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GROWTH STRATEGIES AND TRANSFORMATIONAL
' CHANGE

" Dennis H. Chookaszian

Inflation-adjusted written premium growth in the U.S. property/casualty insurance mar-
ket has trailed real GDP growth in seven of the last eight years. Meanwhile, excess
capacity across virtually all lines of insurance continues to put pressure on margins. In
life and health insurance, traditional products continue to lose ground to investment-
oriented products and managed care.

Looking beyond these negative indicators, however, we see a dynamic U.S. insurance
marketplace being reshaped by the forces of change that are transforming the insur-
ance thdustry worldwide. For the insurance organizations that align their growth strate-
gies with these changes, the future will bring a wealth of opportunities.

This article addresses the theme of our seminar, strategies for growth, in the context
of transformational changes that will create a very different insurance industry in the
United States and worldwide over the next 10 years.

TRENDS OF CHANGE

Over the past 10 years, U.S. insurance organizations have formulated their strategies
against a backdrop of five powerful trends of change.

The first trend is compression. The insurance industry has compressed horizontally,
leaving fewer but stronger competitors in the marketplace. The 1995 mergers of CNA
and Continental, then of Travelers and Aetna, are two of the most visible examples.
Meanwhile, vertical compression has altered work flows between companies and their
distributors. Duplicate activities are being squeezed out, largely as a result of im-
proved technology.

A second trend is specialization. There has been a shift from large multiline insurance
organizations to more specialized companies over the last 10 years.

The organizational structure of the large multilines became unwieldy as the pace of
change accelerated in the insurance marketplace. For this reason, many of today’s
leading companies are either specialists or companies that have restructured to bring
specialized focus to a range of businesses. In addition, the trend to specialization has
been reinforced by the stock market. Insurance company stock valuations generally re-
ward more specialized organizations.

The move to specialization reflects a third underlying trend, intensifying competition.
In property/casualty insurance, a prolonged soft market has resulted from excess ca-

Dennis H. Chookaszian is Chairman and Chief Executive Officer of CNA Insurance Companiés, USA.
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pacity and the growth of alternatives to traditional insurance. Meanwhile, entry of
non-traditional competitors in life and health insurance, ranging from mutual fund
companies to managed care organizations, has permanently raised the competitive bar.

Another major trend, financial restructuring, relates to the changing nature of the capi-
tal base of the property/casualty insurance industry. Until recently, mutual companies
have had limited ability to access capital markets to finance growth. On the stock
company side, insurance has been an industry of investor-owned companies with inde-
pendent boards of directors. :

Now, however, the mutual companies are utilizing surplus notes, joint venture arrange-
ments, subsidiary stock companies and other techniques to raise outside capital. On
the stock company side, new capital is coming into the industry from investment
groups such as Trident, Insurance Partners and Kohlberg Kravis Roberts.

These new investors bring a new orientation to the insurance industry. Unlike insur-
ance investors in the past, they seek an active role in managing the business. And they
focus much more intensely on short-term results than has been the norm for the insur-
ance industry. '

This new orientation has positive and negative implications. On the one hand, it
should result in much needed improvement to the efficiency and profitability of insur-
ance organizations. On the other, the emphasis on quick returns could discourage the
kind of investment in people, systems and relationships that gives policyholders the
long-term stability they expect and that produces value over many years.

In the U.S. life and health insurance industries, we have also seen profound restructur-
ing. On the life side, the restructuring has taken place around the distribution system.
Life insurers have moved from monolithic systems based on a single distribution
channel, to much more flexible distribution strategies that encompass career agencies,
brokers and direct sales.

In health insurance, restructuring has taken place around the concept of managed care.
Indemnity-style health insurance has been significantly displaced by health mainte-
nance organizations, preferred provider organizations and other managed care mecha-
nisms. As a consequence, risk bearing has shifted from insurers to providers. Core
competencies have changed as well. Whereas indemnity-style health insurance requires
efficient, centralized claims processing, the core competencies in a managed care envi-
ronment are penetration of local markets and skill in building and managing networks
of health care providers, and information management.

GLOBALIZATION

The fifth major trend of change is globalization. Ten years ago, many U.S. insurers
saw no reason to develop business outside North America. There was too much politi-
cal and business risk to justify the high start-up costs. Today, many of these same or-
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ganizations, including CNA, are committed to building a global prescnoe Several fac-
tors explain this reversed direction.

First is the changing profile of the customers. As businesses have expanded their oper-
ations beyond their country of origin, insurance companies have followed their com-
mercial customers. For many U.S. insurers, global capabilities are 1mperat1ve, if only
to protect their client base.

Another factor is the opportunities in the international arena. In the U.S. and other in-
dustrialized nations, insurance is a mature industry in a mature economy. In develop-
ing nations, however, the insurance industry is in a growth phase, providing broader
opportunities for revenue and profit growth.

Beyond these two factors, long-term economic trends underscore the importance of de-
veloping an international presence. As the world becomes a global village, the relative
dominance of the U.S. and European economies will diminish while the economies of
the Pacific Rim continue to expand.

There are a range of strategies for developing global capabilities. A few companies,
such as AIG, have had an international orientation going back to their origins. For
most companies, however, moving into the international marketplace has involved
three possible approaches: build capabilities from scratch, acquire exlstmg operations
and form alliances with strategic partners.

CNA is prepared to employ whichever approach is most opportune in a particular
market. This flexibility is a unique advantage in an insurance environment where op-
portunities are so different from market to market.

Regardless of the approach taken, several broader issues apply to all market
participants.

One of these issues is the importance of learned skills. Successful organizations will
recognize that many of the basics of doing business outside their home countries are
learned skills. There is no such think as & “natural” success in the business of inter-
national expansion. As a result, insurers need to start now to put in place the capabili-
ties they will need in the future.

Another similar issue relates to the economics of expansion. Successful organizations
will understand the costs of exporting products and services into new markets. In
adapting an existing product to & new territory, no more than 30 percent of the prod-
uct and associated processes should rcqmm modification. Otherwise, the product is be-
ing re-invented, not exported, and the msumncc ‘provider will not benefit from econo-
mies of scale.

A third issue is a counterbalance to the speclallzanon trend discussed above. Whereas
a specialized focus has rewarded many U.S. and non-U.S. insurers, the intemational
marketplace will reward a broader based approach Capabzlmes in property/casualty,
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life and health insurance will provide an organization with a broad range of products
which may be applied differently from market to market. For example, CNA’s strength
in life insurance products and property/casualty coverages has opened doors to oppor-
tunities in Latin America and Southeast Asia.

In a similar vein, organizational structures that are appropriate in one’s home country
may be less effective abroad. Structures that emphasize independent business units
may confuse the customer in new markets. Here, the emphasis should be on present-
ing one face to the customer and ensuring continuity of operations.

Finally, successful companies in the international marketplace will pursue long-term
strategies for building relationships and core competencies. Many companies will drop
out as they recognize the scope of the commitments required by an international strat-
egy. For this reason, we expect that in 10 to 15 years, there will be five to 10 major
international providers of insurance products and services, and that CNA will be one
of them.

10X CHANGES

Looking to the future, the pace of change will continue to accelerate in the world in-
surance industry. Andy Grove, the CEO of Intel Corporation, the giant manufacturer
of microchips, recently wrote a book in which he discusses 10X changes. These are
changes with 10 times the impact of other changes. It is like the difference between a
hurricane and a windstorm.

Grove writes that the objective of business leaders should be to get ahead of the 10X
changes, understand their implications and align their businesses with them. For the
insurance industry in the United States and worldwide, we can see several 10X
changes that are already picking up steam.

The first 10X change is the Infernet. While not yet industrial strength, the Internet is
rapidly working its way into the economic and social fabric of our world. In five to
10 years, a significant number of consumers will be comfortable shopping for insur-
ance on-line, changing the way insurance companies and their distributors do business.

On-line sales require products that can.be sold without a great deal of interaction. For
that reason, the on-line insurance business will probably develop around personal in-
surance — automobile, home and simple life and annuity products.

The Internet won't work for most commercial insurance because of the complexity of
the products and services. In these areas, Internet usage will revolve around informa-
tion exchange and activities that facilitate the transaction.

There are many unanswered questions about the future of the Internet. But these ques-
tions won't slow down the fundamental changes taking place in the way consumers
shop for insurance. As the insurance industry responds, the Internet will gain a signifi-
cant market share and will represent a major change for distribution systems.
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Another idea with 10X potential is securitization of risk. This is the process of taking
insurance risk and turning it into monetized instruments that can be traded among in-
vestors. For example, catastrophe futures contracts have been trading on the Chicago
Board of Trade since 1992.

Securitized products typically develop slowly. It took nearly 15 years for a robust
market to develop around mortgage-backed securities in the United States. However,
once these products mature, their impact on the underlying business is profound.

One of the major challenges for insurance securitization is the nature of the risk. Un-
like the risks inherent in today’s securitized products, insurance risk is not homoge-
nous. Whereas interest rate movements affect all bond prices in the same way, the
same catastrophe can produce very different loss experience for identical insurance
policies.

Because of this difference, substantial basis risk is created when insurance risk is
transferred into securitized products. Basis risk is the uncertainty of whether changes
in the value of a hedging instrument will offset changes in the exposure being hedged.
For example, an insurer that hedges catastrophe exposures with cat options takes the
risk that its claims from a catastrophe will be greater or less than the catastrophe’s im-
pact on the cat options.

Over time, however, mechanisms will develop to solve this and other problems. As a
result, profit margins will narrow in businesses that offer protection against securitiz-
able risks. Catastrophe reinsurance will probably be the first line affected, but others
will follow. Crop insurance and specialty areas all present opportunities for
securitization.

This concept will develop over the next five years, but will not have a major impact
for some time to come. Instead, we will see many false starts as individual firms ex-
periment with securitization ventures. But ultimately there will be a robust insurance
securitization market, which will have a profound impact on the way insurance risk is
shared and distributed.

While securitization is a 10X change with a long time horizon, other ideas will bring
about change much more quickly. One of these ideas is employee leasing. In this busi-
ness, professional employer organizations (PEOs), become co-employers of a com-
pany’s workforce and take over responsibility for such administrative functions as pay-
roll, benefits and risk management services.

Employee leasing is one of the fastest growing businesses in the United States. Ten
years ago it didn’t exist. Today, roughly 2,500 leasing firms account for 2 million em-
ployees, about 2 percent of the U.S. work force. The leasing concept is attractive in
any economy in which the administrative functions of an employer are a significant
cost of doing business. In the United States, employers who shift to a leased work
force can achieve cost reductions of 10 to 20 percent on their human resources and in-
surance cOsts. '
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As this trend continues, leasing firms will recognize the fact that they are distribution
mechanisms for employment-related insurance and benefits. For this reason, we are al-
ready beginning to see alliances among leasing firms, payroll services and insurance
organizations as they align themselves around this emerging business.

Ultimately, a handful of large players will dominate the leasing business. ‘As they
learn how to deliver the whole range of insurance and employee benefits, these firms
will transform the way these products and services are developed and marketed.

Another 10X change that may develop quickly is business process outsourcing. Today,
most insurance companies operate and maintain their own back-room processing sys-
tems. In the future, many of these tasks may be handled more efficiently by indepen-
dent processing companies.

As more insurers narrow their focus and work to become low-cost providers, the
economies of outsourcing will become more and more attractive. In addition, the auto-
mation issues surrounding client-server installations, intranets and other IT capabilities
have become extremely complex. This gives insurance companies another reason to
outsource their processing and focus on core skills.

As a consequence, we will see the emergence of a few large firms that do a signifi-
cant portion of the insurance industry’s back-office work. These services will offer the
levels of security and stability needed to serve a customer base of competing insurers.
Because of scale and superior technology, they should be able to deliver cost reduc-
tions in the range of 20 to 30 percent.

As an example, CNA recently announced an agreement with Computer Sciences Cor-
poration under which CNA and CSC will establish one of the largest business process-
ing services for life insurance companies.

This trend parallels what has already happened in the airline industry. The airlines
achieved significant processing efficiencies through the consolidation of reservations
systems into essentially two systems. Over the next 10 to 20 years, the same type of
changes will transform insurance business processing.

A fifth 10X change is the growing presence of banks in insurance. U.S. banking laws
established in the 1930s barred banks from entering the insurance business. As a re--
sult, the United States lags behind many other countries in the degree of bank partici-
pation in insurance. However, barriers to bank entry are coming down, bank sales of
life and annuity products are strong, and their movement into property/casualty insur-
ance is picking up speed.

In the next 10 years, banks will become a much more significant presence in the U.S.
insurance marketplace. Banks will not be very effective as underwriters because of the
different skill sets involved in banking and insurance. However, they will be effective
in distribution of insurance. For this reason, strategic alliances between banks and in-
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surers will be an attractive growth strategy. In addition, banks will buy insurers and
vice versa.

GROWTH THROUGH CHANGE

The past 10 years have been a time of accelerating change for the U.S. insurance in-
dustry. The future will bring even greater changes as the Intemnet, securitization and
other 10X changes transform the landscape of our business. For organizations that
cannot or will not respond, the changes on the horizon are a threat. But for organiza-
tions that develop growth strategies to participate in these changes, the insurance mar-
ketplace of the future should be an interesting and profitable destination.
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GROWING BY EXPANDING AND ENHANCING
CORE COMPETENCIES: LIBERTY MUTUAL’S
EXPERIENCE

Gary L. Countryman

INTRODUCTION

In today’s increasingly global marketplace it is easy to articulate why international ex-
pansion makes sense, while it is considerably more difficult to determine and execute
the best approach to achieve it.

As we began to build our international business, which is now approaching $1 billion
in revenues with significant operations in 7 countries, there was much debate over a
range of strategies and operating structures. While there were clearly good arguments
for competing strategies, we settled on a competency-based international strategy for
Liberty Mutual. This paper will primarily focus on when a competency-based strategy
makes sense and the key success factors necessary to make it effective. Liberty Mu-
tual’s international expansion strategy and experiences will be used to illustrate some
of the key points of this discussion.

Parenthetically, let me freely acknowledge that the actual development of our interna-
tional presence has not always been entirely faithful to our adopted strategy. From
. time to time we have succumbed to the temptation of being opportunistic. More time
will judge the wisdom of those off-strategy choices.

What is a core competency?

Competencies encompass a broad range of skills and capabilities. They range any-
where from a very specific ability to manufacture a product or deliver a service, to a
much more broad-based set of skills such as good business management or distribu-
tion effectiveness. However, for a skill or capability to be described as a CORE compe-
tency, it should have the following characteristics:

1. It must allow a company to enjoy superior performance in at least one aspect of
its business relative to most competitors;

2. That superior performance must lead to the creation of incremental value in the
marketplace vis-a-vis competitors;

3. Competitors cannot replicate the skill or capability without incurring significant
cost; and

Gary L.Countryman is Chairman and CEO of Liberty Mutual Insurance Company and Liberty Mutual
Fire Insurance Company, USA.
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4. It must have a meaningful impact on the ultimate success of the business.

Some examples of core competencies include: Intel’s ability to manufacture a superior
computer chip; GE’s ability to manage unrelated business units; and Fidelity’s ability
to sustain its marketing and distribution excellence. All of these characteristics are
commonly referred to in any discussion of these companies and many competitors
have struggled to replicate them - frequently with very limited success.

Tuming a skill or capability into a core competency requires management to consider
three dimensions: Strategic, Operational and Managerial.

The skill or capability must be supportive of the strategy and strategic goals of the or-
ganization; the organization must have the ability to achieve operational excellence in
that skill or capability; and most importantly, it must have the management talent and
processes to make the capability truly exceptional and durable.

When Does Expansion Around Core Competencies Make Sense?

If you want to build an international business around the competencies inherent in
your existing businesses, those capabilities that helped drive domestic success need to
meet two further tests:

1. You must be able to transfer your competency to a different place on the globe
and in a faster and/or more effective way than the local competition is able to cre-
ate it. :

2. The target international market must understand and value the competency enough
to purchase your product or service at a price that generates acceptable returns for
the business - a price that may be different than what has prevailed in the local
market.

Here are a few examples. In building a strategy for our Mexican operations, Liberty
Mutual leveraged its core U.S. competency in private passenger automobile insurance
using a delivery structure that looks very much like our U.S. operation. Before we en-
tered the market there was nothing like it in Mexico. Regrettably, however, there soon
will be because it has been an instant success.

Argentina privatized Workers’ Compensation last year and we entered the market with
a de novo operation. The skill and capability transfer was executed reasonably well.
Developing a market understanding of and an appreciation for the unique skills we
bring to the market has taken longer.

Finally, our 85 years of experience in occupational health and safety services has been
relatively easy to replicate in many places around the globe. There is a growing un-
derstanding of its value and a willingness to pay the price. In the scale of Liberty Mu-
tual, given the nature of the safety consulting business, it will never be a major reve-
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nue or profit source for the Group. It will, however, serve a genuine need and serve
as a first step entry into sclected emerging markets.

How Should you expand internationally using core competencies?

For anyone interested in expanding internationally, there are at least four steps that
need to be considered: You must:

1. Define and articulate the rationale for international expansion, including the de-
sired goals;

2. Develop an international expansion‘ strategy to meet those goals;
3. Define the organizational model that will be used to execute the strategy; and

4. Begin the implementation of the strategy, test results and refine the strategy as
necessary

This discussion will focus on steps 1 through 3.

1. Define rationale for international expansion

The key here is to determine exactly why international expansion is good for you.
There are many valid reasons, both defensive and offensive, and it is essential to iden-
tify and prioritize them. Potential rationales include:

Offensive: Participate in rapidly growing markets, leverage existing skills in other
markets, expand ability to serve existing clients, build skills that can be used in'do-
mestic markets, and expand the range of businesses in your group,

Defensive: Supplement slow growth domestic markets, protect existing clients, diver-
sify volatile or low growth eamings streams and transition out of businesses you be-
lieve are not viable long term.

Core competencies can play a role in cither an offensive or defensive approach. In
Liberty Mutual’s case the primary goals behind international expansion were to take
advantage of strong growth markets, diversify our reliance on domestic earnings, and
build on core competencies developed in the US.

2. Develop an International Expansion Strategy

Having agreed on the goals for international expansion, Liberty Mutual, like most
companies, went through a strategy setting process that included the following phases:

a. Identify those regions and countrics where our skills and experience could be used
to create value added. .
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I know that when most people think of Liberty Mutual they think of us primarily as
a workers® compensation insurer. While it is true that we have been the leading pro-
vider of workers’ compensation in the US for over 60 years, that is not all we do. In
fact, as of the end of 1996 less than 40% of our revenue came from domestic work-
ers” compensation; the rest of it was generated in other commercial insurance prod-
ucts and services personal lines insurance, financial services and life insurance.
Therefore, we had many businesses to choose from as we thought about what coun-
tries we wished to enter. Nevertheless, Workers’ compensation along with its natural
companion, workplace health and safety consulting, is a core Liberty Mutual compe-
tency and has been and will be prominent in our international strategic thinking.

The attractiveness of a country or region has many dimensions including: demo-
graphic trends, political stability, the role of the private sector in insurance, competi-
tive intensity, the need for capital and the regulation of foreign investment. For rea-
sons that the appropriate length of this paper. won't accommodate we decided to
focus on Latin America and a few other countries around the world besides Canada
and the UK.

b. Having identified and prioritized geographic regions, we laid out a strategy that
we believe would allow us to build on our current competencies and create strong
positions in those markets. That approach can be summarized as a “Focus on busi-
nesses we know, understand and have competencies in, tailor distribution approaches
to Jocal markets conditions, and be willing to use consulting services as entry vehi-
cles, particularly when a major capital commitment is not yet possible or desirable.”
For Liberty Mutual “‘businesses we know and understand” is broadly defined as
property and casualty insurance and workplace health and safety related businesses,
but also includes such businesses as reinsurance in the UK even though we don't do
reinsurance in the US. The acid test is whether or not we believe it is a business to
which we can bring superior skills, i.e. building on core competencies.

c. Having decided both the character of the businesses and countries for international
expansion, the next decision was how to enter each country. The approaches range
from large scale acquisitions to de novo. Joint ventures have not been a major part
of the strategy. While the two approaches each have merit, depending on the busi-
ness and the country, we have primarily used an acquisition based approach for four
reasons: . :

1) Market position and name recognition is important in foreign markets, par-
ticularly for U.S. owners like us. An acquisition provides both.

2) In a number of emerging markets, barriers to foreign ownerships are lifting
and privatization is underway. These changes have created a unique window
of opportunity to acquire properties.

3) We want to quickly build revenues and profits from our international busi-
ness to take advantage of attractive markets ahead of our competitors.

4) We believe that we can generate not only earlier but superior returns on
capital through acquisitions in most though not all cases.
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Obviously, the acquisition approach is not without risks. We now have a significant
amount of capital tied up in our international operations. How we manage our acquisi-
tions will largely determine whether the rewards will have been worth the risks, which
brings us to our operating model.

3. Define the Organizational Model

As any good McKinsey Consultant will tell you “it’s not only what you do but how
you do it that drives success”. In our case, I think we have spent more time and ex-
perienced more heartache in the development of the organizational model than any-
thing else. Our model is 2 multi-business management model that we refer to as the
“strategic architect”. This model features country leaders managing their own busi-
nesses, operationally, in accordance with an agreed upon annual business plan. It also
includes well-defined management processes, clear operating procedures and a set of
high-level operating principles and guidelines. Strategy and capital allocation are
tightly controlled by Liberty Corporate. Key elements of success in our model include:

a. Hiring and developing strong country leaders who are exceptional operating
managers.

b. Use of a strategy setting process, led by myself, Liberty Mutual s President and
@, and the leader of Liberty International.

Co0

c. Strict capital allocation guidelines to control the risks associated with diverse in-
ternational business.

d. Clearly articulated and understood management processes that drive effective in-
teraction between Liberty Corporate, Liberty International and the Country Leaders.
It is supported by a comprehensive information exchange monthly.

¢. Transferring the strong performance cthic from our domestic businesses to our In-
ternational operations by setting tough financial targets and establishing consistent
human resource processes.

f. Focusing a great deal of management time and energy on ensuring adequate skill
sharing within and among our international and domestic operations. Approaches we
have used to date include moving managers from the US to Latin American opera-
tions, and vice versa, and putting an International COO in place whose key task is to
drive operational excellence throughout all our international businesses based on best
practices across all our operations.

CONCLUSION

Any organization looking to build an intemational presence will have to make some
tough decisions about where, what and how. Ongoing success will be possible only if
you are clear about your strengths and weaknesses and build a model that is well al-
igned with those strengths and weaknesses. Building on what you are good at can be
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fun and rewarding. You never know, you may even discover that your international
operations sometimes help you improve your domestic businesses. We have.
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CAPTURING AN EXPANDING RETIREMENT AND
SAVINGS MARKET: CAN INSURERS FIND A WINNING
STRATEGY?

David J. Drury
INTRODUCTION

Radical changes in business practices around the world have created exciting opportu-
nities in nearly every aspect of the financial services industry. The seemingly irreversi-
ble trend towards the privatization of socialized insurance markets in combination with
a genuine interest in open competition has transformed the financial marketplace into
a new and very competitive environment.

Can insurers find a winning strategy in this environment? The answer, of course, is a
resounding YES! In fact, just as one of the themes of this year’s meeting suggests,
there are many pathways to growth and profit for insurers. Much of this paper will fo-
cus on the burgeoning retirement market and the strategies financial services compa-
nies, not just insurers, need to adopt in order to prosper and survive in this dynamic
environment.

LOOKING BEYOND REGULATORY TRENDS

One look in the business section of any major newspaper is all that’s needed to under-
stand the current frenzy of interest over the retirement market around the world. Aside
from the obvious trends toward open markets and privatization, general economic
trends suggest strong growth potential in emerging markets in general:

¢ 1994-2003 World Bank GDP growth estimates are high for developing nations.
+ Infrastructure building from foreign direct investment will accelerate growth.

In fact, opportunities to thrive in the financial services arena continue to multiply as a
result of the elimination of polmcal and economic trade barriers; the mobilization of
regional and global trading; an increase in technological by-passes such as cellular
phones and the Internet; and, perhaps most importantly, the implementation of certain
benchmark reforms (e.g., Chile) which help rationalize systemic changes.

In addition, the effects of continued industrialization in many regions are resulting in a
decreased reliance on families for economic security and more reliance on personal in-
itiatives, all at a time when life expectancy rates are increasing. The Principal Finan-
cial Group itself, in only seven short years of international service, has experienced an
increasing influence of individual customer demands for such personal preferences as

David J. Drury is Chairman and CEO of The Principal Mutual Life Insurance Co., USA.
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living benefits (instead of death benefits), the desire for objective advice, and more
convenient forms of service delivery.

The subsequent culmination of these varied factors is the emergence of a global mar-
ket ripe for private retirement services.

The Principal’s own rationale for embarking on a global strategy was based on:
» Globalization of world markets

» Profitable growth opportunities

s The desire to diversify markets and products

» Anticipation of increased domestic competition

» Opportunity to leverage and diversify our expertise

+ Opportunity to leam from others and apply that knowledge in U.S. operations as
well as in foreign markets.

THE VALUE OF LEVERAGING CORE COMPETENCIES

The concepts of Darwin’s theory of evolution have been applied to analyze develop-
ment of many systems over the years, most notably the business markets. Even the
recommendation to “think globally, act locally” implies a certain degree of flexibility
is needed to achieve success in the global marketplace. Indeed, textbooks are filling
with a multitude of case studies lamenting the extinction of companies that could not
adapt and attempted to force standardized solutions into customer-driven markets.

And yet, similar case studies illustrating the successes of top-tier companies increas-
ingly point to the existence of surprisingly similar traits that are applied with relatively
consistent success in multiple markets around the world. The key appears to be not
just in the flexibility of these companies to adapt their products and services to local
markets, but also in the rather inflexible approach they assume in regards to their bus-
iness philosophy. The strategic characteristics of successful global organizations such
as McDonalds, Coca Cola, Sony, El Corte Ingles and others suggests considerable
value exists in a company’s ability to transfer certain critical operational attributes
across global boundaries. Much more than “best practices,” these attributes represent
the basic core competencies companies must demonstrate in order to achieve any kind
of global success.

KEY FACTORS CRITICAL FOR SUCCESS IN THE RETIREMENT
MARKET

While it would be foolish to suggest what works well in one market is destined to
work equally well in another—particularly in the financial services sector—there are
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certain fundamental principles within the retirement industry that are applicable across
many markets. And, as more and more nations privatize their retirement industries, the
natural tendency to improve upon successful existing models only increases the oppor-
tunities to employ the wisdom of past experiences.

In fact, a brief article in the March issue of Harvard Business Review reports on a
1996 survey about global strategic planning conducted by A.T. Kearney. The Chicago-
based consulting firm asked senior managers at companies with extensive international
experience which processes had the most influence on the success of foreign ventures.
Those executives replied that corporate offices should make certain that operations in
new markets don’t neglect the practices and technologies that brought the company
success elsewhere.

The Principal Financial Group recently identified a series of operational traits, based
on the overall core competencies exhibited by global top-tier organizations, but specif-
ically targeted to the unique attributes of the financial industry. One of the ways the
company arrived at these conclusions was to analyze its own competencies in relation
to its success in the United States. One of the leading insurance companies in the
U.S., The Principal administers more 401(k) plans than any bank, mutual fund or in-
surance company in the country. Largely admired by those inside and outside of the
industry for its competitive long-term results, aggressive investment management, and
operational integrity, the company has experienced incredible growth in its pension
operations in a relatively short period of time.

Applying its own winning strategies of more than 55 years in the maturing U.S. pen-
sion industry as well as its more recent experiences in newer markets in Argentina,
Chile, Hong Kong, Indonesia, Mexico and Spain, The Principal identified these key
factors critical to success in the retirement market:

Commitment—Commitment is essential in seeking government approval for li-
censes, in finding successful partners, and in recruiting management and employees.
It is also key in retaining the long-term perspective needed for international business.

Management Leadership—Selection and retention of key management employees
are essential to developing productive and sound operations in remote and diverse
cultures. Continuous efforts must be made to develop management’s leadership and
technical skills to enhance the ability to attract, retain and develop the skills of all
employees.

Non-Negotiables and Core Competencies—Non-negotiables and worldwide consis-
tencies are critical to the implementation of the strategy needed to integrate many
parts of a global operation. A local partner relationship is critical to the execution of
important non-negotiables such as company vision and core values. Working with lo-
cal partners ensures these important ideals and operational philosophies are imple-
mented appropriately at the local level. The ability to leverage these core competen-
cies across markets provides a competitive edge improvement in the speed,
precision, quality and product uniqueness required to compete in a global environ-
ment. Competencies identified by The Principal as specific to the retirement services
sector include: : =
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« Superior knowledge of customer demand in selected market segments.

» Competitive differentiation in service, advice and consumer education.

» Commitment to superior administrative efficiency.

» Persistent dedication to achieve consistently above-average investment results.
» Strong product design capabilities to fit demand and local market. rules.

» Ability to leverage key competencies to achieve excellent service quality and low
costs.

» Top down commitment to educate all employees about global strategy and values.

e A balanced view of the need for long-term enterprise value building versus short-
term profit taking.

+ A global culture that combines basic company values and diverse cultural
influences.

= Mobilization of capital to compete with market players.

Training, Education and Development—Two very critical requirements to build a
top-tier company are professionally trained and developed employees and educated
consumers who can make the best choice. Strong training and development will con-
tribute to positive worldwide recognition, as will consumer education programs.

Technology Utilization—Effective and creative use of technology increases produc-
tivity and improves customer service. Development of proprietary systems and
software, use of the Internet and implementation of automated-voice response sys-
tems are just a few of the innovations used by The Principal Financial Group mem-
ber companies to serve their customers. More importantly, the company developed
its own computer information system, known as PISYS (Principal Intemnational Sys-
tem). This client-based, multi-currency, multi-lingual administrative system was spe-
cifically developed for Principal International by U.S. information systems personnel
for use on a global basis. Although it is a core system, 30 to 40 percent of the sys-
tem may be customized for local application, allowing for an integrated global sys-
tem with local implementation capabilities.

The list of key factors and core competencies described here suggests that currently
there is no clear model of a global organization operating primarily in the retirement
services sector. However, there are many very strong organizations such as AXA, Pru-
dential, Nippon Life, Dai-Ichi Mutual, Metropolitan, ITT Hartford, Legal & General,
Swiss Life, American Express and others that are likely to participate in this business

on a global basis.

These global, top-tier companies will compete against local players with significant
market influence. All hold significant potential for a prominent role in the retirement
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services industry and offer other insurers important guidance on strategic development
in the market. The overall market share and profitability potential of these global com-
petitors will depend largely on how effectively they employ these critical global com-
petencies against the local competition (which may include global, international and
local companies) in various local market conditions.

CONCLUSION

The challenge for insurers interested in the retirement services market is to identify
and implement the strategic core competencies necessary to prosper in the increasingly
competitive international environment. Given the established and rapidly expanding
global market opportunity in retirement services, successful companies will move
quickly to tackle this new marketplace and establish themselves firmly on the ground
floor of its development.
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o Hs Bot B HPS FYY Aolgtn FFAth Arrow(1974)¢] &3}
A ol HPAgez A3 2fFdol IAFE AALY 2/FE A A
A€ gr3ia JdoM 2o e RPEIL Je 2o disiAt AR
Aoz ¥g BASAF 37l dEolgtn gt

Mayers$} Smith(1990)€ 71¥de] 1@ g Folgtx 7MYt AL FHA
3hx] Z3ttn FFARY 2P BT a2ELS £ KEAMAE 2
Rol ko] FIRBALSY YA HE AT o|FojAA B Relzgt %
gt 289 #4d wa2W 7149 o] s #A A (stakeholders) HE YA,
24, FHY, FFAN 9T BAEALS 714 HEEXASE FRE
7149 2yP7ujz A28 5 Adzn @} 4 F S0 dE&dAY F$ 7
ol AAAN LA RSWREHN S 332 & e AP w3 2y
2 st £ 9 3e ol&E AFL WHFY ¥ Aot oYL
Fu3sle 71de BPE TYUIA FSoF A3 HAdE HARA
BmEc BPFYPuIgo] ZHod HPL FYPd} ¥ Aotk WA 7Y
o] AAAS} FF9 APV JARYTFUY FoF P80
4 Atk

E d7dMe & F719 #HEAKRS ERERS REBRE AHSdc
ol UNESCO7} 20MolA 24A4171Ae] FAFFo] uiFt BSHFRM
(third-level educational institutions)ell 33 ADM#< HRKeolztn A
oF Uy nERSAYEE $AYY 25 SLe Ay, AluSrE, F
A F& EPY I 1S F3 AFTE

Browne$} Kim(1993)2 ¥ut3oz m{FFo] 2S4F 939 A
=7t A3tn fRe 28Ed dF ARzt gdxn FFIGD. a2y



Outreville®} Szpirot Y ¥IHAPEE &L FFY
BAE HAde FAE ANt Ao 2 z

ANFEE FET ol we £AVHDL & F£E &L W AR
48 Y wolBole Yol © BA dokxn FET

(4) BREBETRY

EEBLETHEES @ 2710 REBRC E(+)S ERE wXe Re=
743 9th. Mossin(1968)& 71lo] AARBE A ABY F Y& KX
REHE SMTRBED LA&HYg w} FHAYLE HAFAC
Smith(1968)c BEHREEES WA £2471s4d Fsddz F
A%t} Schlesinger(1981) &R 7150l L MAYLSFE RYE ¢
28nA o AL HoFt Barro (1993)e) @w® <)@ Az
gage 2o WANE ZRY & e ol 2AY F4E HE E
£ ooauste] g FPL REAHoE sALuIzte] AP TYY &
B BERCIY, S2ASE, A8 9 gE $)ol S2AsE W
wgolgta et

2 A7 LRSS 7] A8 AomES Kiks B
W4z AH3gd. e 2do oW AFYES o & AGYFE
AsEs 2 MARYEHs 2AY FAYo) © Ada e Rl &
I3l Lee(1992)E JATFUEs} AAY HEHHS E+)9) ZBRAE 7}
AR Yee BiFn ok & 479 Y ATFUEE & F7b9 I
9 AR ¥

SHLPISNL g8 ALE  FuA REBEfE  Hhfkold
Dazon(1986a, b)& SBAIZTE 249 $4E 8 EANE A8
o)Ro] &MuAATe Wxe EAHoE FI% F(+)9 AVVAE 7t
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Age AME 2RI & AFdME =AE F F7HY FAF
A AU v &2 Fodn.

3. XRo#

el =9 Mg AFEH7 A% g3 22 2 (fixed
effects model)°el FA=HAU.

Y= a;+ B, INCOME; , + 8, LOG(INFLATION RATE);,
+ 83 LOG(MARKET SHARE OF FOREIGN INSURERS); ,
+ 8 (ENROLLMENT RATIO OF THIRD LEVEL EDUCATION); ,
+ 85 LOG(POPULATION DENSITY); , + 8 4 LOG(URBANIZATION); ,

+E“

QNN = F7t,i=1,...,22
rert=1,..., 7
Y., = =719 X13A e BEdx
a;= I7M5/9 FEE
Bi,...., Bg =71%71 F3A

€ = A%

9] B3y AFARP(motor vehecle insurance)d wjAAYRFP
(general liability insurance)el W3t ZtZt FAHHAG. Z S-S
FANE <¥3>H Zon EERRE <Fd et o #BEEE
27 AREGRT BEERERRS RERBEIC.
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<E 3> ¥49 7|¢EARY

¥4 B | EEUA | HAA | Hug
HYYE2 20833 | 10195 | 2355 | 542.30
Bgus3 4095 | 3417| 045| 12653
A5(US$) 19027 | 7293 | 3630 | 38250
AE o) H&(%) 521 428 | 010| 2580
AFH YA A FE(%) 791 9.46 0.00 3788
LSS AL (%) 4027 1839 | 1750 | 98.80
&L P LE:
AT Y =(AF4/km2) 11064 | 10816 | 210 | 37020
EA-&(%) 73.94 1475 | 3220 | 96.80

F: 1. 257} OECD3 9= ¥ 5¢7 HIle Ase YA Zd=, 9
Aze As vl A= US.
2. ASARYY By
3. AR RPUE

<E 4> FR3Z3

"y ARy Ak FHYR Y
25 0.008 0.001
(0.001) (0.013)
LOG(QE#H 014 E) : 1263 - 4916
(0.285) (0.061)
LOG(8] 1. 8] A}12) -44.4 6.492
’3’2}’3 &) (0.034) 0.127)
LOG(ZE RS H &) 41.70 19.77
(0.416) (0.043)
LOG(Q1 72 &) -124.2 3.078
(0.657) (0.541)
LOG(X=A]3}8) -326.8 1.217
(0.660) ~ (0.968)

F: g3ete pgt
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A5 Y] )@ 23AF FEe 4515(ppgke 0.0001), R*E 575%=
Yeigton wiAdAdRPe] dig F=3FZA3 FI2 103.32(pgk 0.0001),

R*e 395%2 Jeistth. EXEHGREHES FEIALY &F d3AA
AXTE aZE A F 2YAN 25 443 AP #E(heteroscadasticity)
A4 Jehtx skt 283 F 23] i3] Normal Probability Plots
9} Anderson-Darling Normality Tests& 33 23 z 239 HBTHo|
AMEXE gEde /HE LP3 FUAGD

@8, ¥ 2] dg HTHBM(autocorrelation) 839 EAARLE 1A
g A zA7)14gddel g A2E YER.

23247 Jed F5850 RIPLES) 6719 SHEFA] gAE 4
B3td g3 2o

(1) B/ (12<Y GNP, &H9l:USS)

<E3>A Jehd vie} o] RPYEd SHFAFQA £5L A= A(+)
o Z@aA Jden, F 2PN EF FAFHLE FAF Aoz yg
sttt ola @ Aae 2So] KEMHESH E(+)S) FBBAI Atke oA
A7 AT X Aot

(2) lEo|ASCARBAMRTER)
AZH oM &L F YA EF RPIxs} FAHCE {314 4L

Aoz yegch oA AFZAFH i AL APEAY
T4 H()9 A Je AeE2 YeuAct. dEFHo|ALo] ABEHR

5. 0]F AXx ] AR L AAANA 234 Y7 ¥



B —BREERRERES] T7U% SAHos FEY HEMGE RojA X
& A& AL olF HYo] @713 4F0] A7) dEY = A

Q) SAERBEEHS HELHHEER

AFH YA AR ARFEHETSd AFARIYUEE M2 FAZHLE &/
A% R(-)9 AT A& Rz JeERt. o8 Ade BREREER
(competitive economic theory)¥®} Kime] wt&JA|A7R o] ¥ FZ(open
market argument)€ ¥ F Qigde FoA Fvlgoh olgF Az}
B3 7Hed AP 43 FUAFAL] B0 vl A¥ As 2
AE AFL AFRYIAAE wYgFHolA] BY & Uoke Rl wa}
A AFHPALY] AZAFE0] Brhe R FUAFANA Y] Ao ul$-
Ade A& ey, ol Jdog B REBRES 428 4+ A ¥
o AFHE YA AFH RS} NAYYRYI=E MR FAFHC
2 {f98x @& Aoz YEHh

(4) B (EEBHEHLEXR)

£ d7edA 88 ue] AxzA AM-E A5 2SF S (the third-
level enrollment percentage)> HEIEGSEBREES= A2 A3z R9
8HA ¢e Aoz YElnth ol3]§ A= Browne and Kim(1993)e] A3
RyPLve @ 72 A¥IY7} Adel BEE TS FE o
# F9 shdete AACEL watstn glte A dix 99olt. of
e mSo] ERERES RESK(proxy)2A FEI}A gL A 2o =
%] 919sI7e} H(+)e] BA7} Stk Browne and Kim(1993)8) 7Hdsh
£ ¥ Z Outreville and Szpirot AEFF0] =L4E Y=}



o3y wig AEFoly B 1{E L AFATE AFAsFHogn
F33c. HFol mBERA v Ade dAEAe EFEH.

AAYRFY A, B dFoA AHEE A¥He dE¥se M
2 BPPT e F(+)9 BA7 on, FAHeE: #o4% Aoz Yy
Wk Seld AFE uiet Zo] AFARFAME HFBEUL REBRAS
FAHoz FRNA HMMRKRE HolA X3 ol ol A=
9 &FFES APAAY dAAFLL grstA Rt £ }TF I7)
dA Ar=Ee FRERSGT AT} Ade A 7198 AT A
o gEd Zele] I{FFELS vl FH IS HAYE FEC) WE o
vt 8 = Ao

6) AnBE(E ADH)

RAEES ADEEDS BAe F 2¥ EFAM FAFH22 #93A
e Aoz Jext od AFde IFUEI} ®&TF 1T £%3
7t won, neby BREERE) BRE F/HAAYE ¢ M
Slup et

olgig Ast B st WA HdBL AFIUEI} &7 W
=A YR Al ¥ vAE FREBL FVHE AL o
Uthete ol 2 o, dFdMe IREY 24A5E Add 7
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(6) Wi{L

Rt RRBEDY HAc 5 28 EFdM FAHLE {A3A
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e Rez venth o|FA A2 fAsA R¥ AHAVE YL R
€ AHEE FAAEC 7198 AY # Qh. & AFAME =EA8Y 7]
& ZE UAI7M LA A &3 FAFAoU, Wbk
3 B F/hEe 423 tE & lon, oo AFAFA ¥ vl

e Aotk

4. &

AARGAZL 19508 o] F ZEYUG AFL o|Fosith & AT
Xe Zt OECD3|9Fo] FYshe &3] 1 Y (property-liability)e] 2ol
#4% ARE AFstn Uok 19939 A Fo BRIYFYI7Ie v=, d&
2 MEo|rt.

olAde] HYPAulo BAY ATEL EE HERKRER 2B dE F
AAge 712§ Aol RE BRIYFHEE AME U& EHXE T}
717t 2J34th B 7N HBEREKRY BHEEERRS RES &
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233 YR yPe] gD BF EMH)Q F@@AZ o, widHY
RPRGE AFAHEPY 7o €4 o 8 9%E vXE AeE e
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INTERNATIONAL PROPERTY-LIABILITY INSURANCE
CONSUMPTION

Mark J. Browne, Jaewook Chung, and Edward W. Frees

ABSTRACT

During the 1980s and early 1990s, the world insurance market grew substantially. In
1993 world insurance premiums were approximately $1.8 trillion, accounting for about
8 percent of world Gross Domestic Products compared to 4 percent in 1984.

This study identifies the factors associated with the variation in property-liability in-
surance consumption across OECD member countries. Recently compiled OECD data,
which reports insurance premiums on a “by line basis,” were analyzed. This study fo-
cuses on two lines of insurance - motor vehicle and general liability. The data span
twenty-two countries and seven years, 1987-1993. The analysis employed panel data
techniques.

Prior studies of property-liability insurance consumption employed data aggregated
across all non-life insurance lines. The current study indicates that the use of disaggre-
gated data is preferential when attempting to explain variations in the international
consumption of insurance. The analysis reveals that the purchase of different lines of
insurance is influenced differently by various economic and demographic conditions.
A positive and statistically significant relationship was found between income and mo-
tor vehicle insurance consumption. A statistically significant negative relationship was
found between the market share of foreign insurers and motor vehicle insurance
purchases. Both income and third-level education were found to have positive and sta-
tistically significant relationships with general liability insurance purchases.

INTERNATIONAL PROPERTY-LIABILITY INSURANCE CONSUMPTION

Advances in technology have spurred significant growth in international trade during
the last 50 years.! National economies have become increasingly intertwined as evi-
denced by world trade dependency which reached 32 percent in 1991 (Human Devel-

Mark J. Browne is Associate Professor of Business, School of Business, University of Wisconsin-
Madison, USA.

Jaewook Chung is Associate Fellow, Insurance Rescarch Center of KIDI, Seoul, Korea.

Edward W, Frees is Time Insurance Professor of Actuarial Science, School of Busmcss, University of
Wisconsin-Madison, USA.

1. Historically, the internationalization of industry or commerce has proceeded through threc main
phases: (1) international trade, (2) multinational operations, and (3) globalization (through integrating do-
mestic and international business and strategic operations, reorganizing themselves into >global= structures
with worldwide product or service divisions). For the purpose of this rescarch, the internationalization of in-
surance is defined as the trends for: (1) insurance companies becoming increasingly involved in intema-
tional operations, either through subsidiaries, branches, alliances or joint ventures, and (2) customers requir-
ing increasingly international products and services as people travel more and own property in different
locations (Insurance Accounting & Systems Association, Inc., 1991). -
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opment Report, 1994).2 In 1993, total world exports and imports were about $3.68 tril-
lion and $3.85 trillion respectively (International Monetary Fund, 1994).2 The average
annual growth rate in international trade has been approximately 135 percent since
1950.

The world Gross National Product (GNP) has also grown significantly during this pe-
riod. In 1991, the world GNP per capita was $4,010, compared to $810 in 1970
(World Tables 1993). The service sector has continued to expand and accounted for
63.4 percent of the world Gross Domestic Product (GDP) in 1991, compared to 50.4
percent in 1960 (United Nations Conference on Trade and Development, 1993). The
world insurance industry, which constitutes a significant portion of the service sector,
has grown at a rate of 10 percent annually since 1950. This growth rate has far ex-
ceeded the overall world economic development rate.

Table 1 reports that, in recent years, the world insurance business has grown even
more rapidly; it has grown at an average annual growth rate of 26 percent from 1984
to 1993 (Swiss Reinsurance Company, 1986 & 1995). Statistics also show that during
the same period the non-life insurance business has grown at a rate of 18 percent an-
nually, while the life insurance business has grown at a rate of 36 percent annually. In
1993, world insurance premium volume was approximately $1.8 trillion and accounted
for about 8 percent of the world GDP, compared to 4 percent in 1984 (International
Bank for Reconstruction and Development/The World Bank, 1995). These statistics in-
dicate that the insurance business has become increasingly important in the world
economy. .

Table 1
World Premium Volume (in millions) in 1984 and 1993

Year Non-Life (share) Life (share) Total (100%)
1984 281,500 (57%) 216,500 (43%) 493,000
1993 792,087 (44%) 1,010,490 (56%) 1,802,731

Source: Swiss Reinsurance Company, Sigma, April 1986 and May 1995.

2. Trade dependency is defined as “‘exports plus imports as % of Gross Domestic Product (GDP).”

3. Export figures are based on F.OB. (¢.g., free on board where the title of goods is transferred when
goods are delivered to the common carrier, since the buyer is paying the costs of freight and the common
carrier, therefore, is the buyer's agent). Import figures are based on either FAS. (e.8., free alongside ship
which passes the title to the goods when they are delivered intact alongside the conveyancing equipment,
and therefore loss or damage during the course of shipment must normally fall upon the buyer), or CLF.
(e.g., cost, insurance, and freight which normally passes title at the time the goods are delivered to the com-
mon carrier at the point of shipment, and the insurance documents and title papers are given to the common
carrier at that time): Williams, Smith, and Young (1995).
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In 1993 the Organization for Economic Co-operation and Development* (OECD)
member countries accounted for approximately 90 percent of world non-life insurance
business (Swiss Reinsurance Company, 1995). Their market share has been fairly con-
sistent over the period 1988-1993. Table 2 provides a summary of non-life insurance
business of OECD member countries in terms of premium volume, world market
share, insurance density, and insurance penetration for the year 1993.

Table 2
Non-Life Insurance Business of the OECD Member Countries in 1993
Member Premiums* World World Insurance Insurance
Country (in USD) Share (%) Rank Density*** Penetration
Australia 9,786 1.24 . 10 554.1 3.47
Austria 6,552 0.83 14 820.0 3.60
Belgium 7,037 0.89 13 700.2 334
Canada 19,096 2.41 7 664.2 3.46
Denmark 3,458 0.44 20 666.3 2.57
Finland 1,914 0.24 26 376.7 2.28
France 37,306 4.76 5 653.9 301
Germany 70,177 8.86 3 864.4 4.07
Greece 741 0.09 40 71.6 1.01
Iceland 187 0.02 61 719.5 3.08
Ireland 1,784 0.23 27 501.1 3.74
Italy 22,311 2.82 6 3909 2.25
Japan 116,807 14.74 2 9379 2.70
Luxembourg 423 0.05 49 1,113.2 4.21
Mexico 3,830 T 048 17 420 1.06
Netherlands 12,902 1,63 9 843.3 4.18
New Zealand 1,703 0.21 28 492.1 3.90
Norway 3,367 0.43 21 781.3 3.26
Portugal 2,246 0.28 25 227.8 3.00

Spain 14,072 1.78 8 359.5 294

4. Pursuant to Article 1 of the Convention signed in Paris on 14th December 1960, and which came
into force on September 1961, the OECD shall promote policies designed: (1) to achieve the highest sus-
tainable economic growth and employment and a rising standard of living in Member counties, while main-
taining financial stability, and thus to contribute to the development of the world economy, (2) to contribute
to sound economic expansion in Member as well as non-member countries in the process of economic de-
velopment, and (3) to contribute 1o the expansion of world trade on 2 multilateral, non-discriminatory basis
in accordance with international obligations.

The original Member countries of the OECD are Austria, Belgium, Canada, Denmark, France, Germany,
Greece, Iceland, Ireland, Italy, Luxembourg, the Netherlands, Norway, Portugal, Spain, Sweden, Switzer-
land, Turkey, the United Kingdom, and the United States. The following countries became Members subse-
quently through accession at the dates indicated hereafier; Japan (28th April 1964), Finland (28th January
1969), Australia (7th June 1971), New Zealand (29th May 1973), and Mexico (18th May 1994). The Com-
mission of the European Communities takes part in the work of the OECD (Article 13 of the OECD
Convention).
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Sweden 4,593 0.58 16 5249 2.48

Switzerland 8,673 1.09 11 1,249.7 374
Turkey 1,307 0.17 33 217 111
UK. 39,570 4.99 4 683.2 4.19
US.A. 328,892 41.52 1 1,276.8 5.18
Total 715,302 90.29% 819.0** 3.82+%*

Source: Swiss Reinsurance Company, Sigma, no.5/95, 1995.
* Premiums in millions of US Dollars.

** These figures represent “Averages.”

*** Insurance Density in US Dollars.

The premium volume represents total non-life insurance premiums written in the re-
porting country and is a major indicator of the importance of the insurance industry in
the economy of each country. The world market share of a country is the ratio of that
country’s premiums to total world premiums. Insurance density is calculated by divid-
ing direct gross premiums by the population. This represents average insurance spend-
ing per capita in a given country. Insurance penetration is the ratio of direct gross pre-
miums to GDP. This indicates the relative importance of the insurance industry in the
domestic economy.

The United States ranked first in 1993 in premium volume with 41.52 percent of the
world share, followed by Japan (14.74 percent), and Germany (8.86 percent). The top
ten countries in premium volume all belong to the OECD. Together they accounted
for approximately 85 percent of the world non-life insurance premium volume.

Among OECD member countries, in 1993, the United States ranked first in insurance
density with $1,276.8, followed by Switzerland ($1,249.7), and Luxembourg
($1,113.2). In insurance penetration, in 1993, the United States ranked first with 5.18
among the OECD member countries, followed by Luxembourg (4.21), and the United
Kingdom (4.18). These figures indicate that the non-life insurance industry in these
countries is relatively more important to the national economy than in countries show-
ing lower percentages.

As seen in Table 2, in 1993, the United States led all other OECD member countries
in terms of premium volume, insurance density, and insurance penetration.

The purpose of this study is to identify the leading factors affecting the difference in
property-liability insurance consumption across countries. The current analysis differs
from previous studies of the international demand for property-liability insurance in
several important ways. First, the study employs disaggregated insurance data. Unlike
prior studies, which grouped together insurance purchases across all lines of property-
casualty insurance, our analysis is coverage specific. In particular, we focus on motor
vehicle insurance, a coverage primarily purchased by households, and general liability
insurance, a coverage predominantly purchased by businesses. The disaggregated data
allow us to test whether country specific factors, such as income and the average edu-
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cational attainment of the population, affect household and business purchases of in-
surance differently. Prior research at this level of analysis is not known.

Second, the data are more recent and more representative than that used in prior re-
search. The data in this study span the period 1987-1993. The cross-sectional, time se-
ries nature of the data permit panel data analysis. Panel data methods provide efficient
economic estimates by utilizing information on both the intertemporal dynamics and
the individuality of the entities, in this case countries, being investigated. The data
provide information on the OECD member countries. Collectively OECD member
countries accounted for approximately 90 percent of the world non-life insurance busi-
ness during the data period.

Section 2: Factors Affecting Property-Liability Insurance Consumption

Insurance demand theory based on the expected utility paradigm (see for instance,
Mossin (1968) and Szpiro (1985)) suggests that an individual’s purchase of insurance
will depend on a number of different factors. These include the individual’s income,
the price of insurance, the individual’s degree of risk aversion, and the probability of
loss. The demand for insurance by widely held businesses is typically explained by
economists as consistent with profit maximization, as opposed to utility maximization
(see, for instance, Mayers and Smith (1990)). Nonetheless, the same set of factors -
income, the price of insurance, risk aversion, and the probability of loss - are hypothe-
sized to be important determinants of insurance consumption by businesses.

(1) Income

The income level is hypothesized to affect positively insurance consumption in a na-
tion. Beenstock, Dickinson, and Khajuria (1988) show the positive relationship be-
tween income and spending on property-liability insurance. Qutreville (1990, 1992)
empirically shows a positive relationship between property-liability insurance con-
sumption and economic development of a nation. In this study the income level is
measured by GNP per capita.

(2) Price of Insurance

Two proxies for the price of insurance, the inflation rate and trade barriers, are used in
the current study. ‘

a) Inflation Rate

The inflation level serves as a proxy for the price of insurance. Since insurance com-
panies collect premiums prior to paying losses, they hold and invest the revenues until
loss settlement. The financial opportunity cost incurred by policyholders is greater the
higher the level of inflation. Babbel’s (1981) empirical work showed that the demand
for even indexed life insurance is reduced during inflationary periods. Babbel and
Staking (1983) found that increases in interest rates result in an increase in the real
cost of cash value life insurance products.

- 77 -



Inflation may not affect property-liability insurance consumption as much as life insur-
ance consumption. This is partly because property losses are reimbursed mostly on ac-
tual cash values or replacement costs, which reflect inflation to a certain degree. This
is also partly because most property-liability insurance policies are short-term con-
tracts, which is not affected by inflation as much as life insurance policies. However,
inflation levels still may negatively affect property-liability insurance consumption, in
that these insurance contracts have policy limits, which reduce the value of contracts
during high inflationary periods. In this study, the Consumer Price Index (CPI) is used
to measure inflation.

b) Trade Barriers

Skipper (1987) states that many countries impose trade barriers that are designed to
protect their local insurance industry, and consumers, from foreign competition. Kim
(1992) argues that the exclusion of competitive foreign firms from a market typically
results in lower quality goods.and higher prices in the domestic market.

Because protective measures may reduce competition and thus raise prices, a negative
relationship between the extent of the trade barriers in a country and property-liability
insurance consumption is hypothesized. This study employs the market share of
branches or agencies of foreign undertakings in total domestic non-life insurance mar-
kets to proxy trade barriers. A higher market share of foreign companies in a host
country is assumed to imply lower protective measures, and, therefore, a higher insur-
ance consumption.

One possible drawback to this measure is that if a country has a highly competitive
market internally, foreign companies may not be attracted to it. Thus, a lower market
share of foreign companies may represent a higher competitive market in a host coun-
try, which in turn induces a higher consumption of insurance. Accordingly, if this ef-
fect dominates, it is expected that the proxy will have a negative relationship with
property-liability insurance consumption.

(3) Risk Aversion

The level of risk aversion is hypothesized to be positively comrelated with insurance
consumption in a nation. Pratt (1964) and Szpiro (1985) show that in thecry the more
risk averse an individual is, the higher the amount insured. Schlesinger (1981) demon-
strates that an optimal insurance decision is directly related to the insured’s degree of
risk aversion. He shows, under various assumptions, that an individual with a higher
loss probability, a higher degree of risk aversion, or a lower level of initial wealth will
purchase more insurance.

For closely-held firms and partnerships, risk aversion by the owners plays an impor-
tant role in their insurance purchasing decisions. Mayers and Smith (1990) argue that
closely-held firms are more likely to purchase insurance than firms with less concen-
trated ownership for the same reason that an individual purchases insurance - risk
aversion. This is because, according to Arrow (1974), insurance contracts allow own-
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ers of closely-held firms to specialize in risk-bearing only in dimensions in which they
have expertise and thus a comparative advantage.

Mayers and Smith (1990) contend that it is not appropriate to assume corporations are
risk averse. Nonctheless they argue that corporate purchases of insurance will be made
if the purchase is consistent with profit maximization. In their analysis, utility max-
imization by corporate stakeholders - lenders, customers, employees, and suppliers -
coupled with the profit maximization goal of business may result in a business
purchasing insurance. For instance, a lender may be willing to lend to a corporation at
a lower interest rate if the business has acquired insurance coverage against risks that
may imperil its ability to repay the loan. The profit maximizing business would
purchase insurance if the cost of insurance was less than the increased cost of borrow-
ing, if it did not buy the insurance. Risk aversion on the part of lenders and other
stakeholders to the corporation can thus be an important determinant of corporate in-
surance purchases.

In this study risk aversion is proxied by the level of education in a country. This is
measured by the enroliment ratio of third-level education, defined by the United Na-
tional Educational Scientific and Cultural Organization (“UNESCO"), as the ratio of
total enroliment in the third-level educational institutions to the total population age 20
to 24. Education at the third-level is provided by different types of institutions, includ-
ing universities, teacher-training institutions, and technical institutes.

Browne and Kim (1993) argue that in general a higher level of education may lead to
a great degree of risk aversion and more awareness of the necessity of insurance. Out-
reville and Szpiro, however, provide evidence that aversion towards risk is negatively
correlated with higher education. They argue that higher education leads to lower risk
aversion which in turn leads to more risk-taking by skilled and well-educated people.

(4) Loss Probability

The probability of loss is hypothesized to affect positively insurance consumption in a
nation. Mossin (1968) shows that the maximum premium an individual is willing to
pay for full property insurance coverage will increase with the probability of loss and
amounts of loss. Smith (1968) demonstrates that the optimal amount of property-
liability insurance depends on the probability of loss. Schlesinger (1981) shows that an
individual with a high loss probability will purchase more insurance. According to
Barro (1993), for any organization this result is expected to hold for any organization
because the organization bases its utility (or profit) maximization decisions partly on
the same economic factors (such as price, chance of loss, and attitude toward risk) as
does the individual consumers. -

In this study loss probability is proxied by both population density and urbanization. It
is reasonable to assume that, ceteris paribus, in areas with greater population density
the potential for both property and liability losses is greater. Lee (1992) shows that
population density is positively correlated with the number of tort filings per capita.
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For the purposes of the current study, population density is defined as number of peo-
ple per square kilometer (km?) in a country.

The second proxy used for loss probability is urbanization. Danzon (1986a,b) uses ur-
banization in her analysis of medical malpractice litigation and finds that it is signifi-
cantly, positively related to frequency of claims. In this study, urbanization is defined
by urban population as a percentage of total population in a nation.

Section 3: Empirical Analysis

To test the hypotheses discussed above, the following fixed effects model was
estimated:
Y, = & +p,INCOME, +p, LOG(INFLATION RATE),
+ B, LOG(MARKET SHARE OF FOREIGN INSURERS),
+ B, LOG(EENROLLMENT RATIO OF THIRD LEVEL EDUCATION),
+ p; LOG(POPULATION DENSITY),, + B, LOG(URBANIZATIONY),
+g,
where,
i=country, withi=1, .., 22
t=time, witht=1, ..., 7
Y, = premium density for country i at time t
«, = country-specific intercept terms
By » s Bg = slope estimates

¢, = random error terms

The model was estimated separately for motor vehicle insurance and general liability
insurance.

Variable descriptive statistics are in Table 3. The model estimations are reported in Ta-
ble 4. The dependent variables in the models are motor vehicle insurance premium
density and general liability insurance premium density.

Table 3
Variable Descriptive Statistics!
Variable Mean StDev Min Max
Premium Density? (US$/capita) 208.33 10195 23.55 542.30
Premium Density? (US$/capita) 4095 34.17 045 126.53
Income (USS$) : 19,027 7,293 3,630 38,250
Inflation (%) 5.21 4.28 0.10 25.80
Market Share of Foreign Insurers (%) 791 9.46 000 37.83

Enrollment Ratio in Third Level Education (%) 40.27 1839 1750 98.80
Loss Probability: :

Pop. Density (pop/km?) 110.64 108.16 210 370.20
Urbanization (%) 7394 1475 3220 96.80



Note: 1. Out of 25 OECD member countries, Germany and Turkey are excluded due
to lack of data reliability. Mexico is also excluded due to absence of data,
2. Premium density for motor vehicle insurance.
3. Premium density for general liability insurance.

Table 4
Empirical Model Specification
Parameter Estimates

Variable Motor Vehicle General
Liability
INCOME 0.008 0.001
(0.001) (0.013)
LOG(INFLATION) 12.63 4916
(0.285) (0.061)
LOG(MARKET SHARE OF -44.4 6.492
FOREIGN INSURERS)
(0.034) (0.127)
LOG(ENROLLMENT RATIO 41.70 19.77
IN THIRD LEVEL EDUCA-
TION)
(0.416) (0.043)
LOG(POP. DENSITY) -124.2 3.078
] (0.657) (0.541)
LOG(URBANIZATION) -326.8 1.217
(0.660) (0.968)

Note: p-values are in parentheses.

The F-statistic associated with the motor vehicle insurance model is 45.15, with a p-
value of 0.0001. The amount of overall variation in the data that is explained by the
model as measured by the coefficient of variation, R?, is 57.5 percent. The F-statistic
associated with the general liability insurance model is 103.32, with a p-value of
0.0001. The model’s R? is 39.5. Scatter plots of the standardized residuals versus the
fitted values from both models showed no serious heteroscadasticity problems. Normal
probability plots and Anderson-Darling normality tests for both models support the as-
sumption that the residuals in each model are normally distributed.

Tests for autocorrelation were conducted for both models. The tests suggested that
both models were free of autocorrelation.

Discussion of the relationships found between the insurance measures and each of the
six explanatory variables follows.

5. Copies of these plots are available from the authors upon request.
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(1) Income (GNP/Capita in US$)

As seen in Table 3, the relationship between premium density and the independent va-
riable INCOME is positive and statistically significant in both models. This is consis-
tent with the findings from previous studies that income is positively correlated with
insurance consumption. While income is significant in both models the coefficient es-
timates suggest that changes in income have a more pronounced impact on motor ve-
hicle insurance consumption than on general liability insurance consumption.

(2) Inflation (CPI)

The inflation measure is statistically insignificant in both models. Prior research has
demonstrated that inflation is negatively related to the purchase of life insurance. The
lack of a statistically significant relationship between inflation and the purchases of
motor vehicle insurance and general liability insurance may be due to the short-term
nature of these types of insurance.

(3) Market Share of Foreign Insurers

The relationship between the market share of foreign insurers variable and motor vehi-
cle premium density is negative and statistically significant. These results are interest-
ing, in that they seem to contradict competitive economic theory and Kim’s (1992)
open market argument. A possible explanation of this finding is that if a country has a
highly competitive market internally, then the market is not attractive to foreign insur-
ance companies. Thus, a low market share of foreign companies may represent a
highly competitive domestic market, which in turn induces higher insurance
consumption.

The relationship between the market share of foreign insurers and general liability in-
surance premium density is not significant.

(4) Risk Aversion (% of 3rd-Level Education)

The risk-aversion measure used in this study, the third-level education enroliment per-
centage, is statistically insignificant in the motor vehicle insurance model. The result
is somewhat surprising, in that it contradicts Browne and Kim’s (1993) findings re-
garding life insurance consumption, and the economic theory that risk aversion is one
of the main reasons individuals purchase insurance. Possibly education is not an inade-
quate proxy for risk aversion. Contrary to Browne and Kim's (1993) hypothesis that
education is positively related to risk aversion, Outreville and Szpiro (working paper)
argue that higher education leads to lower risk aversion which in turn leads to more
risk taking by skilled and well-educated people. The effects of education on risk aver-
sion are currently unclear.

In the general liability insurance the risk aversion proxy used in the study is positively
related to premium density as hypothesized. The relationship is statistically significant.
As mentioned above, in the analysis of motor vehicle insurance consumption the edu-
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cation variable was not significant. The discrepancy may be due to the fact that while
the national education level is meant to proxy risk aversion, it may also be correlated
with the number of legal actions brought in a country. Therefore, it may also proxy
the probability of having a general liability loss.

(5) Population Density (# People per km?)

The relationship between premium density and population density is statistically insig-
nificant in both models. This result does not support our hypothesis that the higher
population density is associated with larger numbers of per capita tort filings, which
may increase liability insurance consumption.

One possible explanation for this contradiction is that high population density does not
necessarily increase the number of tort filings which in turn affect liability insurance
consumption. Instead, legal actions among people in a nation may be more greatly af-
fected by individuals® behavior, social norms, culture, and the political and legal envi-
ronments in a nation.

(6) Urbanization

The relationship between urbanization and premium density is statistically insignificant
in both models. The lack of a significant relationship between the variables may be
due to the data used. While urbanization is measured the same in all countries in the
study, the condition and the size of urban areas may differ vastly among countries,
which in turn affects the empirical results of the study. )

SECTION 4: CONCLUSION

Significant growth has occurred in the world insurance market since 1950. In this
study we provide information on the amount of property-liability insurance purchased
in each of the OECD countries. As of 1993 the leading purchasers of insurance are
the United States, Japan, and Germany.

Prior research on insurance consumption has been based on data that is aggregated
across all lines of non-life insurance. This prevented detection of differential effects
across different lines of coverage. In the current paper disaggregated data are used to
analyze the consumption of motor vehicle insurance and general liability insurance.
The majority of motor vehicle insurance is purchased by houscholds. In contrast, the
majority of general liability insurance is purchased by businesses.

The current shidy indicates that the use of disaggregated data is preferential when at-
tempting to explain variations in the international consumption of insurance. The anal-
ysis reveals that the purchase of different lines of insurance is influenced differently
by various economic and demographic conditions. We find that income is positively
correlated with the purchase of both lines of insurance. However, income has a much
greater effect on the purchase of motor vehicle insurance than on general liability in-
surance. The market share of foreign insurers, a proxy for trade barriers and the price
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of insurance, is negatively related to motor vehicle insurance consumption. The rela-
tionship is statistically significant. The relationship between this variable and general
liability insurance consumption is not statistically significant. Finally, we find that ed-
ucational attainment is positively correlated with general liability insurance consump-
tion. This relationship is statistically significant. The relationship between educational
attainment and motor vehicle insurance consumption is not statistically significant.
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ANALYSIS OF REINSURER SOLVENCY: RISK BASED
CAPITAL APPROACH

Robert Hershbarger and Mark Cross

INTRODUCTION

The insolvency of direct insurers and reinsurers has become a major public policy is-
sue and a major objective of insurance regulatory research. The trend to globalization
and deregulation of both the insurance and financial markets has had a major impact
on the insurance industry structure. This structural change has led to increased compe-
tition, greater price variations, and poorer underwriting results. Consolidation of com-
panies, especially in the reinsurance area, has been accelerated due to large natural di-
sasters and increasing liability loss trends.

Worldwide, during the period 1980 to 1994, approximately 650 nonlife direct insurers
and reinsurers became insolvent. While accounting for approximately 50 percent of the
world nonlife premium volume, the United States and the United Kingdom accounted
for over 70 percent of the insolvencies. During this period, between .5 and 1.5 percent
of all nonlife United States insurers became insolvent each year. Bermuda accounted
for the largest number of insolvencies (55) outside the United States and the United
Kingdom. The United States and the United Kingdom are two of the least regulated
insurance markets, while those in continental Europe and Japan are more strictly
regulated.

Solvency refers to an insurance company’s ability to pay losses. A reinsurer becomes
insolvent if inadequate or illiquid assets cannot be diverted to claims payment in a
timely manner.

Solvency depends on adequate loss reserves and capital or policy-holder surplus as ad-
ditional security. The surplus of assets over liabilities provides the solvency margin
and serves to provide a safety net to protect against yearly fluctuations in company
operations. .

The factors affecting insolvency include profitability (and stability of), large natural
disaster losses, increased liability loss trends, interest rate movements, and risky in-
vestment decisions. The higher and less volatile the profitability of insurance compa-
nies, the less the risk of insolvency. The extent to which regulation provides higher
and more stable profits, the greater factor it becomes in impacting insolvency. The
less-regulated United States and United Kingdom markets have had greater insolven-
cies than the more regulated markets of continental Europe and Japan. However, this

Robert A. Hershbarger is Peter Koch Lutken-Mississippi Chair of Insurance and Director, Center of In-
surance, Mississippi State, USA.

Mark Cross teaches at Miami University, Ohio, USA.



may partially be due to the fact that the United States and United Kingdom markets
write a dis-proportionately greater share of the insurance covering natural disaster
losses and liability claims.

The large increase in natural disaster losses (hurricanes and earthquakes) has also be-
come a factor leading to increased insolvencies. This, coupled with increasing liability
loss trends, has greatly affected the liability side of insurers’ balance sheets. The large
natural disasters have contributed greatly to the profit volatility problem with the large
unexpected losses taking a toll on annual profits.

The main determinants of insolvency on the asset side include interest rates and risky
investment choices. A prolonged period of falling interest rates reduces current invest-
ment income and increases the risk of insolvency. In the short term, falling interest
rates may produce good investment results through realized capital gains. However,
such realized capital gains are possible for only a limited time period, and the higher
reinvestment cost eventually will reduce them.

Risky investment choices are brought about by the insurer’s desire to increase invest-
ment income to offset the decline and volatility of underwriting results. Competition,
natural disaster losses, and increasing liability loss trends have put greater pressure on
underwriting profit. Many companies today are satisfied to just ‘‘break-even’ on un-
derwriting results and rely on investment income for a profit. This led insurers to take
on greater risk in their investment portfolios to produce higher returns. In the short
run, such risk can lead to large losses and further exasperate the amount and volatility
of profit, leading to greater insolvency problems. The large investment in the 1980s in
commercial real estate and junk bonds was a result of insurance companies greater
need for investment income to survive.

RELATED LITERATURE

The early studies on predicting financial distress among insurers were either descrip-
tive in nature, as shown in (Denenberg, 1967; Kenny, 1967, and Nelson, 1971), used a
multiple discriminant analysis approach as shown in (Trieschmann and Pinches, 1973,
1977, Harmelink, 1974; Cooley, 1975; Hershbarger and Miller, 1986; Ambrose and
Seward, 1988; BarNiv and Raveh, 1986), or used a regression approach as shown in
(Eck, 1982; and Harrington and Nelson, 1986). Most of these studies focused on prop-
erty-casualty insurers and used financial measures as predictor variables.

Other studies on predicting insurer insolvency used probit and logit models as shown
in BarNiv and McDonald (1992), or a mean-variance ranking model based on under-
writing and investment performance as shown in (Hammond and Shilling, 1978;
Kahane, 1978; BarNiv and Smith, 1987). Venezian (1983) developed a risk-return
model which is useful for evaluating the effect of profit on insolvency. Gustavson and
Lee (1986) used the capital asset pricing model to examine life insurers’ risk and re-
turn. Ambrose and Carroll (1994) examined Best’s ratings to classify insolvent
insurers.
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Brocket, et al. (1994) analyzed a neural network method for obtaining an early wam-
ing or insurer insolvency. Browne and Hoyt (1995) examined economic and market
predictors of insurer insolvency. Kim, ef al. (1995) looked at event history analysis to
examine insurer insolvencies. Lee and Urrutia (1996) looked at hazard models as in-
solvency predictors.

PURPOSE

The recent failure of several large life insurance companies coupled with the savings
and loan industry crisis has elevated solvency oversight to the top of the insurance
regulatory agenda. The NAIC, in late 1990, established risk-based capital formulas for
both life and property and casualty companies. Such a formula is used to determine
the amount of capital necessary to assure the probability of an insolvency is at an ac-
ceptable low level.

Since solvency of the primary insurer is also affected by the solvency of the reinsurer
to whom they have ceded the business, the regulators should also focus on reinsurer
solvency, when applicable, to avoid a domino effect. Unfortunately, many reinsurers
are not rated by any organization, and those domiciled outside the U.S. are subject to
very little, if any, regulation.!

The goal of this research is to examine the financial soundness of reinsurance compa-
nies using a risk-based capital approach. Insurer solvency is directly linked to the con-
dition of the balance sheet items. Capital, which is assets minus liabilities, represents
the owners’ or policyholders’ (in case of mutuals) equity in the firm. Insolvency arises
when liabilities exceed assets.

Risk-based capital is, in theory, the amount of capital needed to absorb the risks of
the business. In the insurance industry, it is the amount of capital needed to assure the
interested parties that the danger of insolvency is acceptably low. The measure of in-
solvency risk used is based on the NAIC risk-based capital method for property and
casualty insurers. Using this risk measure, one can consistently measure insolvency
risk in a way that applies a standard minimum protection level to all reinsurers.

Although extensive research on property and casualty insolvencies has been done, very
little effort has been devoted to looking at reinsurance companies. The use of a risk-
based capital approach to evaluate insurer insolvency has been used sparingly. A study
made by Standard and Poor’s concluded that the risk-based capital approach had, in
the past, produced a worse forecast of insurer insolvency than use of traditional ratios.
A study of the NAIC property-liability risk-based formula by Gracie, et al. (1993)
found little evidence that such a formula could be used in predicting insolvent insur-
ers. Cummins, et al. (1995) found similar results as to the predictive accuracy of in-
solvent insurers by the risk-based capital formula.

1. In 1995, of the 100 biggest reinsurers worldwide, S&P rates 84 as sccure (BBB) or better, with 13
rated as excellent (AAA). Nine companies are rated adequate (BB), four are rated as vulnerable, and three
are unrated.
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DATA AND METHODOLOGY

The sample is selected from those United States reinsurance companies with financial
information available for the years 1990 to 1994.2 Financial information will be col-
lected from A. M. Best Insurance Reports and the Reinsurance Association of
America annual reports.

The risk-based capital approach used by the NAIC is the basis for the model used.
The goal of the risk-based capital approach is to determine the minimum amount of
capital needed based upon underwriting and investment risks assumed. Four categories
of risk are considered, and each financial statement entry in each category is assigned
a weighting factor based upon the risk of each item.

Table I shows the four risk categories, each item within the category, and the weight-
ing factor assigned. The four items under the investment risk category comprise ap-
proximately 85 percent of the total assets of reinsurance companies.? Asset charges ac-
count for approximately 20 percent of the risk-based capital amount. The weighting
factors used for stocks and bonds are based on the standard deviation of annual re-
turns for large company stocks and long-term corporate bonds over the years 1926 to
1994, as reported by Ibbotson and Associates. The weighting factor for cash and
short-term investments is the standard deviation of annual returns for U.S. Treasury
bills over the period 1926 to 1994. The weighting factor for investments in affiliates is
assumed to be the same as for stocks, since they are similar to investments in nonaf-
filiated companies’ stocks.

The loss reserve weighting factor is based on a study of loss ratio variation by Derrig
(1989). The loss reserve charges account for about half of the industry’s risk-based
capital requirement. The item reinsurance recoverables represents the amounts recover-
able from all reinsurers for unpaid losses, unearned premiums, and losses incurred but
not reported. This item represents a company’s dependence upon its reinsurers and the
potential exposure to problems of collecting on reinsurance contracts. The weighting
factor applied to reinsurance recoverables is the 10 percent used by the NAIC's prop-
erty-liability risk-based formula.

Companies with strong growth have additional capital requirements. The excess
growth (in excess of 10 percent) in net premiums written from the previous year is
considered as an additional risk. The weighting factor of .3 is based upon the gener-
ally accepted ratio for net premiums written to surplus of 3 to 1 as an insurance com-
pany underwriting goal.

Since all of the risks rarely occur at the same time and some risks offset others, a
covariance adjustment is made when calculating the amount of risk-based capital. The

2. United States reinsurance companies accounted for 58 percent of the U.S. premiums written in
1994, while alien companies accounted for 42 percent.

3. Based on 1992 and 1993 figures reported in Best’s Aggregates and Averages for 88 companies
predominantly writing reinsurance.
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capital requirement for most property.and casualty insurers is 35 percent to 45 percent
lower when risk interdependencies are considered.* The amount of risk-based capital
required is reduced by 40 percent to account for such interdependent risks.

Once the dollar amount of risk-based capital has been determined, it will be compared
with the company’s actual amount of capital to determine if adequate capital is on
hand to provide solvency. The risk-based capital represents a minimum value as a
point of reference in time. Regulatory authorities should take action long before the
minimum value is reached. Regulators require companies whose capital falls below
twice the minimum to provide additional information and financial forecasts to the
regulators

The risk-based capxtal approach used in this study has some hmmng features and as-
sumptions that should be explained. First, the number of items in each risk category
has been consolidated and limited due to available information. For example, the in-
vestment risk category has consolidated all types of bonds. Obviously, different bonds
have different risks. In addition, off balance sheet risks, such as guarantees for subsid-
iaries, have not been included. A significant majority of the relevant asset items has
been included in this study, with those excluded making up only a small percent of to-
tal assets. The credit risk and underwriting risk categories are adequately reprcsented
and the major off balance sheet risk has been included.

The second limitation of this study deals with the weighting factors-assigned to each
risk element. A constant risk factor is assigned to each risk element not allowing for
varying risk within each risk element, such as bonds. In addition, general assumptions
are made in arriving at the weighting factors.

The risk-based capital method entails considerably more administrative expense for in-
surers and regulators. An external analysis of risk-based capital required certain limit-
ing assumptions to be made concerning the risks and their volatility. An internal anal-
ysis allows for the calculations of the real risks on the basis of the actual company
portfolio structure. This research is subject to the limitations inherent in an external
analysis of a firm’s risks.

RESULTS AND CONCLUSIONS

The risk-based capital results are shown in Table II. Under the NAIC’s model risk-
based capital law, certain company and regulatory actions are required if a company’s
capital falls below a certain percent of risk-based capital. The percentage levels and
actions are: '

[1] An insurer with capital below 200 percent of the risk-based amount must file a
plan with the insurance commissioner explaining its current financial position and
how it will correct deficiencies.

4. Sec W. M. Wilt, “RBC Standards to Greatly Influence P & C Industry,” National Underwriter,
July 11, 1994, p.20.
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[2] An insurer with capital below 150 percent of the risk-based amount is required to
be examined by the insurance commissioner and have corrective action taken if
deemed necessary.

(3] An insurer with capital below 100 percent of the risk-based amount can be put
into rehabilitation or liquidation by the insurance commissioner.

[4] An insurer with capital below 70 percent of the risk-based amount is required to
- be seized by the insurance commissioner.

Based upon the results in Table II, approximately 45 percent of the reinsurance com-
panies in the sample are in good financial shape, and about 45 percent have some fi-
nancial deficiencies. Another 10 percent are in poor financial condition with capital
less than the risk-based amount required. Overall, the reinsurers in this sample are not
in very good financial shape over the time period studies. Such a poor financial condi-
tion should lead to serious regulatory intervention during the time period studies.

Table III outlines the percentages by company size. Cummins, et al. (1995) found that
adding firm size and organizational form to the risk-based capital formula significantly
improved the accuracy of predicting insurer insolvency. Since almost all the reinsurers
in the sample are stock insurers, partitioning by organizational form is not productive.
The company size analysis indicates that the smaller companies are actually in better
shape than the larger companies. Those reinsurers with less than $150M of net premi-
ums_ written have a greater percent of companies in the over 200 percent range.

Future areas of research would include expanding the time period studied and includ-
ing reinsurers domiciled outside the United States. The use of risk-based capital to
predict reinsurer insolvency has several limitations. First, as shown by Grace, et al.
(1993) and Cummins, et al. (1995), the risk-based capital formula is not a good pre-
dictor of property-liability insolvency. Secondly, the limited sample of insolvent rein-
surers (seven became insolvent during the period 1990 to 1994) would hinder any type
of statistical model and testing.
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TABLE| -

RISK-BASED ‘CﬁuPITAL CATEGORIES
AND WEIGHTING FACTORS

Risk Category/item Weighting Factor

| Investment Risk .
Bonds .08
Preferred and Common Stocks .20
Cash and Short-Term Investments ' .03

Investments in Affiliates .20

Underwriting Risk

Loss Reserves 40
Credit Risk
Reinsurance Recoverables .10
Off Balance Sheet Risk .
Growth in Net Premiums Written .30
TABLE I}

REINSURERS ACTUAL CAPITAL TO RISK-BASED CAPITAL

Capital/Risk-Based Capital U.S. Reinsurers
Year Combined -
Ratio
>200% 100% to 200% <100%
1994 26 (45%) 25 (44 %) 6 (11%) 108%
1993 24 (42%) 28 (49%) 5 (9%) 106%
1992 23 (40%) 27 (47 %) 7 (13%) 118%
1991 25 (44%) 26 (45%) 6 (11%) 107%
1990 2:4 (42%) 28 (49%) 5 (9%) 106%
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TABLE It

REINSURERS CAPITAL TO RISK-BASED
CAPITAL (RBC) BY COMPANY SIZE

) Year
Company Size ——Canltal—
RBC
1994 | 1993 | 1992 [ 1991 | 1990
>200% 0 0 0 0 o
NPW > $1B
100% to 200% 3
<100% 0
>200% 5 3 4
NPW $150M to $18B
100% to 200% | 12 14 13 13 14
<100% 4 3 4 3 2
>200% 21 20 20 21 20
NPW < $150M
100% t0 200% | 10 1 11 10 11
<100% 2 2 3 3 3
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APPENDIX A: REINSURANCE COMPANIES

Abeille Reassurances

American Agricultural Insurance Company
American Fuji Fire & Marine Insurance Company
American Re-Insurance Company

AXA Reinsurance Company

Chartwell Reinsurance Company

Chatham Reinsurance Corporation

Christiania General Insurance Corporation of New York
CIGNA Reinsurance Company

Cologne Reinsurance Company of America
Constitution Reinsurance Corporation
Discover Reinsurance Company

Dorinco Reinsurance Company

Employers Reinsurance Group

Enhance Reinsurance Company

Excess Mutual Reinsurance Company
Executive Risk Indemnity, Inc.

Folksamerica Reinsurance Company
Frankona America Reinsurance Company
General Reinsurance Company

Generali - U.S. Branch

Gerting Global Reinsurance Corporation
Great Lakes American Reinsurance Company
Health Providers Insurance Company
Insurance Corporation of Hanover

Kemper Reinsurance Company

MEDMARC Insurance Company, Inc.
Mercantile & General Reinsurance Company of America
Munich Reinsurance Group

NAC Reinsurance Group

National Indemnity Company

National Reinsurance Group

PMA Reinsurance Corporation

Prudential Reinsurance Company

PXRE Reinsurance Company

Re Capital Reinsurance Corporation
Reinsurance Corporation of New York

SAFR Reinsurance Corporation of the United States
San Francisco Reinsurance Company

SCOR U.S. Group ‘

Shelter Reinsurance Company

Signet Star Reinsurance Company

Sirius Reinsurance Corporation

Skandia America Reinsurance Corporation
Sorema North America Reinsurance Company
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Swiss Reinsurance Group

Sydney Reinsurance Corporation

TIG Reinsurance Company

Toa-Re Insurance Company of America
Transatlantic Group

Transnational Reinsurance Company
Tranwick America Reinsurance Corporation
Underwriters Reinsurance Company

USF RE Insurance Company

Winterthur Reinsurance Corporation of America
Wisconsin Reinsurance Corporation

Zurich Reinsurance Centre, Inc.
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B ERERS] MLEL ds EEST EREXS =24 FIFA
d B ol mEKe BAS WAV A% FIEE @YY AM
SHHEE ZRER ST 448 & Ao #HWN(Levine)e FEAZ/IN
o AeE AT HYS OYANY FF QEHA AAE FAANA ¥
g E 237 @AY A ALY @YY 58 @2 OAYe
E&AHoz vif § /AR TS

SBHEE ZHER(payment system)E BRAAA U AH e} 299
Hlg-& &9 FAYE FANZE F Ao SEAEAA ¥ 14L&
F32 A¥E 2om, B3R, Adde ASE vMdde sgaEs ¥
a3k, FEAEE £¢ £ 714 E& AAdHA A PRE AFe
Aoy, ERMHFAABRHBER)Y dF€ & FAE Fohle AHojoh

aEL FEE oA EWHES B} £V o] FRE oF
3 AEe 7MY 4R o] ALAEE WAIG 7BFAE VI

€ F4E FEdng AR FAAAROE f2F AFolt). o] J@
FA7e AL vgoz f¥e] BEMS HESA BN, BEEY 4+ U0
ol2X 71de U FTEHOE HYE F Ut vAgoz JBRFAINE
ATE FAVI2RE AFE EotA HH9 ALL-Ad| vz QYL
7V} EE3Fog ASE 4 A @ ,

RES BA B BES REtgd. & &9 iﬁ% &HE 2
@ 7iQ), 71, @Ad] d@ A3 BE =457 9% o By
A EHE BE F2 33, AFY AR =S okt ¥ Aot
Bo] 7IQ18tA ke oA &HE T e ABHA AHE FHol
of 33 1 9oz FALL HAddol du nAL 1 ALY AFL 9

-115-



o4 227 Iul FAFTITAE 90l AN ke Asde FE B
W A9e B3 Ae Rl

RRERS BH MEHBM BEA TES &M T & A w
A, A4 BREAS B9 ol FEAALNN RRERBBL 99
olgoiHel B} o A BEE BTA YNHE Re olUAT 7Y
S fA%ck B AR FAE BYAF) T YAy 2Ry VS
v ©go Wk 28U AU FAE 2UAY d9g AT &
$3Q BYARY AL ANBY. e FANE AW FAZ HAY
4 e BYNPY BASS G Ao

. REEmiae KK

BPol Auiste RPAFANE oS A7HA Bt PR )]
gasiga A44ac. (1) A2 AFo] kEAY KE W] A&
QAFS AA=2 A3 A7 A3 FEARYOl € @ QBERS A
o2 o] FFRK HHFY & UL woldth W2 o] AJA =AF 3}
Udtelgls 3FEA god A9 Aol YaA 9o my A<
AZAAE st ABREA FRe] BPFA Y B_AYE LolrA
AZAs)e WZtA ERZE wRNEHA), MPAR, BAREY FE,
AEZS HH#olt

A. TS HhERSL)

HRHIZ St 2= M HEHSS BAE)7 GAHE BES
FEste e ondc. APNFANE Bt FojAsr AAAF)

1. Skipper®] 2ty g F=
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vl YR §o] Foby slFe] dg¢ MA & Yo aF FoA sFe
9g 4utdl gtk 33 Aol 7A€ A & AT A Byl
HMEEHZ o]fod 4 gtk FRIL BEAY IPL AGHAY BY
A7 B2E xS FRO AAE AQSAY vgPNN FA$9E I}
A o RYAPN BEL 4ol Yol

B. 48 % % (Externalities)

7199 Aoy 7ide] AHZ U] FFFHo|AAN trlE AEEHA @
S(IE9 £3}0|A £ AF)) YL TE Age] &g o R E)
EAggn Pt o ~
"B gRE] oA E - AAEFL] dE Folnz HYs @A
¥ A9 ABAREE RYFS B 98 dxoz 3 gAY
AAE e Aot WZFH fo ERPA RYFHFUY 5~15%F
EE A7gta ARG, o8& e Al & &£42 yeldt. |

viAete 2 prEfREe] YR Eo AHBERE X o, A4,
ez, HARENA NEFE] BFE ATHEEH Al oldg =
Eddn € 4 Ut ol 22 BAE AFIHEE olEo| WH &3}
A &E A7 o]l A g HEg Y & Utk BHERE BBRE
HE 3 REY Z&EN E4S REAVD =402 A% &3t et
oA U 9%e 71XEe RE 9L 4 Ut

- C. #RREEo HA

Atge] F9ol §A AHE-ste ! Ak (public goods)E BE AbgelA
E9 MFHRE 7AYo 2% 2L TFA d2e 3E, 28y
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ARNg 1% 13, 34, PAAE, §U Solth olAd FFTAE AP
EE HEA2gl0]l O AFEE £ F AT W FFAdE KAREE
(free rider)®] RF3EZ} AT whdo] Aol 2743 &AL FH3E 2
o] olUgt & Algte] A3 & A & 4 fle Aol IFAE
& Algdo] AHSIE T8 ARIE EE AHE & e EhoTh

BARIEE NEE RPAAE FEIL & 23UA7 FAT AAS
gl =ulga NPT o]Yg HE Rolth EF Ry AW ¥4
FARABAE 7t HPRE T8 Agel BYE ¥ EoE RE ¢ A
Qojg 4 Utk T A= A/t LN FR7} AYFdE A& ¢ A
a1 ARG BAte 2YE A 517 Ao £ FIFANEFE FES
gege A ¢ 1 JERIE 4 717 Fo34

REAMNE At HAS AT @ikl AT & AFEo] ¥EE A
B34 FRAT A9 FA2 e Rl

D. Ao FHA

MEGE2)RPRE 383 7ML ke AR s AR 25 3R
g 7/HAZ Atke Relth. AAd] YiME olst & 7HPol TE 2AF
3} slaslAz AdAez F4HE AL ok 2y H2E RERMHR
B8 E2EAele] Myl UE AM ARe A&l &Y= @
t. 3 9 AfFHo) gaste Rt BYARY M EIAME B
23 AFARE HALE Aol AR A v €39 AA7 A
o 2L 2¥A Adolojr HPAlg HRPR o= FE 18] W3t
£ o] ANE 7HA 4 gtk R BAE AR ugPY, & AR
7} olef SIAY ARYF) L vl go] 2asE vl BE AT

o) SENBEo 2 wrdtel WRML MMM AR Y Be E4
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A =dun Atk EAA @ FRE 2Nt HYAA EAE Qo
sled o] B¢ A¥s} BANE BYL AT £5 Aot GebA, Fust
REsM Fuo] 1YY ARARL lAA Ree A AW ARRF
£ Azse Aol |

V. B REHE AL RE

AAGAE FAE BHEH R, B2-RE-BEND R, HE 5 A7
A E5FAHWhite, 1996). oA S}, A58 74, AR FEAH
BUY NPAAE VIHT Aok BRYAANN FARY FAE HHGT
Bl B FAL AW - R -8R FAE HYAY FEBRHE OT
o Rne FAE FEHE me c}&-c} 2YAFIA o 2 FAEE
% & Ak

A. REBEHo WD BE

HAZH AEZAN B BYGARN FRFAE EAY BYdA
2AHoz ARl ZAE FME R oG FAY FAT Yy
£ O anHoclol & Rojuh SN &G A% Bo] KM N ¥
EN BEhE mHe KKE BESE 2ol Ue 2AHA FudNE
RERAZ, YW 4 e vPAELE REe, BOY S RRES
& BRAES S Rl FPARANE 2, e A, A4S BuY

4 slolo} @tk ARe] YL HYAle] VHHGRE A Ro| YwF
oltt. AR FA7 2818 AgAA °l€1€r s4¢ 49 a)se}_q
7t Be 27t 228 047l STk

ATEL HYAE Un By Ao ,:am Aeo) nYIE AEso}
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e B3 JFoz A3 382 47 A4 R #ES KREHol
. RPA $AAFATT AAAE 2 AAde 44 FuA Aojd. B
A &2 AR Aozt FAol Aojort BPLio] MPdA A
o} BURfel B oldd MAS HRAste Aod? waM BE Il
ANEe B3P AAxAE A0 JA FulF, A GRS A, AL
FREE FAYY 2 FAIAFEE ETFES ok E, B2 IUA
€ 7S AGFAE FAIG &4 IS R3S fYsA fdde
Y€ o8 FA afiA Ao

g, BRRERS £k BBE A2 FEE 5 A & Fde
ZARBNGE A=Y BPRe FHEE 99e=2 4. &4 JH=2= 74
g 933 dx d& APRENYE REALE KRJIJ o) PUE AHES)
£ dgte 26AF B3de FA4d ARAREE A3 =¥3in 3.
iAo g BURZt RRBRE e Uyt AuAd &3ted dRE
olduelE e AIRPA} o & 4¥E F=F FAFoIY ARBAAA
g FAA7171 93] A3 A #AARE Az o] A7HA FHY T
AYeyvict F5F A JA Aot FHEPF FL FAJYR 2=
AF BPAFe FA%Z A3 ARE FAAAE A A=FE A
7Hg 3Edtdeol o AF7AAE FIPYol 4F ANE FFHIL=
Fn BYPE TP Mulx Foke diE AN 2 HElA A
ol o ARARANE= o] W¥33 U

olgd A MIPF AT RMBHER, PSE%E B, By
BAZL AT 4AYH 43¢ 4% AL FEAH. 9F Ivde
@A AL ¥y}l aFHI gevdde 438 ¥ wAEsst dadit
old 4% FATIL ALY FAY E AYAFE PN F A=
B2 59 BPAE A5} A3 A5715S AAWEeor & Roq.

2. AHEARAT AHF Aol o FFe] FHL RPAFAAM AAF YoF
€ 348% 820,
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- B. fREz HAift B

AR Fo)s} Ag)Fele] T FPHQ o] 8o 2047] FAAEE Aujs
th 2, A 10895 Be 27HEL AFEIAA Hoju AfAZe
2 $ARNT 28 TAIHUl 208 BRE FAL BENY & A B
€8 #prsins Z}E—%Ja— AEEA G0t BRI E gL Ao
doxteh(E2 =)

<E 2> BLEe HRRETHS

ABF] A - AGEAA 9E.
NEF9d A% - 92TRYA UL,
| BEFAR A% - ABAYY A, RIS WD o, F94

I L o R éq
-*\4571&1 *]72} R Al’é}% &*3?‘5}31” *]E\: 3 A7 A%
ey
A8 A1 - FApE, ARAY, dS e, -‘?—%"8‘.9-1 344
o e *]’ﬂ’ .

ganz, ¥y Ze FAY APA Hhtd HEes B
27hee A4 ABE FANYL B0l AR Ast] gk AH
o2 WA HPARL BEAEY vl$ OE 2&ol YT

C. ®E#%Io] mREBOAMS HENSS
 Z At RYFAe WhES MERe 2 St @ AAY 4
A NReR, AR 254 g 2. agy REY EASL o=

FA AT Hewg. RMR g 228 BAZE B RRESR
ol E# BEIEY S AN Hegd o 9ge yde Booke A
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oltt. EAZ REFRH/ RRER BRI %A FAY RAAJL
ot} ARE FHAUF AIWAoz AT &3t BHIAFE TA
IJES ¥ AY/? 2Fgd ARVIFe] BHA Rdje AR 2R
# G82 4o o" Fage FA aF AW

X7 6 AFHQY FAF 3t Fdd 2@ 4T 43, A
9, APF FAFY AP FALA? FAFHE @437 A3l BUEA
A3 HRHEPE APA olF AN oA, AFA FAZ AR
FAN T QA AN ARG olF AW A HAES JHAHLR
Az g 2uAIYR BFFE oNL & e F28 A S
o232g FANAF AFA Hel & & A&7?

ggold AFFAAT AA Fejo AF@PA w oY AFELS o
g 34 gA Ak ARBYEL otz Z RAA7L B ohe} %A
2 A7tz mesiol @ok. mPHR AHWL Bje BELS BHyol
=3 BRIt HHBRAES AHAM dstd HEdn Wt B
ZAe] B30 AAFo2 59 Y5 & 2AY + UAEF ¥ At
o} g FAA o] Fo] A Aolct. o] Bk MRS HAMA ue}
g3 Ao -

D. REN AHAV} EXM Olw

1. }FHJo| &S

|AHBL FU BRI AF RPAE 4A AR A 5 AR
wYPALs} F74AA 0l AAL Aol R AFE dFed. 2y WA

o zo] AgAASL & Bohe F& okt oful o]d FAYNZEZ
e ZA F9E9¢ 127 A8 FA) 9sprl Yo gon ARl
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2 992 uNA e ROtk F2Y Wyt Y& FEL BYAL U
BYA R BREEFIT. U o)2Ale) Feloh AU test BA
7t B 4 Aok BAEAS HMlEGS RYAY A4PENYY AFAYS
DS} YA ARSI &M A BIHEA U Lo
s m FUjAs} vlmate] gge FAE WLolop Wk, |

HERME FATT UL 433 nasor ¥ oj8FHeE 8¢, A
£9 ¥, 9YW9el Y FAE FWAY FA BFo|A Eo] 7
g5olof g old FAV Avlx HEE 98 Fwod FARPFEe
U $HEES 4352 2& Rolth. £ A7 Fdu AP AN
A 2RasAY A0 FAE A¥Solo}r sfu AFUARE 7198
Bagsor @ Rolg. HYAZHREH HEE ABAVILEA BEAY of
g 98 288 A A HAME ¢ RojT. vy gL A9
FAGZE old EXE Sl3) AT FAE APESD Atk

2. Byigo] Ao HFRL

HE EAT HE Aol FAPYo] EAE & IFVELS © T &
Aol A gk oG F7HE o] FA ] Afde Ao AAe]
o FA9 AAH 578 o SEHY 9% & Aold. HAfke &
£L ®RES] A3 Bo gL gitEc] hmEd BRI AL HLde
73 oo drle gL IUME BuollE, F33% A F MR 58
¥ 23 ARAZEL I AHs} 9ol Ut AxdAel, o)E; U
stehrol, aglm AVl e AL BE I7MEE .‘E?ﬁ‘l qHFMELS
oln] LYARE WG ¢ ﬂ%ﬁ'\l?&q
- FHE RETHEY BIYAEL FACd dAE F&TA R ASES W
¢ FE 4T 23A && FE At a2, oA APgN JY A
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Nq7AAel AF ARHRonZ HYIAELS FANFAA FASHE
AT 23g AR g3 AR o WAL HAD AFAEL AN
& F3] =A FKEdtd BP0 HEHERC I3 F=F BRIP4l
5L HIR3Y g

RPN mHAPL RBPIY EARA XFE §A%HA ged. B4
o A3z W39 BHYAEL FARAEY AEo] A AP A F£4&
< &7 e 289 EEHE B4 3} w2 AFARA FHAES
A Bk AR A{AE FA3}E AE7VEL AFEFARE 42 &
HZES Bn3dte @9, BAJAEANA AFFEREA, 433 R BF
M Foll Yol & RS F9% dart Ao oAL #AFY BHA
NZ3Fe] @Yol ¥ FE 489 AHJA AR 9% O

olg|d JAHAA L AAF}L HAFL RFIJAHY WYL st 4w
AsdA H2d IS 2L 247 A BHIAES IYL A
e MBM KBS RESE AdMYE mfrdd. oL fRRgist i
Aoz RIMEAS BFESIT MBNCZ A7 e Rditol &
#ahol BRWYA frAo] olFAAESE 3 HRNY B X AW -E
BRI RESOIOF Fo). ol WA AFI/BEL KUY BA
o] o]FojAx A=Y AFH PTG LuA Y JNE A7) AS)A
€ %A 8&3 AF R AZuYe] FASo ok destE A B
o .
AZ BYAF AR3(E FA3T de AR I7HEL FAH By
NAE SR 74, 34, A=F FA & 43Y Yart A% 28
& g dedA 483U FARAFT M3 FL& AL Y8t AQYR
of A =AY AL F Atk FAC olAF HH9Y J3e AFY
A AL ANY F AE BFEHAY d=F FAASE E AH
Atk oA 53, AA 2 AFH3 P AWI}2 e 129 B3I
Aol Qo] €% a3tk ol ITIEL FuFP HHEKES ARse
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Q B ol HEADS BRAD Bl T BYY KURES Vs #
#3ke o LY Fo9 HRE € Yast Atk oo ol HAWY
ZEAAE AAsed FAY O AYF BA B9 ol e} RHUREE
g EAS 9o¢ 4 o =28 IURYIANEL 4T3 A9 7157
3718 AANRAN 4¢e ¥ & A= 2EI A=Y FAL AIe
& A4Ysin AYL AFAAY ¥asl Uk

3. BBk E&L

A%7 By 58 ATARD, 2AHo2 FYol AN S 7
% & 240 Jus Yo FRAPATE o= IE 231 A 2y
Aol DYBYA] YAA SeAE AAN} Yok BEfkE A&
o FE7} AFTHY BYMU2E UARE] ABY & YES HLHE
B Ee, ARARe BYAE MQaHE ARHE BPe v €
g, u9sines YAl olfolE Re ol AIHE @ Aul
29 AGWELE FTEREANA URRELE 2V Aoy ULRE FF
A EE 2R o)EHo2E EJE A $E AUk

ARE ANYY, A7 R FHEF 59 2e RR YY) BYe AL
AZY + A GE FERAME 37 VIRGHAS} FAYE FE 3
. A%, FRE ARLYUAE VIRYYNA g & 92, o
224 gE WIRYYAS BAY SE AT
ARG BT HBA ARE Wk EANA g4 -
£ wEolo} ¥t} o]d AN FRE TE, FHe ABRASAN B
271 AuRY A KA 27)9) FAEAD AWeA Dok 2, R
HEEE BEse 2e 4 o ogn BFY Yoluh. BA, 71& 74
AA7 HAN YR 28y 4HlA BEaTe] B HAFe FAA
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A AL A8 M3 FL AZE 40 49T & A

oA @ AZEC] A} Y& 7HF APHA =AL 1Y % A
2g wRE Rolth 2uAEL OFF RPATA AN nPTF
of idte] w{-E Lolok 3w, BAAHS] FAY AGH @) WA
E A$E & ot Atk V1€ AREYA3AY JAdEL W9 AH
ol9] QQAMEIHS &£4 B AuAFo] RIYAE AT F Ae 4BNA
ol &L soF T AUst Tl tidtd AR K TE Yast Aok A
2 2YP3ASo] AUgel wet F7HH Yol BIFY FLH =
$8 28 Paslt Yo Boz BRRNEEEL 189 AnE RRHeSE
PN BPFFA Y BEEE P WA T Rolo.

V. REHBe BF

o] REME A AWHD Y& AT BYPF=Y 473 Eds 7
Zo] d3te] Aunnz Jot AgA =d=HARl, 5L HREK R
e By 93 Agdch ol AFAsst #dF uldS EYL
2N FE71BEL AREE FHUAY 78S ALE £ A

A 3 N B9 B8

o] =& 5d ZE BPFSE AF(ex-post), AHH(ex-ante) 2
g3 Fze] TFYE o2 Urax Ik FREFS YIS T
& olFo] AR NAAYSl o|FAAE Yejoln] AHL AHF| o]Fo
Ak, FPPEFL Adol A T FAE F3d HaEsukol BAA
SR g =R} Ao

dg 59, dREY I7tlA KRS WKk WSS BRI AHE
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37] Aol £UL Lolol Aok, EY, BPAe REEEAES ¥7) W] &
& dolof Tt oA RAEe] AALFY ool

ge UgdMe 2PASel IRl A HEL AEY F
itk 880 YR EAY, ¥ d, EE EIAY A% F5dye] 0.
o]Zo] ApEZE9| oot

F a8Ae AT, 9diyes= Az} *P‘J"II Bo| oj&EgsE AA
ZEZY Y JE=E Roldh BE AFd] U dExI} e
g AHAZEIIYA @ ERE AIGI

B. REREEE I8 BUFHE

S BYPAF] i B ERE d¥HeE ANA £E2E £ 5 3
4 A, EKE 2P AT J7te] BEAT WFH AAE dPsa,
Byyel AYgs gAse ARE T @yU|RY 99E Fse A
vy 71EF YU E HAE WY S ARE. B ‘%3%% 29z
o] 8% 089 58 99¢ oI

BYzse] —fey FEK
o fREUBIR #E KB
° REMEHI BAR

3. clgdeoz FHUAAE w9 ﬂnﬂi e AHug 41‘!-}“1%"] EOE A
FFAE ojgsiol @tk AFe) "ﬂ"ﬂ% JHNE AAFALG AFFAL ¥l &
3} 49g AMrn 2o ERFHA &L Gl g wM NZBAAME
5 FAE 2% 98io ¢oloo] AHEHE & AU & Y UV Ed
7oA By e AlnAd 4L s wigo] ol €7 HEd
AEFAE Ao, v AR5 ARAE SEAAA LA A ¢AH

- 7139 FsE RAo| Hlgo] @ EE o2 AFHU. & %31 22248
THsAol neFe] AEEYD BALS A o u sk

4. Black®} Skipper(1994) 3=
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o BYALS] a3t REF

o WA FMAS REF

o AR ¥t BIF FAEY RRMRAT

o HYPIALY AFRD AL ¥ Vel MK BE
o BY3jAle BRI WH

° REED

o BIREHEIT} #zke] Mt KR

EEol ARAEY FAA Aol AbiRE RPAF 3l 39
A8E 7HAx Aok PLL Az} IFFPPEC A HAYAs
AgAe 24& 23k BAPL AN AFEC) ddd REF FL
AP HIRE 713 Eo2 RBP4 HYFNAEL Q2 A9
Ho| AL BEAMY WY v BIAS7He] FEY BAF FAHoIY 3

& FARNAFIE P4 vigte F¢E Ao

AR ARASE 49L& I7t TR FAd] FoijAo. 1y 54
Eo] dutyez FAJARAEL RIS #FY FAH ARE B
FFAANA g iRl g3 FUte B@YP) @ NPAPE ¥
ot B V@S FUF FEM, Mk, MERRY ARE M3

C. A BHRH

WYHPAS0] BN B3] o FAF AAL Hx AW
o= HYNAIL oW 2deT MENFe FAY & AEHE AR
. AW AAe HHEAS ARRSANES TIIT.

Aele] AEHo s AASA 2@ HANAIAN RYE Foise 713
g Zole 714 ARAoln AEAHA $T ALHH 2T BYIAWL
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Ngo] AYHA THES e Aotk BYHA} Aol I & 3
E719) 4R 27k WA 98 23R8, olde zAe Tl
SR REolth ~

1. BEFEH

2. BFEE aRER

3. Bk fIR

4. FRBEEBR HIR
5 GRS SE

D. MERH

C2ulA BEE 918 dREE BPAL BHE A8 8N Bgaly
Arpze] ATNE FAEEST Yok Gy RYPELTIL HES
# #l(prudential regulation)g} & ¢ ALTFAE & BEYAI} A
& AP AFTZE P=S z&ssu it WIE e &54 wﬂﬁ
A% fAse 23 =g, ,
- Aoz PR ATFAE A LYY ARFRE AR
vldolth. BiEY TRBUEME S TFA 292 EQ, IR 29 1}
Felie APHOE oALL FE UIRYAE 2717t o) wde)
AP BELS AYI AL AHY 4 on, waN 2uRe e}
Ade 22A2 § Sl olgge] AEHe TTY oY FHE BE
£ Rol FRZNE o3l e dolt}.

CBUEAE Aol el RESS RES 47 6 EEs. 713
ol g ax7l 473 FAY AFANE AFYe] A7t 4A A
32 get. v HERRE BYIAE BRNoE fike HHsn
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AZAARE S Fol7] 93 duz FEAPS /g2 BRIz o 29
22 9433 ALY AFRt AHEME ANPNM BERAML oS HE
3 AHMEN JAsA Bk w2ty BAAAFAN BE7)de] BP3AL
o] AF4YE PAA g A% FAFE Aol W FLIG OGS
ojg} 2L ZRE 3 ARIE AY & Ae Wil dI dFna @
o AFFAE BRP3AVE A ¥ FHMPHREN 21 BES P
7} 243718 A57180] AV £ JEe PP 2T 2RI dE
QA ARFAsdezE AAREIH J4F, AFLIASG JARIA
o F4, At Ade AP Fol Atk KBEAW AW 2L
o] MEES WM AREC JBEAL HRste BAHA FRMBAFA
&St @@ol Atk o] ClEME A1Fe Ao ARYAely, JF,
agx A AsAEd ¢ Fasidn YZHe A wdz g 4z}
AME NFAA o & HFE FoAM AFAPHA FAY AFY B2
Z4AAM A 3F YA F384.

MY#Ee ERERE ATdu FHURRER, MBLF, A3
odelgg FAAY, AL & AE YA AT THEG FAHA
FAAANAE FA AT FEES BPJYAE ATE7HE FA3Y
o] ARYAF 7122 F AAE FAe FAAANMNE RPHALY
AN AFNPE FEn AR A2 oIS AR e AFFHe
2 AYdo.

E. X8%h AR
BAANZANA —B RP3ALY] TRTEBL ARSI BN BURER

e AFESA 2P BEREAA oJd RS R0l e7tE 3
ol Aok AR AFEL 2T/ od BIFE AMe ddgn FFP
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o BEBAEES (aissez-faire) EHERANE ARYA Aol FRY
Bz HYL 4 YL Aok Vo ol < AE A% e
8l ARYATL RA BYAS) ARTRE A3 FAY 4 A& £A
7} 129 28U o] o]ge] §Ttn HE o]& FHAAAI} QA 7]
Aol AWHAE e R 2ok YAFHo|n AFF HYANAE Ao
2 BAAY YA ARE € 4 A BN Be YEe REe
& REESHE SIEE fHASR Utk duetel AR N RE B
&9 #ool A 202 BEAANN BYHE BFAF] GeisE
4 e A=A 99 ol 42 ePME TS Felsdn.

Q% AFEsel U BIsees ua st @Ed) Kusrs
HP(F8F), AFES Tl BEAN Huss A$E A@2y o
g F). I RFHFE FHHW Bol BANFE AL} Ak
JugAA BARE BEEAA GEAFE ASGID Ry o
BYAT} ENE Yrold —He #ts) FE 297 ATHER). o 7]

& FR7 $YHVE HW(UR FU27H LYAAIAY} Y ¢
Q7= FTHEIZ, Ao,

RELS) EAS YA} AFES BAE BIVFe2 BE
Bahdtedes AL H1YPAS) o suPe BY3)Ate 7_‘“-‘?-:1"&‘4
HHE ZAE WaAE 71X E&A OO Y MEN BHE B
T HERESE B FEHFROZE NI —BT BELLA 3
A sy 99 FUS BEEBRE BASE ol 749 97
43} BFE RS BEE BESE AE Fasit 2 23 AT
B4 FAE medl e e Ao
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F. thig 85

d8 I7EL RREAR, dR R TBRR1ITY Al ddidq I o
5L 38389 gt} oJd IFIIEL AFY A dEly gL AAE
74 wido] & F7HEL AFAAY Yoz doqF wuiHe FEH
a 3¢ ARFINEE L3 Ak BPstE FF L BPAY P
of di&@ #A(F, AZFA FoiA gH A NP R Xk
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RESTRUCTURING REGULATION FOR DEVELOPING
INSURANCE MARKETS -

Robert W. Klein, Martin F Grace, Harold D. Skipper
L INTRODUCTION

The business of insurance is experiencing dramatic changes worldwide that pose un-
precedented challenges for consumers, insurers and regulators in both developed and
developing countries. Insurers are modifying products and services to respond.to
evolving customer needs and greater competition. They seek greater efficiency through
operational restructuring and a stronger focus on core competencies. At the same time,
they often incur greater financial risk and soméetimes inadvertently create uncertainty
in the minds of various stakeholders. The liberalization and enhancement of competi-
tion in developing insurance markets is a significant aspect of these worldwide trends
and pose significant i 1ssues policymakers and insurers.

The move towards increased competition is prompting numerous countries to restruc-
ture their insurance markets and regulatory systems. Liberalization and deregulation,
often fostered by international trade commitments, compel insurers to modify their
business strategies and prompt countries to alter their regulatory structures. This paper
discusses the public policy and regulatory issues presented by liberalization and the
options available to regulatory officials and policymakers to accommodate market
changes while continuing to provide the necessary protections within a market system.

The specific objectives of this paper are to: 1) provide a philosophy and background
for the link between economic development and how a properly structured financial
and insurance system can assist a nation’s economic development and 2) to provide a
set of regulatory guidelines consistent with the development of an insurance market
that provides value to the overall economy. The paper is organized as follows. First,
we present a brief summary of the determinants of economic development and how
the financial sector (including insurance) fits into the development of the overall econ-
omy. Second, we classify the types of market failures that can exist in insurance mar-
kéts that may hamper their development. Third, we then classify the types of govern-
ment responses to the need for regulation due to market failures focusing on the scope
of regulation, trends, and issues in restructuring the regulation. Fifth, we describe the
regulatory structure needed to promote the goals of development as well as consumer
protection, and sixth, we present some analyses of various policy considerations de-
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signed to promote and protect competition. Finally, we provide brief conclusions re-
garding our analyses.

II. DETERMINANTS OF ECONOMIC DEVELOPMENT

Economists believe that there are a number of determinants of economic growth of a
society. If a country is going to restructure and liberalize its insurance regulatory envi-
ronment, it should do so to maximize the opportunities for growth and development.
Growth is consistent with certain structures for education, the public sector, savings
and investment opportunities, private property rights, and proper fiscal and monetary
policies. These are the standard International Monetary Fund prescriptives for market
development (see IMF: 1996). Studies suggest that these prescriptives do, in fact, in-
crease growth opportunities (see Box 1).

While many of the structural reforms are essential precursors to economic growth, one
can argue that the infrastructure development is of vital importance. Infrastructure in-
cludes more than just roads or other types of public works. It also includes mecha-
nisms that can reduce the costs of trade. Ideally, the financial markets of a country
can be thought of as infrastructure. Levine (1996) provides some benefits of develop-
ing a financial market infrastructure as:

» Facilitating trade,
. i’acilitating risk management by reducing the effects of uncertainty.
» Generating information about projects.

» Generating good corporate governance.

« Allocating resources most efficiently.



Box 1
IMF Pmcriphves for Economic Growth

* Education. The level of education has been found to be an important factor in
the future development of a country. Increasing the stock of educated people in-
creases the productivity of labor, which increases income.

*  Such Public Sector. Public sector reforms as privatizing certain important indus-
tries or functions, and reducing the size of the governmental payroll frees up in-

. come to invest in income generating projects.

« Savings and Investment. These reforms generally provide incentives for consum-
ers to save provide money for investment that promotes income growth.

* Private Property. By protecting private property rights a country'providcs its cit-
izens with incentives to save and own property, invest in securities, and save
without fear of confiscation. Confiscation causes individuals to put their savings
and other property outside the control of the government.

* Fiscal (and Monetary) Policy. Sound fiscal and monetary policy reduces the in-
centives to put money outside the control of the government. Inflationary poli-
cies cause people to invest elsewhere and high spending policies (relative to tax
revenues) puts pressure to raise taxes. This lowers the rate of return on invest-
ments and causes people to invest in a lower tax environment, ceteris paribus.

o Infrastructure. By building roads or telecommunications infrastructure, the econ-

. omy- can experience lower transactxons cost of commerce and this can promote
income growth :

Trade can be facilitated through the financial system because the development of pay-
ment and clearing systems reduces the cost of domestic as well as international trans-
actions. Risk management can be encouraged as the financial system generates a price
for risk and provides mechanisms for pooling, spreading and trading risk. The finan-
cial system also provides information to the market by pricing investments. Financial
intermediaries are in the business’ of scarchmg out good investments. They obtain in-
formation and evaluate investment projects and then traders can use this information
to allocate capital to its hlghest and best use. Financial intermediaries have an advan-
tage over small shareholders in the scnse that they can control large holdings of cor-
porate securities. In this sense thcy can monitor and discipline the managers of a cor-
:porat:on at lower costs than’ xndnvxduals. This makes the corporate sector more
efficient.’ Finaily, financial systems prowde mtcrmcd:anon services that can obtain sav-
ings funds from small investors and 'transfer them to their highest- and best use and
mobilize resources most efﬁcxently

Further, insurance provides additional specxﬁc benefits to the economy [see Skipper
(forthcoming)). For example, insurance is desxgned to help stabilize the financial situa-
tion of individuals, families and organizations. It accomplishes this task by indemnify-
ing those who suffer a loss or harm. Withoiit insurance, individuals and families could
be forced to seek assistance from relativés or friends or from the government in case
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of loss, both of which are considered demeaning in many cultures. Businesses incur-
ring significant uninsured losses may suffer major financial reverses or even fail. Be-
sides the loss in value of the owners’ stake in the business occasioned by an unin-
sured loss, other stakeholders could suffer losses as well. These losses could include
higher unemployment; customers being deprived of the firm’s products or services;
suppliers losing business; and government tax revenues decreasing and responsibilities
increasing.

The insurance industry can play an important part in the development of the financial
sector of the economy. Thus, regulation should be structured to promote the develop-
ment of the insurance industry within the financial system as well as to protect con-
sumers. The goals are not necessarily incompatible, but they need to be balanced.
Proper regulation can help to ensure consumer confidence in insurance markets, which
is essential to their viability. However, excessive regulation can restrict consumer
choice and retard the development of efficient insurance markets. The next section cat-
egorizes the problems insurance markets may face that can be moderated through
proper regulation. :

III. INSURANCE MARKETS FAILURES!

Within a competitive insurance market, we deem government intervention desirable
only where (1) actual or potential market failures exist, (2) the market failures do or
could lead to meaningful economic efficiency or inequity and (3) government action
can ameliorate the inefficiency or inequity. Conversely, if at least one of the three
conditions is not met, no government intervention should be warranted. Thus, we will
explore the need for government regulation of insurance through an examination of
the classical market failure categories. The four broad categories of market failures
are: Market power, externalities, the existence of free riders, and imperfect
information.

A. Market Power

Market power is the ability of one or a few sellers (or buyers) to influence the price
of a product or service in which it is trading. Under the competitive model, sellers
(and buyers) are price takers — meaning that they are so small compared with their
market that they cannot exercise any influence over price. That is, they exercise no
market power. If some players in the market can affect price, the allocation of re-
sources generally will be inefficient. In insurance markets, market power can be seen
when governments restrict entry or perhaps, when companies experience significant
economies of scale or have an absolute cost advantage.

B. Externalities

An externality exists when a firm’s production or an individual’s consumption has di-
rect and uncompensated effects on others, cither negatively or positively. With nega-

1. This section is based on Skipper (forthcoming).
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tive externalities (e.g., air or water pollution), too much of the good or service will be
produced or consumed, the price will be too low, and too little effort and resources
will be devoted to correcting or reducing the externality. With positive externalities
(e.g. one firm leams about a new way of marketing by observing another firm), too
little of the good or service will be produced, and its price will be too high; also, too
little effort will be devoted to enhancing the externality.

We can identify examples of negative and positive externalities in insurance. Perhaps
the most significant insurance-related negative externality is the deliberate destruction
of property and the occasional murder that occurs to collect insurance proceeds. From
5 to 15 percent of all non-life insurance claims in some markets (e.g. in Europe and
North America) are believed to involve fraud. Such destruction represents a dead-
weight loss to society that is a “cost” associated with insurance.

Finally, the provision of certain types of social insurance may carry positive externali-
ties. Thus, a society may determine that its best interests are served by ensuring that
unemployed, sick or injured, and retired persons are provided with at least some base
level of insurance coverage. In providing this insurance, government reduces the like-
lihood that such individuals will impose other costs on society, such as resorting to
criminal activities. Private insurance also can promote a more efficient allocation of
resources through better risk management and prevent individuals from cxtemalxzmg
their losses through bankruptcy.

C. Free Rider Problems

Some collectively consumed goods or services — called public goods — carry exten-
sive positive externalities. Examples include police and fire protection, national de-
fense, the court system and light houses. When such goods or services are available to
others at low or zero cost, they are said to suffer from a free rider problem. By con-
trast, a private good is one in which one person’s consumption precludes it being con-.
sumed by another. A public good is characterized by non-rival consumption -—— mean-
ing that one person’s consumption of the good or service does not reduce its
availability to others. . :

Free rider problems exist in some aspects of insurance. When an insurance trade asso-
ciation lobbies for favorable legislation, all insurers — including non-members — may
benefit from thcxr activities.

lnsurance-mlated free rider problems also can occur when individuals know or believe
that others will make good any losses that they suffer. Thus, if individuals or firms be-
lieve that government will provide assistance in the event of a catastrophe, they have
less incentive to purchase private insurance to cover the same loss potential. Similarly,
if individuals know that they will receive free emergcncy medncal care, they have less
mcenuvc to purchasc pnvatc health insurance. -

Insurance regulatxon itself may have charactensncs of a pubhc good. Numerous per-
sons and firms benefit from regulation, even if they pay little or nothing for it. The
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private market seems unlikely to provide the level of regulation that most countries’
citizens seem to want.

D. Information Problems

A critical assumption within the pure competition model is that both buyers and sell-
ers are well informed. As a practical matter, we know that this condition, as with the
others, does not obtain absolutely. In some situations, however, the difference between
actual market information (and therefore performance) and perfect market information
is great enough to impair market efficiency. Social welfare is thereby decreased.

Information problems arguably make up the most common and important market fail-
ures in insurance. Insurance is a complex business, with neither buyers nor sellers ap-
pearing to have as much .information as they would prefer. Information problems can
result from asymmetric information, or be the result of nonexistent or costly
information.

Asymmetric information includes the host of problems generated by adverse selection
and moral hazard. Nonexistent information causes problems for consumers or produc-
ers. In a case like this the government may provide insurance. This is the justification
for government provision of social security as the government believes that the con-
sumers are not able to arrange their own financial security due to lack of information.

IV. CLASSES OF GOVERNMENT INTERVENTION INTO INSURANCE
MARKETS

Economists often classify regulation into three categories: economic, health-safety-
environmental (HSE), and information. [White (1996)]. These generally reflect the
market failures associated with market power, prudential regulation, and information
availability. For the insurance industry, economic regulation is generally the regulation
of market conduct, while HSE covers the solvency prospects of the industry, and fi-
nally, information covers the problems resulting for asymmetric information. Each
type is found in varying degrees within all insurance markets, as the following discus-
sion highlights.

A. The Nature and Scope of Insurance Regulation

Government intervention into insurance markets is universal in developing and devel-
oped markets. The nature and specific features of this intervention must be reassessed
in light of the significant trends occurring in international competition in insurance.
The most common rationale for intervention as discussed above, is to rectify market
failures. From a more practical viewpoint, insurance regulation generally seeks to en-
sure that quality, reasonably-priced products are available from reliable insurers. Ar-
guably, a competitive market should be able largely to ensure that quality, efficiency
and availability goals are attained. Government intervention usually is most evident
and needed to ensure that insurers are reliable. How these goals can be achieved in a
relatively liberalized, deregulated insurance world is a core issue for many countries.
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In a nontechnical sense, insurance. is: purchased in good faith. Consumers: implicitly
rely on the integrity of the insurers with which they deal. The complex nature of this
future-deliverable ‘can lead to abuse. The mission of insurance is security. If the sup-
pliers of security are perceived as insecure, the system could easily break down. Pri-
vate insurance cannot flourish without public confidence that it will function as prom-
ised. Government'’s duty is to ensure that this confidence is neither misplaced nor
underrmned 2

! .

Consequently, every country has inurance laws and regulations to determine who may
sell and underwrite insurance and the circumstances under which they may continue to
do so. Countries usually establish minimum reserve, asset quality and quantity, and
capital requirements. Special accounting standards are often mandated. In many coun-
tries, regulators control prices and policy provnsxons Of course, the need for regulation
is obvrated in counmes where the govcmmcnt is the sole of provider of insurance.

Hence, it is possnble to dnstmgmsh between three fundamental types of government
oversighit of instraiice;One épproathiemphasizes competitive markets and minimal in-
trusion with respect to market forces and insurers’ decisions. The second approach re-
lxes on more stringent regulation of market forces and the partial or complete shelter-
ing of private insurers from competitors. Many countries using this approach are
making efforts to liberalize their markets while maintaining consumer protections. Fi-.
nally, the countries that delegate the provision of insurance to the government fall into
the third category. Most such countries are moving toward a greater role for private
insurance providers. Each of these systems faces a particular set of issues in restruc-
turmg markets and regulatory systems to: facilitate freer trade in msurance services.
The nnphcatmns of mtematronal commrtmcnts  whether via trade agreements or other-
wise, and the concomitant global expansion of insurance markets are compelling na-
tional governments to consider how: to restructure their regulatory systems. Histori-
cally, both bilateral and multilateral agreements have been oriented toward trade in
goods -and largely omitted trade in services, including insurance. With the advent of
the General Agreement on Trade in Services and several regronal trading agreements,
this situation has changcd s

Parties to these agreements have pledged‘to -gbide by certain fair trade principles, such
as nondiscrimination, national treatment, transparency and progressive liberalization.
For some: countries, this requires only margmal changes. For others, it may require
substantial regulatory changes. Regulators in these environments will need to refocus
their oversight to police a much- larger number of insurers engaging in aggressive
competition and incurring significantly greater financial risk.

B. Trends in Liberalizing Insurance Markets

The two philosophical extremes of capitalism and socialism have dominated 20th cen-
tury economic thought. During the last decade, however, many countries have been

2;  Although often overlooked, a goveriment's policy on private property rights as well as its enforce-
.ment of private’ contracts.is an important element in instilling confidence in the insurance market.

-149~



moving toward more liberal (i.e., freer) markets and away from more circumscribed
markets. They have embraced the capitalist model as offering greater opportunity for
enhancing overall consumer welfare. We have seen this same trend in insurance mar-
kets. Cloney (1995) characterizes these international insurance market trends over the
past few decades schematically as shown in Box 2.

Box 2 .
Evolving Insurance Markets Internationally

Socialized Markets — no private insurers

Nationalistic Markets — no foreign insurers

Protected Markets — market access restrictions, national treatment inconsistencies,
lack of transparency

Transitional Markets — efforts to render markets more competitive, but with con-
tinuing problems

Liberal Markets — market characterized by nondiscrimination, market access, na-
tional treatment and transparency

In other words, nations have moved from more to less restrictive insurance markets.
They have increasingly embraced competition and eschewed special interest regula-
tion. Consequently, insurance markets today look quite different from what they did
just 25 years earlier.

C. Issues in Restructuring Insurance Regulation

The specific issues faced by a particular country in restructuring its insurance regula-
tory system depends on the nature of its current system, its market environment and
public policy objectives. However, some basic questions are pertinent to all regulatory
evaluations. First and foremost is the question of whether the government should have
any direct role in providing insurance and, if so, what will be the nature of that role.

Second, if private companies are allowed to provide insurance, how should they be
regulated? Will the government take an essentially hands-off approach and rely prima-
rily on market forces to regulate insurers’ behavior? If this is the case, what minimum
regulations need to be enforced to protect against the most severe consumer abuses
that market forces may permit or encourage?

If the government decides a more activist regulatory role is desirable, what will be the
nature of that role, the areas regulated, and the specific policies enforced? How will
government intervention and competitive market forces be balanced in achieving regu-
latory objectives? Where and how can regulation improve market performance with
the idea of promoting development of the industry and when is it likely to produce
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suboptimal results? How can the regulatory system be insulated from undue political
manipulation that may hurt economic efﬁcrency and lead to mequmes between differ-
ent groups of consumers?

As discussed below, these questions assume a somewhat different character based on
the status quo in a particular market environment. Government officials must not only
consider where they want to go but how they are going to get there. The process of
transforming a market and regulatory system is likely to be dynamic and evolutionary.
Changes may be implemented in & series of phases over time to allow market partici-
pants and regulators to adapt to the changes and make gradual adjustments in their ac-
tivities to respond to an evolving environment. The evolutionary path will vary de-
pending on the starting point. .

D. Alternative Regulatory Models and Fundamental Issues

1. Refining Competitive Markets

Competitive markets are markets where entry by domestic and foreign insurers is al-
ready fairly easy and competition among insurers and intermediaries is relatwely un-
restricted. This is not to say that regulatory requirements in these markets are necessa-
rily fully consistent with free trade. However, presumably, any - rregulatory changes
needed to a comply with international trade agreements in this environment are less
significant and will have less of an effect on such markets.

One area requiring evaluation is the admission requirements imposed on insurers. Is-
sues arise with respect to the effect on entry as well as the relative treatment of do-
mestic and foreign companies. Capital and other requirements must be justified on the
basis that they impose reasonable limits on insurers’ financial risk and that they are
designed to constrain insolvency costs toan acceptable minimum. They should not be
unfairly prejudicial to foreign insurers as ‘Tlong as mechanisms are in place to ensure
that they are subject to comparable financial regulation and that regulators in different
jurisdictions cooperate in the proper over_srght of the insurers.

Market regulation, is subject to more discretion by regulators. In theory, restrictions on
rates, policy forms and market practices should apply equally to domestic and foreign
insurers. Again, if these regulations.can be justified in terms of providing reasonable
protections for consumers, they should not conflict with international trade norms or
development objectives. At the same time, if entry and competition is to-be en-
couraged, then unnecessary or excessive regulatory restrictions will need to be elimi-
nated or streamlined to adhere to the principal regulatory objectives of mitigating mar-
ket failures. Attempts to extract economic rents from insurers or enforce cross
subsidies through suppression of rates and other restrictions should be avoided. In-
deed, regulators in countries with devéloped- markets such as the US are reeva]uatmg
their policies and procedures for this purpose. - ,
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2. lncreasin&Competition in Protected Markets

A more d:fﬁcult challenge faces countries with protected markcts where there has
been a policy of limiting entry and competition. For these countries, liberalizing regu-
lation is a bigger step and will have a more substantial effect on current market and
regulatory institutions. Liberalization refers to the process of permitting more firms ac-
cess to a market, with the intent of enhancing competition. China and India, as well as
many countries in Latin America, some of the most important developing markets, are
in various stages of liberalization. Several countries have already privatized and liber-
alized their insurance markets, including Indonesia, Egypt, Nicaragua and nearly all
economies in transition.

Insurers in protected markets may or may not have been previously subject to strin-
gent financial regulation and monitoring. Further, since entry and price competition
often was limited in these markets, insurers have not been subject to the same finan-
cial pressures as insurers in competitive markets. Regulators using this approach have
ensured that prices have remained high enough and insurers’ activities sufficiently re-
stricted so that the possibility of failure is extremely remote.

The competitive market environment is more hazardous and less forgiving of ineffi-
ciency and mistakes. Greater competition compels insurers to increase their efficiency
and incur greater financial risk to maintain an attractive return on the capital invested
by their owners. Regulators liberalizing their markets will need to allow insurers
greater flexibility in determining their financial structures, pricing and products, while
limiting insolvency risk and protecting consumers. This forces a set of policy deci-
sions affecting the balance of regulatory oversight and market forces.

These decisions start with determining the financial requirements for admission that
will permit the entty of sound, reputable insurers and reject companies that are likely
to pose too great of a risk to consumers. This must be coupled with an effective sys-
tem for financial reporting and regulatory monitoring to ensure insurers’ continued
compliance with regulatory requirements and timely and effective intervention with fi-
nancially troubled insurers. Similarly, regulators must determine how rates, products
and market practices will be regulated to permit beneficial innovation and competition
but discourage excessive financial risk and consumer abuses.

Most countries liberalizing their insurance markets need to establish a set of regula-
tions, policies, institutions and facilities that will support a competitive insurance mar-
ket. They have an opportunity to select from among the best regulatory practices im-
plemented in other jurisdictions, making adjustments to suit local conditions. At the
same time, there is the danger of establishing either insufficient or excessive regula-
tory oversight that will undermine the progressive evolution of the market. This is es-
pecially true in those highly protected markets now facing strong liberalization pres-
sures. These countries will need to make a significant investment in establishing and
maintaining an adequate regulatory infrastructure, including the hiring and training of
sufficient regulatory personnel as well as installing sophisticated information technol-
ogy. This will raise regulatory funding issues as well as other policy questions associ-
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ated with establishing an appropriate regulatory: framework. Domestic insurers also
will need to revamp their facilities and business operations and retrain their personnel
to function in a more competitive market where the chances of gam as well as failure
have increased. .

3. Privatizing Government 'Insuranée: Sjéieins

The biggest challenge faces countnes where the govemment has been the pnmary in-
surance provider and there has been essennally no competition. Policy makers must
determine to what extent and how insurance markets will be opened to private compa-
nies. Privatization is the process of allowing the private sector to provide services for-
merly provided by government or of converting a government-owned asset, such as an
insurance company, to private ownership. Of course, privatization alone does not en-
sure a competitive market. It merely shifts services or ownershnp from the public to
the private sector. Private sector providers or owners could, in theory, maintain the.
monopoly.

The government may retain the provision of some types of insurance, such as social
security and health and disability coverages. In other lines, government insurers may
compete with private insurers. Finally, the government may sell government insurers
to private owners and allow other private companies to compete in certain lines of
insurance. ~

In markets opened to private insurance providers, governments must create regulatory
structures where none existed before. In this respect, they confront similar threshold
regulatory issues faced by governments in other types of market environments. How-
ever, establishing a regulatory infrastructure is a more difficult and complex task. At
the same time, the lack of prior regulatory institutions may make it easier for such a
country to implement the best concepts and practices in developing an optimal regula-
tory framework that fits its consumer protectlon needs :

The most daunting challenge facing these markets may be changing the culture sur-
rounding insurance. Consumers need to be educated about shopping for insurance
among different providers and the potential rewards and risks of their choices. Em-
ployees of former government insurers will need to be retrained to understand the na-
ture of private competition and profit incentives and how to function in an environ-
ment where consumers can choose their insurance carrier. Additional personnel will
need to be recruited into the insurance industry and educated as more insurers are
formed. Finally, government officials will have to adjust their thinking from that of in-
surance providers to regulators of insurance providers.

v. REGULATION dF ;I'HEINS;URANCE MARKETS
This section describes some of the nore. pracncal underpmmngs and structures of
modern insurance regulanon as is currently. practiced. As discussed above, regulation

can be employed to minimize the cost of market failures to the economy. By reducing
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the costs associated with these market failures, regulators can 1mprove the function of
a developing financial industry.

A. Ex-Post and Ex-Ante Regulation

To facilitate further discussion, we can classify all areas of insurance regulation in
every market as ex-post, ex-ante or some combination of the two. Ex-post regulation
calls for government intervention into the market, if at all, only after an offensive ac-
tivity has occurred. Any redress is remedial, after-the-fact. Ex-ante regulation seeks to
prevent any offensive activity from occurring by proscribing or regulatmg it before-
the-fact.

In most markets worldwide, for example, insurance premiums and policy wording are
subject to regulatory approval before insurers may use them. Additionally, insurers
must secure a license before they can sell insurance. These are examples of ex-ante
regulation.

In many other markets, insurers may set their own rates. Rates are subject to regula-
tory review, if at all, only if they are deemed excessive, too low or inequitable. This
is an example of ex-post regulation.

Although not completely accurate, in general, the more an economy relies on market
forces, the less the reliance on ex-ante regulatory techniques. Conversely, the less the
reliance on market forces, the greater the belief in ex-ante regulatory techniques.?

B. Government Structures for Insurance Regulation

Government oversight of insurance markets typically takes place at three levels.* First,
a legislative body enacts laws to establish the country’s broad legal framework for in-
surance and to prescribe the general standards and scope of responsibilities governing
the activities of the administrative agency charged with enforcement of the insurance
laws. These laws address the major components of insurance oversight, which are
shown in Box 3.

3. In theory, government policymakers should use ex-ante regulation to prevent harm if the cost of
prevention is less than harm caused by a failure to take preventive action. The optimal regulatory response
should examine the costs and benefits of both approaches and select that which is more effective. Thus,
market economies typically adopt both models, using cach when the net benefit dictates. For example, in
most countries, tort law is, in effect, ex-post regulation because it is too costly to determine rights prior to
an accident. Health and safety regulation, on the other hand, is thought to be less expensively implemented
before actual harm is shown to workers. This is especially true when the likelihood of employee compensa-
tion is related to the employer’s ability to pay for the harm.

4. This section draws from Black and Skipper (1994).
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: “Box 3 .
Common Areas of Insnrance Regulatory Oversight

« The filing and approval of insurance rates

« Insurance product and company taxation

+ Formation and licensing of insurers

« The licensing of agents and brokers

¢ Unauthorized insurance and unfair trade practiécs

¢ Insurer financial réporting, cxaminationvand other financial requirements
« Rchabilitation and liquidation of insurers

¢ Guaranty funds

¢ The filing and ﬁpprova_l of proposal material and policy forms

Courts are the second mechanism of government oversight. The judiciary has a three-
fold role in insurance oversight. It resolves disputes between insurers and policyhold-
ers according to contractual provisions and national laws. It enforces civil and some-
times criminal penalties against those who violate insurance laws. Finally, insurers and
insurance intermediaries occasionally resort to the courts trying to overturn arbitrary or .
unconstitutional statutes and administrative regulation or orders promulgated by the in-
surance Supervisor.

The third area of government oversight falls under the nation’s executive branch. Be-
cause of the many complexities in insurance, policy makers ordinarily delegate discre-
tionary authority to administrative officials to oversee the insurance business. The de-
partment or agency charged by the legislature with enforcement of the nation’s
insurance laws will have broad admxmstratwe, quasi-legislative and quasi-judicial
powers. :

C. Entry and Exit Regulation

Assuming that private companies will have some role in providing insurance services,
it is necessary to determine which compamcs should be allowed to enter a country’s
insurance market and on what terms. This decision embodies both market access and
national treatment issues. R

The most effective and efficient means of ieducing the chances that citizens might
purchase insurance from financially insecure insurers is to bar their entry into the mar-

~155~



ket in the first instance. Whether an insurer can enter a market is determined by a
country’s authorization requirements. These- requirements ordinarily cover five areas:

U e

;. Licensing requirements

2. Permitted organizational forms

3. Ownership restrictions

4. Restrictions on doing non-insurance business

5. Separation of lines of business

D. Financial Regulation

Consumer protection concerns drive governments to insist on certain continuing levels
of insurer financial solidity to maintain a license. Thus, insurance regulators are
charged to oversee the continuing viability of insurers in the market through financial
regulation — also referred to as prudential regulation. The requirements to obtain a li-
cense, which are discussed above, are different from the requirements to continue to
hold a license.

Generally, more restrictive financial regulation is associated with more secure insurers.
France, Switzetland, Germany, Japan and other countries that historically have prac-
ticed strict solvency regulation have only rarely seen a domestic insurer in financial
difficulty. On the other hand, stringent oversight stifles competition and innovation
and, thereby, can lower consumer value and choice. It is the government’s difficult
task to balance these competing pubiic interests.

Interestingly, the more competitive a market the more important is prudential regula-
tion. In a market where prices and other market elements are strictly regulated, insol-
vencies are less likely. With deregulation, insurers may price products more competi-
tively,: occasionally even charging inadequate rates in an effort to gain market share.
The insurance regulator in a deregulated market faces more complex regulatory issues
than his or her counterpart in a strictly regulated market. Thus, it is arguably more im-
portant for regulators to maintain vigilant oversight of insurer solvency in a competi-
tive market than in a restrictive one. The following discussion highlights the means by
which governments seek to accomplish this task.

Financial regulation encompasses both the financial requirements and standards which
insurers must meet as well as financial monitoring mechanisms by which regulators
ensure insurers’ compliance with these standards. Typical financial requirements in-
clude: capital and surplus requirements; financial reporting and accounting standards;
and restrictions on investments and transactions. Protectionist regulatory systems have
tended to rely on prescriptive, ex-ante financial regulations that significantly circum-
scribe insurers’ flexibility and necessarily restrict competition consumer choice. Under
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this philosophy, market stability is favored at some cost to market innovation and
growth and economic efficiency. Altemnatively, other countries have given greater play
to market forces and competition, which facilitates market development and product
innovation with greater financial risk and potential market instability.

Financial monitoring encompasses financial screening or “early warning” systems, fi-
nancial analysis, and intervention with high-risk or financially troubled insurers. In
highly prescriptive regulatory schemes, monitoring is directed towards reviewing and
determining insurers’ compliance with a detailed set of regulations. In market-oriented
regulatory systems, monitoring emphasizes assessment of insurers’ overall financial
risk and strategic intervention when insurers become impaired or incur excessive risk.

E. Insolvency Protections

Some insurer insolvencies are inevitable in a competitive market. Policy makers must
decide, therefore, what protections they should afford insureds of insolvent insurers.
One response might be that they should provide no protections. In a spirit of true lais-
sez-faire economics, insured individuals and businesses should bear the full responsi-
bility of their poor purchasing decisions, so goes the argument. In this way, the mar-
ketplace eventually would develop solutions to the problem of how insureds can
meaningfully assess insurer solidity.

Even if this view were correct, few policy makers seem willing to test the theory
fully. Indeed, even conscientious insurance consumers cannot always be expected to
avoid dealing with financially insecure insurers. Consequently, many countries have
some mechanism to guarantee insurance benefits. Several have insolvency guaranty as-
sociations or funds. Guaranty funds in insurance are rationalized because of consumer
information problems. They are rationalized in banking more because of systemic risk
concerns. : .

Some insolvency mechanisms are advanced-funded through assessments on authorized
insurers (e.g., the US state of New York), while others rely on post-insolvency assess-
ments of authorized insurers (all other US states). Funds may involve modest (as in
the EU) or generous (as in the US) indemnity limits. The insured may be fully indem-
nified to a2 maximum amount (US) or some loss-sharing by the insured may be in-
cluded (UK). The fund may :be government run (some EU countnes) or operated and
financed by the insurance mdustry (US and Canada).

Guaranty funds dnmmnsh market dlscnplmc If buyers know that they will be made
whole if there were an msolvency, they have less incentive to investigate and monitor
solvency. This ‘assertion is more relevant for informed buyers than for less informed
individuals. Alsa, if no distinction for insurer financial solidity is made in the guaranty
fund assessment mechamsm, the’ opportumty for moral hazard by firms is enhanced,
thus further weakening market dlsmplme Safcty incentives could be 1rnproved how-
ever, by having policyholders share a greater pomon of insolvency costs or by impos-
ing some-form of risk-based assessment scheme on insurers if such a system proved
to be feasible (see Cummins, 1988; Feldhaus and Kazaenski, 1997). It also is impor-
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tant to coordinate the degree of regulatory stringency with the extent of guaranty fund
protection. Lax controls combined with extensive guarantees is a recipe for disaster.

F. Market Regulation

Nations have employed various philosophies with respect to the regulation of insur-
ance prices, products and market practices. Some countries have imposed significant
restrictions on market transactions while others have allowed market forces to deter-
mine the products that are sold and their prices. The traditional explanation given for
regulation of insurance prices and products and insurer conduct (i.e., market regula-
tion) involves imperfect information and solvency concems (Hanson, Dineen, and
Johnson, 1974; Joskow, 1973). Insurers’ incentives to take on excessive financial risk
and even engage in go-for-broke strategies may result in inadequate prices. Some con-
sumers will buy insurance from low-price carriers without properly considering the
greater financial risk involved. In theory, therefore, poor incentives for safety could in-
duce a wave of destructive competition in which all insurers are forced to cut their
prices below costs to retain their market position. This is the logic many regulators
use to impose a floor under prices to prevent the market from imploding.

The rationale offered for government restrictions on insurance price increases is that
consumer search’costs impede competition and lead to excessive prices and profits
(Harrington, 1992). Further, imperfect information and unequal bargaining power be-
tween insurers and consumers can make consumers vulnerable to abusive marketing
and claims practices of insurers and agents. It also can be argued that it is costly for
insurers to ascertain consumers’ risk characteristics accurately, giving an informational
advantage to insurers already entrenched in a market and creating barriers to entry that
diminish competition (Cummins and Danzon, 1991). Under this view, the objective of
regulation is to enforce a ceiling that will prevent prices from rising above a competi-
tive level and to protect consumers against unfair market practices.

In addition, the public may express a preference for regulatory policies to guarantee
certain market outcomes consistent with social norms or objectives. For example, most
countries have enacted compulsory automobile liability insurance laws to try to pre-
vent people from driving without insurance. The intent is to increase the certainty that
accident victims will be able to obtain speedy and adequate compensation for their
losses, but compulsory insurance also may create a presumption that the government
should ensure-that reasonably-priced insurance is available to all vehicle owners.
Residual market mechanisms also are used to provide insurance, sometimes at subsi-
dized rates, to buyers unable to obtain insurance through the voluntary market. A
common notion underlying these policies is that every individual should be able to
purchase certain forms of insurance deemed essential, even if it is necessary to subsi-
dize the cost for some individuals through restrictions on rate structures and
mandatory service requirements.
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G. Government as Insurance Supplier

A bascline issue for every govemment is determining the role of the private sector
versus that of the public sector in the provision of economic security. In established
markets, this issue, at any point in time, is already resolved and would not be the
leading regulatory issue. If the respdnsc is that government should be the sole insur-
ance provider, as it has been and remains in some markets, most other regulatory is-
sues become moot. Here, we are interested in private insurance markets that are being
liberalized or government insurance systems that are being privatized. In this context,
the issue is the extent to which national governments want to maintain a role as a pro-
vider for certain types of insurance.

Today, for the first time in many decades, perhaps the majority of countries subscribe
to the philosophy that government should serve as a supplier of insurance only where
some overriding social issue demands it or where the market has failed to respond ad-
equately to some perceived need and no market-based solution seems feasible. This
philosophy underpins most social insurance schemes. These programs typically pro-
vide basic retirement, disability, survivor and unemployment benefits. In addition,
most systems also provide both occupational and non-occupational health benefits.

In other instances, government provides insurance when policy makers have deter-
mined that the private insurance mechanism has failed to respond adequately to a per-
ceived need for insurance. The private insurance market often fails to provide needed
insurance services when the associated risk is not easily diversifiable; i.., the indepen-
dence criterion of the law of large numbers does not apply. Examples worldwide in-
clude crop insurance, earthquake i msurance, flood i msurance, nuclear liability insurance
and expropnahon insurance.

VI. POLICY CONSIDERATIONS FOR DEVELOPING INSURANCE
MARKETS

Our discussion above has focused on the economic tanonal and some practical means
for regulating the insurance industry. We now tumn to discuss some of the implications
of our approach to markets undergoing change. Liberalization, whether the result of a
trade agreement or developmental pressure implies that insurance market is going to
become more competitive. Most of our policy discussion focuscs on the development
of a competitive market and its implications.

A. Liberalization as a Means to Promote Competition

Many developing countries have made great strides to liberalize their insurance mar-
kets while others have farther to go. To permit maximum benefit to businesses and
consumers, each country must assess what it needs to do to establish fully competitive
insurance markets. A pro-competitive approach would rely on the market to determine
whether additional insurers were needed, not the government. Informed consumer
choice is ultimately the best arbiter of which insurers will serve the market.
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B. Deregulation as a Means to Promote Competition

Different philosophies underpin countries’ insurance regulation, as noted above.
Tightly regulated markets usually adopt a philosophy that insurers may do only that
which is expressly authorized. In other words, intensive regulation tends to rely on an
ex ante system of detailed oversight and approval. Such regulation can ensure a stable
market, but such markets are rarely innovative and provide comparatively limited con-
sumer choice and value.

Deregulation connotes a lessening of national regulation. The most critical first step
along the path toward reasoned deregulation is to allow insurers the flexibility to re-
spond to consumer needs in ways that are not expressly constrained or prohibited.
Market forces should encourage insurers to develop and sell products on terms that are
in the best. interest of consumers. Informed consumers should decline to purchase in-
surance from insurers that are inefficient and fail to respond to their needs. This phi-
losophy argues for greater reliance on an ex post system of oversight wherever it is
most efficient. Ex anfe regulation will remain appropriate for some areas, such as in-
surer licensing and solvency oversight, where certain market failures are best ad-
dressed by imposing minimum standards and prohibiting activities that could harm
consumers. These will include situations where lack of information, principle-agent
problems, and unequal bargaining power between consumers and insurers can lead to
abuses that should and can be prevented by regulators.

In some countries, the prices and products require strict regulatory prior approval.
Prior approval and other restrictive approval approaches tend to retard adjustment of
prices and product innovation. Such actions should be unnecessary in a competitively
structured market. In addition, government-imposed limitations on distribution chan-
nels that could serve the market more efficiently are inconsistent with a market-driven
regulatory philosophy.

While further deregulation seems appropriate in certain areas, we must reiterate that
increased regulation and more intensive monitoring will be necessary in some other
areas. One of the consequences of a system of strict regulation — as existed in the
past — is that less regulation was needed to ensure that consumers received substan-
tial information with respect to policy disclosure or about the insurers backing the pol-
icies. The government assumed responsibility for ensuring that the product was fairly
crafted and priced and that domestic insurers were financially strong.

When a government moves from a system of strict regulation to greater reliance on
competition, some consumer protection functions shift from the government to con-
sumers themselves. Government should ensure that consumers understand that such a
fundamental shift has taken place. Consumers will need to become more active in
evaluating insurers and their products. Rating agencies can assist consumers in this ef-
fort. Government also should ensure that insurers provide adequate information to con-
sumers so that they are able to make good purchase decisions and protect their own
interests. The government itself may need to provide consumers with unbiased infor-
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mation where it is most efficient for it to do so. This approach will require additional
govemmenta] efforts to faclhtate informed ‘and prudent consumer choxces

C. The Use of 'l‘mnsparency to Promote Competition

Whatever the mode of market access, regulatory transparency is critically important to
ensuring a competitive market. Transparency means that national rules and regulations
underpinning market access and operations are fully and clearly set out and readily
available. This means that all insurers and potential market entrants have easy ‘access
to regulatory information to reduce barriers to entry and competition. It also requires
that all interested parties have the opportunity to comment on proposed regulations
and that due process is broadly available

Some countries draw mtemauonal crmcxsm for fmlmg to maintain transparency in the
government’s approach to forelgn insurers. The close relationship between government
and established domestic insurers has been cited, in particular, as being inconsistent
with the ideal of transparency. Transparency implies that regulators maintain an
*“‘arms-length” relationship with all insurers-and that some insurers do not gain an un-
fair advantage through pnvnleged assocnat:ons with regulators.

D. The Use of National Treatment to Promote Competition

After an insurer gains entrance into a market, the national treatment principle is in-
tended to ensure equality of competitive opportunity. Continuing investment restric-
tions as well as seemingly differential treatment in solvency regulation are cited as
practices inconsistent with the national treatment standard. These differences in treat-
ment can be barriers to entry that w1ll hmdcr competition and development of the
market. _ :

However, even a meticulous apphcauon of the national treatment standard can limit
effective market access. National-treatmént market-access barriers exist when govern-
ment restricts the number of competitors within its market, when it strictly regulates
Jinsurance products and prices such.that foreign innovators are hindered in exploiting
their competitive advantage, and, overall, whenever restrictive government regulation
accords existing (usually mostly natlonal) firms a substantial competitive advantage
over potential entrants. ,

E. The Need for Strengthened Competitioh Regulation

The three trends of hberahzauon. mtematxonahzanon and deregulation are expected to
stimulate competition and by that create incentives for innovation and enhanced effi-
ciency. Simultaneously, pressure increases on market suppliers to merge and to enter
various forms of cooperative arrangements. Such actions can lead to anticompetitive
behavior, thus nullifying hoped-for efficiency gains.

Governments intend competition law to prevent these types of market-power abuses.
For many years, certain anti-competitive practices (such as cartel-like behavior) were
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more the rule than the exception in protected markets. Although less prevalent today,
many such practices remain. Collusive behavior among insurers, whether sanctioned
by government or not, undermines competition and the exercise of market forces to
promote economic efficiency and innovation [See Swiss RE (1992)]. Competition reg-
ulation should be strengthened in markets where collusive practices hamper market
competition.

F. Consumer Protection

The more competitive a market, the more important is prudential regulation. The in-
surance regulator in a deregulated market faces more complex and difficult issues than
his or her counterpart in a strictly regulated market.

It is inevitable that some insurers will encounter financial problems in competitive
markets. Not all insolvencies can or should be prevented. Government’s delicate task
is to minimize consumer harm occasioned by such difficulties but without signaling
other insurers that mismanagement or other unsound business practices will be toler-
ated. Rigorous but fair enforcement of well-crafted prudential regulation is called for.

The emphasis of prudential regulation should be to prevent insurers from incurring ex-
cessive levels of financial risk and timely intervention when an insurer’s financial con-
dition becomes hazardous. This can be accomplished by reasonable minimum financial
standards, such as some type of risk-based capital requirements, and effective monitor-
ing of insurers’ financial condition. Such a strategy should include frequent informal
consultations with insurer executives to keep regulators well informed about poten-
tially adverse developments and enable them to steer insurers away from actions that
would threaten their policyholders’ interests. Resolving the problems of financial diffi-
culties for existing insurers should be a priority.

The move away from strict oversight of prices and policy forms should be coupled
with an active program of monitoring competition. This can be facilitated by financial
and statistical reporting by insurers. Such information must be collected and analyzed
to provide regulators with detailed and timely insights into the operation of market
forces. Economic theory and methods suggest several indices of market structure, con-
duct and performance that regulators can employ in an effective monitoring program.®
Effective competition monitoring will alert regulators to any emerging market
problems and enable them to implement measures to maintain competition and good
market performance. ' -

5. Hanson, Dineen and Johnson (1974) offers a seminal smdy on the vsmgii:' coupling of competitive
rating and monitoring competition, which was endorsed by the NAIC. This work has been updated and ex-
panded by several later studies and competition monitoring plans that provide valuable references for gov-
emments seeking to develop new regulatory structures. .
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G. The Path Towards a Competitive Market

An efficient, competitive market does not evolve overnight from a restrictive one. All
market players, including regulators and institutions, need some time to adjust to a
changed environment. Entry is costly, even with fewer entry barriers and a more trans-
parent system. New insurers will enter a market gradually as they perceive profitable
opportunities and establish a reputation among consumers. At the same time, the dan-
ger exists that government could move too slowly or fail to take all critical measures
necessary to support effective competition and protect consumers.

Deregulation and liberalization require the implementation of a reasoned, careful strat-
cgy containing all necessary elements. Objectives must be clear and benchmarks estab-
lished that will move the market towards the competitive ideal. At the same time, pol-
icy makers should take care to avoid creating unreasonable expectations for the
benefits of a more competitive model. It offers much but, as suggested throughout this
paper, government vigilance will become more rather than less important. Resultant
regulation will be less intrusive but should be more intense and selective in certain ar-
eas. Greater market volatility can be expected to accompany deregulation and liberali-
zation, as the market moves toward a cormresponding increase in efficiency. This fact
will demand more highly qualified regulatory officials and staff, especially in the tech-
nical areas. Sound research to support informed public policy decisions will become
more important, suggesting that universities and research organizations can be ex-
pected to play an expanded role in investigating key public policy issues and in mea-
suring market structure and performance. '

VII. . CONCLUSIONS

This paper has presented an overview of the important areas of insurance regulation
internationally. We also set out, in a general way, some considerations that seem appli-
cable to various countries in the process of liberalizing their insurance markets and
regulatory structures that will maximize the development of the insurance industry.
Obviously, the relevance of these considerations and their resolution for any particular
market requires detailed examinations of the specific circumstances and public goals
for that market. Still, a great deal can be learned from the negative as well as the pos-
itive experiences of regulatory systems in other countries, selecting and customizing
the best practices that will be responsive to a particular country’s special economic
needs.

Generally, consumers and the public will benefit from the greater choice and better
value that & more competitive market promises. This will further aid economic devel-
opment. At the same time, policy makers must exercise caution that the market does
not outpace their ability to provide reasonable consumer protection. The challenge for
policy makers is to ensure adequate consumer protection without unduly delaying
needed reform.
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