
Chapter 4 Literature Reviews 

4.1 Concentration 

Two studies provide information on concentration of U.S. property-liability insurance 

industry. Nissan (1996) quantifies the degree of concentration among the largest 200 

property-liability insurers via Theil’s entropy index between 1985 and 1993. Nearly 

half of net written premiums were written by the top 20 insurers throughout the period. 

The levels of concentration among the largest 200 insurers or by groups of 20, 30, 50, 

and 100 insurers remained essentially stable over the time period. That is, substantial 

merger and acquisition activities do not result in noticeable increase in concentration 

in the U.S. property-liability insurance industry.  

However, the conclusions made by Nissan (1996) do not proclaim the degree of 

concentration in some lines of insurance also experience no increases over the time 

period. Nissan and Caveny (2000) examine the concentration of U.S. 

property-liability insurance industry by lines of insurance via Herfindahl index 

between 1989 and 1995. The results show that the concentration is increased 

noticeably for all most all lines of insurance for the time period, and the most 

concentrated line is homeowners, followed by private passenger auto physical damage, 

and the least concentrated line is commercial auto physical damage.  

The above two researches present the concentration in U.S. property-liability 

insurance industry. They have demonstrated that concentration among the largest 

insurers is increased, though not noticeable. And by-line concentration is also 

increased. Their studies reveal that the concentration in property-liability insurance 

industry is increased in accordance with substantial number of merger and acquisition.  



4.2 Performance 

Post-merger performance can be observed using methodologies such as event studies, 

cash flow analysis, market value frontier and efficiency frontier. Event study analyzes 

stock price performance of acquirers and targets surrounding merger announcement to 

seek existence of daily abnormal returns. Cash flow analysis uses accounting data to 

appraise post-merger cash flow performance of acquirers and targets. 

Healy et al. (1992) use cash flow analysis to explore the post-merger performance 

using a sample of largest 50 mergers in U.S. industries. The results indicate that the 

improved productivity due to merger leading to higher cash flow returns. And the cash 

flow returns are significantly positive related to abnormal stock returns at merger 

announcement. Akhigbe and Madura (2001) apply event study methodology on 

insurer mergers that occur during the time period 1985 through 1995, and find 

evidence that insurance acquirers and targets earn higher value at merger 

announcement. Cummins and Xie (2006) use both market value analysis and 

efficiency methodology to investigate the wealth effects for publicly traded U.S. 

property-liability insurance mergers during the period 1997 to 2003. Acquirers and 

targets all get higher abnormal returns around announcement date.  

However, most valuation methodologies of post-merger performance introduced 

above are beyond the scope of present study in Taiwan property-liability insurance 

industry because not all insurers are publicly traded companies, hence information is 

not publicly available.7 Therefore, in this paper I examine the relationship between 

performance and market structure using comprehensive market structure factors. 

                                                 
7 There are only 5 companies remain publicly traded till now. These companies are: Chung Kuo, 

Fubon, Taian, South China, and Cathay. 



4.3 Market Structure and Performance 

While numerous studies examine the post-merger performance, there are also many 

studies focus on the relationships between market structure and performance. 

Hypotheses are conducted to test the existence of such relationships. The market 

power hypothesis suggested by oligopoly theory probably can most likely explain the 

positive relationship among firm profits and concentration. Stigler (1964) suggests 

that collusion will deepen as the level of concentration gets higher, and firms are 

hypothesized to enjoy maximized profits in concentrated industry. Most prior 

insurance studies of market structure and performance incorporate market power, 

either concentration or market share, in testing hypotheses. 

Previous researches address that concentration is positively related to profitability by 

testing the SCP hypothesis. Clarke and Davies (1984) find evidence for U.K. industry 

that the SCP hypothesis is sympathetic to the positive correlations among 

concentration and profitability. Another form of market power on profits, market 

share, is analyzed by Rhoades (1985). Market share is found to be a source of high 

profits regardless of the level of concentration in U.S. banking industry. Under RMP 

hypothesis, market leaders can enjoy “inherent product differentiation” that they are 

perceived to be better by consumers simply via their position in the market. Empirical 

investigations of these hypotheses in insurance industry that regress market structure 

variables suggest positive relationships among market structure and performance.  

Carroll (1993) manages an empirical research to study relations between market 

structure and performance of U.S. private worker’s compensation insurance using 

state data for the period 1980 to 1987. Yet little support for the relationship between 

market structure and performance was found. There is no conclusive evidence to 



defend the SCP hypothesis. That is, concentration does not relate to profitability 

positively within private worker’s compensation insurance. 

Bajtelsmit and Bouzouita (1998) examine the relationship between market structure 

and profitability in U.S. private passenger automobile insurance at state level for the 

time period 1984 to 1992. The analysis demonstrates that concentration has 

significant positive impact on profitability. However, the competitiveness of local 

market is relatively small due to little number of firms. Therefore, this study may not 

provide a persuasive proof of the positive concentration impact upon profitability. 

Choi and Weiss (2005) analyze the relationship among market structure, efficiency 

and performance in U.S. property-liability insurance industry at company and group 

levels for the period 1992 to 1998. The results reveal that concentration is positively 

related to profit, whereas market share in negatively rather than positively. Other than 

concentration and market share, they address that control of efficiency is also 

important in examining performance because SCP relationship might be defective.  

An alternative explanation for the relationship between market structure and 

performance is the efficiency structure (ES) hypothesis. Demsetz (1973) argues that 

high profits are due to greater efficiency rather than to some form of market power. 

Efficient firms are able to earn higher returns which make them capture higher market 

share and lead to increased concentration.  

Choi and Weiss (2005) find support for the ES hypothesis estimated using stochastic 

frontier analysis (SFA). They decompose efficiency into X-efficiency and 

scale-efficiency. X-efficiency hypothesis asserts that X-efficiency is related to firm 

profits, while scale-efficiency hypothesis states that scale efficiency is an important 

determinant of firm profits. Cost efficient firms can charge lower prices and earn 



higher profits, ceteris paribus, revenue efficient firms charge consumers higher prices 

and obtain higher profits. They conclude that more attention on efficiency is needed 

than market power in mergers since consumers will suffer a worse welfare from 

revenue efficiency achieved by insurers.  

Another measurement of efficiency proposed by Cummins and Xie (2008) are 

estimated by data envelopment analysis (DEA) and Malmquist indices. Their findings 

are very much alike Choi and Weiss (2005). Acquires achieve higher revenue 

efficiency gains, while the targets experience improved cost efficiency gains. Thus, 

the merger and acquisition are concluded to be value-enhancing.  

The implications of researches on SCP hypothesis are generally consistent in the same 

manner. Moreover, some studies suggest another explanation of higher profitability is 

the better efficiency of firms. Therefore, an appropriate examination of the market 

structure and profitability relationship should include concentration, market share and 

efficiency. However, in this paper we exclude the efficiency measures owing to the 

difficulties in formulating and estimating the measures appropriately in accordance 

with limitations on data availability.  

 


