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ABSTRACT

This study provides the first investigation of information markets as a reac-
tion to deregulation of product forms in insurance markets. The article studies
the case of Germany, where insurance product ratings entered the market after
relaxation of product regulation in 1994. The ratings’ potential for enhancing
the performance of a deregulated insurance market is analyzed by considering
both market structure and governance characteristics of the rating market, since
the theoretical literature predicts that both are important determinants of rating
outcomes. Data from a unique panel data set containing disability insurance
ratings from the three major rating agencies are also examined in light of the-
oretical predictions. Results suggest that market governance and competition
characteristics are favorable for the production of unbiased and informative
ratings. Ratings for disability insurance support this interpretation, since the
characteristics of the ratings conform to theoretical predictions about ratings in
well-functioning rating markets.

INTRODUCTION

Due to concerns that information asymmetries and contract complexity may limit con-
sumers’ ability to evaluate insurance contracts, the content and form of personal insur-
ance contracts are subject to prior approval regulation in many countries. Statistics from
the International Association of Insurance Supervisors (IAIS) reveal that 80 percent of
reporting countries mandate specific policy content in at least some lines of property–
liability insurance, and 40 percent do so in life insurance lines. In both property-liability
and life insurance, about one–half of the countries require regulatory prior approval of
policy forms prior to market launch.1 IAIS statistics also suggest that the pattern of cross-
country regulatory differences reflect philosophical differences and not just differences
in market development or consumer education. For example, regulatory prior approval
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of products is widespread among the U.S. states, but countries of the European Union
(EU) eliminated regulation of most insurance product forms in 1994.2

Critics of insurance product form regulations argue that prior approval requirements
delay product innovations and reduce product variety, limiting competition and con-
sumer choice in insurance markets (Butler, 2002). On the other hand, survey research
suggests that many consumers do not understand insurance policy language and terms
(National Association of Insurance Commissioners [NAIC], 2010; Organisation for Eco-
nomic Co-operation and Development [OECD], 2008; Tennyson, 2011a), and that most
consumers do not read insurance policy disclosures (Cude, 2005). Some observers argue
that if consumers cannot or do not effectively compare products, regulatory protections
may lead to better market outcomes in practice, even if theory would suggest otherwise
(Trebilcock, 2003; Schwarcz, 2010; Klemperer, 1999). Others note that product regulations
may support more effective consumer search and decision making, since consumers will
need less information to make informed choices (Grace and Scott, 2009).

The differing public policy perspectives and international variation in regulations raise
interesting questions about the need for product regulations, and about the functioning
of insurance markets where such regulations are not imposed. To provide insight into
these questions, this article studies the case of product information in German insurance
markets after the 1994 EU Insurance Directives. The research documents an interest-
ing private market response to product deregulation—the rise of independent product
ratings—and analyzes the potential for this market to provide insurance consumers with
reliable quality information. In doing so, the study contributes to the ongoing debate on
changes in regulatory design in other insurance markets by providing the first analysis
of rating markets as a possible reaction to product deregulation in the insurance context.
This outline of the product rating market’s structure and performance provides basic
insights on which to base further research in this field.

Our findings show that conditions in the German product rating market are conducive to
the provision of useful information for consumers. We further document that the ratings
provided for one important product line in personal insurance (disability insurance) are
not characterized by the upward biases and opacity that can occur when rating markets
do not function well. These findings provide support for the idea that the private market
for product ratings may enhance the functioning of the deregulated insurance markets
in Germany.

The remainder of the article is structured as follows. The second section summarizes
product-related insurance regulation in Germany before and after the reforms in 1994.
The third section reviews the theoretical and empirical literatures on private rating mar-
kets in order to identify drivers of rating quality in such markets. The fourth section
describes the German market for insurance product ratings that developed after 1994.
The fifth section presents the first empirical evidence on German insurance product rat-
ings, using a hand-collected data set of product ratings for disability insurance. The sixth
section discusses the prospects for reliable and unbiased product ratings in Germany,
applying the academic literature on rating markets to the German insurance context.

2 These changes occurred when the EU’s Third Generation Insurance Directives were adopted.
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The final section of the article summarizes the findings and their potential applicability
to other insurance markets.

BACKGROUND

Prior to the EU’s Third Generation Insurance Directives in 1994, products in Germany
and many other European insurance markets were closely regulated (Eling et al., 2009;
Berry-Stölzle and Born, 2012). In Germany, regulatory prior approval of product’s forms
was mandatory in personal lines of insurance. Product details were not only inspected
for legality but also for compatibility with regulatory objectives, especially the protection
of consumers’ interests (Hoffmann, 1998; Rabe, 1997). Such oversight was considered
the best form of regulation to reconcile the interests of insurers and consumers as well
as to achieve a high level of market transparency.

However, mandatory prior approval inhibited incentives for investments in product
development. Although regulatory authorities did not explicitly enjoin new product
designs, the need to fulfill the requirements derived from the German Insurance Super-
vision Act made the decision to launch an innovative product a risky and costly strategy
compared to simply following the market.3 The lengthy approval process and the risk of
a particular product being rejected by the regulator could be avoided if insurers simply
used the sample policy forms developed by the Gesamtverband der Deutschen Ver-
sicherungswirtschaft e.V. (GDV), an association that represents the interests of German
insurers. As a result, highly standardized products dominated the German insurance
market (Rabe, 1997; Eggerstedt, 1987). Products were similar or even identical within
each line of insurance and there was little room for quality competition between insurers.

As a result, the regulated German insurance market was characterized by a high level
of product standardization and limited competition, albeit one with also a high level of
transparency. With the implementation of the Third EU Directives4 into national law,
the insurance product landscape in Germany changed remarkably. Häfele et al. (2000)
describes the consequences as a substantial increase in the variety of insurance products
and a noticeable growth in competition over product quality, service factors, and prices.5

Life insurance companies became particularly active in designing new products and
providing new services (Trigo Gamarra, 2008).6

While there are many positive effects of increased competition, decreased market trans-
parency is one negative and unintended consequence. Greater product variety confronts
consumers with a higher degree of quality uncertainty. Akerlof (1970) describes the

3 For more details on the approval process and the criteria checked therein, see Berry-Stoelzle and
Born (2012).

4 The EU Directives 92/49/EWG (for nonlife insurance) and 92/96/EWG (for life insurance)
were implemented by the “Drittes Gesetz zur Durchführung versicherungsrechtlicher Richtlin-
ien des Rates der Europäischen Gemeinschaften” of July 1994 (The Council of the European
Communities, 1992).

5 Auto insurance was the first line of business to compete via prices (Rees and Kessner, 1999).
Insurance pricing also became more closely linked to individual risk and cost situations, and to
insurers’ strategic objectives (Farny, 1999; Everling, 2004). See also Schulz (2005).

6 Unit-linked life insurance products and variable annuity products are two of the best examples
of innovations in the German market through the adoption of foreign concepts.
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consequences of quality uncertainty, which in the worst-case scenario can lead to re-
ductions in average quality and a shrinking in market size as consumers reduce their
demand for the products. Even if the worst case does not arise, product diversity ac-
companied by high quality uncertainty may reduce social welfare due to high search
costs, choice of poor or inappropriate products, and consumer dissatisfaction arising
from lack of sufficient information on which to base decisions (Grace and Scott, 2009).

The strict forms of product regulation in Germany before 1994 explicitly tried to avoid
the problems associated with consumers’ quality uncertainty. In the absence of regula-
tion, some new private or public sector mechanism is needed to address these problems.
Drabbe (1994) predicted the formation of an “information market” as a direct conse-
quence of the European reforms, and suggested that the public media, sales channels,
and consumer protection authorities would be likely providers of information.

Beyond the providers of information Drabbe (1994) imagined, private rating agencies
began to play an equally important role. Private rating agencies started to offer quality
certification of insurance products shortly after deregulation. Insurers and sales channels
quickly adopted these quality ratings to signal their products’ quality, often displaying
the ratings and rating seals of the rating agencies in their advertising and on their
websites. Consumers and insurance agents and brokers began to use the ratings in
making insurance choices. By 1997, one survey found that 72 percent of life insurance
consumers indicated they would be likely to consult ratings to compare quality before
choosing an insurance provider (Romeike, 2004).7 A more recent survey continues to
show high levels of consumer awareness and trust of insurance product ratings, and
moderate levels of use (Assekurata, 2006). According to this same survey, 96.4 percent of
insurance brokers rank good product ratings as an important criterion for giving advice
to customers.

CAN PRIVATE RATINGS PROTECT CONSUMERS?
German participants perceive that the market for insurance product ratings functions
well. The vast majority of customers (74 percent) and brokers (78 percent) agree when
asked if they trust in ratings. Interestingly, an even higher percentage of insurers (79 per-
cent) state that they trust in the ratings. A majority of respondents in all of the groups
consulted in the study (customers, brokers, and insurers) also state that they consider
product ratings to be an important or very important choice criterion (Assekurata, 2006).

Nonetheless, results from the large academic literature on quality certification markets
suggest reasons to be cautious about the value of private product ratings. From a public
policy perspective, the growing evidence that the credit rating agencies issued upwardly
biased ratings in the period leading up to the financial crisis (Griffin and Tang, 2011)
should raise concerns about consumer reliance on private product ratings. In a recent
review of the literature, Dranove and Jin (2010) identify three central economic questions
regarding rating markets:

1. Will ratings be informative, that is, precise and unbiased?

7 The survey was undertaken by Swiss Re. Unfortunately the author does not provide exact
information regarding the survey responses or for which specific type of ratings they apply.
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2. Does the source of payment for ratings affect rating quality?

3. Does competition in the rating market affect rating quality?

These authors’ review of the theoretical and empirical literature on these questions
concludes that the quality of ratings will be affected by payment source and competition,
and that the effects depend on the entire set of governance relationships between rating
companies, rated companies, and consumers of ratings. Governance relationships are
important because they determine the strength of market discipline to provide raters
with incentives to produce accurate and unbiased ratings; these relationships also may
(or may not) create conflicts of interest which undermine such incentives for raters.

When rated companies solicit and pay for ratings, theory demonstrates that a monopoly
rater will earn higher profits if ratings do not cover all companies in the market and
are structured to provide only coarse indicators of quality (Lizzeri, 1999; Doherty et al.,
2012). This provides incentives for entry, and a new entrant into the market will compete
by adopting a more precise rating scale and stricter rating standards (Doherty et al., 2012;
Jiang et al., 2012). Competition over rating criteria will improve the quality of ratings.
However, if multiple entrants permit rated companies to shop among raters, this can
lead to upward bias in ratings (Farhi et al., 2008).

The empirical literature posits and confirms a variety of forces leading to upward bias in
ratings when the rated company solicits and pays for the rating. These include increased
market share (Hubbard, 1998), future cooperation or favor from rated companies (Lim,
2001; Waguespack and Sorenson, 2010), career concerns of individual raters (Hong and
Kubick, 2003), and capture or collusion (Michaely and Womack, 1999). Moreover, in-
creases in competition do not always improve rating accuracy (Becker and Milbourn,
2008). Bolton et al. (2012) show that the strength of market discipline is important in
reducing rating bias, with ratings more likely to be inflated when the users of ratings
are naı̈ve or have little incentive to penalize producers of biased ratings. In this regard,
many observers note that the use of credit ratings solely as evidence of meeting mini-
mum fiduciary or regulatory standards is a likely cause of inflated credit ratings prior
to the financial crisis (White, 2010).

In many circumstances, obtaining payment for ratings from the users of the ratings
rather than from product sellers will eliminate incentives for upwardly biased ratings;
however, this may not be a sustainable business model if rating information can be
shared among users or if nonpayers can infer ratings from market data (Durbin, 2001).
Jiang et al. (2012) document that Standard & Poor’s (S&P) 1970s switch of its bond rating
business from user payments to issuer payments was driven by profitability concerns.
Their study also demonstrates that S&P’s ratings increased significantly and were closer
to those of other raters after the switch to the issuer-pays business model.

In some markets, quality ratings are provided by government rating agencies rather
than by private profit-seeking raters. Government raters do not face financial incentives
to produce upwardly biased ratings, but the lack of financial incentives may reduce
rating effort and thus rating quality (Dranove and Jin, 2010). In markets such as banking
which have both government and private raters, Berger et al. (2000) find that both sets
of raters obtain information from the other, which may improve rating accuracy.
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Overall, the academic literature on rating markets has identified potentially important
conflicts of interest within rating agencies when the rated company chooses its rating
agency and pays for the rating (Strier, 2008). Such conflicts are especially likely if the
rating agency provides multiple services to the rated company, which makes other
business relationships potentially dependent on favorable product ratings, or if the
rating agency engages in other business activities that profit from high product ratings
(Bolton et al., 2012; Bar-Isaac and Shapiro, 2011; Skreta and Veldkamp, 2009). Competi-
tion among raters is expected to improve rating accuracy, but only if competition occurs
over rating methods or rating criteria in addition to price, and if competition does not
induce shopping for (favorable) ratings.

In the remaining sections of the article, we describe the German insurance product rat-
ing market and the business models of the rating agencies, in relation to characteristics
that the academic literature identifies as important determinants of rating market perfor-
mance. We also present summary data and comparisons of ratings across different rating
agencies, in relation to predictions of the literature. While this analysis falls short of a
robust empirical test of market performance, it does shed light on whether conditions
in the market are conducive to the provision of accurate and unbiased product ratings.

THE GERMAN LANDSCAPE FOR INSURANCE PRODUCT RATINGS

The Rating Industry
Systematic insurance product comparisons in Germany did not originate with the dereg-
ulation in 1994, but had existed since the 1970s when the magazine Capital started to
evaluate life insurance policies (Poweleit, 2010). However, meaningful comparisons of
products could not prevail in the strictly regulated market in which there were few
product differences, and these early comparisons were mainly restricted to the pre-
mium component (Sönnichsen, 1992). The first product ratings as they are known today
appeared during the early years after deregulation.

The insurance product rating industry in Germany has been developing since deregu-
lation and is currently populated by a handful of small rating agencies.8 While no data
on market shares or revenues are available, surveys of insurers and brokers consistently
show that the most important private agencies are Morgen & Morgen GmbH and Franke
& Bornberg GmbH (Assekurata, 2006; Hülsken, 2010). Both of these agencies grew out of
insurance brokerage firms, and the ratings of both agencies are largely targeted to insur-
ance sales channels. Their rating products are accompanied by databases and software

8 The first ratings that went beyond comparing insurance products by the levels of premiums or
benefits were published in 1995, the year after deregulation. Franke & Bornberg GmbH was the
first to provide a rating for occupational disability insurance; these were shortly followed by
the initial ratings of Morgen & Morgen GmbH and Stiftung Warentest. The German market for
insurance product ratings can definitely been seen as initiated by deregulation when observing
the entry dates of the few rating agencies on the market: Franke & Bornberg GmbH entered
in 1990 and published its first rating in 1995; Morgen & Morgen GmbH entered in 1989 and
published its first rating in 1996. Other raters and their entry dates include Rating Sieger (2000,
since 2008 called Risiko & Vorsorge), Institut für Vorsorge und Finanzplanung (2001), infinma
Institut für Finanz-Markt-Analyse (2003), Deutsches Institut für Servicequalität (2006), and
Softfair Analyse GmbH (2011).
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solutions provided to assist brokers in product comparisons. Nonetheless, consumers
may also see these companies’ ratings in magazines that cooperate with the agencies to
publish their ratings.

A third important player in the rating market is Stiftung Warentest. Stiftung Warentest is
a government rating agency whose ratings are specifically targeted to consumers.9 The
agency was created by the German parliament in 1964 with the objective of enhancing
consumer protection. Stiftung Warentest initially focused on consumer product testing,
with results and ratings published in a monthly magazine called test. The agency began
comparing and rating insurance products in 1991, and publishes these ratings in its
magazine Finanztest.10 Hence, these ratings are commonly called Finanztest ratings.

Product ratings exist for all types of insurance products, but the widest variety exists for
life insurance products (Remmert, 2005). Morgen & Morgen provides product ratings
for occupational disability insurance (since 1996), health insurance (since 2006), nursing
care pension (since 2011), and daily nursing care allowance insurance (since 2012). Its
most widely regarded product rating is for occupational disability insurance, which is
updated once per year. The most recent rating update, which was published in April
2013, evaluates the quality of 356 insurance products provided by 75 different insurance
companies.11 The German Financial Supervisory Authority (BaFin) lists a total of 92
life insurance companies under its supervision, and 73 of them provide occupational
disability insurance products.12 All of these insurers are included in the 2013 Morgen
& Morgen rating. Companies beyond that are either foreign companies providing oc-
cupational insurance products in Germany, or smaller insurers with regionally limited
product provision that are supervised by state authorities. All current ratings of Morgen
& Morgen except for the health insurance product ratings are available on the agency’s
website.

Franke & Bornberg offers ratings for every line of private insurance, and its ratings cover
most but not all companies in the market. Thus, for example, as of April 2013 the website
of Franke & Bornberg contained 280 single ratings for occupational disability insurance
issued by 71 different life insurance companies.13 For property–casualty insurance lines,
Franke & Bornberg provides ratings for content insurance (since 2010) and homeowners’

9 According to its website (www.test.de), Stiftung Warentest is recognized by 94 percent of German
customers, from which one-third base their purchase decisions on its test results (accessed May
3, 2013).

10 Finanztest provides tests not only for insurance products but also for other financial services
products.

11 This number does not include two consortiums of insurers, which collaborate in order to offer
occupational disability insurance products for specific occupation groups. Morgen & Morgen
includes them in its ratings too.

12 These numbers are taken from the company database provided online by the German Financial
Supervisory Authority (Bundesamt für Finanzdienstleistungsaufsicht [BaFin]).

13 The original list contains 4,380 different ratings. This enormous number of ratings results from
the very high degree of differentiation between product variants. Franke & Bornberg assigns
separate ratings for every individual product variant a customer could choose by combining
different product options, for example, different waiting periods between materialization of
the risk and the initial annuity payment. Moreover, since occupational disability insurance
products are often provided as complementary insurance to other life insurance products,
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insurance (since 2012), as well as for casualty insurance. Ratings are updated at irregular
intervals as needed, for example, when tariff features are modified by the insurers. All
ratings appear on the company’s website.14

The government agency Stiftung Warentest provides the greatest variety of insurance
product comparisons, which are published in its magazine Finanztest. Finanztest offers
comparisons of insurance products for every line of business, and for every specific type
of product within each insurance line. However, Finanztest does not usually publish
assessments of the entire market for a product. Ratings are instead typically displayed
as lists of the highest-scoring products or rankings of selected products within a detailed
article on a product line. Its ratings do not follow specific update schemes and are
sometimes focused only on selected quality aspects of a product line.

Rating Models
Product ratings, which can also be considered as third-party quality certificates for
insurance products, are defined as “ . . . a result of the appraisal of economic issues,
represented by non-numerical symbols. It must be updated as the appraised object or
the circumstances change and must allow a classification of the rated objects on ordinal
scale” (Sönnichsen, 1992).15 Consequently an important delimitation should be made: a
rating is understood as an outcome of an assessment. The assessment itself is referred
to as the rating process.

In any rating market, important distinctions between ratings may arise due to differences
in the nature of information used to produce the rating (Sönnichsen, 1992, 2005; Romeike,
2004; Dambacher and Gatzert, 2011). A rating may rely solely on public information (so-
called PI rating) or may additionally utilize internal information of the rated company
(so-called interactive rating). Although a mix of rating models is used in the German
market for insurance product ratings, PI ratings are common practice.16

Franke & Bornberg awards separate ratings for every single core plan that disability insurance
could attach to, although it states that the rating does not include evaluation of the quality of the
core plan. None of these reasons for ratings differentiation lead to systematic differences in the
resulting ratings. Restricting focus to the number of distinct occupational disability insurance
products assessed by Franke & Bornberg, there are 280 ratings in total.

14 Morgen & Morgen and Franke & Bornberg additionally offer company ratings for life and
health insurance. These ratings are not financial strength ratings but aim to assess the insurer’s
quality as providers of these long-term products by consulting ratios like acquisition costs or
termination rates.

15 From German: “Ein Rating ist das Ergebnis einer Bewertung wirtschaftlicher Sachverhalte, das
durch nicht-numerische Symbole dargestellt wird und durch eine der Änderungsdynamik der
zugrunde-liegenden Sachverhalte entsprechenden, periodischen Aktualisierung jederzeit eine
Klassifikation der be-trachteten Sachverhalte durch einen Entscheidungsträger, der nicht der
Produzent des Ratings ist, mit or-dinalem Skalenniveau zuläßt.”

16 Note that unsolicited ratings may still rely on internal data from insurance companies. If a
company refuses to provide the requested information the respective part of the rating is usually
valued at zero. The rating scheme of the Morgen & Morgen rating for occupational disability
insurance products can serve as an example for interactive but unsolicited ratings.
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Morgen & Morgen. The Morgen & Morgen ratings are expressed on a scale of one to 5
stars, where the number of stars is ascending with product quality. Inputs and rating
models vary across products. Morgen & Morgen is best known for its ratings of occupa-
tional disability insurance, which appear once a year. Although they have evolved over
time, the current disability insurance ratings are based on a weighted average of four
subratings: the product terms and conditions (50 percent), insurer expertise (30 percent),
insurer financial solidity (10 percent), and application questions (10 percent). This rating
is one of the rare interactive ratings, for which the rating agency receives internal data
from the insurers.17 These internal data flow into the subrating on insurer expertise.
Companies that refuse to participate by providing data receive a score of zero in that
subrating.

The Morgen & Morgen ratings for nursing care pension and daily nursing care al-
lowance do not follow periodic updating schemes but are updated regularly according
to the agency. These two ratings are PI ratings investigating product quality based on
39 questions that focus on the products’ terms and conditions. The health insurance
rating has a special focus on premium stability, which is an essential quality feature of
private health insurance in Germany.18 It assesses product quality by three premium-
related statistics, which are the relative increase in premiums, the standard deviation of
this measure, and the absolute increase of premiums.

Franke & Bornberg. Franke & Bornberg uses a rating scale similar to those used in financial
strength or credit ratings. The ratings are based on the capital letter F and scaled from
a low of F– to a high of FFF, with the complete scale encompassing F–, F–, F, F+, FF–,
FF, FF+, to FFF.19 This rating agency conducts solely PI ratings with a primary focus
on the quality of product terms and conditions.20 Its ratings for occupational disability
insurance, annuity insurance, health insurance, casualty insurance, and homeowners
insurance are examples of purely conditions-based ratings. In its home content insurance
ratings, Franke & Bornberg includes consideration of portfolio and risk-related figures
such as the number of contracts, solvency ratio, or the combined ratio to measure the
sustainability aspects of product offerings.

Finanztest. The Finanztest rating is derived from grades varying in deciles and declining
with product quality from 5.5 to 0.5. To support readability in its publications, these

17 As examples of internal data, Morgen & Morgen mentions figures about the constitution of the
insured portfolio and claim figures.

18 Price components are a strong dimension of competition for private health insurance products
in Germany as insurers are required to provide a uniform scope of service (§12 No 1b of the
German Insurance Control Act). This law applies to all full health insurance contracts that
serve as substitutes to statutory health insurance. New products or product modifications are
required to be announced to the regulator. Nevertheless, there is still room for differences in
product terms and conditions, which helps to explain the Franke & Bornberg approach to health
insurance rating.

19 Franke & Bornberg indicates when the insurer offering a rated product has received the best
company rating by supplementing the word PLUS to its product ratings.

20 In fact, on the homepage of Franke & Bornberg’s website (www.frankeundbornberg.de), the
agency advertises itself as the “translator of insurance conditions” (accessed April 29, 2013).
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grades are clustered in five groups to provide evaluations as they are very good, good,
satisfactory, sufficient, and unsatisfactory.

In addition to assessing a product’s quality based on contractual design of terms and
conditions, Finanztest attaches great importance to performance components. Hence,
its ratings often take into account statements about guaranteed and forecasted benefits.
Although all ratings are solely PI ratings, Stiftung Warentest sometimes does not rate
the products of insurers that refuse to provide the requested data needed to construct
ratings.

QUALITY RATINGS FOR DISABILITY INSURANCE

We provide herein some objective data to describe the rating market in more detail,
by reporting statistics on a hand-collected data set of product ratings. The data cover
a subset of product ratings issued by the private agencies Morgen & Morgen, Franke
& Bornberg, and the government rating agency Finanztest. Although sufficient data
are not available to provide a rigorous test of rating quality and reliability, exploring
similarities and differences in ratings within and between rating agencies can provide
suggestive evidence on the performance of the product rating market.

We use as an example the product ratings provided for occupational disability insurance
products sold by life insurance companies. This is an important market for private
insurance because the German social security system does not cover the financial risk
associated with losing the ability to practice one’s profession.21 As a consequence, the
market for occupational disability insurance is extremely competitive and an important
focus of the rating agencies.

The Ratings
Figure 1 displays the distribution of ratings for occupational disability products from
Morgen & Morgen for the years 2001 through 2013.22 This example is restricted to
Morgen & Morgen data because this is the only rating agency that provides data on
historical ratings for the entire market. The figure shows a great deal of variation in
product ratings within each year—with the entire range of “star” values represented in
every year. The percentage of products receiving the highest rating also varies greatly
over time, ranging from a high of 53 percent in 2003 to a low of 18 percent in the very
next year (2004).23 On average, over this time period only 36 percent of occupational
disability products receive a 5-star rating from Morgen & Morgen. The median (50th
percentile) product rating is 5 stars in years 2002–2003; 4 stars in years 2001, 2004–2005,
and 2009–2013; and 3 stars in years 2006–2008. These data show that the ratings cover
the full range of ratings values, and discriminate between products.

We also display data on Franke & Bornberg ratings, but the statistics are restricted to
ratings for 2013 because these are the only data available to us. An important feature

21 Social security reform legislation, which passed in 2001, privatizes this risk.
22 Franke & Bornberg provides access to only its current ratings, and Finanztest data are limited

because the agency rates only selected products.
23 This shift can be explained by a change in Morgen & Morgen’s rating system. Until 2003 it only

rated by assessing the quality of a product’s terms and conditions. From 2004 on it introduced
its current rating system relying on different subratings.
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FIGURE 1
Distribution of Disability Product Ratings From Morgen & Morgen

of the Franke & Bornberg disability product ratings is the categorization of products
as “basic” or “extended.” The rating agency explains the categorization as a reaction to
negative effects of rating-initiated product development: in the early 2000s it noticed the
tendency for insurers to implement cost-intensive product features just for the purpose
of enhancing product ratings. Lower-cost products, which might nonetheless provide a
sufficient level of protection for many consumers, were not able to achieve ratings that
acknowledged their good quality. Beginning with ratings in 2002–2003, the company
introduced the “basic” and “extended” product categories to allow for good ratings for
each of the two different coverage tiers (Franke & Bornberg, 2008). Thus, categorization
is used to first provide information on which products are most comparable, before
rating values are applied to comparable products.

The distribution of 2013 disability product ratings—in total and for basic and extended
products separately—are displayed in Figure 2. The ratings are concentrated on the
highest 5 of the 8- point rating scale when rated products are considered in total (top left
chart in figure): 127 out of 280 products received the highest rating, which sums up to a
share of 45 percent, whereas ratings in the second highest class account for 17.5 percent
of products followed by 34 percent in the third highest class.

This concentration in the rating values results from the subdivision into the two cate-
gories “basic” and “extended,” which has the effect of shifting the raw rating numbers
upward. As intended by categorization, products assessed in the “basic” category are
more likely to receive higher ratings than they would without the categorization. As
illustrated in the second and third charts in Figure 2, which show the distribution of
ratings for basic and extended products separately, extended products are more likely to
receive the highest rating while the most prevalent rating for basic products is the third
highest rating. Because the products designed as cheaper alternatives to the more costly
premium products are rated separately in the “basic” category, the products incorpo-
rated in the “extended” category are by some measure of higher quality by definition.



88 RISK MANAGEMENT AND INSURANCE REVIEW

FIGURE 2
Distribution of Franke & Bornberg Ratings

Nonetheless, not all basic products receive lower ratings than extended products. Thus,
the separate categories permit greater quality discrimination between similar products.

Figure 3 compares the distribution of product ratings by Franke & Bornberg to the
distribution of Morgen & Morgen ratings for the same products. To provide a meaningful
comparison, each rated product is assigned to the “basic” or “extended” category used
by Franke & Bornberg. The comparison shows great similarity across the two agencies in
the ratings of “extended” products, but great differences for the “basic” product ratings.
Whereas the Morgen & Morgen ratings for the “basic” products are roughly normally
distributed over the whole range of its 5-point scale, the Franke & Bornberg ratings
are concentrated in its three highest rating classes. This further demonstrates how the
separate categories permit Franke & Bornberg to provide higher ratings to lower-cost
products.

Ratings Comparisons
Beyond examining the overall distribution of ratings, we wish to compare the ratings of
individual products provided by the different raters. To achieve this we compare ratings
values of products that are rated by both of the private rating agencies, and ratings
of products by the private agencies and those given by Finanztest (the government
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FIGURE 3
Distribution of Ratings by Category
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TABLE 1
Common Scale Constructed for Rating Comparisons

Verbal Descriptions of Ratings CAT5 M&M F&B Finanztest

Excellent/outstanding/very good 5 ����� FFF 0.5–1.5

FF+
Very gooda/good 4 ���� FF 1.6–2.5

Average/satisfactory/still satisfactory 3 ��� FF– 2.6–3.5

F+
Weak/sufficient 2 �� F 3.6–4.5

F–

Very weak/unsatisfactory 1 � F– 4.5–5.5

Note: CAT5 = numerical scale ranging from 1 (very weak) to 5 (excellent); M&M = Morgen &
Morgen; F&B = Franke & Bornberg.
aBoth of the rating agencies use 5-point scales for their ratings. Therefore, the assignment to the
CAT5 scale followed their numerical assignment. The rating designation “very good” is used
twice as it is assigned to the highest Finanztest rating as well as to the second highest Morgen &
Morgen rating.

agency). Before presenting these comparisons we first explain adjustments that are
made to overcome two differences in the ratings reported by the different raters.

The first adjustment accounts for differences in the product rating scales. Both Finanztest
ratings and Morgen & Morgen ratings use a 5-point scale, whereas Franke & Bornberg
ratings are based on an 8-point scale. To allow direct comparison of the ratings, we follow
studies of financial rating comparability (e.g., Pottier and Sommer, 1999) by using the
verbal descriptions of the rating outcomes to create a common scale. As shown in Table 1,
we construct a single numerical scale (CAT5)—from 1 (very weak) to 5 (excellent)—for
use in our comparisons.

The second adjustment accounts for the fact that the rating agencies do not always
rate the same products. To deal with the differences, when comparing rating values for
specific products, only those products rated by both of the comparison agencies can be
compared. Because the private raters try to rate every product in the market, while there
are some differences in the set of disability products rated by Morgen & Morgen and
Franke & Bornberg, there is a great deal of overlap and many products receive ratings
from both agencies. When comparing private ratings with government ratings, however,
available comparisons are limited by the fact that Finanztest does not rate every product
in the market. Finanztest ratings do not cover the entire market; they are targeted to high-
quality products that are suitable for a broad target audience. Consequently, Finanztest
ratings were published for only 54 occupational disability products in 2011 and for
74 products in 2013, all of which received ratings of satisfactory or above (i.e., ratings of
3 to 5 on a 1–5 point scale).

Table 2 compares the ratings of the two private rating agencies, Morgen & Morgen
and Franke & Bornberg, using the 5-point rating scale we constructed to permit direct
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comparisons. The comparison focuses only on products rated by both of the rating
agencies in 2013. The first column of the table compares ratings for all disability products
rated by the two agencies; the second and third columns separately compare the ratings
for products classified as “basic” and “extended” by Franke & Bornberg.

The table shows that there are 249 products commonly rated by both private agencies
in 2013. These products are divided into 94 products rated in the Franke & Bornberg
category “basic” and 155 assigned to the category “extended.” Whereas Morgen &
Morgen spreads its ratings over the full 5-point rating scale, Franke & Bornberg ratings
range from 3 to 5. Comparing ratings over all products, more than 50 percent of products
receive the same rating by the two agencies. However, when there is ratings disagreement
this is usually due to a higher rating from Frank & Bornberg. Almost 40 percent of
Franke & Bornberg ratings exceed the Morgen & Morgen ratings when all products are
considered together.

The data in the second column, which reports ratings for those products categorized
as “basic” by Franke & Bornberg, illustrate once again that the differences in overall
ratings can be traced back to this categorization. In the “basic” product category almost
46 percent of the products receive the highest rating (5) from Franke & Bornberg. In
contrast, only 3 percent of these products receive a rating of 5 from Morgen & Morgen
(which does not make the product category distinction).24 More generally, Franke &
Bornberg ratings exceed Morgen &Morgen ratings within this category for 83 percent of
products.

Ratings of the two agencies are much more similar for products within Franke & Born-
berg’s “extended” category. Within this category the ratings by the two private rating
agencies are highly comparable in almost every statistic examined in the table. The two
agencies provide identical ratings to nearly 75 percent of products in this category. The
share of products that receive higher ratings by Morgen & Morgen is 12 percent, and a
similar fraction of products (14 percent) receive higher ratings by Franke & Bornberg.
One notable difference is in the minimum rating issued, which is 2 for Morgen & Morgen
and 4 for Franke & Bornberg. However, this difference is less meaningful than it may
first appear, since only one product receives a rating of 2 by Morgen & Morgen (0.65
percent of 155 ratings) and only 8 products (5 percent) receive a rating of 3.

Table 3 displays the comparison of private and government ratings, including only
those products that were rated by both Finanztest and the private agency regarded in
the comparison. The most recent Finanztest ratings available are from July 2011 and July
2013; Morgen & Morgen ratings for 2011 and 2013, as well as Franke & Bornberg ratings
for 2013 are used in this comparison. The first column of the table compares Morgen &
Morgen and Finanztest ratings in 2011, and the second compares the ratings for these
two agencies in 2013. The third column of the table compares Franke & Bornberg ratings
to Finanztest ratings in 2013.

24 This high share of 46 percent highest ratings reduces to 13 percent when assigning the Franke &
Bornbeg rating FF+ to the second highest rating class instead of to the highest class. Nonetheless,
this still leads to a 10 percent point difference, which is indicative of an upward shift in Franke
& Bornberg’s ratings for products classified as “basic.”
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The table shows that there were 49 commonly rated products for Finanztest and Morgen
& Morgen in 2011, and 67 in 2013. Finanztest and Franke & Bornberg rated 65 products
in common in 2013 (where 12 products are in the “basic” category and 53 products are
in the “extended” category). When using our constructed (1–5) common rating scale,
Morgen & Morgen rating values for these products range from 3 to 5 in 2011 and from
2 to 5 in 2013. Finanztest ratings vary between 4 to 5 in 2011 and 3 to 5 in the year 2013,
and Franke & Bornberg ratings range from 4 to 5. From 59 percent to 69 percent of the
products in each comparison are rated the same by the private rater and Finanztest, and
rating differences are both positive and negative.

The mean ratings of the private agencies and Finanztest are similar in all three com-
parisons.25 Morgen & Morgen’s average rating was slightly higher than Finanztest’s in
2011, and both are slightly lower than Finanztests’s in 2013. Franke & Bornberg’s aver-
age rating is slightly higher than the government rating in 2013 when the upward shift
caused by the Franke & Bornberg’s categorization system is not taken into account.26

However, if the ratings are compared only for the commonly rated products assigned to
the “extended” group by Franke & Bornberg the result reverses: with an average rating
of 4.943, Finanztest rates these products higher than Franke & Bornberg, which provides
an average rating of 4.792.

DISCUSSION

The organization of the insurance product rating market in Germany does not appear to
subject the private rating agencies to conflicts of interest. Each rating agency determines
the set of insurance products for which it provides ratings; product ratings are not
solicited or paid for by the rated company. The only identifiable cash flow between
the insurance companies and the private rating agencies in direct connection with the
ratings are licensing payments for rating seals. These licensing payments from insurers
to rating agencies permit the insurer to display the rating in its marketing materials.
Insurers naturally tend to be more likely to invest in rating seals that attest to their
product’s good quality; however, the rating seals are relatively inexpensive and the
licensing of the seals is not the main revenue stream of most product raters.

The private rating agencies’ main customers for insurance product ratings are agents and
brokers. The main consulting clients of the private rating agencies are also the insurance
brokers and agents, not the insurance companies. Revenues from the publication of
ratings, software licenses, and consulting to agents and brokers are the main sources
of the private rating agencies’ revenues.27 Thus, the financing of ratings is not marred
by conflicts of interest that may lead to misdirection of ratings, nor are there obvious
conflicts due to consulting relationships.

25 Standard statistical tests confirm that the ratings distributions of the private agencies are similar
to the ratings distribution of Finanztest, for the commonly rated products.

26 This applies for the assignment of the original Franke & Bornberg category FF+ to CAT5
5 as outlined in Table 1. Franke & Bornberg average rating with 4.600 does not exceed the
governmental rating of 4.692 when FF+ is assigned to CAT5 4 regardless of the Franke &
Bornberg categorization.

27 The statements on revenue structure are derived from the business mixes outlined by the rating
agencies and are not based on revenue data (which are not available).
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Consistent with this strong market governance, our comparisons of private ratings to
government ratings show no evidence of upward bias in the private ratings for the case
of disability insurance ratings. Finanztest and the private agencies are about equally
likely to provide a product with the highest quality ratings, and the ratings of the
private agencies are about equally likely to be higher and lower than Finanztest ratings
when there is a rating disagreement. While this interpretation of the data is premised on
the maintained hypothesis that there is no incentive for systematic rating overstatement
by the government agency, that assumption is supported by the absence of financial
incentives for Finanztest to provide high ratings28 and is consistent with evidence from
previous studies of government ratings (see Dranove and Jin, 2010).

Our descriptions of the rating models and rating values used by Morgen & Morgen and
Franke & Bornberg also confirm that competition is present in the private rating market.
Franke & Bornberg’s introduction of “basic” and “extended” product categories and
the use of eight rating levels as opposed to Morgen & Morgen’s five levels introduce
systematic differences between the two private rating systems. Since Morgen & Morgen
was the first entrant and is the dominant player in the market, the more detailed ratings
of Franke & Bornberg are consistent with both the predictions of theory and experiences
in other rating markets (Doherty et al., 2012; Jin et al., 2010).

Unlike in other rating markets both private raters aim to rate all products, rather than
targeting particular market segments. This is likely due to the fact that ratings are not
solicited by insurers, but by agents and brokers who use ratings (and ratings software)
to facilitate the matching of clients with products. The bundling of comparison software
with the ratings, and the German regulatory environment that requires agents to docu-
ment their provision of high-quality advice,29 serves to support this business model in
which the user pays for the ratings.

Rating independence requires raters to use different rating models, but rating reliability
for consumers requires that similar products receive similar ratings from different raters.
Thus, if the private rating market functions well, we expect to observe a strong but not
perfect correlation between the ratings of different agencies for the same product. Once
the rating system differences are accounted for, this pattern is observed in disability
insurance ratings. When all commonly rated products are considered, ratings of the two
private agencies are in agreement for 53 percent of products; when only commonly rated
”extended” products are considered, ratings of the two agencies agree nearly 75 percent
of the time.

28 The purpose of the governmental foundation Stiftung Warentest outlined in its statutes reads
as follows: “The foundation works selflessly; it does not primarily pursue its own financial
interests. Purpose of the foundation is to foster consumer protection. . . . ” We consider that fact
together with information about the marginal dimension of revenues through the sale of test
seals, for which it solely charges handling fees, as supporting this hypothesis. Additionally, as
Finanztest only rates a small fraction of products in the market, there is reason to believe that it
has no strong interest in maximizing its profit through the sales of ratings.

29 With implementation of the first EU Insurance Mediation Directive into national law in Decem-
ber 2006, the duty to document details on the advice to the customer became mandatory for
every type of insurance intermediary.
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Contrary to the theoretical predictions for issuer-paid ratings, however, Franke & Born-
berg does not appear to impose more stringent rating standards. Among the commonly
rated “extended” products for which the two agencies issue different ratings, the higher
rating is slightly more likely to be from Franke & Bornberg (13.55 percent) than from
Morgen & Morgen (11.61 percent). This divergence from other rating markets seems
likely to be due to the user-pays business model in Germany. Because insurers do not
solicit and pay for product ratings, Franke & Bornberg has no strategic motive to attract
rating requests by offering companies a more informative signal to consumers.

CONCLUSIONS

This article has documented the rise of a private market for insurance product ratings in
the aftermath of insurance product deregulation in Germany. Such a development illus-
trates the remarkable resilience of private markets in responding to consumer demand,
even for intangible goods such as information. In many markets subjected to long tradi-
tions of restrictive consumer protections, regulators and market participants alike often
lose sight of this capacity. Thus, the very existence of this information market provides
an important case in point to regulators of insurance and other consumer markets.

Our research analyzes the characteristics of the German market for insurance product
ratings in light of the theoretical literature on rating quality, and provides the first evalu-
ation of the performance of this market. The results are consistent with our observation
that the business models of the rating agencies shield them from obvious conflicts of
interest that might undermine the accuracy of ratings. Competition among the private
raters is clear; compared to government-issued ratings, there is no evidence of an up-
ward bias in private ratings, and once rating system differences are accounted for, ratings
appear sufficiently reliable to improve market transparency. Although our results must
be viewed as preliminary and suggestive, the findings offer an encouraging view of the
product rating market.

When evaluating the applicability of the German situation to other insurance markets,
several points should be emphasized. The focus on producing ratings for sales inter-
mediaries, and the receipt of payment from these users of the ratings rather than from
the rated companies, is an essential feature of the rating market governance in Ger-
many. Because nearly all products are rated and because insurers do not solicit and pay
for ratings, concerns about insurers shopping among raters for favorable ratings are
lessened.

While ultimately beneficial to consumers, it is the demand for rating information from
sales intermediaries that supports the product rating market in Germany. This assures
that rating accuracy is an important factor determining success for a rating agency in
this market. Agents’ reliance on ratings means that unjustified ratings would jeopardize
the rater’s reputation. Agent payment for ratings also assures the existence of a private
party willing to pay for the ratings, since the rating package provides sales agents with
more than a simple summary scale of publicly available rating outcomes.

The question of whether product ratings can alleviate problems of unobservable quality
is important for assessing the welfare effects of insurance product from deregulation.
One potential barrier to deregulation may be concerns about the expected consequences
of greater product variety creating information asymmetries about product quality.
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The German case demonstrates that under some market conditions a private market
for product ratings may arise in the absence of government product regulations. Our
examination suggests that the governance and competition characteristics of this market
are favorable for the production of unbiased and informative ratings. Our analysis of
ratings of disability insurance products in this market supports this interpretation: we
found no evidence of the upward bias in private ratings that is predicted to be a problem
in many rating markets, and the ratings of competing raters are differentiated in the
ways that theory predicts will occur if competition leads to more informative ratings.
These characteristics suggest that the German market for private insurance ratings can
provide consumers with useful signals of insurance product quality.
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