126.1
1985 5,293.9 5,293.9 5,293.9 5,293.9 3,063.0 2,231.0
1986 5,487.1 5,487.1 5,487.1 5,487.0 2,994.6 2,492 4
1987 4,911.6 4,911.6 4,911.6 4,911.6 2,636.5 2,275.2
1988 5,087.2 5,087.2 5,087.2 5,087.2 2,560.2 2,527.0
1989 4,147.7 4,147.7 4,147.7 4,147.7 2,062.2 2,085.6

1990 4,560.6 4,560.6 4,560.6 4,560.6 1,824.2 2,736.3
1991 4,068.3 4,068.3 4,068.3 4,068.3 4,068.3 1,784.9 2,283.4
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Ceded by Brazilian originators

Accepted by local reinsurers, from :

Total market IRB (5) Private [Local markel Foreign Brazilian olr:i(g)irr?;gtgrs Reﬁgﬁznce Net Retained
(1) locals (6) 3) 4) Originators (3) 7) premium_ | 1ransfers (8) Premiums
1992 5,607.0 5,607.0 5,607.0 5,607.0 5,607.0 2,301.5 3,305.6
1993 4,018.8 4,018.8 4,018.8 4,018.8 4,018.8 1,792.8 2,226.0
1994 5,841.5 5,841.5 5,841.5 5,841.5 5,841.5 2,610.1 3,231.5
1995 3,470.9 3,470.9 3,470.9 3,470.9 3,470.9 1,012.9 2,458.0
1996 3,344.3 3,344.3 3,344.3 3,344.3 3,344.3 1,316.5 2,027.8
1997 3,408.7 3408, 7 3,408. 7 3,408.7 3,408.7 1,220.0 2,188.7
1998 3,621.2 3,621, 2 3,621.2 3,621.2 3,621.2 1,272.5 2,348.7
1999 3,618.3 3,618, 3 3,618, 3 3,618.3 3,618.3 1,536.7 2,081.5
2000 3,291.0 3,291.0 3,291.0 3,291.0 3,291.0 1,464.2 | 1,826.8
2001 4,200.9 4,200.9 4,200.9 4,200.9 4,200.9 2,194.5 2,006.4
2002 5,422.4 5,422.4 5,422, 4 5,422.4 5,422.4 3,022.7 2,399.6
2003 5,176.9 5,176.9 5,176, 9 5,176.9 5,176.9 2,897.0 2,279.8
2004 4,692.5 4,692.5 4,692, 5 4,692.5 4,692.5 2,342.1 2,350.4
2005 4,499.7 4,499.7 4,499.7 4,499.7 4,499.7 2,387.9 2,111.8
2006 5,188.3 5,188.3 5,188.3 5,188.3 5,188.3 2,522.0 2,666.3
2007 4,681.4 4,681.4 0.0 4,681.4 0.0 4,681.4 30.5 4,711.9 2,382.8 | 2,330.5
2008 4,963.3 4,202.2 429,5 4,631.7 331.6 4,631.7 40.5 4,672.1 2,528.6 2,143.5
2009 5,496.6 3,738.4 1,033.f 4,772.0 724.6 4,772.0 107.7 4,879.8 2,366.1 2,513.6
2010 5,415.2 1,434.6 1,174.6 2,609.2| 2,806.0 2,609.2 144.6 2,753.7 1,112.7 | 1,641.1
2011 6,578.2 2,867.7 1,487.6 4,355.3| 2,223.0 4,355.4 56.0 4,411.2 2,409.9 2,001.3
2012 6,794.4 2,554.9 15410 4,095.9| 2,698.5 4,095.9 157.4 4,253.2 1,914.9 2,338.4
2013 7,848.0 2,505.0 2,489.8 4,994.0| 2,854.0 4,994.0 194.0 5,188.0 2,216.0 2,972.

Sources: IRB and SUSEP. . Adaptation of diagrameldped by Terra Brasis. Data and calculationsC8IN. Current values deflated by the IGP-DI, anravalrage.
?|RB and other locdl Opening of reinsuranc&Real Plan
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Table 8 - The reinsurance market, current US$ onilli

Ceded by Brazilian originators

Accepted by local reinsurers, from :

Total market | oo Private | Local marke{ Foreign Brazilian Foreign Gross Net Retained
(5) Originators | Originators | Reinsurance ;

Q) locals (6) 3) 4) 3) 7) Premium Transfers (8) Premiums

1970 93.4 93.4 93.4 934 82.7 10.7
1971 114.0 114.0 114.0 114.0 102.9 11.2
1972 143.2 143.2 143.2 143.2 124.9 18.4
1973 209.4 209.4 209.4 209.4 135.3 74.1
1974 307.5 307.5 307.5 307.5 159.2 148.3
1975 399.4 3994 399.4 3994 211.8 187.6
1976 476.4 476.4 476.4 476.4 273.4 203.0
1977 539.2 539.2 539.2 539.2 310.7 228.4
1978 558.9 558.9 558.9 558.9 276.1 282.8
1979 523.7 523.7 523.7 523.7 243.1 280.6

1980 5154 5154 5154 5154 256.5 258.9
1981 611.2 611.2 611.2 611.2 326.6 284.6
1982 632.0 632.0 632.0 632.0 354.8 277.2
1983 413.7 413.7 413.7 413.7 236.1 177.5
1984 427.1 427.1 427.1 427.1 254.5 172.6
1985 414.2 414.2 414.2 414.2 239.6 1745
1986 476.1 476.1 476.1 476.1 259.8 216.3
1987 476.4 476.4 476.4 476.4 255.7 220.7
1988 576.1 576.1 576.1 576.1 289.9 286.2
1989 625.4 625.4 625.4 625.4 311.0 314.5

1990 815.5 815.5 815.5 815.5 326.2 489.3
1991 618.2 618.2 618.2 618.2 618.2 271.2 347.0

41



Ceded by Brazilian originators

Accepted by local reinsurers, from :

Brazilian

Foreign

Gross

Total market IRB (5) Private | Local market Foreign Originators | Originators | Reinsurance Net Reta@ned
(2) locals (6) 3) 4) 3) 7) premium | rransfers (8) Premiums
1992 838.8 838.8 838.8 838.8 838.8 344.3 494.5
1993 668.3 668.3 668.3 668.3 668.3 298.1 370.2
1994 1,249.8 1,249.8 1,249.8 1,249.8 1,249.8 558.4 691.4
1995 866.4 866.4 866.4 866.4 866.4 252.8 613.6
1996 846.7 846.7 846.7 846.7 846.7 333.3 513.4
1997 868.3 868.3 868.3 868.3 868.3 310.8 557.5
1998 890.1 890.1 890.1 890.1 890.1 312.8 577.3
1999 633.2 633.2 633.2 633.2 633.2 268.9 364.2
2000 649.7 649.7 649.7 649.7 649.7 289.0 360.6
2001 712.6 712.6 712.6 712.6 712.6 372.3 340.4
2002 840.1 840.1 840.1 840.1 840.1 468.3 371.8
2003 934.6 934.6 934.6 934.6 934.6 523.0 411.6
2004 975.1 975.1 975.1 975.1 975.1 486.7 488.4
2005 1,190.4 1,190.4 1,190.4 1,190.4 1,190.4 631.7 558.7
2006 1,562.6 1,562.6 1,562.6 1562.6 1,562.6 759.6 803.0
2007 1,652.9 1,652.9 1,652.9 1652.9 10.8 1,663.6 841.3 822.8
2008 2,072.4 1,754.6 179.3 1,934.0 138.5 1934.0 16.9 1,950.9 1,055.8 895
2009 2,145.6 1,459.3 403.% 1,862.8 282.8 1862.8 42.1 1,904.8 923.6 981,
2010 2,532.6 670.9 549.4 1,220.3 1312.3| 1,220.3 67.6 1,287.9 520.4 767.5
2011 3,508.7 1,529.6 793.4 2,323.0 1,18%.7 2323.0 29.9 2,352.9 1,285.4 1,067
2012 3,291.0 1,237.5 746.4 1,983.9 1,307.1 1983.9 76.2 2,060.2 927.% 1,132
2013 3,637.4 1,161.0 1,153.6 2,314.6 1,322.8 2314.6 89.9 2,404.5 1,027.1 1,377

Sources: IRB and SUSEP. . Adaptation of diagrameldped by Terra Brasis. Data and CalculationsC&IN. Conversion to US$ at the average annual exgheate.
?|RB and other locdl Opening of reinsuranceReal Plan
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The value of the reinsurance premiums express2018 prices (that is:
excluding inflation) is only 7% higher than that1377 — almost four decades
earlier —, as shown in Figure®sHowever, the comparison is misleading since
the post-opening environment is healthier, moreljyiko reward efficiency and

has better prospects than in the era of monopoly.

R$ billonof2013  R€iNsurance premiums
8

44---of--booooe e S TR o A L

| ——Locals ! |
i ——Foreign i i
245 1 —Total  fhees -o- - - At sEE
0 1 1 1 T 1 1 T 1
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Figure 5

Figure 5 also shows the explosive growth of toéahsurance premiums
in real terms. From the opening in 2007 through(2Glhere was a drop In
reinsurance for local companies — basically the lafsthe IRB-Brazil — offset
by the expansion of the premiums from foreign naiass (occasional and
permitted). Beginning in 2011, local reinsurers dedo experience continued
strong growth, and this trend should remain indbi@ing years.

Figure 6 shows reinsurance ceded by local compasirece 2000, with

two remarks. First, the losses of IRB Brasil Red(ime), and second the

3 Despite inflation, the comparison to 1977 is néhaless valid since inflation in 1977 -
42%, although high compared to current levels — bl significantly distort accounting
records which used monetary correction (restatement
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uninterrupted growth of the real premiums of ottensurers (blue line). Both

effects are visible and evidence of the salutafgce$ of the opening of the

market.

Local reinsurers, premiums
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Figure 6

Premiums accepted by local reinsurers
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Figure 7

The breakdown of the premiums accepted by lodgakueers in Figure 7

shows the importance of reinsurance ceded by Baaziirms (blue line),

followed by retrocession (black line), and, with alar significance, the
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assignments to foreign companies (red line). Wetdpard to the breakdown of
gross reinsurance premiums, retrocession and eegkgremiums have similar
fluctuations in most periods and is visible duritng expansion phase from
2011 of the retention of premiums. This trend stazdntinue in the coming

years.

Reinsurance accepted by local companies
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Figure 8

Figure 9 uses the information in Table 1 and iliatgts the evolution of
penetration of insurance and reinsurance-insuragledions, in the operations
branches most amenable to the reinsurance marReispite the strong growth
in the value of reinsurance premiums, there wagdiree in the relationship
between insurance and reinsurance premiums (rgglée sblue line in Figure
9). This does not mean, however, that the openintgeomarket did not raise
the intensity of reinsurance. Since the openingwadd greater risk retention by
insurers, insurance premiums could grow even falsgar reinsurance, reducing

the reinsurance/insurance ratio.

% property risks, financial, oil and gas, rural, pegpengineering, cargo, marine hull,
aviation, and third party liability.
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Penetration and reinsurance/insurance ratio
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4 - STEPS FOR MODERNIZATION
4.1 The market Brazil needs

A candid portrait of Brazilian society reveals hugatrasts with the past
and between social classes and sectors of activithe present. Of the most
glaring realities, the demographic structure offess the so-called
“demographic bonus”, with over 60% of the populataf working age, and a
life expectancy of more than 74 years versus 68symathe 1980s. The infant
mortality rate fell from 69% in 1980 to 16% in 2Ql4ccording to IBGE
statistics. Population growth is approaching th@aeement rate, and in 2040,
the Brazilian population will have stabilized a02225 million people. In 2011,
the C class exceeded 54% of the population, up B4% five years before. It
Is a social class characterized by the avid confompf durable goods, better
housing and services that are more sophisticated.

These demographic and economic changes havet dinec significant
impacts on the Brazilian insurance markets in nooerways. First, the
growing class C tends to be conservative, deswbpsotecting its assets and of

maintaining its standard of living. It is a socsdgment that remains poorly

46



served by private insurance, but it is an importaiche. The low-cost and
microinsurance, administered by the private seatould free up the public
sector of several activities that are embedded sawal policy and provide
them with greater efficiency at lower cost. Secamdarger proportion of the
elderly population demands differentiated produptsjcipally supplementary
pension plans and health insurance.

The opportunities for the insurance market are lafsad in other sectors.
Brazilian agribusiness is one of the high-tech@sctgenerating annual export
revenues of more than US$ 90 billion and a domesijgply of food never
before observed. It is another sector that neesisramce protection and few
insurers offer well designed policies for this. £dban 5% of the cultivated
land in Brazil has insurance protection.

Infrastructure projects, not just those in the PAGt also small and
medium sized projects, require insurance guarangeasechanism required by
domestic and international lending institutionge@duce risk and interest rates
on loans for investment. The environment and nhtuesources are not
properly protected by insurance, and face methaplodd difficulties in risk
assessment and valuation of natural resources.rdllatr anthropogenic
disasters, thought to be non-existent in Brazilluaetently, are already a reality
in some regions and we know little about the dsiiion of risks and its
mitigation through insurance. The labor accidestimmnce administered by the
government can be returned to the private sector2d11, Social Security
provided assistance in 700 thousand job-relatedl@ats (not counting those
occurring among informal workers, civil servantsdamn-reported), with a
direct cost of US$ 10 billion. In the hands of firevate sector, this insurance
can be more efficient, with better prevention asl assessment, less fraud and
lower social cost.

As an institutional investor, the private secttgurance and pension have
a stock of reserves of over US$ 490 billion (R$%1ti@lion), of which US$ 255
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billion (R$ 550 billion) in pension funds (closeénsions). Over 60% of these
funds are invested in government bonds, and thairetar distributed among

other financial assets, real estate and small ot equity investments in

productive activities. Two problems emerge frons thituation. First, the role

of institutional investors in the fixed capital feation is distorted, and second,
the industry is captive and is sensitive to interate policy. This second theme
Is discussed below.

The internationalization of the Brazilian econgmwth the establishment
of insurance subsidiaries abroad, higher risk exygom other countries and the
benefits of diversification, has not yet fully réad the Brazilian insurance
industry. Except for a few generally unsatisfacterperiments in the past,
Brazilian insurance companies have a barely paldeptshare in other
countries, in contrast to banks with strong inteamal experience and
expertise. The noticeable exception is the IRB-Bfas which is taking an
active (and isolated) position in Africa and in@tltountries in South America,
outside of the traditional London and New York nesk Note that this
expansion only occurred after the approval of C@mgntary Law 126, of
January 2007, and CNSP Resolution 168.

Summing up, there is a wide range of opportuniied challenges in
Brazil that allow the private insurance industryinerease revenues from 6-
6.5% of GDP to 8-9% in a decade and play an impontale in productive
capital formation and better allocation of investitseas one should expect from
insurance companies as institutional investors. theg, several actions are
required from both the public sector — in deployadiculated policies and
ensuring the stability of rules and legal certaintgnd, above all, the private
sector, to recognize their shortcomings and unaedsthat either they assume
an active role in coordination of the market modeation or changes will be
imposed by government and lead the way with statesisures.
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4.2 What is the best way to proceed?

An agenda committed to the effective modernizatibthe insurance and

reinsurance markets in Brazil includes at least&jor points.

4.2.1 Definition of long-term goals

Over two decades have passed since the 1992 DaeBtan, which
outlined the overall strategy for the insuranceketathat is still in place today.
However, many changes undertaken by successiverrgoeats have been
added to the document and subsequent proposalnaség and the National
School of Insurance for various reasons did nog¢ taédd. With all the major
changes in the Brazilian economy (social inclusmonsolidation of monetary
policy based on inflation targets, fiscal respoilisyh demographic bonus,
aging population, etc.) and the insurance indugsgif (the opening of the
reinsurance market, life and health insurance plamsro-insurance and low-
cost insurance), there is a clear need to estaalisbw long-term strategy for
the sector. The main actors in the market — regrdatind supervisors of the
insurance, health and welfare segments, insurameepanies and other

producing entities; and intermediaries — will héwdéormulate proposals.

4.2.2 Regulatory stability and less intervention

An environment of uncertainty, with the expectatioh rule changes
and/or changes in the new regulatory and tax frasnewdelays or discourages
private investment. It happened with the reinsugasector after the initial
euphoria that followed the opening of the markasukance and reinsurance
activities, by their very nature, involve long-tedecisions that cannot be at the
mercy of sudden changes.

This does not mean that changes in the regulatadysupervisory criteria
should not occur, but it is necessary to diffesmstithe changes that are

intended to correct the anomalies of short-termsitats and those that affect
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the long-term results. For instance: self-reguiapoomoted by the participants
themselves. It is effective and allows regulataygracies to remain dedicated to
establishing long-term rules. Fenacor offers a gaaimple with the creation of
self-regulating mechanism to monitor and punistkérs and brokerage firms,
based on the crude fact that it is impossible fodSEP to monitor all 70

thousand brokers and brokerage-houses.

4.2.3 The transformation of SUSEP into an agency

Despite the improvements in its technical staff, SEP acts as an
autarchy without its own resources and with sugei and executives that are
not always nominated on technical criteria. There @ready some positive
signs that this institutional transformation ighe government's agenda.

Still on the question of institutionalange in the insurance industry —
including basic insurance, health and pension plansa more integrated
supervisory model needs to be adopted with the ugdadnerger of the
regulatory and supervisory activities of the thagencies. At a later stage, the
model can also integrate the banking sector, wivahld merge the regulatory
frameworks.

Similarly, the discussion of the operation andestf the insurance
industry should consider its various segments, Buaail should move towards
an integrated regulation model based on a singjalatory framework, with
specific rules for each agency, respecting theviddal characteristics of
each® In the current situation, the SUSEP, ANS and PRE&gencies are part
of different ministries (Finance, Health, and Laband Social Security

respectively) with different budgets and schedwashout regard to a single

% |t is important to differentiate between the aitid of regulation, inspection and
supervision. Regulation is the establishment of thies of operation and conduct of
institutions; surveillance is monitoring to seetttige rules are obeyed and supervision is the
verification of the operational behavior of compenand institutions. See Garcia, René, “Os
fundamentos econGmicos para uma teoria da reguagaoercados de capitais em processo
de globalizacédo”, ['The economic foundation fohadry of regulation on capital markets in
the globalization process"], Revista da CVY®001, pp.13-25.
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coordination. As a result, there is dispersion efources and room for legal
interpretation which changes, in an undesirablenmagrthe behavior of firms
and consumers faced with the conditions of riskd a@oes not favor the
symmetry of information between the participanfgeducers and consumers —
of markets. Proper regulation (together with cdnéirad supervision) generates
confidence in the rules and contracts, inhibitsudraattracts financial and
human capital, and reduces asymmetry in informatiath consequent
stimulus to the growth of markets.

It would be premature to apply only theegrated regulation model in
Brazil, but a model of partial semi-integrated rdagjon, integrating the three
areas of insurance markets is perfectly feasible.

As part of the semi-integrated regulation, thecfioming rules of national
institutions should converge with the internatioregulatory framework. In the
Brazilian case, SUSEP adopts the solvency criteased on the prudential
model of risk-based capital, in line with the direes of the IAIS and the
approach of the European Union — Solvency Il, witbhre stringent capital
requirements criteria. It is true that this modedyented the Brazilian market
from being contaminated by the international credi2007-2009, but it should
be more flexible and adaptable to changes in mackeiditions. A strict
regulatory framework characterized by risk aversionits the effects of

contagion from international financial crises, butn reduces the potential for

37 More than 50 countries have adopted integratedla@gn with a single supervision
agency for the entire financial sector or combind@ power to oversee financial
intermediaries in one agency. In 1986, Norway bex#m first country to establish a single
agency for the regulation of banking, insurance atatk exchange. In 1988 and 1991,
Denmark and Sweden respectively adopted singldategy bodies. The creation in 1997 of
the Financial Supervisory Authority (FSA) in the Wifread this model across different
countries, both developing and developed, given dbetral role that London plays an
important financial center. See Martinez, Jose Lamé Thomas Rose, "International Survey
of Integrated Financial Sector SupervisionWorld Bank Policy Research Working Paper
3096, July 2003; Benston, GJ, "Regulating financialkets: a critique and some Proposals”,
Institute of Economic Affairs, Hobart Paper 135989 Group of Thirty, The structure of
financial supervisionWashington, DC, 2008.
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market growth in post-crisis periods. Overall, tbgulatory framework adopted
in most countries allowed insurers — except fodaigal cases (AIG, for
example) —, to experience lower losses than otimand¢ial institutions. The
exceptions can be explained by deficiencies inrotsxand internal fraud.

The main challenge is internal to the sector: togaize that the existing
model of specialized regulation, with different ages, is obsolete and should
be replaced by the modern semi-integrated regulatmdel used in many
countries. It should be noted that the size andadysm of the Brazilian
economy requires a more modern approach to thdategu of the insurance
industry in line with international practice.

Making the transition to a more modern modelas an isolated task for
a segment or an institution in the industry. Ituiees coordinated action and

recognition of the other problems of the sector.

4.2.4 - Convergence with international standards
Reinsurance is a global activity by nature. Thearena turning back
from the opening of the reinsurance market andsttech for a competitive
market trends. In this field, there is much to docatch up with the items
mentioned.

One of the main obstacles is the average leveprofessional and
technical training in the industry. Fortunatehghange in the employee profiles
— mostly local reinsurers — is visible but thisstdl insufficient because it is
easier and cheaper to hire more qualified busipestessionals who have
already incurred the costs of training. There arernational certification
programs with very few Brazilian professionals dre tlist. Unfortunately,
language is still a formidable barrier to markethgllization but, hopefully, this
IS soon to be overcome. There is considerable dermam insurers, reinsurers,
brokers, and analysts in general, for better-gedlifprofessionals. Today,
SUSEP has a very competent technical staff of aesjaeconomists and
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lawyers. Even so, the market as a whole lacks tegahprofessionals and in this
field we are a long way from international standarbr better-trained

professionals. This limits the internationalizatiaf our companies and
professionals. The situation of the insurance sesta reflection of the over-all
neglect of education and that has limited proditgtigrowth of the whole

economy.

The use of arbitration in insurance and reinswamntracts is a standard
practice in other countries, but still faces mistrun Brazil. There are several
arbitration chambers in Brazil, some with very wathined arbitrators,
resolving disputes in other markets. The insurameeé reinsurance markets
represent an excellent opportunity for the adoptibarbitration.

It is interesting to note that immediately followgi the opening of the
market, almost all reinsurance contracts had anitraiibn clausé®
Unfortunately, there was an undesirable responsket@trong resistance from
insurers regarding its use. One reason given wadedr of litigation caused,
directly or indirectly, by the reinsurer and theside not to be involved in this
process. This fear, however, is not justified, lbseathe inclusion of the
arbitration clause, by definition, is flexible amdn deal with all the parties
involved® Ultimately, the issue should be clarified so thetiteation can be
effectively used in reinsurance contracts, whicl vaduce the time and the

costs in resolving disputes.

% Resolution 168, April 2008, clearly establishedttithe reinsurance contracts should
include a clause that Brazilian laws and jurisdictapply in the case of risks covered in
Brazil, except in cases of arbitration who apply the speddgislation. (Emphasis added),
Gomm-Santos, Mauricio, "Arbitration in the light thfe opening of the Brazilian reinsurance
market"”, Miami, USA, August 2008 See also Mellordgse Barroso, “Resseguro no Brasil :
tema complexo”, Resseqguro OnljiféReinsurance in Brazil: complex topic" Reinsuran
Online), Pellon & Associados Law, Issue 36, January 2@mhd,the same author, Arbitragem
no sequro e resseguidrbitration in insurance and reinsurancéio de Janeiro, National
School of Insurance, 2007).

3% The doubt is whether Brazil has jurisdiction fobifration in international reinsurance
contracts. If so, Law 9307 of September 1996 idieqpe. Gomm-Santos, op.cit
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This topic is also of interest with regard to éhentual transformation of
Brazil into a reinsurance hubr Latin America and Africa. This should be an
integral part of the proposed measures, togethdr thie equally important
issues of the language barrier, inhibitive tax d&dion, and the need for

convergence to a single caegulatory framework.

5 - CONCLUSIONS AND SUGGESTED AGENDA

This essay is based on presentations and discasbield in Rio de
Janeiro at the conference on reinsurance sponsyyedEBRI in November
2013, enriched by statistical information and tesuits of research carried out
by consultants.

The opening of reinsurance in 2007-2008 unqueshigneepresented a
radical change in the insurance market in Brazith wong-term positive
impacts that are just beginning to be felt. It ngpossible to have an active
insurance market without access to reinsuranceasnmuch as the state
reinsurance monopoly model had exhausted its pateihe opening of a
competitive market was the proper solution, injggtenthusiasm, capital and
technology in the industry. The opening of the meankas a lengthy process,
lasting over the course of several governmentggading in fits and starts, but
allowing outlines of the project to mature. Theorei process broadly met the
desires of the market and could not be delayegskabf stopping the growth of
the insurance market with harmful effects on thecfioning of the Brazilian
economy. The shortcomings in the protection ofasitfructure projects; rural
insurance; disasters and environmental damagemacrd-insurance represent
great opportunities for the insurance market ineganand the reinsurance
market in particular.

The open structure of the reinsurance market irziBisbased on three
categories of reinsurers: local, admitted and oona§ with their own legal

structures and procedures for each specific operafy the end of 2013, there
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were 113 reinsurance companies, 14 local, 67 amtalsiand 32 admitted
foreign insurers, plus 26 reinsurance brokers alne, reinsurance in Brazil has
total premiums of US$ 3.7 billion (R$ 7.8 billiorgmall when compared with
markets abroad.

Despite this progress, the opening of the marketois complete and
sometimes suffers from the mutual distrust of tineesvisory board, reinsurers
and insurers, and foreign companies interestedvasting in Brazil. Changes
in the rules, the creation of new state-owned ent® and a clear bias and pro-
protectionist state are some of the issues thaeptea more optimistic outlook
in the short term.

Other obstacles to sustained growth of the seetatso seen in other
activities — are the lack of trained professionaland as a result, better risk
management. On the institutional side, the artickecommends the
transformation of SUSEP, currently an agency subatd to the Ministry of
Finance, into an agency with greater autonomy; aoelaration of the
convergence of domestic regulations and internatipractices; the beginning
of a discussion for the implementation of the indé¢gd supervisory model; the
adoption of an arbitration clause in reinsurancatre@ts; and the retrieval and
incorporation of the workers compensation insura(®AT) by the private
sector, under government management since 1971.

Despite the problems, the conclusion is clearlynaigtic. Partial results
of an empirical analysis show that Brazilian looaihsurers, created after the
opening of the market, are gaining technical efficly and eventually will have
full ability to compete with more experienced fgrireinsurers. The expected
advantage of foreign local reinsurers exists irt fag¢ cannot be generalized,
since two are showing a decline in technical edficy vis-a-visimproving
capability of the Brazilian controlled companiesisl important to emphasize
the healthy indications; there is room for natiore@hsurers to compete in the

Brazilian reinsurance market, if they adopt modewr@mnagement practices. In
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fact, it is a sign that Brazilian reinsurers maydan important role if the
regional hub is created.

From the macroeconomic point of view, this resylttself compensates
for the problems faced in the short term. It den@atss that in the long term,
the opening of the reinsurance market and a cotiygetenvironment in a
healthy format generates benefits, and will beitlsGuments responsible for a
major transformation in the insurance market. Mogtortantly, it shows that
interventionist protection is not necessary and banreplaced by better

supervision and regulation.
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