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INTRODUCTION

1. This seminar, .held at Prague from 20 to 31 October 1969, was the first United
Wations inter-regional seminar on insurance and reinsurance. It was organized by the
United Nations Conference on Trade and Development (UNCTAD) in co-cperation with the
Government of the Czechoslovak Socialist Republic within the framework of the United
Mations Development Programme (UNDP). The offer of the Goverament of Czechoslovakia to
invite the seminar to Prague was conveyed originally by that country's representative
to the Committee on Invisibles and Financing related to Trade at its second session,
during the discussion of questions of technical assistancel/. Within the United Nations,
the Division for Invisibles and the Technical Assistance Co-ordination Unit of the
UNCTAD secretariat and the Office of Technical Co-operation at United Nations
Headquarters dealt with the organization of the seminar. In the hest country, the
Government of Czechoslovaltia sppointed the Ceské Statni Pojistovna (Czech State Insurance
and Reinsurance Corporation) as the Government agency responsible for the organization
of the seminsr in Czechoslovakia,
2. The purpose of the seminar was to provide an opportunity for senior Government
officials concerned with insurance and exescutives of the insurance indﬁstry in
developing countries for discussions on the most important probléms facing insurance
and reinsurance today in the context of the objectives of economic development and of
building and strengthening national insurance markets in developing countries. The
discussions coverad the following subjects (each of them corresponding to one of the
chapters of the present report):

(1) The economic role of insurances

(ii) Life end accident insurance;

(iii) Non-life insurance;
(iv) Marine cargo and hull insurance; .
(v) EainSurance; '

(vi) BRelations between the State and the insurance industry; legislation and
supervision;

(vii) Insurance institutions and organizational aspects;

(viii) Insurance statistics, including applied mathematics and cybernetics.

——nr

1/ TD/B/118/Rev.l - TD/B/C.3/51/Rev.l, para. 28.
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3. In order to facilitate the work of the seminar, discussion papers were prepared

in respect of each of these subjects by cxperts in insurance and reinsurance chosen by
the UNCTAD secretariat from both developed and dasveloping countries and socialist
countries of Eastern Europe. Summeries of the discussion papers were circulatsa to
the participants in advance. In addition, overy participant was requested to prepare
a contribution in writing on one of the subjects on the seminar's nrogramme, with
particular reference to insursnce in his own country, preferably dealing with economic
aspects of insurance and reinsurance transactions., Many participants availed themsclves
of this opportunity and submitted to the UNCTAD secretariat a considerable number of
such country papers dealing with the various topics on the agenda. Owlng %o the
limitations of space it is not pogsible to reproduce these contributions in the present
report, which contains only the discussion papers propared by the lecturers and a
summary of the discussion which followed ecach lecture,

4e  The official languages of the seminar were English, French and Spanish.
Consequently, all the discussion papers and the written contributions by the
participants were submitted in these three languages. The discussions at the seminar
vere zlso conducted in these languages.

5., The seminar was attended by 56 participants from 53 countries eligible for

United Nations technical assistance, For this purpose, 53 fellowships were granted to
participants coming from countries in different stages of development, and having
diffafent economic and social systems, in Africa, Asia, Latin America and Furcpe. Each
country raceived one fellowship only. Three countries sent a sccond participaat at
Government expenss. The seminar was also attended by representatives of several.
organizations as observers, A list of the lecturers and of the participants is given
in an canex to this report. ’

6. The geographical distribution of the participants was as follows: Africa 22
participents, Asia 16, Latin America 12, Rurope (including socialist countriass of
Eastern Europe) 6 participénts. Thirty-four participants were senior Government
officials and 22 participants were executives of national insurance and reinsurance
institutions or ropresented national insurance associations. The keen interest of
Governments of developing countries in the seminar is shown by the fact that they

nominated over 150 candidates for seslsction as participants,
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7. The present report ias not submitted to the scailnar for apnroval, but constitutes
a succinet. account by the UNCTAD secretariat of the main points of the discussion
rather than a set of agreed statements on the conclusions reached by the participants.
At the same time it should be bornc in mind that the views and opinions eipressed in

| the signed discussion papers are those of their authcrs and do not necessarily imply

tha expréssion of any opinion on the part of the UNCTAD secretariat. .
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Chapter T
THE ECONOMIC ROLE OF INSURANCE

A. Background paper by Mr. Karel Urban (Czechoslovakia)

1. The economic functions of modern insurance fall into three main division:

(2) Goﬁpensatory activity, that is, the distribution and reparation of losses by

means of an insurance comminity {including payment of the face amounts of 1life insuranc:
policies), which is of course the main and paramount function;

{b) Efforts to prevent accidents and other casualties;

(¢) The accumulation of capital, and the important part played by insurers in investmer

Compensgatory function and prevention activity

General observations
2. The results of every human endeavour are threatened and at times destroyed by

dengers ("risks") arising from the following sources: (1) forces beyond the control of
men; (2) the action of others; and (3) the action of the person endangered.

These risks may be covered by prevention, by assistance or by providence.

Prevention would appear to be the best method, if the risk could be sliminated
altogether.  Actuelll, however, prevention is rarely so effective, especially where
the forces of nature are ccncerned.,

Assistance depends on other people. It was cne of the first methods of repairing
loss to be used, but has always remained uncertain or Inadequate, at least when nct
based on the concept of social solidarity. In general, assistance makes only partial
and temporary reparation. Moreover, it implies a certain degree of inferiority on the
part of the person assisted.

Providence is the method mest relied upon. It is exercgised by the endangered

person himself. In its broadest sénse, providencc always invelves a withholding from

current resources to meet future needs. Insursnce is providence in its most highly

developed form. .
3. Among our distinguished guests there are a number from Africa, and it might not be

inappropriate to mention a possible historical episcde, described in the Bible,
concerning the wonderful civilization of ancient Egypt.

4o Jogeph's interpretation of Pharach's dream led tc the formation of a stock of
grain out of the surpluses of the seven fat years in order to meet the deficits of the

seven lean years. It was necessary to creatfeextraordinary reserves. This act of
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providence, Planned and exccuted by the authority of the State was, of course, not‘

yet insurance.  Apart from other distinguishing features of insurance, Pharaoh's

action lacked its chief characteristic, namely, the immediacy of the protection afforded.
Actually, what Pharach was doing was only saving. Saving always requires a certain |
amount of time for the accumulation of a sufficient quantity of funds before it can
become effective, whereag insurance provides immediate protection against the
uncertainties of the following day.

5, It is often thought that the only ones to benefit from insurance are persors who
suffer a loss and are compensated. That 1s not true. The insurer's premise to
compensate the insured is by itself already a service. The insurer is selling
security. This is the essential element c¢f the service he provides. By means of
insurance, the uncertainty of the future as regards the possibilities of disaster

and the extent of the loss incurred is transformed into a limited, relatively modest
sacrifice, the insurance premium. This i1s a fixed amount and anyone exposed to
uncertain events can include it in his budget.

A few more words about prevention:
6. The German saying, verhuten ist mehr sls verguten, expresses the basic truth that

it is better to provent damage than to repair it. In the 1920s and 30s 1t was some-
times argued that insurers oughf not to concern themselves too much with prevention
because that might wWltimately bring about a decline in the demand for insurance.
Today, this kind of attitude is unheard of, Prevention activity now cccupies an
important place in the programme of insurers the world over. The insurer dces not
himgelf produce material goods. He operates solely in the financial sphere. Where
the compensation paid indemnifies for a purely financial injury (ﬁpr example, in
insurance against certain business losses, gte.) it fulfils the economic purpose of
insurance. But where there iérmaterial damage, it is still necessary to reconstruct
or restore what has been destroyed, damaged or lost. Losses of this kind always
mean an impoverishment of the community, and it is in the interests &f the country

as a whole to eliminate or at least to minimize them. In Czechoslovakia, for example,

prevention is regarded as one of the essential functions of the insurer, and it is a
mandatory activity of both the Czech and the Slovak State insurance bodies by the
very legislation which governs their operations (Law No.82/66, para.l),
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7. For insurers in the capitalist countries, whe;e prevention activity is not
required by low, prevention is no less important. In this field, there is close
co-operation by insurers (often through their professiciial associations) with various
agencies or prograrmes (fire departments, research laboratories, investigation of
certain techniques, ete.). Among the instruments employed to prevont firc . is the
premium~fixing policy. Factorics which do not adopt adequate safoty and protection
measures find themselves penalized by the premium schedule, inasmuch as these tlat
are properly protected enjoy substantial reductions. Similar methods are used in

other branches of insurance.

Significance of dnsuranecs in the main branches of economic zctivity

8. We shall now examine some special uses of insurance in the production and
circulation of goods, in particular in: (1) agriculture, (2) industry and (3) transport
and trade; after which we shall take up (4) the sphere of personal interests, that
1s, the private interests of natural persons., We shall do no more than present scme
general ideas since the various branches and types of insurance are to be dealt with
in specilal papers.

Agriculture

9. Although agriculturc is no longer considersed as the sole source of the wealth of
nations (a doctrine teught by the FPhysiocratic School two centurics ago) it is still
given much atteantion by Governments because it meets an essential necd, the need for
food., The possibilities of preventive action in agriculturs are very limited. It
is mainly in animal husbandry that prevention measures can have satisfactory results.
Czecheslovakia can boast of great succegs in this sphere singe the conversion of
agriculturé from private {o collective farms. The close co~operation of the
veterinary services has helped to bring about a considerable reduction in losses

from "livestock mortallty“

10. Ia farming, however, .prevention is almost impossible while the crops are
"standing”., We are still*impotent before most of the forces of nature. Hail, the
worst scourge cf agriculture, has been the subject of contimuous research (in France
and -Switzerland, for example), but so far no effective protection has been found,
duspltp some rcmarkable experiments carried out recently with silver icdide in France.
11. Thu fact that effective prevention is impossible brings out clearly the role of
insurance in agriculture. The amount of damage done to agriculture by natural forces
is sc great that in many countries the State itself has engaged in certaln forms of
agricultural insurance. This is a development whieh is not confined to the socialist

countrics, In a number of capitalist countries, toc, the State intervenes, for



‘ | \

| TD/B/C.3/83
page 7

example in France (insurance against agricultural calamities), in the United States
{crop insurance), ind Japan, and eclsewherc. The State's role, in most of these cases,
is not to replace private insursnce but to supplement it.  An important point is that
agriculturel insurance schemes now cover not only the so-called conventional risks

but also risks not formerly coversd, such as floods, prolonged drought, excessive
wetness, spring frost, ete. This topic is elaborated in a special report.

Industry

12. Industry differs from agriculture in that it offers a vast and varied array of
insurable interests. It can be said that industry, in its broadest sense, constltutes
the clicntele of almost all the main branches of insurance. We can cven include such
forms of personal insurancc as the various group insurance schemes and the employers'
funds tc provide supplementary retircment pensions. In adiition, there are the types
of insurance cspeclally created to meet the needs of industry, such as insurance against
wilful damage to machinery, against certain business losses, etc.  Among the various
types of liability insurance, that of post-delivery liability insurance is of special
importance in view of recent developments in the lcgal systems of some countries where
consumers are protected by severe laws and regulations.,

13. This leads us to the question whether it would be possible tc cover generally all
the risks to which a businessmen might be exposed. The answer must be, nc, The
aggregate risk to a business, that is, the sum of all the dangers which beset the goal
of the undertaking, is not insurable. To attoempt to guarantee the financlal success
of every economic venture without regard, for example, to market conditions, would be
to hinder progress. One may recall in this connexion the plan of Lassalle, the
nineteenth-century German socialist, who tri:d to make insurance a panacea. He
proposed the establishment of an "Insurance Union" which was to organize production

in such a way as to eliminste risks. This was & utopian scheme which can never be
realized. 7

14. We shall now consider the evolution of ideas on industrial insurance in
Czechoslovekia, as a country of the socialist type.

15. One of the most important of the reforms carried cut in the socialist countries
hQS bégp‘Phe”nationalization of industry. At first, this phenomecnon gave rise to new

Opiniqns concerning the value of insurence for nationalizcd industry. In the capitalist

;/ See chapter VI below.
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countries, the industrial sector usually consists of a multitude of private businesses,
all of which are exposed to an afireciable common risk of partizl losses. In the
socialist couﬁtries, on the other hand, a single entity, the State, has become the
owner of all of industry - apart from scme small-scale production in co-operative, ete.
The optimistic faith in the omnipotence of the socialist State, so typical of the
begimming of these reforms, under-estimated the economic importance of insurance for
State-owned industry. In Czechoslovakia, some circles asserted that the conclusion
of separate insurance contracts was uneconomical and that all that was necessary was

to impose a tax on industry to build up 2 common insurance fund.

16. There is no point in discussing here the spirited debates on this subject of more
than twenty years ago. Suffice it to say that Law No.86/1952 categorically prohibited
the Insuring of State property. In the reforms introduced in Czechoslovakia in the
autumn of 1966 (the new system of management and control), that prohibition was lifted.
The value of insurance services was again recognized, even for State enterprises.
Prevention J

17. The main concern of preventive action in industry (apart from the industrial
accident risk) is the danger of fire. As we know, the results of industrial fire
insurance have not been very satisfactory in recent years, and efforts have been made
to improve the situation. Insurance companies can make an effective contribution to
prevention when they have specially qualified staff who can investigate the individual
fires and identify their causes. This is especially irue, for example, of United
States companies with their "engineering services" which, among other things, carry out

a detailed inspection of the plants to be insured, and evaluate the precautions taken

and the safety arrzngements made, before any insurance contract is signed.

Self~insurance
18. Self-insurance, in which the person expcosed to various risks acts as his own

insurer, is theoretically bossible for any risk. But it is in industry that the idea
is most common, for it is there that one finds giant énterprises possessing the vast
financial resources needed for the purpose. Such enterprises often entertain plans
for establishing a fund, within the enterprise, consisting of the money which would
otherwise “have to be paid Yo an insurance company as premiums. Self-insurance would
be possible, in principle, provided that the risks are sufficiently mumerous and
varied to allow the application of the law of large numbers (a multitude of units such é
]

as workshops, stores, vehicles, etc., territorislly dispersed). If this condition
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is not met, the fund in question docs not constitute a self-insurance scheme; there
is simply nc insurance. Thus, when someone says that a contractor i1s self-insured,
he is often making a mistake.

Industrial accident insurance
It might appear to be out of place here to touch on industrial accident insurance.

19.
This risk belongs, of course, to the category of personal insurance, and furthermore

in meny countries it is covered by soclal insurance.

26. However, it has also been dealt with in other ways as, for instance, in the United
Kingdcm and the United States.  The ninetesnth-century British "Employers' Liabllity
Actt established the employer's liability for work accidents due to his negligence.
Later, another statute, the "Workmen's Compensation Act", instituted insurance fer

the victims of accidents which were not the fault of the employer. The cost of this
insurance are borne by the industrial enterprise. A similar spproach iz found in the
United States. It looks upon the economic injury suffered by industrial workers (or
their families) becausec of work accidents or ocoupatidnal diseases as part of the cost
of production. The price of the product must cover this item of cost just as it does
similar items for wear and tear of eguipment.  Such an approach makes the industry
itself bear the cost of this insurance.

Compeny pensicn funds
21. Perhaps this is the place to mention the varicus types of company funds set up

for the benefit of employees of industrial enterprises. These funds are usually based
on the prineciple of group life insurance. The cost of the insurance may be shared
between the employed and the employees, but there are cases where the employer pays

the entire premium. Formerly, in many a country, before the days of general social
insurance, some of its purposes were served by such company’funds._ Nowadays, their
function is usually to supplement benefits received from social insurance, particularly
old-age pensions. It is clear‘fhat in this way insurance helps industry not only
economically but alsc socially.  The existence of these funds strengthens the bonds
between the workers and the enterprise, and contributes to sccial harmomy.
Iransport and trade o .

22. Whatever is produced must be sold and must be carried to a place of consumption.

These are operations in the circulation of commodities and they include transport and

trade, where insurance plays a very special sconomic role.

[ R R
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23. Transport insursnce is the oldest branch of the insurance industry. Since a special
paper is to be presented by an expert on this subject,l/ I shall confine myself here

to a brief historical sketch.

24. Certain written regulations dating back more than seven centurizs refer to trans-
actions in marine insurance in the form of bottomry loans. They are the "Rolls of
Oleron' applicd in Flanders, which are believed to go back to before the year 1250.

At almost the same time the other cradle of marine insurance began to develop in Ttaly
(among the Lombardy merchants). It is from there that we have a document (preserved in
the archives of Genoca) which is rugarded as the oldest extent insurance contract. A
century later there appeared the Ordinances of Barcclona dealing with rules of marins

law cnd matters of insurance, These ordinances governed the maritime traffic in the
Netherlands also, during the pericd of the Spanish occupation. This exp;ains how, for
example. the word Ycargc®, which is Catalan, came into use all over the world. TUp to
the discovery of America, England was, sc¢ to spesk, on the fringe of thuse developments.
But as Bngland graduelly beceme the mistress of the seas, she slso beceme the place where
medorn transport insurance developed. It is Bngland which really built up this branch,
with the marine insurance policy as its constant guide.

25. With the expansion of the means of transpert during the nineteenth century (building
of razilweys, increased use of inland waterways, etc.) insurers began to include land
risks in their policics: liebility was no longer limited to the voyage by sea but also
covered the overland journeys, either separately or in conjuncticn with (before and
after) sea transport. Thus was born the well-known "“warchouse to warehouse®" clauze,

26. The vast incrsase in motor transpert, which is exposed day and night ‘o the hazards
of the road, has greatly extendsd the insurance of overland tPansport risks.

27. Today we are witnessing a spectacular expocnsicn of air transport. Insurance is
2dapting itself to this form of transpert also, and keeping pa}e with coversge needs.
Everyone 1s no doubt aware of the problsms arising today from the great increase in
values exposed to the risks of alr transport, not solely becsusc of the snormous cost

of modern aircraft (hull riék), but also because of the liability of the carrier,
particularly for passengers, since the seating capacity of these glant aircraft is

being continually increascd. ‘ '

28, Tarlier we noted how valuable insurance was to agriculture and to industry. Transpor’
ingurance goes even further. In this gphere, insurance is not merely valuable; it is
indispensable.  Without it, internationual trade and traffic on the scale we know today

would hardiy ke possible.

1/ See chapter IV below,

oy Oy .*W"-'»-'
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29, What 1s the specific economic role of insurance in trads in the strict sense, that
is, in the operatioﬁé and transactions of distribution other than transport?

30, Let us pass over the types of insurance offering standard coverages for all kinds
of clionts, including, of course, businesses and banks, and look at some kinds of
coveragw which meet certain commercial needs.  They are, principally, the following:
credit insurence, surety and fidelity bond insurance, insurance against breach of
trust, cmbezzlement and misappropriation, and naturally also varicus kinds of liability
insurance, zmong others. In this last category the most interesting, in view of its
very recent development, is liability insurance covering goods after delivery.
Reference has already been made to this type of insurance in the section on industry.
But the delivery of goods direct from the factory to consumers is not the only mode of
distribution. = Most often, they are separated by a comercial network {general agent,
wholesaler, rctailer, cte.). And each 1link in this chain of intermedizries is in

turn sxpused to this liaebility, depending on the lawsg of the country concerned.

The sphere of personel interssts

31. The sphere of ingurable personal interests, that is, of personal intercsts other
than ﬁhose connected with some undertaking, moy be divided into the following two main
sectors: (a) property and liability insurance, and (b) personal insurance (life,
casualty, sickness).

32. We shall concern ourselves here only with some particular aspects of life insurance.
Life insurance is of special intorest not only because of its economic importance - the
volume of capital it assembles - but alsc because of itg unique origin which has no
counterpart in any other branch of insurance,

33. The idea of life insurance could not take shape until ofter the discovery of
mortality vates, something which occurred in England in the seventeenthrcentwqu
Previous efforts (such as that of Ulpianl/ in ancient Rome) had nof achieved accurate
results.

34. It was John Graunt; an ordinary London shopkeeper Interested in statistics, who

won a place in the history of insurance by being the first to investigate systematically

1/ Ulpien (170 - 228 4.D.), Roman jurist and comentator on the lex Falcidia, according
to which legacies left by a testator were not to reduce the entitlements of
statutory heirs by morc than threc-quarters of the estate. In order to evade
this law, testators begueathed life annuities. Ulpian noted in his cormentary
that it was necessery to determine the capitalizsd cquivalent of these annuities,
toking into cccount the probable longevity of the legatecs. He attached to his
cormentary a table giving life expectancy figurcs for different age groups.

Ulpian probably derived these figures from the information in the records kept in
the Romon temples.
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the phenomenon of the incidence of death among persons of the same age group. For
th .. purpose he analysed the mortality data ("bills of mortality’) of the population of
London.  The data in these bills" were not always preclise, and consequently the
mortality taeble drawn up by Grauﬁt was only approximately correct. HNevertheless, the
method he employed was the right one.  After Graunt, Edmund Halley, the Astronomer
‘Royal, drew up an accurate table. Halley published this table in 1693 in his book
entitled "An estimate of the Degrees of the mortality of Mankind drawn from the curious
Tables of the Births and Punerals of the city of Breslau®, The more precise informa-
tion contained in the records kept by the city of Breslau made it possible to

construct a much more accurate table, and, of course, the name of the famous astronomer
somcwhat overghadowed that of the simple London shopkegper. There is no doubt,
however, that the credit for this discovery must go to Graunt. Five years from now,
in 1974, life insurers will be commemorating the three-hundredth anniversary of his
death.

35. After this historical outline, let us return to the subject of the economic role
of 1ife insurance. It ig part of the very notion of life insurance that it is the
duration of 1life which is the criterion for measuring the risk. This risk must be
concelved of in two ways: from the point of view of the insurer it masy mean both the
risk of death and the risk of survival (the latter particularly with respect to
endowment insurance),

36, What interests are covered by life insurance? The value of a man as a living
being cannot be expressed in terms of a sum of money, whatever the amount. It is

the eccnomic goals linked tc a man's 1life which form the subject-matter of 1life
insurance. _
~ 37. Of all the different kinds of insurance, straight life insurance may be considered
the least selfish, for it 1s always a person other than the insured who is the
benefliciary. This form of 1ife insurancs always aims at the protection of the economic
interests of those who are dependent cn the insured. Before the introduction of
social insurance systemg, life insurance afforded the besgt protection for dependants,
and it still does in so far as it supplements other forms of security (social security,
company pension schemes, etc.).

38. The second main role of 1ife insurance is that it is a form of saving. Life

insurance meets the need for saving by offering a host of different types of insurance

which serve this end {the most common being "ordinary" life insurance). This insurance
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is the type that is the most popular throughout the world, and it is this kind which
is the principalvéource of the insurer's mathematical reserves. However, the role

of life insurance as a method of saving has nothing to do with its purely compensatory
role, with which this section is concerned. We shall revert to the former aspect

in the next section, concerning investment. We may note in passing that a life
insurence policy is often an indispensable element for obtaining credit, even in the:
very simple form of term insurance. However, in connexion wiﬁh the repeyment of a

mortgage or the bullding of a house, use is often made not only of the term insurance

mentioned sbove, but also of various combinations of ordinary 1life insurance (home
savings insurance, mortgage insurance, balance-due insurance, etc.). The outstanding
role of life insurance in this connexion is dealt with in a special paper.

3%. The main differences between 1life insurance and all other kinds of insurancec may
be summarized as follows:

(a) In life insurance the occurrence of the event insured against is always
certain;

(b) In life insurance the loss suffered is always in the nature of a total loss;
there are no partial losses; '

(c) Since life insurance belongs to the category of fixed-sum insurance, no
assessment 1s made of the loss suffered: the iInsurer is required to pay the full
agreed amount;

(d) Life insurance rates are established on the basis not only of statistical
data (mortality tables) but also of the technical interest rate (bases of computation);

(e) The risk of death increases for each perscn as he grows older., The life
insurance premium, on the other hand, is calculated in such a manner that it remains
unchanged throughout the term of the insurance (or it is even successively reduced -
as in the case of so-called descending scales of rates). This necessitates the
setting up of mathematical reserves - even for the temporary kinds of life insurance.
When the 1ife insurance contract also includes savings, the establishment of such a
reserve is naturally gll the more important;

(f) The existence of thig mathematical rescrve makes possible a reduction in the
face amount of the insurance policy or its surrender in the event of cancellation
(but this is possible only after a certain lapse of time, which is specified in the
conditions);

(g) The insurer is not cutitled unilaterally to cancel a valldly concluded 1life

insurance policy, unless the premiums are not paid when due.

1/ see chapter IT below.

e —
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Insurarice companlce and investments

40. The investments of all the insurance companies in the world amount at present
(1970) to somethirg like $400,000 million., Some four-fifths of this vast sum
represent coverage for the mathematical reserves of the life insurancc branch.,

1. Obviously every company, while conforming to whatever legel provisions govern
investment policy (especially in the life insurance branch), endeavours to place its
investments where they will be most productive. And since it very rarcly happens
that investment in a single security simultancously mcets the three basic tests of
safety, income and ligquidity, we find that insuresrs' portfollos often contain a very
wide varioty of securities. This dispersal of investments is in itself an element
of protection and safety.

42. A1l that has just been stated applies, it must bc said, solely to the capitalist
countries., In the socialist countrics the situation is radically differcnt. In
Czechoslovakia, for cxample, where the Stete does not issue any securitices, where
mortgag: crcdit and a moncy market do not exist; and where industry is at prescnt
financed solely by bank credits, the possibilities of investment for the Czech and
Slovak State insursance entities are extremely limitcd: in fact their only investments
at present are bank deposits. This certainly simplifies things but at the same timc
it constitutes a substantial restriction cf income possibilitics,

43. To revert to the capitalist countries: in those countries insurers, although
required tc cbserve the provisiocns of the law, still have avery latitude to make a
free choice of varied investments, especially in the spherc of long-term credit.

bhe What is significant is that the capital accumulated by the insurance compenies
does not remain idle. It represents rescurces available for production.  Insurance
operates as a tool of capital formation when it brings together and turns into

capital small sums of money which would otherwise have remsined unused or have been
spent. This applies particularly to life insurance companies, for thesc, as we know,
are not uxposed to the same variations in the occurrence of claims as companies
engaged in cther branches of insurance. Consequently, thcy do not usually need to
mobilize their reserves in order to meet their commitments towsrds the insured or their
beneficiaries. 8o long as busincss is normal, the premiums currently collectcd are
more than sufficlent to cover these disbursements. It is for this rcason that life

" insurance concerns are precisely thosc capable of making long~term investments.
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45. Thus, obove and beyond the services it ronders to its customers, that is, the
individual insured persons, insurance also fills an oextremely important economic role

as an accumulator of capital, from which the entire country bencfits.

Social insurancs

46. Social insurance, alsc, mey accumulate large amounts of capital for long-term
savestment contributing to economic development, This 1is only possiblc, however,
where the social insurancé gystem operates on a capitalized basis, There are, broadly
speeking, two main systems of social security, particularly as regards old-age pensions.
Thore is the orthodox system - social insurance in the real sense of the term - which
is based on actuarial principles and characterized by the asscssment of contributions
and the setting aside of mathematical reserves, One of the most modern execmples of
this system is to be found in Sweden.  The other system has neither contributions

nor mathematical reserves: it is the system of budgetary allocation, whers the annual
costs are covered by the State budget. This is the system in force, for example, in
Czechoslovakia, There is also what might be considered a third type, which is
characterized by the assessment of contributions (from employers and employees),
supplemented in part by State appropriations, but which has no mathematical reserves.
in example of this is the prosent system in Britain.

47. There are good theoretical argumenmts both for and against cach system. But the
problem here is not merely an actuarial ons: it is at the same time an e conomic and
political problem. Leaving aside the purely finencial aspects, we find that basically
social insurance involves striking a balance betwcen the needs of the inactive sector
of the population, on the one hand, and the surplus in excess of the nceds of the
active sector, on the other, In cther words, the working part of the population
supports the non-working part. When the matter is viewed in this light, it is fair

to say that those who oppose gdystems involving capitalization are to some extent
Justified in maintaining that the accumlation of mathematical rcserves is unnecessary,
and that what is decisive is the healthy and continuous development of the ontirc |
national econcmy. But what they often fail to realize is that where the capital
constituting these reserves has been carefully invested, it does in faet contribute

to ceoneomic. development and to the creation of real values. It is regrettable that

purely ecunomic end technical considerations can be erased by political arguments.
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48, Actually, in the world today, there are different versions of the two main.

‘systems of social ingurance. Some of these came into exdstence in the years followin
the Second World War or have been introduced quite recently. In a few more years it
will be possible to compare them and to assess their merits and their defects. It
is, however, clear, even now, that the abandorment of schemes involving capltaligzation
has done irreparable harm to the very countries which need capital, for it has

eliminated an important source of capital for long-term investments.

Effects of the economy on insurance

49, TUp to now we have been sexamining the benefits of insurance to the economy. It

would be appropriate at this stage to consider also the opposite relationship ~ the

repercussions of economic phenomena on insurance.  Insurance gives, but it also
receives, and 1t receives when it 1s influenced by economic changes.

Monetary stability

50. 1In most countries inflation is a very frequent subject of discussion at the
present time. Insurance, itself a stabilizing and anti-inflationary factor (in that
it freezes a portion of the current purchasing power), suffers from any monetary
depreciation. Life insurance, in particular, with its long-~term contracts, is
especially vulnerable. We are zll aware of the cases of disastrous inflation in
which the value of the monetary unit tumbled to a tinmy fraction of its original

value, and of various monetary reforms which were almost tantamount to confiscation.
Such episodes have always been extremely harmful to insurance in the eyes of the public,
and insurers have had to make great efforts in the sphere of public relations to
restore faith in insurance after it has been shsken through no fault of their own.

51. Today, it is true, we no longer see rampant inflation verging on catastrophe.
What is disquieting, however, is the slow and continuous erosion of the value of the
currency in certain countries. And the most disquieting thing of all is that this
erosion is sometimes accepted as an incurable disecase, When we read, for example,
that some Americen economists foresee a regular deprecistion of the dollar at the rate
of 2 per cent per anmum and describe this phenomenon as a "growth factor", we cannoct
but conclude that this chronic erosion has been accepted as inevitable.

52. Insurers are naturally seeking safeguards against this depreciation. As early

as the 1930s they began to conclude some contracts tied to costs, starting in the fire

insurence branch, where reciprocal commitments were tied to the index of building costs.
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{ rcad about some Italian life insurance policies based on the stock-market index. The

Tn other branches, too, insurers have had recourse to such policies. Last year we

spread of various ways of participating in "unit trusts" is no doubt alsc due, at

% least in part, to uncertainties about the fate of the currency.

53, All these defensive measures can only partially offset the drawbacks of monetary
{ depreciation. Inflation always defeats the pirpose of insurance. Stability of the .
purchasing power of money is a basic requirement for the satisfactory functioning of
insurance and its capsacity wholly to fulfil its economic role.

Economic cycles
54, In periods of prosperity, it is easy to sell insurance, the total amount of

insured capital rises, snd premiums are paid regularly.

55, In times cf depression, however, insurance feels the effects of the disturbance

of normal conditions: few new policies are taken out, business declines, the fall in
the value of interests exposed to risk necessitates refunds (cancellations increase).

56. Another consequence of economic erisis 1s seen in the claims rate (the ratio of

losses to premiums). In times of depreésion, this rate usually rises. This
rhencmenon, which is affected by psychological factors, is particularly evident in the
spler. of property insurance. It might seem unlikely that such rerercussions should
be felt even in social insurance. Nevertheless, such effects have actually been
observed. In 1927, a Prague professorl/ published an analysis of statistical data
showing & correlation between the development of unemployment and that of sickness
among workers. Tﬁis analysis revealed a tendency among the working population, when
threatened by unemployment, to escape the worst consequences of the econcmic erisis
by this means. ‘

Abundant production and asdecuate supply on the goods and services market

57. We must now consider one ﬁgre pcint or, rather, one more cconomic condition which
is essential if insurance is fully-to serve 1ts purpcse with regard to property.

There must be a sufficiently saturated free market, having an abundant, or even surplus,
supply of goods and services so that an object that has been destroyed, damaged or

lost may be speedily repaired or replaced. Let us lock at an example:

58. An insured house is destroysd by fire. In a country where the building industry
functions efficiently, unhampered by a shortage of materials or manpower, or by

uncalled~for interference from high-handcd state authorities, physical reconstruction

1/ Dr. Jaroslav Jauko, in a report on the periodicity of sickness and unemployment,
Presented to the Eighth Internstional Congress of Actuaries in London.

_
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(restoration, to the condition prior to the casualty) is only a matter of having
sufficicnt rescurces, and these arc forthcoming from the compensation paid by the
insurer, On the other hand, in & country where the conditions in question are not
satisfactory, the injured person will, it is true, rcceive the compensaticn payable,
but the physical restoration of the damaged property may ofton be rather difficult or
at any rate considerably dulayed.

59. This is but onu of many possible cxeamplcs and the subject, naturally, is not
confined to demagce from fire. Similar difficulties may arisc wherever there is a
question of the repair of physical damage. We know, for example, what special
cornplications may arise when it is neccssary to obtain spere parts for metor vehicles,
etc. As regards the insurance of items whose replacement or repair can only be
effected through deliveries from sbroed, consideration could be extendcd to include
such questions as exchange regulations, currency convertibility, and so on. Howewver,
~ such aspects are beyond the limits of our subject.

60. I hope that the few examples given have sufficiently shown the close connexion
between insurance and a country's eccnomic life, Ingurance is cn index of a country's
ceconcmic conditions and even of its civilization.  The morc highly devoloped a
civilization, the greater are the risks; the more nccessary, then, doos insurance
become, and the more developed and widespread it is.

61, It is true that the position of insurance in & country depends also on that
country's politiccl structure. The question of "Insurance and thce State! covers a
great many very interesting polnts, and this topic forms, in fact, the subject of =
anothoer paper.l No-one, I am sure, today questions. the value of State supervision
of insurance. But this neccssary supervision must not be confused with a rigid
control by the State, claliming the right to interfere directly in the management and
even the dzy-to-dey opcraticns of an insursnce organization. Tvery insurance company,
if organized and operated as.a commercisl undertaking, must have room to pursue its
activitios and make its own decisions.

62. The same atmosphere of frecdom should likewise prevail among all the customers of

insurance, permitting them to govern themselves in accordance with their own needs.

B. Summery of discusgion

63. Many participants cmphasized the importance of insurance as on economic activity
providing proteclion to individuels, industry, agriculture and other sectors of tho

geonoriy ry sprecding the financial burden of such protecticn over a wide community.

;/ Sce chapter Vi1 beldw.
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They rocognized that, by the nature of its econemic activity, insurance has some

smportent sccial effects, which cught to be considered inseparable from i1ts main ¢
seononiin functions. The developing ccuntries ghould therefore attach specicl
importance to measures aimed at the establishment cor strengthening, as the case may

te, of their national insurance markets in order to provide the insurance services

*hat may be required at a reasonable cost. Under the conditions of growing demand

for insurance in developing countrices the efficiency and better organization of
insurence services are of great importance,

64. Practically all the participants who spoke on this point emphasized that it was.
for each developing country to declde which institutional system of insurance to

adopt. While some spsakers from developing countries referrcd to the role that may bo
played by the privete sector in achicving tho goale of the national insurence markots, othor
participants étressed the role of the public sector, Some of the latter stated that
their countries (e.g. India, Ceylon, Tanzania, Irag, U.A.R.) adopted an institutional
form of organization of thelr insurance services, based partly (for some branches}

or entirely on a State monopoly.  According to several speakers, direct State
intervention represcnts an obvious solution in cases where without such intervention,

a national insurance market does not seem to be materializing guickly enough. _
.65. Perticipants from the socialist countries of Eastern Europe cxplained that in the
context of a socialist cconomy, based on the sociel cwnership of the means of
production, insurance services were organized in the form of a State monopoly. In
guch an economy, the investible funds of the insurance industry became readily
available for use in conformity with the general economic plans of the country. This
was the position irrespective of whether the insurance services in a socialist

country were provided by one or by several institutions. In the case of cne socielist
country it wes stated that its insurance institutions could potentially compete with
cach other. 4 4 7

66, According to many speakers, in most countriés insurance and reinsurance serviceg,
whether nationalized or private, were organized on commercial principles, though in
Some countiiles the earning of profits was not necessarily the frincipal objective of
insurance services. Profit-making and non~profit-making forms of imsurance may exist

side by side within a given insurance market, It was pointed cut in this conncxzion

that hon-profit-making formg of insurance serviccs, such as mubual or co-operative
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insurance societies, might have a special appeal to a developing economy and mere
particularly to its agriculture, where the demand for such services was still largely
unsatisfied.

€7. With regard to the much discussed problem of insurance capacity, i.c. the ability
of an insurance market to provide sufficient cover for all risks offered to it, several
participants considered that recent reports in the international insurance press did
did not seem to cover the problem adequately. In their opinion the magnitude of the
insurance capacity problem had been exaggerated, especially with respect to the capacity
of the international insurance market. The sharply rising trend towards riske of
very high values, in consequence of economic ccncentration and of technological
development, undeniably raises serious problems for the insurance industry. However,
it was thought that the capacity problem had bcen viewed until now, too much against
the background of the unfavourable technical results recorded in the past several years
by insurers and reinsurers in the developed market economy countries, especizlly with
respect to business originating in those countries.

68, Fear were expressed that the deterioration of the underwriting results in certain
areas might lead the main international insurers and reinsurers to harden in a general
manner their terms and condiiions. As a result, the developing countries in which
insurance business trends continue to be favourable might be reguired to provide a
compensatory cushlon for the unfavourable business results experienced In developed
countries. This in turn would have undesirable repercussions on the bhalance of
pgyments of the developing countries concerned,

69. On the subject of the potential contribution of insurance amnd reinsurance to
economic development, a number of participants underlined the Importance of effective
insurance supervision over ths finaneial stability of the insurance concerns and the
technical methods applied by them. This question is more thoroughly dealt with in
chapter VI below. ‘

70, Some participents referred tc the regrettable absence of the ilnsurance sector from
many economic development plans in developing countries. It was stated that insurance,
by providing the essential security, encouraged enterprises to undertake long term
ccmmercial and industrial activities; at the same time, insurance was an effective
instrument, through the funds which it could mobilize for the financing of all kinds

of economic projects. Higher priority and greater jmportance should thersfore be

given to insurance in the national development plans.
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71. With regard to the influence of international insurance and reinsurance trans-
actions on the palance of payments of developing countries, some participants
conaidersd that the net outflow was not the only material factor. Whenever there is
a time lag betuween the respective gross ocutflows (mostly premiums) and inflows (mostly
settlement of claims) resulting from internmational insurance and reinsurance
transactions, then the longer is the time lag and the higher the rate of interest for
loan capital, the more burdensome the operation becomes for the economy of the
developing country concerned. If the insurers in developing countries retained in
these countries the technical reserves (for unexpired risks, for outstanding claims,
etc,.), then such outflows of funds from developing countries would be considerably
reduced and would not tend to become tantamount to capital exports,

72, In the light of these factors, the participants considered whether greater and
better use could be made of the national retention capacity, with a view to léssening
dependence on reinsurance abroad. It was generally felt that many insurance
portfolios in developing countries satisfied the technical requirements for higher
retention 1limits, owing to sufficient diversification of risks and sufficiently high
safety margins. Whilst recognizing that it was advisable to follow cautious
reinsurance policies and to limit the retentions up to a technically sound point,

some participants emphasized that an excessively cautious approach, going Beyond what
was technically necessary, was detrimental to the economy as a whole. At the
regional level, increased exchange of business among developing countries was advocated,
but some participants pointed out the lack of information about the underwriting
facilities offered by other developing countries and the lack of co-ordination smong
themselves., This prompted a number of participants to request that market information
be collected and provided by competent internationel organizations.

73+ Practically 211 the speékers'from developing countries referred to the unfavourable
consequences of inflation with regard to insurance. They sald that the impact of
inflation was particularly severe in those branches of insurance where the contracts
were of a long-term nature, such as life insurance, or where the claim settlements
were spread over many years, as in the case of third party lisbility insurance,ithe
latter being affected by inflation through the higher monetary value of losscs because
of growing costs of repairs, higher court awards etc. In their efforts to mitigate

the damaging effects of inflation, the insurence and reinsursnce institutions resort

o a numbsr of measures. Three specific groups of measures were mentioncd in this
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connexion: (a) devising the investment pclicy in such a mamner that the assets
invested retain their resl values and appreciate pari passu with the inflationary

rise in prices; (b) introduction of various index.clauses in insurance policies

and reinsursnce treaties; and (¢) more particularly in life insurance, linking
insurance operations to equities and unit trusts operations. With respect to
developing countries, it was pointed out, however, that the possibilities of applying
these measures, and especially those mentioned in (c) seemed to be rather limited.
74. The question of inflation and its harmful repercussions on long-term insurance
business was considered in particular against the background of the important savings
component usually present in life insurance and the necessity of promoting savings

in the developing countries in order to wobilize funds for investment. It was
pointed out in this connexion that the savings rate, as compared with the domestic
GNP, was much lower in the developing countries than in the developed countries and
that in any case, this rate was toc low to £il1l the needs for financial resources for
investment. It was observed in this connexion that the corresponding rate of
personal saving in the Latin American regicn was actually negative in recent years.
Accordingly the importance of meking 1ife insurance accesgible and attractive to the
public wss generally recognized.

75. Many speakers urged that greater importance should be attached to loss prevention
by both the insurance industry and the State. It was emphasized that measures for
preventing losses might reduce considerably the unfavourable losgs experience recorded
in recent years in both developed market economy countries and many developing ones. -
Moreover, such measures would have the favourable consequences of lowering the cost

of insurance services and of enhancing their effectiveness. Ioss prevention was said
to be perhaps more important in the context of the whole economy rather than within
insurance industry as suoh'or within individual insurance institutions, not only because
the community had a greater interest in loss prevention or because part of its interests
were not insured, but also because loss preventive measures might be more effective if
applicd on a national or even on an international scale (e.g. cargo security, aviation

risks, pollution of the sea by crude oil, ete.).

T U — U S
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Chapter II
LIFE AND ACCIDENT INSURANCE

4.  Backsround paper by Mr. finanthachari Rajagopalan (India)

Life insurancs

1. As in other fields of human activity, in insurence also, invention came in
response to need. Trade and commerce between countries zre known to have existed
from very early days of history. These entailed transport of goods by ses, often
over long voyages. Since the risk of loss of the ship and/or the carzo by natural
perils or capture by pirates was ever present, the need for protection cgainst the
econonic consequences of those perils arose. Marine insurance of a sort was Therafore
known to the ancients, and the foundation of even medern marine insurance wos well
laid by the Itelians as long ago as the fourteenth century, £&s can be seen from

the following quotation from an unknown author, similar needs scenm to have given
rise tc short-term insurance on human life, though strictly speaking the transaction
is more akin to ascident iusurance:

Motice will be taken of what is practised in this country by those who
undartake distant voyages, as to the coast of Italy, Constantineplo,
Zlexandria or other like voyages in the Mediterranean snd Atlantic seas,

on account of the fear which they have of the galleys, fustes, and frigates

of the army of the Turk, or corsairs who make a traffic of the sale of
Christians whom they capture as well on the seas as cn land, which creates

an occasion for the masters and captains of this country, when they undertake
such voyages, to stipulate with their merchant freighters or others for

the restitution of their persons in case they are captured cnd this they can
do even for the people of their crew. In such a case the master must in the
policy estimate his ransom and that of his companions, at so ruch per head,
declare the name of the ship, the stay or touchings which it will make,

the duration of each stey and as tc whom the rensom is payable, The

ensurer is bound to pasy the sum for the ransom fifteen days after verification
end certificaticon of the ‘captivily without walting for the usual two nmonths
deley and without other formality of seeing freitege, »ill of lading or charter
partey;"

Later, in the seventeenth century temporary assurances seem toc have been giranted in
Britain in connexion vith fimarcisl transactions. Scientific life insurancz, an
expression with which wo associate long-term cover with annuel premiuns depuonding
upon age eiitailing accumulation of reserves periodical actuarial valuations and
distzitution of surplus as bonus, was however born ouly in the eighteenth contury.

2.  The reason for the late emergcnce of life insurance, or rether scicntific life

lnsuranee, is two-fold. Tirst, there was no compelling demand from trade and coilierce
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for such insurance, as was present in the case of marine or fire insurance. Also,
until a couple of centuries ago the conditions necessary for life assurance to
flourish did not exist., ILife insurance is essentially a long~term contract, It
involves pagyment by the policy holder of premiums over a period of years and trusting
that, wvhen the time for payment comes, the insurer will be willing and able to honour
the contract. This required conditions of general economic stability and a high
degree of sophistication in financial and cocrpcrate matters. Ancther contributory
Teason was that actuarial science, which is the basis of 1life insurance, did not

emerge as a sclence until the eighteenth century.

3. The following guotation from Equitgble Assurances by M., E.Ogborn explsains
succinetly why life assurance came when it dids '

"ife assurance was born in the middle of the period in England from 1740 +o 1780
which has boon alled Johnson's England, Here, as Trevelyan says, was:

'a Society with a mental outlook of its own, self poised, self judged, and
gself approved, freed from the disturbing passions of the past, and not yet
troubled about a very different future which was socon to be brought upon
the scene by the Industrial and the French Revolutions.,'

"Those engaged in mercentile, industrisl and professional occupations
subsisted on incomes or earnings which would be cut short by death. The
premature death of husband or father might reduce a family to extreme
poverty and distross. There was a need for 1life assurance protection, which
was probably most keenly felt by a provident and thrifty section of the
commmnity, though there were many uses for such protection in finanecial
transactions of various kinds.

"It appears, then, that life assurance came when it did because the
climate was favourable; England was prosperous; the mathematics of 1life
contingencies was at hand; and there was an unsatisfied demand for the
protection that life assurance can give",

4. Scientific life insurance was born with the establishment in 1762 in England of
the "Society for Equitable Assurances on Lives and Survivorships", the first insurer
to transact insurance business on scientific lines. With this example before them,
and the principles of actuarial science already well known, it was only a question of
time before others emulated the example of the £Equitable". Life assurance spread
rapidly, end today there are hundreds of insurers all over the world spreading their
protective wings over millions of policyholders.

5. With the rapid development of actuarial science, fashioning of different types
of cover to meet the varying needs of the public was not difficult. Today life

insurance gives & variety of insurance protection whose range is truly amazing,
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6; Among the more important developments that have occurred in this branch are:-

(i)
(ii)

Peyment of equitsble surrender values;

Incorporation of a non~forfeiture clause, that is, when a premium due
is not paid the policy does not lapse but is kept alive for a reduced
sum assured; alternatively loans are advanced out of surrender value;

(1ii) ?eriodical actusrial valuations and distribution of bonus;
(iv) dissue of with and without profit policies (earlier, bonus was fortuitous);
(v) industrial assurance and collection of premiums at the door;
(vi) non-medical business;
(vii) group insurance schemes;
(viii) pension funds, either domestic or in collaboration with insurance.

7. Perhaps the most noteworthy development in recent times is the emergence of
uwnit-linked and equity-linked policies. It is an attempt to relate the sum assured,
wholly or in part, to something other than the currency of the country (either shares
or units of a Unit Trust) and thus offset the effect of inflation. The objective is
no doubt laudable. Many have had the bitter experience of finding that the provision
they so thoughtfully made for their old age had been eroded by inflation. The weight
of insurance opinion, however, seems to guestion the utility and even the wisdom of
this step., What the unit trusts can do, the arguments runs, insurers can do better

and a better course would be for the insurers themselves to invest more heavily in
equities and other investments which are traditionally considered to be a hedge against

inflation.

during times of inflation and a policyholder in such cases may lose both ways.

It is also pointed out that a fall in the price of equities can occur

Accident insurance

8. Though in popular conception it is considered synonymous with Personal Accident
Insurance, the expression "Accident Insursnce™ is used to cover insurance other than
It is the most recent cof the four and could be

sald to have germinated with Personal Accident Insurance about the middle of the last

purely "Marine", "Fire" or "Life",

century, With the arrival of mechanised transport, the need for protection against
accidents was felt, and several offices came tc be established to transact this
class of business. From this to other classes of accident business was a natural
development, With the increasing complexity of modern 1ife, new types of covers
became necessary, So long as it could be proved that there was an insurable interest,
and no moral hazard was 1nvolved, no call for protection was beyond the ingenuity of

the underwriter, Among the risks known to have been covered are the loss of wvoice

by a sopranoc, accident to the leg of a dancer, birth of twins and failure to take
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the family name. These could not be termed a mo’'urn luvolouent. The older generatlons
of underwriters were no less imaginative. Nesrly two centurics ago a policy was

issued to the  Governor of Fort Marlborough in Sumatre ageinst the loss of the Fort

by its capture by the enemy.

9. Though technically no different from other types of miscellanccus in&lrance,‘
aviation insurance bids fzoir to be the most troublesome because of the immensity of

the individual risks. The asccumulated risk on a jumbo jet carrying upwards of 400
passangers is truly colossal.

10. The very definition of accident insurance gives an idec of the variety of risks
involved. sn indication is given under the head "types of insurance busiuess",

Economic prerequisites

11. 4n econcmy wherc the individual is free to acquire and disposce of property is
implicit in any discussion on {commercial) life assurancs. The development of
insurance in such an economy depends upon a variety of factors of which the more
important are the need and the means. 4

12, Ignoring variations due to factors like famiiy composition, it is evident that
the higher the standord of living obtaining ir a society the greater is the quantum

of insurance taken cut. There is, therefore, a high positive correlation between the
per capita income of a country and its per capite 1lifo assurance. The per capita
insurance depends alsoc on whethor there are schemes or measures by the State ralieving
the individual of burdens widch Lie would otherwise have fc shoulder and thus lessening
the necd for insurance. Free education, old ags ponsions, froe medical bencfits are
some of the instances, It is necessary to bear this in mind while comparing figures
of per capite insurance,

13. 4n individusl does not always have the means tc toke out as much insurance as he
uceds. This is true even in the richest of countries, as even there a section of tha
population lives under conditions of poverty, It is, of course, more true in the case
of develcping countries; wheon one lives at subsistunce lovel the needs of the present
always loom large and insurance tends to be neglected.

14, It may be noted in nassing that social environment - perhaps an example of
subjective need -~ may affect the attitude towards insursnce. In India, life iasurance
has made commendable rogress, but one hardly over buys annuitics, An Indian's duty
towards his family never reclly ceases, and the term »family® has « wider connctation
than in *he West, Converting capital into a wasting asszt is therefore anathema to

him. On the other Lol commuting the peusion is common.

e e s
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15. For life insurance to thrive, it is necessary that there should be gencral
gtability, including cconomic stability, Even more important, people must have faith ’
in the future. Since life insurance has te be sold - it is not bought - il there is
the slightost doubt that the sacrifice one is being asked te meke may be o waste, life
insursnee will dry up. ‘

16, From the insurer's point of view, if he 1s to function effectively, he must have
the freedom to operate on sound insurance principles untrammelled by irksome
restrictions and be able to invest the funds to obtoin the maximim yield consistaont
with sccurity of the capital.

17. 4 serious threat to the progress of life insurance in dev:loping countries is
inflation., There have been pericds of inflation in the past in developing as wecll as
developed countries without any adverse offzet on the progress of lifc assurance, But
if the inflation is severe and prolonged, this may not hold. If the policyhclder
realises that the purchasing power of the proceeds of the policy on maturity would be
very much less than the things he is currently being asked to forego, he is likely to
shy away from life insurance. Of course, inflgtion nceds to be curbed for other
reasons as well,

Tvpeg of life and gecident insuraice

TLife insurancc

18. The most popular types of contracts in 1life insurance arc:
(1) whole 1life policies,
(11) endowment assurance policies,
(ii1) tempor.ry assurance policies, ond
(iv) omouities (immediate, deferred and guaranteed),
19. The prospectuses of insurers contain many more. It will be impossible to 1list
them all, MNor is there any nced to do so as they are fundamentally no differsnt from
these besic types and cre in .foet mostly combinations of twe or more of these bosic
- types. Two of them, howover,?might be mentioned. Onc is the "femily dincone policy”
under which, on the death of the assured, an annuity is paid for the balance of the
original term, at the end of which the sum assured itsclf is paycble. This is usoful
for a young mon starting life. The other, which goes by Aifforsnt names, is basicilly
an endowment agsurance policy with an option to purchese on anuulty at speeifiod rotcs,

Such a type of pelicy is useful in planning for retirsment.

=

20,  Group insurance hae iade considerabl: hoodwey during the present century. It

“nables employers whe cre unable te set up soparate pension funds to provide for




TD/B/C.3/83
page 28

retirement benefits for their employees and death cover during service. The term
iigroup", which earlier meant employees of a particular employer, has now assumed a
wider connotation. Premiums under a group policy are lower because of the savings

in exXpenses.

21. Mention has been made earlier of the emergence of unit-linked and equity-linked
policies. There are varlations in the contracts offered, but the following broad
features are present in all of them. Every insurer retalns a portion of the annual
premium payable to cover expenses and mortality and invests the balance in units

of designated unit trusts., If sny dividends are received they are utilized to purchase
additional units. The sum assured payable is not, therefore, in terms of money but
in terms of units in a unit trust.

22. fnother variation, which is not, however, very pcpular, is to link the sum
assured to certain share values,

23. This approach has been carried tc pension funds also. The Teachers' Insurance
and Annuity Association of America was the first to introduce such a plan, Premiums
were used to purchase units in an accumlation fund invested ywholly in ordinarv shares,
but in recognition of the fact that share prices do not always move instep with the
cost-of-living index, not more then half of a member's contribution may be invested
in the variable annuity fund; the rest must go inte a fixed benefit fund.

Accident insurance

24. The varieties of risks that require cover in the modern world are countless and
so are the types of policies in gccident insurance., Though there is considerable
overlapping, they may broadly be classified into the following groups:

Insurance of person

(a) Porsonal accident, discasc and sickness
(b} Baggage insurance, goods in transit

(¢) Insurance of cameras, keys, documents in transit, money in
transit, glass, television, costly apparatus, etc.

(d) Motor vehicles insurance, including trailer caravan insurance,
aviation losses

{e) Horsa—drawn vehicles and pedal cycles insurance

(f) 1Insurance agsinst damage due to storm and tempest, floods,
hailstorm, subsidence, earthqueke and lightning, bursting or
overflowing of tanks or pipes, impact damage to buildings by
vehicles and cattle

(g) Livestock and bloodstock insurance
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Insurance of liability
Under this head also come many of the types of the insurance mentioned above:

In addition the following may be mentioned:
(¢) Public liability, products liability and property owners'! indemnity
(b) Personal liability, professional indemnity
(¢c) Sporting guns insurance

d) Petrol pump insurance, 1ift insurance, engineering and
purmp s )
contractors' risks, sportmen's indemnities

(e) Employers' liability
(f) Aviation third party liabilities

Ingsurance of interest

These include:
(a) Contract guarantees
(b) Credit insurance
(¢) Export credit insurance
(a}) Fidelity guarantee

Contingencies insurance

This is a very wide class of which the following are examples:
(a) Licence insurance '

b) Weather insurance

c) Missing documents

(
(
(a
(
(
(

~—

Missing beneficiaries

e) Defect in title
f) Restrictive covenants
g) Libel insurance,

Technical bases and elements of live and
accident insurance

Life Zusurance

5. In life insurance, the principal elements that enter into the construction of
pbremium rates, and into the periodical actuarial valuations as well, are mortality,
interest and expenses.

26, The choice of a mortality table is usually not difficult, as the mortality
experience of similar lives is generally available., There has becn, in the recent

past, a steady decrease in mortality rates; this is a satisfactory feature in the

working of life insurance, whether in connexion with the preparation of the rates of
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promium or in the periodicol actuarial valuztions, becausce the benefit of such
inprovensnt gois to the policyholders, Improvement in mortality, however, affects
annuity business adverscly.

27, Tho choice of the interest basis, particularly Tor non-profit busincss is
admittedly difficult. Intercst rates can vary and have in the past varied o zood deal;
in feet in the eorly years of the present century some actuarics ceven speculated
rwhother insurance business would be possible if moncy did not earn interest ot all.
Today, with interest rates ropidly rising, there is no problem; but if and whea intercst
rates should begin to fall, the problem will be how to maintain the bonuscs.

28. 1In rcgard to expenses it can, generally speaking, be said that life insurance
componies have been running their business gquite economically. During the early

yeors of 1ts existence "the Equitable™ spent ouly 2 per cent of its premium on cXpenses.
Conditions admittedly hove changed a good deal since thea. Yet it can be clained that
even uocw life insurernce business is being manoged economically. In regard to the
future, inflation ond allround increase in wages are bound to push up costs, but

thesc could be offset by improving technigques and large-scale use of compulters.

25. Thec bases employed in frowming premium rates for with profit and non-profit
policies arc not necessavily identical. Since with prefit premiums are loaded
speeifically for a bonus, it is not necessary to have as much additional safoty

margins as in the case of non-profit premiums, bonuses being the first line of defence

1 the event of an adversc oxperience. For cxample, it is usual to assumc a lower rate

=
Fed

~

T interest in framing non-profit rates than in computing with profit rates.

o)

%0, Under the insurance lavs of most countrics periodical actuerial valustions to
verify the sclvency of tho life insurance companics arc compulsory. In actual practice,
the fincancial svrength of most cowpeonieg being in no doubt vhatsoever, the neriodical
voluations arce in offect more a meang of regulating the emcrgence of surplus. It is
usucl for lansurancco companics to conduct internal valuotions annually on an eXpoericnce

-

hbasis in order to determine whether the bonuses that arc declared as o result of the

published voluations arce capoble of being mainteined in the future.
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Accident insurancc
51. Tho stondard insuronce technique of fiwdng the promium rotes on the bosie of on

rgip of the post cupericnce is not coucble of application over the catire range of

v

]

ann
in clasascg lille motor insurance and

sccident inswuenco. Trst,
orknen's compensation insurance, the aveilnble data are neogra.  Iven where dato arce
syoileble it niey hoppon, as has in foct heppened in motor insurcnce, thet for o variety
of reasons, che claims coperierce is out of date before it is compiled and con o bost
fscrvc only as a booisg for fovecasting the fubure. Theioe is, however, this compeansating
)

€
“

ing

[4]8]

sdvontone thot the contracts ore mostly for short periods, gensrally not oz

¢d:
year, and if it is felt that the promivie rates cre inadequate they could be altered.

e

5

32, HNevertheless, an Wormocted clain rotio® or Pelnims frecuency® is the bosis of

el

mndervriting, This poy bo derived from cn enalysis of past date os in the casc of
potor insurance, worlmen's compensciion, ¢ic., or 1t may be boscd on the subjuctive
Judgment of the undeisrriter

3%3. Once the ezpeciced cloin ratio is determined, whe rest is routine; to the net
premium determined on the basis of the cxpected clainm ratio is added o provision for
commission, expensoes and profits and margin for fluctuntions.

o4 Bariier, I rcferved to the very wide varicty of covers vhich underwriters in

this closgs of business cre called upon to provide, Thore cen be no pagt “cxpericicc®
in the coss of risks like that of a person failing to adopt the fonily nc The cover
hos 5411l to be »rovided and the undervriter has nccess~ryily %o rely on hic hunch (or
the practice in the .MSL) thiag ies 1ot zowuwnscicntific as it sounds becausc the
underwriter's hunch is only anothor neme for judgment based on knorledge oiad exporicnce.
That underwriters have nover flinched fro.: granting cover for the most mhusual of cigls
so long as they vere convinced thot thers vas an insurable intercst cnd ~ genuine nccd
spcaks volumes for the high traditions of insurence.

35. Hotor insurance, where the cloims czperience has becil shoving a disturbing trend,

has rocently cloimed o good deal of attention on the part of insurers. Ono guggoestiion

(&)

thet has been made to combat high clainms is to adjuet the premiun ¢ither up ow doun,
depending on the post clains czpericnee of the pelicyholder. TFundementnlly, this is
only & vari-tion of the “ne cloin’ Lonus. If mushed too far, any systcm of ruwarding

1o, # ey . . . . N
Bhe Pcarctul" and punmishing the “erreless® beconus onc of rewar rding the fortunate cnd

punishiang thy unfortunnte ond thmg the very opposite of insuronce.
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36, The rcserves rcquired to be held by companies at the end of each financial year
are in many countries lald down by statute; companies have to provide for "technical
reserves", ndmely for claims outstanding and for reserves for™uncxpired risks", In
the United Kingdom the customary reserve for the latter is between 40 and 50 per cent
of the premium income shown in the revenuc account. Companies have, of coursec,
substantial general reserves in addition to departmental reserves.

37. It cannot be assumed that the reserve for unexpired risks calculatced on the
customary basis will always be adequate. While in life insurancc policy liobilities
are calculated by forecasting the futurc, in goneral lnsurance the rescrve 1s mercly
taken as a perceniage of the premivm income, This departure from strict theory does
not matter; the contracts are for short terms and any insufficiency in reserves would
automatically be corrccied next year. |

Investment of funds generated through life
insurance

38, When froming premium rates for life assurance, the actuary assumes that the funds
1ill earn a ninimum net rate of intercst. Mailure to carn this rate would result in
the insolvency of the insurer. Also, interest yield in excess of the "assumed" yicld
is an imporitant source of surplus distributed to the with-profit policyholders os
bonus. A sound and, at the same time, enterprisgsing investment policy is thus vital

to the progress of a life insurcr.

39. Investment, as Rayncs observed in his book Insurance Companies' Investment, has

indced two sides. Like the quality of mercy it is twice blessed; it blesseth him that
gives nnd him that takes. VWhile investments of life funds, which are virtually trust
funds, arc made solely in the interests of the policyholders, they have played a notable
part in the economic development of>severa1 countries.

40, TFrom 1862 till the tweontics the principles formulated by A.H. Bailey for
investment of life funds held undisputed swvay, Baile&'s canons, a8 they were called,
wore:

(i) That the first consideration should invariably be the sccurity
of the capital;

(i1) That the highest precticable rate of interest be obtained, but
thet this principle should alweys be subordinate %o the previous
one, the security of capital;




TD/B/C.3/83
page 33

(iii) That a small proportion of the total funds (the amount varying
according to the individual circumstances of each caso) should
be held in.readily convertible sccurities for the payment of curront
claims, and for such loan transactions as may be considcred desirablo;

(iv) That the remaining and much larger proportion may be safely invested
in sccurities that are not readily convertible;

(v) That as far as practicable the capital should be employed to aid
the life assurancce business,

In translating these principles into praoctice Bailey recommended bonds, mortgages, other
1oans and even bank deposits as suitable. But he did not approve of stock exchange
sceurities on the ground of their being subject to inconvenient fluctuations in

norket values. At a later stage the objection to gtock exchange securitics was
modified to the oxtent that Government securities were no longer considcred to be
beyond the pale but equitics were still frowmed upon. No wonder investments in Britain
of lifc funds in equities were only to the extent of 3.4 per cent in 1913 and cven as
recerntly as 1948 they were only 10.8 per cent.

41, In 1928, Rayneas advocated more investment in stocks and shares on the grounds,
first, that investmenis in equities would produce better results than investments in
fizxed intcrest stock and, secondly, that equities would providec excellent protection
against fhe danger of currency depreciation. But the convorts were few; investment
nonagers were still of the view that, since insurancc was o money contract, chonges in
the value of money were not their concern.

42. A frontal attack on the first two canonsg was led by Pegler in 1943. Hig thesis
vag that it is not the security of capital which is the primary objective; the aim
should rather be to secure the maximm "expected yield" with "minimun error® having

due regard to the nature and incidence of the liabilities, the term "yield" being
defined as covering both incom; and capital payments. A rough translation would be:

1t does not matter if there is a loss on realization of capital so 1ong as the interest
carned is sufficient to offset the capital loss and still provide an adequatc returnm.
43. The cheap money policy of the post-wer years which poscd a threat %o bonus
brospects and even to the solvency of insurers led to o search for means of insulating
life funds sgoinst & fall in the yicld during the mony yoars which the existing contracts

8till had to run. Haynes and Kirton were the pioneers in this field of thought.

Later Redington in a classic papcr expounded his theory of immunization. . It is
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wmeceasary o o into the deteils of this nighly tcchnicsl theowy but brr e¢lJ T moy
be seid that he cemonateoiod that it would bs nossible o wrotect the funds againsty
fall in iaturest -otes by judicious chwoice of the moturit - dates of the investuents.
14, Simultaneously with these developoents il investnent theoly, there was a growing
feelins that insurers had = rorel obligation to make every ~ifort to wmointaln the

of the convracts, in jparticvlaor the vension contracts., The ezpectatwoﬂ of

contimmance of o moderate inflatlon erhasiged thisg obligetion; the old prejrdice

L1 .
vill

~nninest ecuities was shalken off, and incireased investuencs vere poce in covdities which

o

T

not constitute over 20 ner cent of the investments of Tnited HKingdon insurers.

45, In spite of all that ig said before, conservavion ls the ey note of 1ife

Caasurance investments. The investments are diversified over differcnt cetvogories lile

o - Nt securitie ~orirases. debentur 4 and ayons 4l bentures and e

Government securities, rorigages, debentures, ete. and among the debentures and shares
spread industry-wige. The tables in anneres 4 and B to this chapter give the potiermn

of investments and the changes thevein over the years.

i, I walre boid to ineclude in this section o brief outline the investnent policy
of the CGorermment-oimed Life Imsurance Ccrporation of India, in <the 2ode that it «ill

be of intcrest o other developin: countyies. This policy agsicns

fids a snecilfic vole in the economic planning of thoe countyry; in foct ag 7’1 be seen

= = £

vom the following statenent of C.D. Deshmulth, the then Finence Hinister, denloyvioent of

)

insurvance funds 1n furthevance of the Ploms as a mrjor objective of nationalization:

R

“whe nationslisation of life insursice is a furtier ste

of more effective robilization of the neonle's gavings., It is
maverthelass cannot too often bhe vepeated, that a nation's savings ar
the prime mover of its econoric develownments, iith a Secord Plan in the
offing involving an accelerated rate of investment and develomment, the
videning and doepeurng of all possibhle chemnals of public savings hag
becoue more thon ever necossary. 07 this urocess the actionnlization

i

in the dizection
a truisn vhich

of insuvancc is a viual nari,
27. In 1958 Morarji Desai, the Finance Ministor, made o stavement i Tasliament
outlining the investmont policy of the .ife Insurance Corporcvion. IHo statzd:

"hemees the Life Insuwancs Corporantion will alwcys bear in mind thot its

nriuary obligation is to its po1¢cyho¢aurs whose noney it wolds in tiugt,
and will wvorl: as far se possible on businsss »nrincinles, 1% vi1ll ncver lose
sight of the fact that, a2z tho "’ﬂb;v lazgest investor in Indla t0
Teen belfovre 1t the intercsys of the comnunity as a vwhole, It

re. invest in vontures vihich further the socicl adwanseor
vy. 41 wAll talc wo powvechicl view, Ids funds are dyawn ovaen
onsidezstionz alloir -« bo invested

21 we o ostudict

oLt

Irdia and they will - as for zs practiccl ¢
g sood of the entire countiy. Ihus there sha

alversifioavion of its investible Tunde, vhich 1s an csgsential oguiroaent

3

sole ingurer of o cownt: ‘V'

of any lupursiy,
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v, the linister rnnouvnced the copylication, so the fornmorition,
[ oy

rioin stotutery provisions vwhicl previously governed the investoents of the
ssthrle life insurers. Under these orovigions the Corporntion is reguivaed *to invest
1onpt 50 per cent of its life funds in Govermnent securitices. Further, ite other
----- sstrents must be in fapnroved investments?, thich poans real properties, oorigages,

dobontures, preference shares, equities, etc. which satisfy certain criteria cither

of goecurity or dividend rocord. (The Corporation is, however, free toe invest up to
35 per cong of its funds in investoents not sotisfying the above eriteric, snrovided

thnt the investpents ceryy the unsninous epproval of the Investnent Comm: LLEG)

45. & vector-wise distribution of the investments osg at 31 Harch 1968 is given iu
ennex C to this chapter. It will bBe sceon thot thoe investomeats in the privote sector
arc about 19 »ner cent. This proportica is roughly the sanc zs that which obtained
before nationalization.

49, The demanc. for funds, both from the public and the private sectors, is
considerably in excess of theo nev moneoys sccking investnent. Investueat decisions
therefove involve rationing tho scarce resources betueen competing cloims. 3ince
the yicld varies oven within the same scctor, declsions are not easy. Governnont
seeuritieon yvield, as in other countries, a rolad ively‘lov return, thovgh it is now
aver B peor cont gross. Ipvestnonts in the »ublic sector wicld chout 1 per cent poro
ond the yiolds on investnents in the vprivate sector arc higher still.

50. The Corporation vhich, 1ile insurers elscvhere, is concerned about giving o
better benus to the policyholders is constently endecvouring vo inprove the roturn
on its investrents., The search for higher yields is, houever, unlilely tc lead o
heavier investnents in equities. DLven now the Corporation's holding of shares in
individunl companics ic sizo%ble reckoned as a percentage o¢f the shoves of the companisg
coucerned. Purther, with the rate of growth of the life insurance fund bLidding feir to
outstrip the rotc of growth in wvorthwhile shares, cven maintenancce of the rpreseat-
over-cll level of -avestnent in couities (vhich is about 10 per cent of the totael)

noy result in the Corporation holding an increased sroportion of shares in individuel

Ctomdpomies, Tith this backgwround, any sigrnificant increasce in cguities cppears unlilkely

witnout the Corporetion cecsing to be a meve investor., Thore ig a further complicztion
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as well. lMany of the important industrial companies are controlled by one or the
other of certain monopoly groups, and in fact the total investment (of all kinds) of
the Corporation in the companies controlled by these monopolies accounts for as much
as 60 per cent of its investment in the private sector.

51. The policy guidelines and the limitaticns referred to earlier do handicap the
Corporation somewhat in its guest for higher yields. But in spite of these, it has
done well by its policyholders as its bonus record (in spite of increasing erosion

due to higher expenses) would testify.

Lnnex A

ASSETS OF BRITISH INSURANCE,COMPANIESE/

B 1913 | 1927 {1957 | 1947 51957 1960 |
[ : . ; ;
i Total assets (£ million) - - 1,745 2,718§ 5,580 ' 7,156 |
I Structure of assets: { ' j
! (% of total asgets) g ‘ i _ %
g Mortgeges (including policy loans) 1.62/ 27.7 13.9 7.0E 13.1 . 13.6;
! British Government securities . 0.9 23.4 21.4| 35.9] 21.4° 18.5i
| Debentures ) | 16,1 1041 1370 137
% Prefercnce stocks and shares ; b 30,6 | 33.6é/ I g2 9.01 6.4; 5'12
{ Ordinary stocks and shares 3.4 4.9 9.9 10.8) 16.9 21.2{
E Land,-house p?operty, ground rents, E/ -

} office furniture, etc. - 10.4 5.5 5.0; 8.1 8.6‘

Source: Insurance Company Investment, Prineciples and Policy,
by George Clayton and W.T. Osborn

411 assurance companies established within Great Britain
Including property

Including cash and other imviostnents

el R

Including home and overseas securities
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imnmex B
# 'ASSETS OF UNITED STATES LIFE INSURANCE COMPANIES
i 1917 | 1920 1930 i 1940 ! 1950 | 1960 |
I Total assets (§ million) 5,941 '7,320 18,880 {30,802 | 64,020 | 119,576
H , l ’ | ‘
# E Structure of assets (% of total): | ‘ X ; f
: { : : i '
i US Government securities l.2 1.3 1.7 ;. 18,7 ! 21.0 i 5.4
| ' Poreign Government securities ‘2.8 j 2.3 i 0.9 : 1.0 1.7 0.3
. : N i :
{ | State, provinecial and local bonds 5.6 = 4.8 5.4 1 7.8, 2.4 | 3.8
I | : | E ;
, Railroad bonds 30.5 | 24.3 : 15.5 9.2 . 5.0 | 3.1
' Public utility bonds 1.9 1 1.7 8,6  1%.9 | 16.5 | 14.0
1 i ; . : |
' Industrial and miscellaneous bonds 0.8 ? 0,7, 1.9 . 5.0 | 14.9 | 22.4
! ; ; ' i *
;  Stocks 1.4 0 1.0. 2,8 . 2,0 | 3.3 | 4.2
. Mortgages [ 34,0 | 33.4 ! 40,2 19.4 . 25.1 : 34,9 !
.l H : ! )
| Real estate 3.0 g 2.3 1 2.9 I 6.7 | 2.2 i 3.1 ‘
| H
! Policy loans 13.6 ' 11.7 ‘ 14.9 10.0 Z.8 4.4 I
f Miscellancous agsets 5.0 1 6.5 l 5.2 6.3 i 4.1 ! 4.4
L H : ) —

Source: Insurance Company Investment, Principles and Pclicy,
by George Clayton and W.T. Osborn
Amnex C

SECTORWISE DISTRIBUTION OF INVESTMENTS IN INDI. OF THE
LIFE INSURANCE CORPORATION OF INDIA AT 31 MARCH 1968

| o ?

Particulars of investmenis Lokhs .of ; fiatio of holding :
Rupees ; % :

A. Pyblic sector 811,27.41 f 72.6 ;
B. Co-operative sector 5 87,42.,38 ! 7.8 .i
! i i

¢, Joint sector | 7,13.44 ; 0.6 i
D. Private sector . 211,97.08 | 19.0 |
GRAND TOTAL ... 1117,81.08 ; 100.0 !

(1 lakh : 100,000)
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B, Swmary of discussion
2. Becousc in many developing countrics domestic life insuronce cnterprices ore
oilther lackiﬂg-or still at an early stoage of dovelonment, the discussion of the
probiems arising in the course of the establishment of such enterprises attracted the
attention of the majerity of the paruicipants. [lthough ncarly all of thosc fiom
developing countries secmed to agree that the gencral econonic and socinl conditions
prevailing in such countries, which did not allow the nopulation to sct agide part of
its income to cover the cost of life insurcnce protection, constituted the main
obhotaclo to the introduction and expansion of life insurance services, Some
participoats referred to certaeln traditional and relizious influencos which created

Wdditional difficultics and which could be removed only through thorough education.

(%)

In syite of the different institutional and organizationnl approaches s the
cstablishment of lifc insurance in doveloplng countries, a general consonsus could be
discerncd among the poarticipants that 1ife insurance in developing cowitrics siaould be
ia the hands of domestic undorteliings, be thiey nationallzed or pidvoate, and that vhere
these were privote the State should w»lay zn acvive and constructive rolc in the
cstablishment and the development.of life insurance, notably through an adequate
agupervision over this cccunonic activity.

It was specificelly pointed out by several participants that insursncce
enterprisce in deveoloping countries endeavouring wo cgtcblisn relatively lorge life
insurcnec portifolios would inevitably have to rcly in their oporations nainly on
clients with comparatively sméll carnings. Coascquently, thce insured cmounts of
life policice would tend to be very small, a fact making it relatively more expcusive

< to manoge the portfolio. Henco the QHJstions of efficiency of lifc insurance
tronsoctions and roduction in nanagement and other costs became very ipmortent for
insurance cnterprises operating in developing countries. Scverel practical suggestions
to mitigate thesc additionel disadvontages were made by some perticipants, c¢.g, the
introduction of gtandnrd policicvs and achomes of life insurcnce without medical
cxcmination, provision for the poyment of premiums by the easiest wmeothods (for
ingtance by deduction from sayroll, postal remittanc-s), and & greater emphnsis on
the introduction of grouvn life insurance schemes wather than on individual policics,

To achilevs this purpose, collective or group Tormeg ¢f life insuronce might be arianged
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through trado unions and co-operatives. Lxperience showed thot poonle in the highor
income brockets usually filled their insurunce needs through individuol policics.

In this comnexion, réferenco was madc to the complex wording of certain provisiocns

’in policics, which made it difficult even for the qualified égents empnloyed by the
1ife insurance componies to give corrcet and simple cxplenations of their meaning to
the clients.

54. Hany participants rcferred to the abscnce in develowning countries of sufficient
gtatistical information, notably of the mortality tablos noeded as an initicl
sciontific basis for cstoblishing premium rotes in life insurance. In this respect,
the gencral feeling among the perticinpants was that in the najority of bases 1t was
practically impossible te prepare national mortality tebles that would be

sufficiontly accurate for starting o new life insurance business, even if whe uational
censuscs of populotion had been conducted regulariy. It secms in fact that the
general mortnlity of a population does not refleet with sufficicnt accurccy the
mortality of the insuwrcd, 2and hence much of the work of adjusting the indtial
statistical data has to be cdone in the process of the operation of the 1lifc insurance
busincss. Conscquently, it was genorally acceﬁtod by the majority of the

paiticipants that, in the abscnce of dopendabls mortelity tables, the new insurance
business had to begin by the application of some existing mortality tables (oven fron
a differeat country vherc conditvions vwere not too different from the countiy in
question), Such tables.should, of coursc, be adjusted in the coursc of thoir
application by talking inte considerotion the actunl conditions in the country end by
odjusting the rates correspondingly.

55. One of the most important ospects of the trensactions of life insurance
institutions is the investment of their funds in order to cover their wcthematical

and other reserves. «4ll the participants fron developing countries who spoke on this
iten statid that these countrics attached great irportance to this fisld of activity
of lifc ingurance institutions, in view of the significonce of such investmente Tor the
Aational econony, Thacy considercd that such investmeonts by insurance institutions of
procecds of their transactions in doveloping countiries should be made in the countviovs
concerned and should contribute to the cconomic development process, bearing in nind the
general ceonomic and social =nims of those courtries. In this connexion, several

apeal-, et e 2 i s s . ] P ) .
Speeiors neutionod thet the devoloping countries did not os vyt noy sufficient attentlion

A . . ~ . . . . . - ..
0 the imvoriance of the invesimcnt policics of insurance instituvtions.




TD/B/C.3/83
page 40

56. Several participants from developing countries held that, in view of the
importance of the investments of insurance funds for cconomic devclopment, and for

the purpose of the better conservation of such funds for the discheorge of liabilitics
under the insurance contracts and of the protection of the intercsts of the insured or
the bencficiaorics, the State must play an active rolc in the gupervision of the use of
guch funds and.in the shaping of the investment policy of the insuronce enterprises,
even in cases where the insuranoe>indust1y waé organized in the form of privote
undertakings. However, differint opinions were cxzpressced as to how far the State
should go in prescribing rcgulations with regard to the manncr of investment of the
insurancce funds. DMany participants from developing countries suggested thot the
investment of funds by the insurance instituticns, both life and non-life, in
Governmecnt bonds ond other government securitics, including those issued by provincial,
municipal and local authoritics, should be prescribed by regulation in the developing
countries on the grounds that this type of investment mokes it possible both to
further the economic developuent policies at the national level and to take into
account the interests of the insurance institutions and their insured and beneficiaries.
Scveral participants from developing cquntries suggested that the Governments should
include in the regulations dealing with the investimcent of insurance funds an effective
provision vhich would stipula%e that a significent specified pronortion of the
insurance funds should be invegted in such securitics.

57. OSome participants scdd that, for the purpose of promoting savings through life
insurance in a developing country, cspecially in 2 period of inflation, it might be
necessary to give congideration to sctting up unit trusts linked with 1life insurance,
which would provide a better return to the policy holders. Several other participants
expressed quite different idcas: Some considered that policics linked to equities or
to unit trusts wmight not bé entirely appropriate for developing countries, as they were
designed for industrially developed market econony countries with highly crganized
capital markets, and 6thers argued that the highest yield was not in itself a goal of
life insurance. Some othor perticipants expressed the opinion that insurance could

not aelways be considered as the most economical or officient savings method and

pointed out that a policy holder often received only & very modeat bonus ian comparison
with *the high investment inconc of the insurance institution; in their view, the
distribution of the overall operational income, both on under-writing and investment,

should be so reguloted that the bullk of it was returncd o the insured.
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53, Uith regard to foreign investments by domestic insurance cnterprises, it was
generally suggested that, for the time being, this problem was of conccrn only to those
institutions which opcrated on the foreign insurance rarkets, including those of other
developing countries. It has not become of impertance for the majority of domestic
ingurance institutions in developing countries whose direct insurance operations

were esgentially oriented towards their home markets. However, with the develcopuent
of co-operation among the developing countries and the growth of rcgional co-operation
these problems would acquire greater importance. Consequently, it was said, the
developing countrics should watch those developments carefully, JAs regards regional
co-operation in géneral, several participants expressed the idea that developing
countries, in their efforts to create national life insuraence markets, should ezamine
the possibilities of setting up regional centres that would start popularizing life
insurance and provide its members with information about developuents in this field

in member countries and cutside. Such centres might gradually transform themselves
into a kind of technical assistance agency. it a2 later stage the co-operation thus
established might conceivably spread to the operationsl field, and in that event

regional insurance or reinsurance ventures might be considered possible.
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Chapter IIT
NON-LIFE INSURANCE

A. Backeground paper by lir. Frantisek Dosta. (Czechoslovakia)

I. Analvsig of warious classes of insurance

(a) Fire insurance and insurance agginst ngtural forces

Risks covered

1. The risks covered are: fire and lightning (United States) and in some cases
explosion (except for nuclear explosion). Fire is defined - for example, in the French
legislation on the insurance contract as follows:
#The insurer against fire assumes liability for any loss due to conflagration,
burning or mere combustion. However, he is not liable, unless it is otherwise
agreed, for loss caused ty the action of heat alone or by direct and immediate
contact with fire or with an incandescent substance, if there has been nelther a
fire, nor the start of a fire likély to develop into a real fire.®
Insurance conaitions in the Federal Republic of Germany define fire as follows:
W4 fire is defined as any combustion which originated outside the fireplace or
has escaped from the fireplace and has spread spontaneously. Loss due teo fire
and damage to articles inlentionally exposed to fire or to heat for the following
purpcses: smoking, roasting, baking, boiling, drying or ironing, are not
covered by the insurance,®
The standard conditions for fire iusurance in the State of New Iork do not contain any
definition of fire, Case law provides the following definition:
"ire 1s an oxidation process which is so rapid as to either produce flame or a
glow. Fire is always caused by a combustion, but combustion does not always
cause fire. Combustiion may be so rapid as to produce fire, but until it does so,
combustion cannot be sald to be fire,®
The Americcns distinguish between "friendly fire” and "hostile fire®.
2. Czechoslovak insurance conditions contain no definition of fire; the term is
interpreted as in the conditions applied in the Federal Republic of Germany.
3. Insurance agéinst other loss due to natural forces is dealt with differently in
different countries, The nature of this loss, which may be on a vast scale, and
certain problems that prevent the development of this type of insurance on a voluntary

basis, have resulted in the Introduction of various types of compulsory insurance -

against natural forces, particularly for buildings, This form of compulsory lnsurance
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has been current in Switzerland as regerds the cantons since 19526, in the Soviet Union
gince 1940 for all items previously covered by fire insurance, and subsequently in
Poland, Spein, the German Democratic Republic, and since 1960 in one of the Linder of
the Federal Republic of Germany {Baden-Wurttemberg), In Czechoslovakia, Hungary and
Yugoslavia fire insurance has ususily been extended to cover loss due to natural forces
but have not been made compulsory.

4o In most other countries fire insurance is still Jimited to fire, lightning, and

in meny cases also to explosion. The other hszards due to natural forces are covered
either to a limited extent by separate policies (Federal Republic of Germany and France)
or by means of endorsements (with payment of an extra premium) to fire insurance
pclicies (United States).

5, Hatural forces are defined as: windstorms, floods, rockfalls, earthquakes, etc.
The coverage of these risks naturally differs according to the country. For example,
in ths Soviet Union insurance covers floods, earthquakes, thunderstorms, windsitorms,
torrential rains, hail, rockfalls and landslides. In Switzerland insurance covers
floods, high water, avalanches, snow pressure, windstorms, hail, rockfalls and tree
falls. TIn the United States it is possitle, on payment of g special premium, to extend
ordinary fire insurance to what is termed "extended coverage™, which includes the
perils of windstorm, hail, explosion, civil commotion end riot, aircraft, motor
vehicles, swmoke, trée falls, pressure from snow and ice, collapse of buildings and
landslide.

6. In Czechoslovakia insurance against natural forces covers the following fisks:
fire, explosion of all kinds, lightning, windstorms, high water or floods, hail,
landslide, fall of récks or earth, avalanches, fall of trees, masts and other objects,
snow pressure and frost.

7. In most other countries windstorm risk is usually covered by a separate policy.
The assessment of this risk is made in each case on the basis of special insurance ratec
and conditions,

‘e The normal criterion used to define a windstorm is related to the results it
produces and to the wind velocity expressed in degrees on the Beaufort scale. The
minimum velocities for a windstorm vary, according to the country, from force . to

forece 10 (i.e. from 62 to 59 kn an hour), The French definition is given below by

way of example:
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"The insurer shall be lisble for the materisl damage caused ..., by the direct
action of the wind or the impact of any object overturned or carried by the wind
when it is violent enough to destroy, wreck or damage a number of soundly .
constructed buildings, trees, etec., within a radius of five kilometres from the
object insured. In case of dispute and as additional proof the insured must
produce a certificate from the nearest naticnal meteorological station to the
effect that at the time of the disaster the wind velocity was over a 100 kilometres
an hour." '
9. In insurance agsinst natural forces, especially insurence against windstorm, it is
normal to apply a deductible,
10. In view of the possibility of disasters on a catastrophic scale, some countries
establish a ceiling for the insurer's liability., For instance, in Switzerland there
is a ceiling of 100 million Swiss francs for the claims payable by the whole group of
insurers authorized to operate in Switzerland in respect of a disaster due to natural
forces; where the total losses reported exceed this limit, the amount payable is

reduced proportionately. In Yugoslavia insurers set aside part of the premiums

received for accumulation in a special fund tc cover earthquake damage; full compensation:

is paid only within the limits of this fund, and if the losses exceed this 1imit the
compensation is reduced proportionately. In Spain the State grants a lcan to cover
catastrophic damage due to natural forces; the insurers repay this loan by means of
special extra premiums of 10 per cent added to the fire insurance premium.

Direct loss and indirect (consequential) loss

11, Fire insurance or insurance against natural forces covers material loss due to the
peril insured against in respect of the subject matter ingured, in so far gs there is a
causal link between the loss incurred and the risk covered, The interpretation of the
causal link is a matter of jurisprudence, In the United States, for example, the legal
experfsf interpretation is that fire (or any other peril covered by the insurance)

must be the "immediate or proximate cause of the loss", There are, however, other
formulations of this principle, varying according tc the insurance conditions.,

12. Loss other than material loss is not covered except by special agreement, As a
rule, Insurance covers salvage costs, and sometimes also the cost of clearing operations.
However, there are many non-material losses (financial losses) which the insured may

suffer, for example, loss of rent, depreciation in the value of one item resulting from
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the destruction of another related item, losses resulting from the interruption of
business, etc. Some losses of this type may be covered by special insurance (for
example, business interruption insurance),

Replacement value
13. As a rule the principle applied is that the insurer pays the actuel cash value
of the property destroyed or damaged, that is, the purchase price of the item when
new less depreciation, The formulation of this principle varies from country to
country, However, when the claimant receives compensation representing the actual
cash value, he does not recelve the amount needed to replace the original article
by a new one; he is short of the difference between The actual cash velue and the
cost of the new article, This difference can be covered by replacement cost insurance,
14. Objections are often made to replacement cost insurance, based on the rule that
insurance should not be a source of gain, but the contrary argument has been advanced
that even replacement cost insurance does not give the insured anything more than the
amount he actually needs to obtain the replacement article. Conseguently, the
conditions normally stipulate that compensation equivalent to the replacement value
will be paid only on condition that the item claimed for is in fact replaced.  Another
proviso is that the replacement value will only be paid if the actual cash value of the
item claimed for is not less than a certain percentage, established in advance, of the
replacement value.
15, Under the Czechoslovak insurance conditions for the insurance of industrial risks,
the replacement value is paid without any reduction when the actual cash value is at
least 80 per cent of the replacement value; when the actual cash value is less than
80 per cent, the sum paid may not exceed 80 per cent of the replacement value, and
when the actual cash vaiue is less than 30 per cent, the compensetion mey not exceed
30 per cent of the replacement value.
16. In the Federal Republic;of Germany the amount payable is equal to the replacement
value if the actual cash value is at least 50 per cent of the replacement value, in the
case of agricultural buildings, and at least 40 per cent of the replacement value in
the case of industrial baildings; however, for industrial buildings payment of the
replacement value is subject to a reduction varying from 0.5 to 30 per cent when the actua
cash value is between 40 and 80 per cent of* the replacement value,
17. Replacement cost insurance is widely used in Switzerland and is also practised,

to varying degrees, in other countries.

A —
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Deductibles
18, Apart from small deductibles, designed to eliminate insurance for minor losses, it
is also usual, especially in the United States, for industrial enterprises to take out
insurance with very large deductibles, amounting to several hundred thousand dollars,
or even millions of dollars, Enterprises with large capital resources reduce their
insurance costs by insuring only against wnmusually large losses which would exceed
their financial capacity. Very substantial reductions in premiums are ailowed for
insurance of this type, which reflects the fact that the bulk of insurance settlements
represents a large number of small losses.

Property insured
19. In order to avoid litigation with the insured at the time of settlement, it is

advisshle to gpecify in the contract the properiy covered by the insurance. The original
method was to make a separate 1list of the items insured, but this 1s increasingly being
replaced by general designations of groups of items., This procedure is used both for
the insurance of personal property and the insurance of industrial and agricultural
undertakings., The definition of the groups of property differs according to practical
requirements, but the principle applied is always that the insurance automatically
covers all property in the group concerned which has been acquired during the term of
the insurance,
20. Generally, the property covered is the property owned by the policy-holder., The
insurance conditions specify what other items may be included in the coverage, such as
property belonging to third parties (articles hired or belonging to persons related to
the insured, articles belonging to employees, etec,).

Territorial coverage '
21. In principle the insurance takes effect on condition that the property insured is

ir the place designated in the policy. However, this restriction does not alwaysimeet
the practical needs of policy—holders and extensions can accordingly be arranged. This

method is commonly used for insurance of personal property; it provides for the coverage
of some items throughout the national territory (Czechosloveakia), throughoﬁt furope
(Federal Republic of Germany), or throughout the world (United States). In the United
States a distinction is made between what is called "specific coverage” (designated

items in a designated place) and "blanket policies” or "floaters" (under which articles

ars covered even in other places).
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Nuclcar risk
22, The Atomic Energy Commission considers that nuclear risk must certainly be
regarded as a potentially very serious risk, but at the present stage of rodern
technology the likelihcod of a disaster is not deemed to be any greater than for
other entsrprises of the chemical industry, and the risk is therefore insurable,
However, provision must be made for the creation of an adequate insurance capacity.
A distinction is made, according to the degree of danger, between: (i) reactors, (ii)
undertakings thét produce or use enriched fissionable nmaterials, and (1i3) undertakings
that process or store radiocactive materials. In the United Statés tio pools have been
cstablished for the insurance of nuclesr risks (one consisting of the stock insurance
companies, and the other of the mutual companies); each of these two pools insurcs the
other. 4

Tenants! risks (risque locatif) and claims by neighbours (recours des voisins)

23, The insurance of these two risks is a special feature of French fire insurance,
Under the provisions of articles 1384 and 1733 of the French Civil Code there is an
aggravated liability for demage caused by fire to property which has been hired or
rented or the property of neighbours. The insurers ineclude this liability in fire
insurance policies, since it is fire, covered by the fire insurance, which is the
origin of the liability. In principle this is an insurance of the property of third
parties, in correlation with the liability of the policy-hclder.

() Motor vehicle insurance

Structure of motor vehicle insurance

24, 1In most Buropean countries motor vehicle insurance can be broken down as follows:
(a) Lisbility insurance (which covers claims by third perties for bodily injury =nd
property damage);

(b) Collision or contingent liability insurence (covering damage to the policy-holcder's
vehicle resulting from collision or other causes);

(¢) Accident insurance (covering bodily injury of passengers in the wehicle);

(d) Luggage insurance (covering damage to passengers' luggage).

25, In France, motor vehicle insurancs is divided into the following classes:

(a) Fire insurance;

(b) Theft ingurance;

(¢) Insurance against dar-ge other than that covered under (a) and (b) caised by fire

n the vehicle (contingent liability):
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(d) ILiability insurance for damage by fire to third parties (third party claims - fire
(e) Liability insurance for damage due to causes other then fire ("direct");
(£) Legal costs insurance (third party claims - defence costs - reinsurance),
26. In the United States automobile insurance consists of the following classes:
(a) Liability insurance;
(b) Medical payments insurance for passengers carried in the vehicles
(c) Insurance against uninsured motorists (uninsured motorist endorsement):
(d) Physical damage insurance against damage to the wehicle insured. This, in turn,
is broken down into special types of insurance, covering: '
{aa) démage to the vehicle caused otherwise than by collision (comprehensive
excluding collision);
(bb) damage due to collision (collision insurance);
{ce) cost of towing the vehicle from the place of collision and essentisl
preliminary repair work (towing and labour costs);
(dd) fire, lightning and transportation insurance;
(ee) danmage due to theft.
27. Insurerg offer various combinations of these types of insurance in the form of g
single policy with g single premium.

Liability insurance

(a) Compulsgory insgurance
28, Since the protection of the victims of road accidents is a matter of public interest
it is advisable to make insurance compulsory for motor vehicle owners. Compulsory

insurance may take the form either of an insurance contract, or of direct aspplication of

the law. Cowpulsory insurance of either type is now in forece in nearly every country
with heavy motor traffic, However, in the United States it has been iIntroduced in
only three States. |

(b) Persons insured
29, It is in the interests of the vietims of road accidents that the number of persons

whose liability is covered by insurance should be as large as possible, The Federal
Republic of Germany regquires a motor wvehicle ownsr to take out insurance for himself and
for the driver of the wehicle, French regulations stipulate that "any person who

may become liable for bodily injury or property demage to third parties caused by a motor

road vehicle must be covered by insurance". IInder Cszechoslovak regulations insurance is
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extended ex lege to every owner or driver of s motor vehicle, even in cases where a
person drives a motor vehicle without the knowledge or consent of the owner. Insurance
conditions in the United States cover the liability of the policy-holder, the members
of his household end any person driving the vehicle with the ocwmerfs consent, 1In

some cases State agencies or other public bodies are exempted from the requirement to

take out insurance, In Czechoslovakia there is no exemption of this kind, and
compulsory insurance applies to all owners of motor vehicles without exception.

(c) Exclusions
30. Provisions concerning exclusions vary considerably from country to cowntry. 4s a
general rule the following are always excluded: claims by the drive:, by close relatives
(in France only where relatives are carried in the wehicle concerned}, damage committed
intentionally, damage to articles transported, except for the personal effects of
passengers and damage caused by a driver without a driving licence or by a drunken
driver. Under the terms of the Czechoslovak regulations the insurer must meet claims by
the victims even in some of the cases excluded and referred to above (drunkenness, no
driving licence, driving without the owner's permission); however, the insurer may claim
compensafion from the person responsible for the accident, up to the amount of the sums
peid in settlement.
3l. If the premium is overdue at the time of the accident, the insurer may charge
the insured a sun amounting to 10 per cent of the sun paid in settlement. & similar
systen (claim against the insured after compensation has been paid to the victim) also
applies under French law, for example, in cases where the statement of important facts
made at the time when the insurance contract is taken out contains inaccuracies,

(d) Gaps in insurance protection

32, Although liability insurance covers a fairly wide field, it may so happen that the
legitimate claim to compensation by the victims of a road accident is not met, either
because the person responsibleicannot be identified (when the driver leaves the scene

of an accident), or because for scric lepitirate reascn the insurer is not bound to pay the
compensation,

33. Attempts are being made, by various methods, to fill these gaps in insurance
protection, In France, and quite recenﬁly in Italy, a special fund has been set up
(automobile guarantee fund) for the purpose of honouring the claims of victims fo
Compensation which they cannot otherwise obtain. However, the victim has no legal clain

to compensation out of this Fund, In the Federal Republic of Germany insurers have set

ey
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up o specilal compensation fund for bodily injury caused by unidentified notor wvehicles
and by vehicles from akroad; however, this arrangement does not cover clainms by

victims when no insuramce has been taken cut or when the insurer has refused to accept
liakility because of the terms of the insurance contract. Czachoslovak regulations

are based on the principlc that the legitimate claims of the victim of an accident shoul
always be met; consequently the rule that the insurer will compensate the victim of

a road accident in all cases is widely applied, even where the person causing the accide:
has not been identified, In other cases, as noted above, the insurer ney clain
compensation from the person liable, who may be the insured himself,

(e) Mctor vehicles from abroad

34. VWhen the law makes insurance compulsory for the vehicles of the country's owm
nationals, it is also compulsory for vehicles from abroad using its roads. Owners of
such vehicles can meet this requirement by purchesing at the frontier an insurance

valid for the duration of their stay. They are exempted from doing so if they can
present to the border customs officisls what is known as the ‘igreen card' or the "blue
card? among the socialist countries of Eastern Eurcpe, issued by the insurcr in their
own country hy virtue of the intermational arrangenents, Under these srrangements
demage caused by a vehicle in the country visited is paid for by an insurer in that
country, authorized for that purpose in accordance with the local regulations, on behalf
of the foreign insurer with whom the owner of the vehicle is insuréd.

(£f) Trensfer of ownership of = vehicle

‘35, Under the gencral provisicns of the law it is nct possible, when the cwnership of

a vehicle 1s transferred, for the insurance taken out by the previous owner to be trans-.
ferred autconatically to the purchaser, since the criginel owner is precluded under the
policy from requiring the purchaser to toke over the insurance contract in his own nanme.
In gone countries special provisions are in force (for example, in the Federal Republic
of Gernany) under which the new owner will be covered Ly the insurance of the former
owner, but the insurer and the new owner have the right to cancel the contract within

a specified period, Where insurance is compulsory by law the uew owner 1s of course
automaticslly covered,

(¢) Limitation of the insurer's payments to tle sums insured

36, In nost cowntrics the liability of the insurer is Llimited to the sums insured

gtipulated in the insurances contract; the emount 1s usually fixed separately for

claing for bodily injury to wne or more persons and clrims for property damage; in
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countries where motor vehicle liability insurance is conpulsory, the ninimum sume of
1iability for differcnt types of motor vehicleg are usually determined by law. In
Gzechoslovakia, Hungary and Finland the liability of insurers is not limited to the sune
insured (unlimited guarantee),

(h) Premium rates and premiun paynents
37. Premium rates are established partly on the basis of objective criteris (type of

yehicle, engine capacity, area where the vehicle is used), and partly nccording te
subjective criteria (number of previous accidents, driver's age, whether he is married
or wnarried, his occupation etc. ). Consequently, the rate structure in sonc cocuntries
is very complicated, since it reflects the intention of expressing as far as possible
the exact degrece of individual risk, Recently, increasing emphasis has been laid on the
importance of subjective factors. The subjective type of insurance leads to the systein
of bonuses (sometimes supplenented by a system of surcharges) whereby the premium is
reduced if the insured has nade no claims in the preceding years. This procedure,
although very popular, nevertheless results in a considerable increases in costs,

38. In countrics where insurance is compulsory by law, on the other hend, and where
there is only a single insurer with a wonopoly, premium rates are very simple and vary
only according to the type of wehicle., The Czechosiovak rate structure contains ohly
nine items, and the same is true of the Hungarian rate structure, This type of rate
structure is essontial in view of the technique of compulsory insurance by low. As the
gysten does not involve policies in which the insurer specifies the premium, the vchicle
owners themsclveg deteriine the premlum they have to pay, on the basis of the scale
published by the appropriate ministry in the Order relating to compulsory insurance.

The premium is paeid annually.  The insurer merely checks whether all motor vehicle
owners have corrcctly paid the premiung due; for the purpose of this check he uses the
iists of registered vehicles:kept in the road traffic bureaux. The date of expiry of
the premium is fixed for all ﬁehiclgs at 1 March, If the prenium becomes overdus, it
is increased by 10 per cent of its annual amount for each month's delay.

(i) Suggestionsg for the reform of asutonobile liability insurance

39. Two criticisns are mode of rresent systems of automobile liability insurance:
first, the npplication of the principle of responsibility limits considerably the

compensation paid tec the victins of road accidents, and secondly, the legel naturs of

this concept meons that nony reports and procedures are necessary to cstablish the degrec
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of liability of the persons concerned, and this leads to an appreciable delay in
settling the claims of victims of accidents. Suggestions have therefore heen formu-
lated, especially in PFrance (Professor Tumc) and in the United States (Kecton and
Q'Connell), proposing basic changes in the present systen of safeguarding the rights
of injured persons, All these suggestions follow the same lines and urge the virtual
abandonment of the principle of responsibility for damage caused, and the acceptance

of the idea of éompensation of any person who has suffered bodily injury through the use
of a motor wvehicle, irrespective of who is to blame, Some of these suggestions 1imit
this absolutc guarantee to certain types of compensation (medical expenses, loss of
wages, etc.), while in others it is considered that the compensation paid should not
exceed certain fixed amounts, No compensstion is usually proposed for claims in respect

of pretivm doloris or nmoral damage. The originators of these proposals consider that,

if such plans were inplemented, the settlement of claims could be speeded up considerably
and costs could be reduced.
Motor vehicle insurance sgainst physical damage

(a) Risks covered
40, The scope of the risks covered differs from country to country. Czechoslovakials

insurance conditions provide that 1t is the same as that of an "all risks" insurance,
comprising the coverage of damage due to any occurrence whatscever: thus it covers
not only collision damage but also the effects of natural forces of whatever kind,
danage caused by acts of valdalism, theft, etc. In other countries the insurance
conditions usually explicitly specify the risks covered (the mamed perils® systen).
In practice there are a number of combinations, the most common being a combination of fire
and theft insurance.

{(b) Exclusions
41, The most important exclusions are damage due to wear and-tear, or to lack of fuel
or lubricants. As a rule, damage caused by a driver without a driving licence is also
excluded, and often danage caused by a drunken driver,

(c¢) Premium rates
42, Promiun rates may be based either on the value of the wvehicle, or on its technical

characteristics, In the former case the price when new (or list price) of the vehicle
is taken as a basis even when the vehicle 18 not new. In other cases the premium is

calculated according to the type of wehicle, the engine or cylinder capacity, the use

to which the vehicle is put, ete.
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(@) Compensation
43, In principle, compersation is determined on the basis of the actuel cash value of

the vebicle, which represents the maximum liability of the insurer. Exceptions to
this principle nay be stipulated in the insurance conditions for partial loss, in which
case new spare parits are paid for at list price without any reduction for depreciation.
Some insurance conditiong completely ignore the rule concerning depreciation in the case
of vehicles less than a specified number of years old, for example, three or four years.
Inany case, however, the actual scrap value is deducted, this being either what remains
of the vehicle as a whole in case of total loss, or the scrap value of the individual
spare parts replaced in case of partial loss. As the actual value of a vehicle declines
repidly, the insurance conditions in the Federal Republic of Germany raise the ceiling
on the insurer's lisbility for the first three years tp the level of the list price, and
for subsequent years to the actual cash value plus 25 per cent.
(e) Theft
44. When a vehicle ig insured against theft the principle generally applied is that the
insurer is also responsible for damage done to the stolen wvehicle while in the hands of
the thief, ' '
(f) Iyres
45, Damage to tyres is generally excluded from the coverage; if such damage is covered,
it is only when it ig caused at the time of an accident to the wvehicls.

Legal costs insurance

(a) Simple insurance against defence costs and redress against third parties

46, Some insurers, particularly French insurers, include in automobile insurance what
is termed coptre-assurance, whercby the insurer undertekes to take action on behalf of the
insured, when the latter himself is not liable, to enable him to obtain conpensation
for the damage from the third party responsible or that party's insurer; in such cases
the costs incurred are borne}by the insurer.
(b) Insurance against uninsured motorists
47. In the United States protection against uninsured notorists is obtainable as part
of a comprehensive automebile insurance policy, By virtue of this insurance the

insurer pays to the insured any sums that the latter may claim from the cwner or driver

of an uninsured vehicle which has caused hin bodily injury or property damage. The




TD/B/C.3/83
page 54

insured thus has protection in cases where the perscn responsible for an accident does
not possess sufficient financial resocurces to neet the legitimate claims of the victim,
In countries where compulsory automohbile insurance is confined to certain areas this
type of insurance is very useful.

(¢) Agricultural insurance

Aericultural insurance techniques

48, Agricultural enterprises in most countries take out insurance in the form of

individual policies, coverage being bty branch of insurance (fire, 1iability, hail,
livestock, ete.). However, the tendency in some countries today is to conbine coverage
of several branches of insurance in a single policy and this also applies to agri-
rultural insurance (rmultiline policies), 4 Farmowners! Policy, which provides the
householder with comprehensive coverage, has been avallable in the United States since
1961, Risks both to the person and to the farm itself are covered by this policy.
49, Conbined insurance for farmers in Czechoslovakia is much broader in scope, It
conprises:

(a) householder's comprehensive insurance (natural forces, burglary, denage by
water, ete,);

(r) insurance of farm buildings and equipnment, stocks and livestock against
natural forces;

(¢) liability insurance in respect of the farm;

(d) insurance of vegetable crops against natural forces;

(e) insurance of cattle against death or forced slaughter;

(f) personal accident insurance for persons living on the householder!s premises.
50. This typc of insurance is optional and the applicant selects the coverage he
wishes to include in his policy. The premiun is calculated separately for each branch,
as follows:

(a) for a householder's comprehensive policy, according to the mumber of roons;

(b) for coverage of personal property, stocks, livestock, liability insurance
and ecrop insurance, sccording to acreage;

(c¢) for accident insurance, according to the number of perscns covered, account
being taken of the amount of insurance the policy-holder has seilescted,
5L, Unlike private farmowners' insursice, insurance by jeint agricultural co-operatives
end State farme in Czechoslovakia is compulsory by law. However, 1t is confinesd to

darage caused by natural forces to buildings, perscnal property, stocks, crops .nd
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livestock. No policy is written as statutory insurance is involved, The co-operatives
or State farms concerned submit to the insurer annual returns containing data on the
insurad property. The calculation of the premium is based on these data which, as a -
rule, consist of the following: cost of buildings and perscnal property, value of
stock, value of plantéd vegetable crop, production and price of livestock, Premiun
rates are 0.6 per cent for dwellings, 1.2 per cent for other buildings, 1.8 per cent for
stocks, equipment and livestock; in the case of crop insurance, premiun rates vary by
type of crop (2,6 per cent for cereals, 2.1 per cent for rcot crops, 5.7 per cent for
hops, 15 per cent for tobacco, 4.3 per cent for market-garden crops, 8 per cent for
vines). Preniums are paid in three instelments (20 per cent befcre 31 May, 30 per
cent before 31 July and 50 per cent before 30 November).

52. Risks not included in compulsory insurance may be covered by voluntary (optional)
insurance, also in the form of a combined policy covering: Ilivestock and crops against
risks not covered by compulsory insurance, eggs in electric incubators, rotcr-wvehicle
colligion, damage to machinery and burglary,

Crop insurance

The risk coverage Wreskdown is as follows:

(a) hail;

(b) natural forces;

(c) ecrop yield,

(a) Hail
53. Insurance against hail covers only the damage caused to crops sy hail. This is the
criginal form of crop insurance which is still in force in nost countries., The gross
expected crop yield is insured against total or partial loss due to destruction or
damage by hail of plants during growth, but not after they have teen rermoved from the
fields, and before threshing. : In principle, damage is covered only in respect of
quantity and only in exaeptionél cases is damage tc quality covered. Very often only
danage above a minirunm anount (e.g. 8 per cent) is covered. This excludes negligilble
danage, thus reducing prenmium rates, The percentage of the crop completsly or partly
destroyed is teken into account in deternining the prenium,

(b) Naturnl forces

5/ - =] . . ] I
24« Hail dinsurance zlone provides only very limited coverage conpared with the nany

Possgible forngs of dsmage to crops during growth. In nany countries, inecluding the

socialist States, this insurence has therefore been cxtended tc cover other hagards from
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natural forces, In Czechoslovekia this extended crop coverage includes, in addition to
damage by hail, danmage due to fire, explosion, lightning, windstorms, high water,
flooding, avalanches and falling trees and other objects. Moreover, coverage against
frost denage between 21 March and 20 June is provided for textile plants, tobaceo and
vegetablescrops, while autumn grain and rape are insured against excessive winter frost,
Tobacco is insured against damage by perennial spores. In the case of early potatoes,
vegetables, tobacco, hops and textile plants, insurance against loss is provided not
only in respect of quantity bub alsc in respect of quality when the loss of guality is
caused by a peril insured against.

(e¢) Crop yield
55. Insurence against natural forces, however extensive, leaves some risks unsecured,
including drought, parasites of all kinds and plant diseases. Crop yield coverage is
virtually an all-risks insurance, gince the risks insured against are either not
mentioned at 211 or are listed in such detail as to constitute an all-risk insurance.
In either case ouly damage caused by the human factor (e.g., negligence)} is excluded,
In settling a clain more attention should therefore be paid to operating methods than to
the natural causes of the damage. )
56. Compensation consists of the difference between the insured anmount and the actual
crop yield, irrespective of whether the lower yield is caused by a drop in the quantity
or a deterioration in the quality of the crop. The moral hazard is, of course,
exceptionally grave in this type of insurance. The insured is virtually certain of
obtaining compensation for a loss in yield and may therefore show little interest in
taking the necessary steps to prevent or, at lsast, to limit the damage. & deductible
in regpsct of damage is therefore always writlen into this type of insurance policy,
57. This form of insurance, which provides the farmer with the most up-to-date and
fullest coverage against crop damage, often has the financiel backing of the State since
it is to some extent a social measure. A few examples of this compfehensive crop yield
coverage follow,
58. In the United States crop yield insurance was first instituted in 1938, It is
provided by the Federal Crop Insurance Corporation, attached to the Department of
Agriculture, in 1,304 counties out of 3,066, In each county coverage applies to certain
crops only. This insurance is optionsl., But if a farmer decides that he wants this

type of coverage, he must insure the whole of his land scwn to a particular crop and

act just a selected area, The insurance is tszken out before hig land is sown and
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remains in force until the crop has been harvested. In the case of cereals, for
instance, the guaranteed yield pef acre (e.g., sixteen bushels) is specified in the
policy. If the actﬁal yield falls short of that figure, the insurer pays the difference
in the price per bushel as specified in the policy. The premium rises progressively
because every extra bushel guaranteed (e.g., the seventeenth bushel) represents

o rolatively higher risk, since it is less likely to be produced than the sixteenth
bushel. Settlercnt of claiig 1is rather Aifficult because the =sctual crop

yield has to be determined for the whble area sown, wha ‘er the reason for any yield
loss. 2An inspection must be nade to determine whether ¢ = the farming regulations have
been observed and that the loss is not due to negligence on the part of the insured
farmer. The ceiling for compensation is the actual cost of production or 75 per cent
of the standard yield in recent years.

59. The State pays part of the insurer's administrative costs, However, the insurance
itself is self-balancing from a technical standpoint. If the claims rate is low, each
farmer will benefit from a reduction in the premium rate in subsequent years.

60. In the Soviet Union coverage against loss or damage caused by various natural
calamities (hail, windstorm, torrential rain, freezing, spring frost, excessive moisture
end for some crops, drought) was, until the end of 1967, provided by the compulsory
insurance of kolkhozes. The coverage thus provided the fullest protection for farm
produce. On 1 Janusry 1968 the range was further broadened to include other risks, so
much sc that insurance of farm produce in the Soviet Union today amounts virtually.to
all-risks crop yileld insurance. All crops will henceforth be covered against drought,

- parasites, low temperature during growth, etec.

6l. This insurance is based on the average yield of various crops during the previous
five years, calculated separately for each kolkhoz, If the actu2zl yield of a crop is
below the fivew-year average yield, the insurer refunds 50 per cent of the difference
between the average and the acfual yields, Yields are deternined for the total

acreage sown to a particular crop. Compensation to the extent of half the difference
nentioned above, is applied to ensure observance of normal agricultursl technigue and
bpreventive neasures to reduce losses,

62, Preniunms are calculated on a five-year basis without a loading for profit and vary
according to the conditions prevailing in the various Soviet Republics. Four per cent

of every premium is paid into the fund for the finencing of preventive neasures and, in

addition, 3 per cent goes into the contingency reserve fund. Part of the fund is
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administered by the Soviet Republics and the other part is centralized, If the fund
in one of the Republics is unable to meet the claims against it, the central fund will
provide it with an interest-free loan for an unlimited period, to be paid back out of
future income. In principle, kolkhoz insurance is autonomous and does not receive
finanecial backing from the S3tate.
63, In Japan, the level of crop insurance is high and coverage is financed by the Stat
Insurance is conpulsory and is intended for the network of local farmers' associations
which, in turn, have set up regicnal federaticns. The Agricultural Reinsurance Fund,
which is part of the State budget, forms the apex of this structure. Premiums for
basic risks are shared equally by the farmers and the State, while premiuns for coverag
against celanities asre paid by the State alone, The local agencies hand cver 90 per
cent of the preriuns collected to the regional federations, which pay 90 per cent of the
cost of clains. The federations are reinsured with the Agricultural Reiasurance Fund.
Coverage is fixed at 70 per cent of the yield and up to this figurc the insurance cover:
the difference between tha actual and the insured yield. Claims are then settled only
if the actual yield is at least 30 per cent below the 'standard yield. Coverage is
provided for rice, wheat and silkworns, among others,
64. In Sweden the National Agricultural Marketing Board hias been set up and is
authorized to settle claims in respect of crop danage. Half the funds it needs for
this purpose is provided by the State snd the other half by farmers in the form of
‘deductions from the selling price of farn produce. Plants are inspected during growth
in selected areas, and the nornal yield in the different regions is estimated accordingl:
Clains sre settled in terms of the difference between normal and actual yield, less a
deductible ancunting on average to 15 per cent but which is in fact the difference
recorded in a particular year.
65. The pilot scheme introduced in Hungaryin 1958 also provides, in principle, for &
guarantee of the quantitj specified in the policy and expressed in firm prices. The
guaranteed yield is based on the averagc for the preceding five years, and the co-operati
nay clain up to 80 per cent or 90 per cent of the average. Depending on whether the
coverage seleeted is 90 per cent or 80 per cent the preniun rates are 6.2 por cent and

3.8 per cent respectively for wheat and 4.9 per cent and 3.5 per cent for rye.
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66. In Ceylon compulsory insurance for rice was introduced in 1961; it is virtually an
fll-ricls insurance.  Maximun compensation amounts to 50 per cent of the standard yield,
expressed in terns of prices fized by the Government. The ceiling is raised to 60 per
cent if modern farming techniques are used. There is a standard premium rate of 5 Ips
per acre, end claims are settled after the crop has been harvested and may be paid
either in cash or in kind. The insured may claim compensation if the actual yield of
the insured plot falls below 70 per cent of the standard yield. Claims are settled by
instalnents, depending on the stage of growth reached by the crop. Between 1958-1965
the total premiums amounted to 5.2 million Rps to which the farmers contributed 2 nillion
Rps, Clains settled amounted to 4.2 million Rps, the difference being met out of State
funds.

Livestock insurarnce

(a) Livestock insurance techniques

67. The velue of livestock represents an important share of aggricultural assets and steps
should therefore be taken to protect it. In its original form, the protection of

farmers asgainst livestock losses consisted nainly of fellow-citizens helping one another
out. Later, and within small areas (communes, districts), farmers' assoclations wera

set up to corpensate their members for losses caused by the death of an animal, based on
the apporticnment principle, . The associations thus formed were backed by larger,
higher-ranking agencies which acted as reinsurers., This forn of coverage, widespread
today, particularly in countries with many small private farmers, has one nmajor

advantage: 1t nmakes it possible to verify the factors constituting the moral hazard,
since the members of these associations can freely decide Ly inspecticn at first hand
whether circumstances exist likely to increase the hazard or even to give rise to a clainm,
68. Insurance against loss of livestock, when organized on a cormercial basis, creates
najor problens and is therefore fairly rare, being confined to a few specific categdries
(e.g. insurance of racs-horses).

€9. Insurance sgainst loss of livestock is of najor importance in the socialist countries,
where agricultural co-operatives have been set up. Livestock insurance in nost of these
countries takes the form, in varying degrees, of compulsory insursnce required by law.
Should this compulsory insurance fail to provide coverage for all types of animal or all

the attendant risks, coverage can still be secured, mainly through optionel or voluntary

insurance.
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{b) Risks covered

70. (i) The main risk covered is the loss of an animal by death or force slaughter

following an accident or disease;

(ii) Death or forced slaughter following an operation, parturition or abortion, as
well as slaughter by order of the authorities; ‘

(iii) Permanent loss of an animal's services (horses, asses);

(iv) Permanent locss of the reproductive capacity of breeding stock.

(¢) Exclusions |

71. Sorme risks are occasionally excluded from this type of coverage, e.g. epizootic
diseases, tuberculosis, operations, diseases from which the animal was suffering when
the policy was taken cut, Some of these risks can nevertheless be covered by payment
of a surcharge.

(d) Amount of coverage, compensation

72. Where snimals are insured individually, even the amount of the insurance is determine

separately on the basis of their value, The value of an animal may be the carczss

value if it is bred for consumption, the value of its services if it is btred for other

purposes (draught aninals, etec.), or, lastly, the value of the aninal if it is intended

for breeding. Compensation will be based on these figures, less the residual value, if

any, of the animal after loss of its services or reproductive capacity.

73. Where livestock is insured as a group, particularly in the case of compulsory insuranc

of cattle for the value of their carcass or services, the amount of the insuratce is not

determined separately for each animsl, the premium being calculated in relation to the

number ¢f animals on a given date. Newly acquired snimals are automatically included in

the coverage,

74e As the moral hazard in this type cf insurance is significant, the insured nust be

encouraged to take steps to ensure the survival or recovery of the animal. 4 deductibls,

usually 20 per cent, is therefore applied. Under the Czechoslovak insurance conditions,

the deductible is applied in the event of death (10 per cent) but not of forced slaughter.
(e) Insurance against loss of livestock in Czechcslovakia and the Soviet Union

75, In Czechoslovakia until the end of 1966 all livestock belonging to agricultural

co-operatives were covered by compulsory insurance for their carcass value. Optional

Insurance was available for coverage in excess of that amcunt. Under this scheme

coverage wasg even extended to minor losses resulting from the death or forced slaughter
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of individual aninals,  Compared with the total value of an agricultural co-operative's
livestock, the small unounts involved in this type of compensation were of no economic
inportance to it. " On the other hand, they placed a heavy burden on the insurer's
settlement operations, Accordingly, under the recent amendments affecting the compulsory
insurance of agricultural co-operatives, which came into force on 1 January 1967, the
compulsory insurance of livestock belonging to State co-operatives and farms was
reétricted to losses caused by natural forces (fire, lightning, etc.), and the amount of
compensation is always based on the selling price. Coverage of losses due to death or
forced slaughter was transferred completely to the field of optional insurance. On the
grounds that co-operatives should be insured mainly against major disasters likely to
lead to substantial losses, the Ministry of Agriculture decided that the optional
insurance of livestock should be restricted to perils likely to cause losses deemed to
be calamitdus. Optional livestock insurance consists chiefly of coverage against loss
due to contagious diseases of =all kinds, poisoning, acute meteorism and electrocution.
Compensation always amounts to the selling price of the animal, less the value, of the
usable remains, Coverage is taken ocut for the whole inventory of livestock and the
premium is based on its total book value plus the annual income from stock-farm sales.
76, Needless to say, this new livestock insurance scheme does not prevent farmers from
insuring their draught animals and breeding stock in the normel way against death or
forced slaughter due tc diséase of any kind, accident, operation, and so forth. In such
cases the premium is based on the number of animals insured.

77. The insurance of breeding-stock in insemination units includes possible damage to
female breeding animals occasioned by an accident during covering or by commmication of
a disease.

78. Insurance of cattle over six months ¢ld is included in the combined policies of
privaete farmers, The premium is based on acreage and coverage is only for the carcass
value of the animal, Amounts in excess of the carcass value (service or breeding value)
mey be insured through a special policy.

79. Livestock insurance in the Soviet Union was similarly amended as from 1 January 1968,
Compulsory insurance now covers all valuable livestock belonging to kolkhozes, but
compensation is paid only in the event of the animal's death or forced slaughter arising

from a contagious disease or accident. This restriction is justified on the grounds

that any other losses are slight and can be prevented provided adequate precautions arse
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taken. Only breeding-stock is insured against loss from other causes (ncn-contagious
diseases). Compensation amounts to 70 per cent of the animal's book value. Optiocnal
insurance, providing for coverage other than compulsory insurance, is no longer availabl
II. Reserve funds
80. The reserve funds of insurance companies are, by their very nature, different from
those of other enterprises. Whereas the reserves of an industrial or business enter-
prise reprcsent its own funds, accruing from profits, non-life insurance reserves are
intended primarily tc meet the insurer's conmitments and only part of those reserves ca:x
be considered to belong to the company itself, It is because of the cormitments arising
from insurance contracts that the insurer sets up reserve funds.
81, Thesc comnitments, for which reserves must be accunulated, may either be slreacdy
known at the time the reserve fund is set up, or may arise later, Clains may therefore
be due elther irmediately or at some future date. Coverage in respect of lnown commitme
is provided by: |
(i) reserve fund for outstanding clains;
(ii) reserve fund for the clain settlement expenses;
(iii) reserve fund to cover other costs;
(iv) reserve fund to cover taxes;
(v) provision for price fluctuatiocns.
Coverage in respect of peossible future commitments consists of:
(i) reserve funds for mexpired risks;
(ii) contingency reserve fund. B
The reserve fund for outstanding claims nmay be divided into reserves to neet clains
already nade and those in respect of losses already sustained but for which claims have
not yet been lodged,
82. The reserve funds for outstanding clains, for contingencies and for unexpired risks
are particularly inportanfain non-iife insurance,

heserve fund for unexpired risks

83. The preniums written Ly the insurer during the financial year are intended to nset
losses sustained during the period for which they were paid (usually one year). This peri
nay not coincide with the current year and part of the nremiun therefore relates to the
next calendar year. Hence, depending can the corposition of the portfolic and the method

of collection, the portion of premiuns to be carried forward must be delternined, taking
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into account the fact that a portion of the premiwms written has already been used during
the -urrent financizl year to neet aduinistrative and nanagenment costs. The usual

practice is to carry forward 40 per cent of the premiuns written.

Reserve fund for outstanding claims

84. TFor any clain reported but not yet settled by the end of the financial year, =z
reserve fund must be set up amounting o the svm 1likely to be paid out in full seitlenment.
This type of reserve can either conzist of a lump sun or of an anount based on the
statistical evidence of previous years. Indivicdual assessnents are highly subjective

and nay bear litile relation to the actual pesition. In those branches of insurance where
there are numerous clains (e.g. motor vehicle) the reserves are usually established on

a forfeitary basis by determining the average amount of claims in pravious years on
statistical evidence. This average figurs, which nay have to be altered in line with

new trends, will be multiplied by the number of claims still outstanding at the end of

the
years and multiplying it by thc total number of claims nade during the current financial

financial year, Another nethod consists in taking the average claim in previcus

year, less the sun: of clains alresdy paid.

Contingency reserve fund

85, Bven if the frequency of clains in respeet of a considerable nunber of risks covered
is fairly regulzr in accordance with the law of large numbers, the clains curve will
differ considerably in scrnic years. Therinsurer must provide against thesc fluctustions
and nust therefore set aside part of the premiums collected with a view to building up a
reserve fund to guard against expected fluctuations. The anount to be set aside for
this purpose is determined enpirically in th~ light of previous experience cver fairly
long pericds, athematical methods are not applied. The position varies considerably
on this peint, depending on the hazards affecting the diffcrent branches of insurance.
In some cases the minimum figure for a contingency reservs fund is stipulated in the
insurer's articles of association.

86. The reserve fund for outstanding clairns and the reserve fund for unexpired risks
are not of great importance to ca insurer who has a monopoly. Because his portfolic is

stable, the resarve fund is ruch the sams at the beginning and at the cnd of the period,

10 practice the setting up of these reserve funds can therefore be siiplified coumsiderably,
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B. Sumnary of discussion

87. Many speakers said that so far as non-life insurance was concerned the situation i,
the developing countries was generally characterized by: '

(a) the small dimension of the markets in most classes of non-life insurance, with
relative predominance of motor wvehicle insurance;

{b) heavy dependence on insurance and especially reinsurance services from abroad;

(¢) insufficient development of insurance and reinsurance techniques,

These conditions, added to the inherent problems of non-life insurance, such as a more
conplicated process of statistical analysis and evaluation of risks and a much greater
susceptibility to accumulation of risks and exposure to catastrophes and conflagrations,
rendered the gituation quite difficult.

88. In the opinion of the wmajority of the participants frr developing countries the
size of a country's insurance market was generally deteriined by the size and compositio
of its population and by the state of development of the country's economy and its
industrial base. The size of the insurance market was important, because it imposed
certain constraints on the size of its insurance institutions and their operational _
efficiency. It was pointed out in this connexion that research into such problems as
the minimm and optimal size of insurance or reinsurance institutions in a developing
econory should be undertaken to help developing countries to decide on what the most

efficient structure of their markets should be, because - apart from those countries

i i ol RS e e

where Iinsurance was undertaken exclusively by State-cwned institutions - most developing?
countries were suffering from a proliferation of small insurance enterprises. Such snall
enterprises tended to depend excessively on reinsurance support from other insurance or
reinsurance institutions in the country or abroad, as their cwn retentions were frequentl
purely nominal, The exXistence of institutions which passed almost their whole business |
on to others did not seen justified, except possibly temporarily during the period of :
commencing business. |

89. A suggestion was advanced by some participants concerning the exchange of informatio%

and experience between the donestic insurance and reinsurance institutions of developing

countries, especially those in the public sector, dealing with non-life insurance
business, Just as insurance enterprises in developed market cconomy countriess were
united in various international conferences, federaticns and other bodies either

directly or through their national associations, it was similarly considered desirable
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that the domestic institutions in developing countries, and especially those operating

in the public sector, should come together and establish various professional bedies, in
the form of conferences or federations In the respective regions or at the international
jevel. Such co-operation might even lead to better contacts on the cperational side.
90, Many participants emphasized the importance of loss prevention measures for non-life
pranches of insurance. Especially great interest was expressed during the discussion

in the problems of maintenance and financing of fire brigade services. Most of the
speakers felt that the insurance institutions could not dissociate themselves from
financing this field of activity as they were also direct beneficiaries of the services
of fire brigades. In meny countries, both developed and developing, the insurance
institutions contributed tco the finances of the fire brigades either on a voluntary or on
a compulsory basis through a govermment scheme or through a professional association.

On the other hand, it was contended that the State was also interested in the efficient
organizetion of the fire brigade services and in the fineneing of their running costs.
91, Several participants from developing countries referred to the risk of so-called
catastrophic losses (hazardous events on an exceptionally large scale, causing a big
accurmilation of heavy claims) inherent in some classes of non-life insurance., New
industrial development and diversgification of the econcmy in developing countries would
lead to the greater freguency and concentration of high valued risks. Consequently, the
insurance industry in developing countries must be ready toc evaluate correctly the nature
and extent of such new risks snd provide the required insurance protection, In this
connexion, various methods of setting up special funds for catastrophic losses within the
insurance industry were considered, Whatever method for financing such funds was chosen,
a certain part of the insurance premiums should be set aside to form the fund. Sone
participants from developing countries considered that in certain cases it might be
possible to set up nixed schemés, with either the central Govarmment or local authorities
contributing tc such funds. In countries where the Government is directly engaged in
insurance activities, the establishment of a mixed scheme might prove to be easier,

92. Several perticipents from developing countries considered that the idea of establishing
a special fund for catastrophic losses might be an appropriate subject for consideration
in the context of regionsl co—operation.  Some participants suggested that a regicnal

fund for covering catastrophic losses should preferably be operated on a compulsory basis

to secure g sufficiently large volume of premiums and provide an equal degree of protection
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te all ite nenbers. It was, however, admitted that, although the idea of a regional

cabastrophe fund locked very attractive and feasible from the theoretical point of view,
its practical iﬁplemontation would require a great deal of preparatory work and under-
standing between the potentially interested parties.

43, Because in nost devoloping countries the non-life sector oif the insurance market
was dominated, in terms of premium volume, by motor vehicle insurance and because in
these countries the third party legal liability section of the notor vehicle insurance
was compulsory, meny participants fromn developing countries considered this branch of

insurance more and rore as a social service in which the State tock an increasing intercs
Several other participants from develeoping countries expressed their concern about thc
rather unfavourable expericnee in molor vehicle insurance and suggested possible remedies
for the existing situaticn., In their opinion, one of the crucial problems in motor
vehicle insurance was how o increase its efficisncy or conversely to reduce the adnini-
strative and acquisition costs. |

94. A suggestion for the organization of motor vehicle insurance in e developihg country
was put forward by one participant who considered that it would be of particular advantage
te any country where it was compulsory for owners of motor vehicles to insure against thirn
party legal liability, He suggested that a single institution with a sufficiently
developed network of branches, but without riddlemen, should be entrusted with the carryiné
out of motor wvehicle insurence business in the country. = He sald that in countries where
this class of business was compulsory, there was no need for acquisition by middlemen
(agents, brokers etec.), and all intermediary charges could thercfore be avoided. Other
advantages of this scheme, in the copinion of its sponsor, were the following:

{a) uniformity of insurance protection; (b) low administrative expenses ocwing to
cconcmies of scale; (2) avellability of nation-wide statistics which would alliow the
institution to establish the assessment of the risks and their rating on & more

sclentific basis; (d) greater possibilities of loss prevention; (e) greater simplicity
in the claims settlement procedure, especially in cases where two or more insured vehicles |
were Involved in the same acecident and (£) nore effective asrrangenments with motor car
garages and repair shops.

95. Several participants from developing countries emphasiszed the importance of insurance
for sgriculture, an econciic sector requiring a very wide and ccixplex systen of insurance

protection, such as: insurrnce of buildings, constructions and stocks against fire and
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other hatural disasters; insurance of farming equipment and machinery, including
ingsurance cgainst liability for loss or damage caused Dy their use; insurance of crops
and livestock,  Agriculturs was exposed to various types of risks, such as meteorological
and biological risks, damage due to theft and riots, perscnal injury or death caused

py accidents as well as various liabllity risks arising in the course of production

or with respect to products., Many participants felt that cron insurance and livestock
incurance seemed to require particular study not cnly because of their specialized
nature, but also tecause of their relative importance.

96, These two types of agricultural insurance were in great demand in developing
countries and the demand was ¢till not being adequately satisfied by the insurance
industry. Heference was made toc a conference on sgricultural insurance held in Chile
some time ago and organized jolntly by the Chilean Government, the Chilean Institute

of Agricultural Seience {being the responsible agency) and the Inter-imerican Deveiopment
Bank. Many participants from developing coumiries considered that agricultural
insurance deserved to be chosen as the subject of a future UNCTAD seminar, either
inter-regional cor regional.

97. In the discussion of the problems of agricultural insurance it was pointed out

by scme participants from developlng countries that a combined approach tc the problems
of the organization of agricultural insurance and agricultural credit services might

bte desirable, inasmuch as meny of these probleme were common to both types of services,
wWith respect to sgricultural insurance, it was suggested by several speakers from
developing countries that it might be better to organize this form of insurance on

an obligatory basis in order tc achieve the widest coverage at as low a cost as possible,
Several other participants from developing countries considered that the developing
countries, when working out and implementing their agrarisn reforms should not lose
sight of the potential importance of agricultural insurance for the success of such
reforms, The provision of agricultural insurance should be considered as an integral
and indispensable part of every agrarian reform plan.

98. BSeveral participants from developing countries, discussing the difficulties
cxperienced in establishing nationgl insursncs and reinsurance institutions, stated
that these difficulties were largsly of two sorts: management and staff problens, and

the absence of sufficient statistical information conceriing insurance transactions in

the country, As a conscquence it was very difficult to prepare a soundly-based
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feasibility study and especially to establish financial estimates of future transacticns
and reguirements for reinsurance protection. Several participants referred to the
shortage of insurance experts and technicians in developing countries and mentlioned

in this connexion the general lack of interest on the part of foreign insurers
operating there in training nationals of these countries, On the other hand it was
contended that all these problems should not discourage the developing countries in
their efforts to establish their own insurance and reinsurance institutions, Many
developing countries which had taken steps toc establish thelr own instituticns had had
to face these difficulties; in most cases they had overcome them successfully.

99. The experience of setting up the National Insurance Corporation of Nigeria was
cited as one of the rocent examples in this connexion. This Corporation will le
operating both as a direct writing insurer and as a reinsurer, On the direct writing
side, it will commence insuring the interests of the Government and of the public
corporations, developing its business further in competition with the cther companies
operating in the Nigerian market. On the reinsurance side the Corporation will receive
a 10 per cent quota share, on an obligatory basis, of all the non~life insurance
policies concluded in the country by all other insurers., The Nigerian Go#ernment
undertook all the preparatory work for the establishment of the Corporation, with the
assistance of an insurance expert provided within the framework of the United Nations
technical assistance programme,  Staff matters were resolved in a rather satisfactory
manner, and practically all the porsconnel employed are Nigerisn nationals, Further
training of the staff will be organized by the Corperation in the course of its
business.,

100, Although in non-life insurance the income from investments is not taken directly
intc consideration in computing the premium tariffs (as is done in life insurancs),
this income is not entirely without effect on the level of premium tariffs as it
represents a kind of a cushion on which the institution can fall back in the course

of applying its rating policy. 4s was emphasized by many participants from developing
countries, in non-life insurance the volume of investible funds is not insignificant,
and their utilization for economic development should not ke overlocked. They stated
that this was a matter of special concern to thoge developing countries where 1ife
insurance was not yet sufficiently developed to generate zn adequate flow of insurance
funds for cconomic development, It was, of course, realized that the investible non--

life insurance funds were by their nature rather short-term funds.
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101. According to many participants from developing countries, the best way of securing
more investible ingurance funds in these countries would be by strengthening and
developing their national insurance markets. With respect to reinsurance arrangements
concluded with the reinsurance institutions outside the country, many parﬁicipants felt
that such arrangements should provide for the retention by the ceding institutions in
developing countries of the technical reserves, both the premium reserves for unexpired

risks and the reserves for outstanding claims, and other guarantee funds to secure for

the couniry the maximum quantﬁm of the investible assets.
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Chapter IV
MARINE CARGO AND HULL INSURANCE
A. Backsround paper by Mr. Rayuond Porter (United Kingdom)

Significsnce of marine insurance in international trade

1. DMarine insurance has g traditional and economic history unequalled in other
branches of commerce for variety, richness and interest. Originating with the
Phoenicians who navigated the Mediterranean 3,000 years ago, it is believed that the
type of insurance which existed at this time was that of 'bottomry! and 'respondentia!
These were advances of money on the security of a vessel or cargo, sums which were not
recoverable in the case of subsequent total loss of the vessel or cargo. From these
types of conbract cne may trace the development of the ground work on which the
superstructure of the insursnce system of mcdern commerce has bsen built. The current
practice of calculating marine insurance rates on insured values originated in the
thirteenth century and is atiributed to the merchants of the cities of Lombardy and the
Hanse merchants of Germany. The financial protection thus provided by insﬁrers has
nade an important contribution to, and has fostered the growth of, the world'c

economy particularly in the last three centuries.

2. Marine insurance today is just as essential to overseas trade and shipping as in-
the past: the perils of the sea, fire and war perils are as real, and though most
ships are protected by the navigational aids and safety devices of modern scientific
effort, the financial msgnitude of a maritime disaster i1s greater than ever, Ship-
owners and merchants are not legally compelled to effect marine insurance or to insure
their ligbilities to third parties, but the modern methods of financing shipping and
overseas rrade frequently leave them without any option in the matter. TFor example,
the capital exposed to hazards in modern ships reaches such proportions that few
shipping undertakings could or would consider it wise to creagte the necessary reserves
to enable them financially to survive the major shipping catastrophes against which
insursnce offers protection. Morecver, many ships are mortgaged to banks and other
finenciagl institutions, and even though the shipowner may be prepared to operate his
ships uninsured the mortgagees insist, quite rightly, upcn an insurance policy as
collateral security for the moritgage.

3. In the case of cargoes sold in overseas trading operations, the offering of a

marine insurance policy as collateral security enables merchants to cbiain advance

payment for the goods by 2 bank and thus allows them to trads more widely unhampered
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py the limitations of small capital. Without the protection of an insurance policy
the shipper who invested g1l his capital in a shipment of goods overseas would need
to await its safe arrival before arranging dispatch of his next shipment.
4. Insurance protection also provides essential financial security for existing
industrial installations and other projects which are likely %¢ have an important
effect on the development of a country's economy. It is therefore important tc
appreciate the role played by insurance in both trade and development. In order to
gain adventage of the facilities provided by the world's insurance markets, commerce
and industry must have free asccess to all available sources of insurance protectiocn.
Traders in both developed and developing countries must be allowed to decide for
themselves with whom and on what conditions they wish to insure, They will wish to
loock for competitive terms coupled with good security.
5, Marine insurance provides confidence, security and stability. By absorbing risks,
it stimulates traders to do business snd encourages banks and other sources of credit
to finance the transactions involved,
6., It is hoped that this paper will prove that international marine insurance, just
s much as transportation, banking end communications, is a vital service to world
commerce end that every encouragement will be given to ensure that its intefnational
character is fully recognized.

' International transport insurance of goods

Contracts of sale
7. International trade is a matter of buying and selling and it is usually a part of

the function of an export merchant tc ship and insure the merchendise to its
destination abroad. Tie purchase of an insurance policy is ocne of the terms of the
contract of sale negotiated by the seller and buyer of the goods. To determine the
extent of insurance cover required it is necessary to pay regard to the terms of the
Particular sales contract. Common forms of contract are those made on the following
terms:

(a) "C,I.P." (cost, insurance snd freight). The obligations of a seller on a
contract of sale on "C,I.F.% terms include the provision of marine insurance upon
the goods for the benefit of the buyer. The policy will be effected in terms current
in trade but there may be stipulations in the contract setting out any special

risks to be covered.
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(b) "FP.0.B." (free on board). Under these contracts the seller must deliver th
goods on board ship at his own expense: thereafter the goods are at the buyer'é risk,
and he then becomes responsible for the freight and any subsequent charges snd he
must take out such insurance as he requires.

(c) "Ex~ship". The seller has to cause delivery to be made to the buyer from a
ship which has arrived at the port of delivery; the buyer has no concern with the
marine insurance effected by the seller,

Policies and clauses

8. 1In the British and some other marine insurance markets the bulk of business is
based upon Lloyd!s 8.G. marine policy form which has come down through the cenfuries
unchanged. This document is used for every conceivable transport insurance as well
as shore and third party lisbility risks in great variety. During the past three
hundred years, numerous legal decisions have detexrmined with certainty the meaning

of its terms which now serve as a basis for additional clauses, thus sparing the

marine market the necessity of drafting special policy forms for each class of
business. ‘

9., Most cargc insurances are covered in terms of standard clauses, whether upon

"ith aversge" (W.A.), "Free of particular average! (F.P.A.) or "All risks" conditions,
according to the extent of the perils insurance. They would probably include perils of
the sea, fire, explosion, collision and contact of the ship or craft, heavy weather,
thieves, as well as general average and salvage expenses, Customary exceptions comprise
losses caused by misconduct of the assured, delay in transit, ordinary wear and tear,
ordinary leakage and breakage, inherent vice, and loss caused by rats or vermin. War
and strikes, riots and civil commotion risks may also be insured upon the payment of

an additional premium,

Trade clsuses ‘

10, Stendard insurance conditions for various commodities that are regularly ocean-
born have been agreed by British insurers with United Kingdom trade associations. The

great advantage of standard clauses is that merchants trading in a particular commodity

know the conditions universally in use and may more egsily define the conditions of
insurance in their contracts of sale, and so secure from the underwriter an approved
form of pelicy which will be acceptable tc all others engaged in the trade. Commodities
which are subject to such standard cilsuses include rubber, timber, coal, sugar, flour,

grain, jute and frozen products.
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4 open _covers

111. As the volume of overseas trade makes it impracticable to insure all cargo ship-

,Tments individually, various kinds of long-term contracts are effected with ipsurers by
{ exporters or importers. The most popular form used is the "open cover™. This is an

| agreement between the assured and insurers under which the assured agrees to declare,
and the insurers for their part agree to accept, all shipments falling within the
gcope of the open cover during the stipulated periocd. It is drafted in generalvterms
and is usually placed for twelve months, subject to 30 days' notice of cancellation
by either side. Insurers' aggregate liability during the term of the open cover
depends solely upon the number and the total value of the shipments: provision is
nade, however, for a maeximum value to be shipped in any one vessel, which amount forms
the basis of individual underwriting linses when the open cover is effected. Some
covers are permanent but subject to a cancellation clause.

Certificates of insurance

12, Under the terms of sale for shipments overseas, a marine insurance document is
frequently lodged with a bank or despatched to the consignee. Very often the insurance
document takes the form of a certificate which supplies evidence to interested parties
of the conditions upon which insurance has been effected. The certificate takes the
place of the insurance policy and is usually accepted by banking houses provided that

the policy under which it has been issued is available if required.
Surveys and claims on damaged goods
13. To facilitate the settlement of cargo claims abroad it is necessary for under-

writers to set up agents or branches throughout the world., When insured goods in
transit suffer loss or damage, the shipper or consignee can apply to a local representa-
tive of the insurer for a survey to be held to establish the cause and extent of the
loss or damage. The manner in which the survey report is drawn up is important, for

it frequently represents the cnly evidence on which the insurer and others far removed
from the scene of the survey can determine their ligbility. The completion of the
report involves not only the incorporation of the physical evidence found by the
surveyor, but alsc a history of the movement of the goods to which it relates. If,

by reason of the peculiar nature of the goods or damage, a surveyor does not feel
qualified to express an authoritative opinion, he would take immediate steps to consult
an expert with the necessary knowledge. Average agents, such as Iloyd's agents and
insurance company agenbs, are often authorized to settle carge claims covered by the
policy terms,
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14. The dramatic changes now taking place in cargo handling, the technological progre
in the shipping and air-freight industries and the growth in the accumulation of risks
are factors which offer a challenge to cargo insurers everywhere and emphasize the
inportance of insurance itself. The expansion of world-wide trade and social
advancement suggests that for many years to come cargo insurance should be a growth
industry and that marine insurers rmust continue to develop in order to meet future
needs.

Marine hull insurance

Types of vessels insured

15. During the last twenty years there has been a substantial growth in the tonnage of
the world'!'s merchant fleet. "Lloyd's Register of Shipping Statistical Tables! show
that in 1948 the world's gross tonnage for steam and motor vessels amounted to
80,291,593 gross tons whilst the corresponding figure at the end of 1968 was
194,152,378 gross tons. Merchant shipping may be classified into the following main
groups:- (i) ocean going tonnage; (ii) short-sea tonnage and (iii) port and river
craft, but in recent years the designs of merchant vessels have undergone radical
changes as the quest for reduction in labour costs and time in ports has led to a
fresh appraisal of ships! cargo handling abilities. Much larger, faster and more
specialized vessels are now in use and more are to comé. Passenger liners, super-
tankers, container ships, liquid petroleum gas carriers, converted tankers and
varicus marine structures such as oil drilling platforms have all presented their
different insurance problems. One of the major influences on the hull underwriting
account has been the commissioning of giant tankers and bulk cargo carriers. The
introduction of these mammoth vessels has brought about problems arising from their
extra draught, as well as difficulties created by insﬁfficient salvage, towage and
dry~-docking facilities.

16. One effect of building specialized ships and of the introduction of electronic
equipment is that claims upon hull insurers are becoming more expensive, and unless
the training and efficiency of ships' perscnnel keep pace'with these technical advances
the claims experience is bound to worsen. The question of maintenance and control of
vessels fitted with automatic control of ships' machinery is receiving tiie attention
of insurers and owners who understand that problems may arise,

Shipowners! insurable interests

17. In order to secure complete indennity against a loss it is usuelly necessary for

a shipowner to effect insurance not only on the hulls of his vessels but also on freight
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(and passeze money in the case of passenger ships) and on disbursements incurred in
fitting out the vessel, including its provisions and stores. Uith regard to freight
insurences, the only partial loss of freight payable is that due to a physical loss of
cargo cn uhich freight is due to the shipowner, an exsmple being the washing overboard
of a timber deck-load. Should a loss occur, it is paid for in proportion to the total
amount'of insurance on freight. Tn addition, insurances against loss of hire or other
earnings are sqmetimes effected, since when a vessel under charter is so damaged that
she must be withdrawn from service for renairs her owner will lose the income which
the vessel would have earned during this period. The usual form of policy provides for
a payment of a daily ellowance for a period during which the vessel is ungble to trade
in excess of a certain number of deys, e.g. %500 a day up to a maximum of 90 days in
excess of 15 initiel days. The terms of these covers are wide and might include delays
due to strikes. Rates of premium are competitive, but this tyose of insurance has =
limited market among underwriters. Not all shipowners take out such insurance, but

it is more usual to do so when a new type of vessel first comes intc service.

18, There are a number of losses and liabilities which may fall on a shipowner and
which are not within the scope of a marine insurance policy in ordinary form, e.g.
liability for faulty stowage or non-delivery of cargo, shipowners' liability at Common
Lav as én employer,; cost of wreck removal, etc. To obtain cover for these "srotection
end indemnity" (? and I) risks shipowners can join mutual clubs to protect themselves.
P. and I. clubs also cover third-party liabilities not borne by hull insurers, e.g.
loss of life, personal injury, damage to harbour vharves and other fixed objects,
infringement of rights, quarantine expenses, shipureck indemnity to naster and crew,

In the case of small craft, ships under construction and vessels laid up in ports,

the marine market sometimes include P, and I. interests in the noimal hull policy form.
Underwriters realize that P. and I risks have a long irun-offi - es it may be ten
years or more before the finai total liability is determined, especially vwhen legal
actions ars involved.

Extent of cover

19. Vessels mey be insured on standard conditions or in terms of individual owners
clauses. The perils covered by the basic form of policy in use by marine insurance

narkets throughout the world include perils of the seas, fire, barratry, collision,

stranding end similar risks. It is customary for appended clauses to cover loss of
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or‘damage to the hull or machinery caused by accidents in loading or discharging cargo,
explosions, crews' negligence and salvage and general average expenses. There are
special conditions where the shipowner desires to insure on more limited terms. For
example, he may wish to insure "total loss only", or a policy may provide that
underwriters shall be liable only for the excess of an agreed sum for all claims other
than total loss, Shipowners mey also require a more-restricted type of insurance for
periods during which their vessel is laid up in port.

20, In policies effected for a period of time, it is usual to restrict the trading
limits within ubich the vessel may operate. Variations of such limits may be covered
at an additional premium, provided that previous advice is given to insurers. Tramp
shipowners naturally require wide liberty of trading end in this regard the British
marine insurance market uses "Institute Warranties", which set standard trading limits
for shipping not engaged in regular services,

21l. The 1liability of underwriters for the cost of ship repairs is, so far as the
British marine insurance market is concerned, explicitly laid down in the United Kingdom
by the Marine Insurancé Act 1906, This provides that when a ship has been repaired
the assured is entitled to the reasonable cost of repairs (less any customary deducticn)
up to the amount of the sum insured. When the ship has not been repaired, the |
assured is entitled to be indemnified for depreciation arising from the unrepalired
damage but not exceeding the cost of repairing such damage. The principle largsly
observed by claims adjusters in the British Market is that the insurer will accept
liability only for such repairs as will put the vessel into the same state of efficiency
as exlsted before the casualiy.

22, Under the standard form of hull policy it is provided that insurers will pay
either three-fourths or the whole of collision dsmages which the assured has to pay as
compensation to another veﬁsel, elvays subject, however, to insurers' liability being
limited to the insured vailue of the vessel. Collision damage to an insured ship is
recoverable directly from its insurers if collisicn i1s a peril insured against. On
peying a loss the hull underwriters concerned are entitled to take over the ship-
owner'!s rights to undertake rescovery proceedings against owners of the other vessel
responsible for the collision.

Insured values
23. It is a peculiarity of hull insurance, compared with other interests, that the

extent of 1liability for partial loss or damage to the ship caused by insured perils
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does not depend on the insured value, but the sum insured is the limit of underwriters!
liability in respect of any one casualty. Thus, if the repairs to the ship cost

£50,000, this will be the liability whether the chip is insured for & value of £1 million
or £2 million; 1in other words, hull underwriters give a "first loss" insurance. A
nDisbursement Werranty', which appears in most hull policies, is designed to limit

the amounts which may be covered for freight and similar interests to 25 per cent of

the hull insured value, thus encouraging the shipowner to maintain fair and reasonable
bull values.

Premium rates
2/. The main factors which determine the rate of premium in hull underwriting are:

(a) type of vessel and trade and classification symbol; (b) ownership and/or manage-
nent; (c¢) past claims experience; (d) conditions of insurance; (e) insured value;
and (L) repailr costs,

25. Since 1964, bull underwriting has brought most unfavourasble results despite some
increase in premium, During the vast five or six years most shipowners have received
insurance cover below its actual cost. Insurers cdurinz this period have been accenting

rislts with insuflicient considerstion for factors such as increases in repalr costs,

selvaze expenses and, in some cases, a lower standard in the crewing and msintenance

of vessels., The worst classes of risk in the hull account are single vessel owner-
ships and war-built mass~produced tonnage. Now that larger tonnage is under
construction rating problems are bound to arise. One important question is the
adequacy or inadequacy of rates being charged for new tonnage. The chief reasons for
bad results are said to be inflation year by year, occasional devaluation of

currencies and more frsquent losses at sea, both partial and total, often caused by
bad navigation. A leasding London Company hull underwriter has pointed out that despite
the increase in tonnage totally lost and the increase in repair costs, the general
level of rates ruling today does no more than match those ruling in 1962 - the last year
in which many insurers recorded a prefit on hull insurance.

26, It wlll be apparent from the above that the insurance of hulls and subsidiary
interests calls for the exercise of much ingenuity and that in order to be successful
an underwriter must display the maximum ability, good judgement, enterprise and commcn
sense. He must also have a wide knowledge of the intermational marine market and its

Problems as well as being able to make wise use of reinsurance facilities.
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Characteristics of some cther specific types of insurance
connacted with or arising out of internatioral trade and
gther cconcmi exchanges A

"Sellers! dinterest®

27. An important type of risk, which is ancillary to marine insurance, arises in cases
in which a shipper effects a “sellers' interest" insurance in respect «f goods sold on
Teost and freight®™ terms. Undew such sale contracts the seller is not roguired to
furnish te the Luyer a policy of marinc insurance aud it is left to the buyer to
arrange insurance from the time he takes over the title to the goods. In these
circunstances the seller may be withwout Insurssce securlity during the period fron the
commencament of the transit until the acceptance of the documents of title Ly the buyer.
28, In order to protect himsclf, the shipper takes oub & "sellers! interest insurance
against loss 5f or damage to the merchandise. This policy is effective also in the
event of the ownership of the goods remaining with the seller due to the buyer failing
to take up the documents oI title.

Reijection risks

29, This form of insuraince provides cover against finéncial loss which the assured
would suffer should his shipmoents be rejected Uy those governmental authorities which
regulate the import of canned gools, frozen neat and other foodstuffs. Lloyd's and
British mariro insurance companies have jointly produced standard sets of clauses
applying to the rejection of meat and other foodstuffs, and it is a basic reguirement
of such insurance that prior to shipment the assured must have fully complied with
relevant governmental regulations both of the country of origin and of the countyy of
destination.

Ixport credit

3¢, Compared with the home trade, the business of selling =zbroad can Do full of risks.
The exporter may suffer considerable loss if, for example, his ferelgn buysr fails to
pay or the importing country prevents the transfer of payment in local gurrency, or
political disturbances or cuturesk of war frustrate, the performance of the conuract.
These ars riske over which the exporter has 1ittle conbrol and which he caunot sluays
foresee. Today's world-wide demand for longer credit serves only to ilntensify then,
hut it is possilble to ovtain protoction against these risks through export credit
insuz.nce. It is not usual for marine ins-rvers to undertaic such risks, anc sc far as
the Unit.d Kiugdom is concerned cover is mainly assumed eitiicr by the Trade Indemmity

Company Limited oi by the Bxport Credits Guarautoe Department of the Borrd of Traode.
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Road transit risks

31, The incrsase in road trausit risks during the last decade continues, with a marked
tendency towards vefy large individual consignments, sometimes ceused by large multiple
stores replacing small enterprises, Thc giaduval removal of customs duties and other
trade barriers, and improvements in the services provided by vehicle-carrying ships,

are likely to cncourage further growth in this mode of transport, particularly in
Hestern Eurcpe.

32. Th: insurances of goods in trausit by voad fall into twe main categories:

(i) iusurance for account of the trader or owner of the goods, and (ii) insurance of the
liabilities of the carrier. In due course the scope of insurance cover is likely to

ve influcnced by provisions appearing in z "Through bhbill of lading® which is o siangle
document applying te all road, rail and sea sections of an iatermatiocnal transit vhers
the road vehicle is the principal form of conveyance. The main factors which influence
the underwriting of road transit risks are: (a) the type of goods, (b) the sum insurcd,
{c) th: class of vehicle, (d) methods of transit and security arrangements, and

(e) previous loss experience,

Nuclear shipments

33. The employment of Vatomic energy’ fur varlous operations has undoubbtedly introduced
new and accentuated hazards with which the marine insurer must familiarize lLimself,
aspecilally with regard to nuclear propelled ships and shipments of irradiated materials,
Some nuclear shipments are already insured on standard conditions, including loss or
damage caused by at o nic fissicen or radio-active force, During recent years, much
progrzss has been achieved in arriving at international uwniformity in imposing
lisbilities upon cwner/operators of atomic piles and/sv radio-active materials and o
nuaber of countries are in process of promlgatbting ratifying legislation. '

34, Meanwhile, the extent of insurance cover available for nuclear hazards varies
widely from country t° country. Scme markebs give full cover; others give limitad
cover whilst some‘othars are not prepared to grant any form of nuclear insurance
vhatever. ihera cover is givea, underwriters must see to 1t that full provision is
nade for adequate reserves to meet liabilities which may not be known fur some years.

Shipowmers! liabilityv to carcces

35. The shipourer's 1liability to cargo under the terms of various Couventions, is

i f ol 3 o . . . - N
invariably based on the degree of negligence which can e proved agsinst hin os &

tarrler. In the absence of negligence no liability asrises, snd it is falr to soy that




il

TD/B/C.3/83
page 80

for the large majority of cargc claims settled by marine insurance companies and

underwriters there 1s no pessibility of recovery from the carrying vessel. From the

shipper's angle, the point to emphasize is that marine insurance provides cover against
all fortuitous loss or damage at economic rates, whereas the shipowner, under the terns
of his bill of lading, is merely covering his legal liability as a carrier. Insurance
premium and freight rates are adjusted accordingly and there is no question of double
insurance.

Average disbursements

36. Aversge disbursements insurances are ususlly effected by shipowners to protect
themselves immediately after a general average act has occurred. In the event of a
subsequent total loss of the vessel and cargo before arrival at destination the
shipowner would be unable to recover any of the expenditure incurred on behalf of =1l

parties involved in the previous casually. The main purpose of average disbursements

insurance, therefore, is to protect the shipowner against failure to recover general
average disbursements should the ship and cargo be subsequently lost,

Shipbuilding risks

37. In this class of business the marine insurance market normally grants cover against
risks of loss of or damage to the subject-matter insured. Shipbuilders'® insurances
also provide for general average and salvage charges, third party claims arising from
collision of the insured vessel during sea trials, and protection and indemnity
liabilities which mainly apply to third-party claims. Rates of premium are dependent
upon the contract value or comploted value of the ship and its period of construction;
the claims record of the shiphuilding yard and the number of passengers to be carried
by fhe vessel. It is customary to stipulate a sum below which the assured must bear
each cloim uninsured.

Ship~repairers! 1iabilities
38. Ship-repairers’ liability insurances cover the legal liability of the assured for

ioss of or damage to any vessel or craft in their custody. The pelicy alsc insures the
ship-repairers! legal liability for loss of or damage to cargo or other preperty
apperteining to such vessels or craft, including damages resulting from loss of life and
bodily injury to persons arising from the ship-repalring operations of the assured.
These contracts are very comprehensive in their nature and are based upon the gross

repair charges of the assured during a twelve-mcnthly period.
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ngwage rigks

5‘39. Towage risks involve vessels of all kinds, including vessels sold for scrap and

| complete oil rig installations, as well as large and small floating docks new and old.
%Vital congiderations are the experience of the towage contractor, the sultability of

1 the tugs and equipment and their past claims record. It is of importance that the tow
be physically fitted to meet the hazards likely %o be encountered, The vessels '
undergoing towage are olften of very awkward structure, with high superstructures,

l shallow cdraught, lack of stability and insufficient scantlings to stand up to ocean

voyage. Underwriters to whom such risks are offered need sound advice on the teclmical
uspects, and should require that all necessary precauticiis are taken, such as the

‘cloging of all openings and the removal of high superstructures before towage is

comnenced.

Aviation hulls

40. The marine market's participation in all aspects of aviation hull business is very
considerable. The aviation market proper leads most business but marine underwriters
play a most important part. Within the next few years the advent of jumbo-jets® and
large supersonic aircraft is likely to present a capacity problem. The features are in
the main twofold: first, the size of the hull values, and secondly, the increased
seating capacity of these future glants of the air. The cost of an air disaster is
likely to be much higher whether measured in terms of hunan life or in terms of amcunts

insured, for in addition to, say, $25 million hull values there is the possibility of

legal 1iability claims of perhaps $100,000 per passenger for up to nearly 500 seats, or
nire. Apart from the difficulty of adequate rating for current and kunown types of
risk, insurers are faced with the problems created by the centinual introduction of new

types of airecraft.

ALr cushion vehicles (Hovercraft)

41. Developments in air cushisn vehicles have prompted marine end aviabion underwriters
to provide special terms for this type of craft, including third-party liabilities.

Alir cushion vehicles will be used mostly for operations over the sea or inland waters.
Current policies corprise a mixture of marine and aviation clauses which cover the air
cushion vehicle whilst on the ground or on the water or in hover. Underwriters are
mindful of the fact that these vessels are nmore dangerous than ships because they can
reach 80 knots on the sea surface, with possible future increase to 100 kncts, which
heans smaller margins of safety in navigation. Whilst moving over lund in the

United Kingdom they are subject to the Riad Traffic Act.
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Packare policies

42. A packeoge policy is a uew type of insurance created to enable big industrial
conceins to have one policy covering all their ships, cargo, rigs, shoreside properties
and third party liabilities. Such policics insure the property agaiast mest risks of
loss or damage plus sume third-party liabilities. Iiv recent years, the Lenden merket
has insisted on secticnalized policies for packore deals. This n=ans that sach section
of the package policy is subject to its own proper, old-estal:lishec, clauscs;

1.e. hulls are nade subject to hull insurance conditions, whilst shoreside properties
are insured Ly standard non-morine clauses, and so ci.

The pro'ddems of obtalning the most favourable conditions
in morine (carwc and hull) insurance ot corpetitive rates

Influence of ccmpetition

43. Competition, properly conducted, is an essential feature of international marine
insurance and has been a predominant influeiice upon underwriters in providing first-clas
security ot the most economic cost. ILegitimate and responsible competition stimulates
business efficiency and keeps profit margins within reasonable Lounds, but nany of the
wordd's marine insurance markcets arc now operating at a loss ocwing to inflstion and
consequential higher costs, Inevitably, competition has increascd because of ths

" rapidly growing needs and increasing capacity of various national marvkets where, in
nany instonces, lower and often neconomic rates have been for = time readily available
for Lusth hull and cargo business, The elemeat cof competition can help to promote the
best interests of insurers and their policy holders only if it is reasonably anc
prudently exercised.

Capacity of insurers

44, One of the nout importaat issues facing international marine insurcrs today is
whether the copacity of the world's insurance narket is adequate at a time when values
ﬁre still rising rapidlyf‘ Capacity is linked with prcefitability, aad in tines of
adverse undorwriting experience the capacity of the insurers tends to contract, although
this nay be offset by new entrants intc the market, Large marine risks sulh as new
liners costing, say £30 mnillion are “eing fully covered, bub certain 1liability rislks in
the futurc, such as those arising from oil pollution, windsturms, earthquake oo
radioactive conterination, nay strain market copacity to the utnost. Consequently,

suthoritics should not introduce restrictions which 1limit the capacity of insurers and

o
]
£}

: S e r 1Al
srevent wsrldwide insursnce or reinsurance frem eliig made freely available, wherev
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required. Marine insuvers can be expected toc adapt thenselves in such 4 way as to neet

capacity needs.
45. Without full and adequate insurance facilities internatiocnal trade could be

hanpered and prevented from achieving its full development. Tasy access to large and
competitive markets (which nay involve the use of independent brokers speclalizing in
international insurance) is necessary if marine insurance is to be obbained at the
lowest poésible gconunmic cost.

Adverse factors

46. Inflsation continues tc be one of the most sericus problems confronting underwriters.
They are faced constantly with increases in costs, high clains frequency and increasing
traffic density on land, on water and in the air. At the same time, the insurance
nmarkets throughcut the world are being hit by an increasing nunber of catastrophes and
najor casualties which give rise tc either unprecedented single risk losses, or an
accumulation of loss from a single cause spread cver many individual risks, A further
factor which exerts a predominant influence on marine underwriting is the tendency for
industry to require more commrehensive protection., Underwriters have granted these
concessions scmetimes without an adequate increase in premium custs and have had to call
for higher rates on reneswal,

47. Organized crime, unsuitable packaging, failure ~f cerriers and other bailecs to
provide preper care for the goods in their custody, port congestion and iasufficient
handling and storage facilities have beconme almost permanent adverse factors.

48, It folluws from the alove that, at a time when individual large losses sre increasing, .
it behoves insurers to make a more accurate assessment of their underwriting and eusure
that their insurance commitment is adequately priced. There are signs that the hard
lessons learned Ly underwriters in recent years are leading to impreved terms in
maritime insurance, In this regard insurers from develuped countries have shown their
willingness to assist the groﬁth and profitability of insurance navkets within the
develcping countries. This process has heen going cn for a ling time by a natural
evolution in which direct -peraticn by branches of foreign insurance conpanies has
involved the training of local staff. In addition, developed countries have for many
years provided special training facilities in home markets for nationals of developing

countries, and the consequential growing kiowledge and awnreness of insurance has led

to the establishment of domestic companies in competition with foreign insurcrs.
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Foreign exchange considerations in marine

insurgnce_and their effect on balance of payments

Capital movements
49. When a major disaster such as windstorm, earthquake or war occurs, the resulting

inflow from foreign insurance scttlements may be a vital element in preserving
stability of the’iocal econonty., It cannot be stressed too strongly that the protection
provided by insurance can work properly only if fﬁnds are freely interchangeable, and
if the security offered is able to pay a major catastrophe claim or series of claims in
any area cf the world. Exchange controls have sometimes prevented adequate funds from
being made available to pay for foreign insurance protections, but it must be pointed
out that the amount of foreign exchange involved in the payment of marine insurance
premiums to underwriters abroad is relatively small compared with the whole of a
country's exchange transactions. Such amounts are even smaller when one realizes that
substantial sums are returned in the payment of claims and commission and that a large
proportion ¢f premiums collected are used to pay for local administrative expeuses.

Thus the net movement of insurance capital abroad is merely the balance, if any, of
premiums over claims and expénses and it may often be in favour of the developing
country concerned. Consequently, the business of writing foreign risks depends very
much on the freedom to transfer available funds from one country to another as required,
Premiun reserves

50. There have been suggestions that the developed countries should nct expect to
receive payment of all premiums due but should be content to leave a large proporbtion
in the country of origin for investment in local industry. The ability of insurers to
meet their obligations to pay claims almost as soon as they are presented depends on
the prompt payment of premiums, Since it is not practical for international insurers
tc malntain reserves in each country, "short-term" reserves have to be held in liquid
funds to allew for a "run STTN of claims on unexpired contracts as well as for
unsettled or late claims. These reserves, part of which may be avallable for investment,
cannot be regarded as savings of the policy holder; they represent the pool of funds
from which the replacement of damaged property or other loss is to be financed. Surplus
funds in excess of ‘'"short-term" reserves must form the central free reserves cf the
insurer which are available to neet exceptionsl needs irrespective of national
frontiers. They must, therefore, remain under the unrestricted control of the

insurer's head office.
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Restrictive legislation
51. A change in the status of developing countries has cften been followed by a trend

towards the fostering of lccal insurance enterprises and this has prompted the
enactment of restrictive insurance legislation in the countries concerned. The
suggestion that developing countries should concentrate on buying "F.0.B." and selling
e, I.F." in ovder to avoid payment of insurance premiums abroad and sometimes to control
shipnents is, toc say the least, debatable. Developing countries are exporters of raw
materials and importers of manufactured goods, The buyers of raw materisls have g
right to centrol the handling of their insurance requirements and, understandably encugh,
prefer to deal thriugh long-established connexions with insurers thereby obtaining the
cover required and, in the event £ claims, payment without delay in their own currency.
52. For this reasun, marine and eviaticn insurers maintain that the assured perscns
dealing in these classes <f business should be left the maxirmum freedom in deciding
where their insurances shculd be placed., This freedom is stated clearly in the OECD.
Code of Liberalizaticn <f Current Invisible Operatisns in the following terms, though
-nly so far as concerns insurance relating to goods in international trade;

"The taking out -:f insurance c.ntracts relating to goods in

internaticnal trade and the transfers required f.r the
execution of such ccntracts r for the exercise of rights

arising therefrom shall be free'.
In maintaining this position, it should be pointed cut that marine insurers are decling
with Lusiness enterprises well qualified to decide where thelr best c.ommercial interssts
lie in respect .f risks tu be covered, jurisdicticn t. be accepted, and security behind
the insurance policy.
53. Within the Buropean Eccnomic Cocmmunity (the Common Market) draft Dirvectives setting
cut the restrictive conditicons under which it is prop.sed that insurance business may
be conducted within the six Common Market countries have been drawa up in Brussels for
submission to the Commissign: There would be supervisi-m cr c.nbrel by the supervisory
authorities in each country. The terms for third countries are als: in draft. There
are strong grounds for saying that in the best interest of international trade, marins
and aviaticn business should be free fr.m such ceptrsls, Only in this way can the full
capacity .f the werld!s insurance market be brought int. .peraticn.
54. A naticnal marine insurance incdustry which c:ntributes t. a naticnal sconomy is not
creatad behind a protective barrier of restrictive neasures but can be established and

grov only by rendering a service on a freely competitive basis.

e
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Loss preventio..

Preventable laosses

55. A1l those engaged in world trade are interested in the delivery of merchandise

in sound condition and in the svoidance of economic waste. It is estimated that

80 per cent of the losses on goods in transit arise from preventable causes. These
include theft, pilferage, non-delivery, breakage, leakage, water damage, contanination
and similar risks. The shipper has some control over this loss group in deciding the
method to protect his cargoes, siice approximately 50 per cent of preventalble losses
arise during handling and storage. Theft, pilferage and non-delivery claims account for
approximately 20 per cent of cargo losses whilst the Incursion of sea waﬁer, heavy
weather damage, fresh water and sweat account for the iemainder, Theft and pilfersge
losses could be reduced by using well censtructed containers and eliminating any
descriptive marking of the conteuts, particularly in the so~called "luxury class',

Basic remedies

56, Improved methods of moving goods promise advantages available to any country,
regardless of its present state of developuent. However, the highly sophisticated
container concept might not be instantly adaptable, particularly where door-to-door
inland delivery of the container is not possible. Port facilities, handling equipment,
railway and trucking facilities and the consignee'!s warshouse must all be able to
permit the 10, 20, 30 or 40 ft. contalner to move to its destination. Experience has
shown that it will be some time before most ports in the werld are ready for
conbalinerized transport. The shipping of cargo in large unit loads should lead to a
substantial reduction in the number of handlings of individual packages and in the
exposure of goods to adverse weather conditions, pilferage and bhreakage. Apart from
improvements in cargo handling and storage facilitiss there are twc other significant
factors in controlling éargo losses: first; free time for cargo to remain on a pier
or in a customs warehousaimust be limited, since a substantial factor in loss prevention
is the expeditious movement of goods; secondly, the period during which gcecds are
exposed to severe weather couditions end to theft and pilferage must be reduced.

57. Cargo loss prevention is a subject which has formed an important part of the
discussions of the International Union of Marine Insurance over a pericd of mauny yeuawrs.
The Union's Committee on Cargo Loss Frevention has collected technical information on
preventable losses in world commerce. This experience reflects the kuncowledge of

underwriters in many countries, sind the Committee has prepared recommendations to
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prevent or minimize suph losses. The Internationsl Union of Marine Insurance has
stressed that the adoption of their loss prevention recommendations will promote greater
efficiency in overseas trade. The recommeuncations are divided into six sectioas,
sddressed to (a) shippers; (1) consignees; (c¢) ocean carrieré; (d) port sud terminal
operators; (e) air terminal opevators; and kf) marine underwriters., The Union is
keenly aware of the need for community action in individual ports to accemplish man

of the recommendations and neasures called for and invites world-wide attenticn to the
importance of co-operation to bring about much needed irprovements.

Containers
58, The advent of the container has in many instances itransferred cargo haandling

responsibilities from those accustomed to handling cargo to those with nc previous
training or experience. A study of underwriting experience of containerized goods

has revealed that losses are generally caused Ly:-~ (a) theft of contents (due to poor
locks, seals and security); (b) water damage; (c) condensation; (d) improper handling;
and (e) faulty stowage. It is essential, therefore, that regard is paid to the

seawoithiness of containers and to the necessity of fitting ventilation and homidity and/or

refrigeration contiocls, Another important considerstion is that insurers ought to
satisfy themselves that all the cargo handling facilities to be used are adequate to
1ift heavy loads. |

Sendings by air

59. The growth of the carriage of gocds by air is reflected in the large sums helng
invested in this branch of the transport industry, and it is obviocus tvhat the volume of
goods carried by air will increase further when "jumbo-jets" sud supersonic aircralt
are in service.

60, Losses of diamonds and jewellery have been too numerous during receat years on all
international routes and it is evident that the cargo handling facilities have not kept
pace with the substantial increase in the number of consignments by air. Security
neasures are often totzlly lnadequate and scmetimes non-axistent, It has becone
apparent that there is much room for improvement and that Governments should take steps,
if necessary Ly legislation, to compel airport authorities and airline operators to
provide rmuch better protection and supervision of goods at airports zud during transit.
Hull Joss prevention '

6l. Marine underwriters have cen able to take an active part in promoting s number of

Tecommendations to reduce claims for loss of or damege to cargoes, but in hull

msurances loss preventio: is more difficult because of the bechunicalities involved.




TD/B/C.3/83
page 88

Maritime safety regulations are principally the responsibility of individual' Government
which sometimes act upon recommendations of various international authorities, such as
the Intergovernmental Maritime Consultative Organization. Current proposals under
consideration by these authorities include (a) adoption of sea lanes; (b) restriction
of speeds in high density areas; (c) periodic survey of navigational equipment;

(d) use of automatic pilots; and (e) reinforcement of "look outs",

_B. Summary of discussign

62. The author of the background paper and some speakers expressed the view thal access
to leading insurance markets should be unrestricted, on the grounds that free
competition would secure the best possible terms of the cover at the lowest price,

Many participants from developing countries did not agree with this general concept,
vwhich in their opinion did not serve the interests of developing countries or, in
particular, the cause of establishing and developing national insurance markets in this
branch of insurance. In this connexion, several participants from develﬁping countries
emphagsized that hitherto insurance services relating to international trade had been
concentrated in only a few commercial centres in the developed market economy countries
from which the largest insurance concerns had been operating either through their
agencies and branches or through subsidiaries in other countries, whilst the developing
countries as a group still largely remained buyers of such services and suffered, as a
result of their position, a serious drain on their foreign exchange rescurces, with
adverse effects on their balance of payments. It was also stated that these traditional
concerns were often opposed to any insurance control exercised by developing countries
though they accepted such control in the countries where their head offices were
situated,

63. According to participants from developing countries, so long as the economic
imbalance between the developing countries and the developed market economy countries
existed, the applicationtof the principle of freedom of marine insurance in the sense
of freedom of the client to choose the Insurer, would tend to Dbenefit the traditional
centres cf insurance, They stated that because for most of the developing countries
the principal export items were raw materials or agricultural products ccmmonly scld on
an F.0.B, basis, whereas the main import Items were machinery and cther manufactures
bought by develcping countries on C.I.F. conditions, the developing countries tended to
lose merine insurance on both experts and imports to the insurance instituticns in the

developed market econmomy countries. The only way for the developing countries to
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counterbalance thelr disadvantages would be to introduce protection measuires designed to
link marine insurance with their trade policies and ensure that at least a fseir part of
marine insurance was ﬁlaced with their national insurance institutions.

64. In discussing the problems of market capacity, many participants from developing
countries referred to the fact that, owing to a rather unfavourable experience during
the last few years, the marine insurance market was/becoming tighter and the terms of
insurance and the rates of premium were hardening. Apart from the poor underwriting

results the present market capacily problems wsre attributable to (a) the appearance of

b

large or giant vessels, which affected both sections of the market : goods and hulls;
(b) the magnitude and nature of liability risks, for instance oil pollution as a result
of damage to super tankers; (c¢) congestion in ports and insufficiency of port and cargo

handling facilities. These participants considered that, in order to offset the harder

terms of marine insurance, developing countries should try to reduce their dependence
| on these services obtained from abroad and strengthen the retentlon capacity of their
national insurance institutions snd of their naticnal markets as a whole,
65. As a practical method for achieving these objectives, it was suggested by some
participants from developing countries that insurance institutions operating in a
developing country's market should be encouraged to participate in the marine insurance
business originating from that country, either through a market-—wide pool or through an
institution zcting as the underwriter of such business on behalf of all the market
insurers. Such a pool or institution would be only reinsuring, on behalf of all those
participating in the arrangement, all the residual business not absorbed by the market.
Besides utilizing the market capacity more fully, it would be in a much stronger
position to obbtain better terms of reinsurance for its cessions en hloc in view of the
more bolanced composition and the size of the portfolic and a higher bargaining power
resulting therefrom. ]
66. Several participants ruforred ts the role of marine insurance as a collateral in
international trade and its financing. The financing institutions usually required that
foreign trade goods be adequately insured. So far as present banking practices were
tonecerned, such institutions would often insist that insurance be taken out with the'
So-called approved insurers. It ﬁas stated in this connexion that this practice did not
work to the advantage of developing countries for two main reasons : first, the
concentration of financing institutions in the developed market economy countries, which

created the natural tendency to request that insurance be taken out with the insurance

1nstitutions in the same country. Secondly, many national insurance institutions in
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developing countries had heen established receittly and had not as yet been able to
cdevelop a world-wide network of clains inspection or settling agents; coinseguently,
they had to ap@roach professionel firms of international claims adjusters, which were as
a rule established in developsd market eccnomy countries. Some participants added

that the status of claing settling agency was not granted easily ‘o the insurance

institutions of the developing countries.
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Chapter V
REINSURANCE

A. Background peper by Mr. Marcel Grogsmenn (Switzerland)

1. The purpose of this paper is to consider the econcmic, financial and perhaps also
soelal function of the machinery of reinsurance. Irom a purely theorstical point of
view it might be thought that under certain conditions direct insurers would not be
in need of reinsurance at all. These certain conditions might ke described =s follows,
though it should be stressed that practice differs considerably from theory:

(a) With respect tc any particular branch of insurance, the existence of
comprehensive and reliable gtatistics of volume and frequency of losses
during recent years, on the basis of which the appropriate premiums to be
paid by the insured can be calculated precisely;
) Agreement to and paymeﬁt of the premiums by the insured;
(¢c) The capacity of the direct insurance ofiice concerned to underwrite in each

insurance btranch cr sub-branch a sufficient number of like risks. so that

the law of large numbers mey he applied.
2. In practice, however these pfeconditions are rarely fully realized, with the
consequence that the theoretical balance outlined ebove is in fact only rarely achieved.
Morecver - and this ig a further serious qualification of the theoretical situaticn -
alﬁhough it is peossible tc compute, by means of probability calculetions, the frequency
of losses likely to occur in any particular branch of the insurance business, the volume
of losses and especlally the volume of big lesses will vary unpnredictably and considerakbly
from year to year in cases vhere a given insurance portfolio is composed of policies
that insure sums wvhich themselves vary enormously. In such caszs, even the law of
large numbers and the probability calculations will not protect the direct insurer from
very unwelcome yeer-to-year fluctuations in the aggregalte of the losses to be compensated.
It is the function of reinsurance to provide the dirsct insurer with the possibility of
covering and protecting himself against fluctuations .and variations zf this kind.
3. Lastly, there is aluars the possibility of major or catastrophic events which may
exert a decisive influence on the technical and financial standing of the direct
insurance offices of a whole country or even a whole region.
4e It follows, therefors, that almost every dirsct insurer lse a2 practical need of

protection by one or more reinsurance officss; +the volume and nature of the protection

/2

may vary consideravly from company to company.
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5. The questioﬁ: what 1s the economic importance of reinsurance in securing the
financlel equilibrium and operaticnal balance of individual insurance institutions?

may therefors be answered in this way: the most important and basic function of the
reinsurer is to bear a certain portion of the risks underwritten by the direct insursrs,

The raison d'étre of the relnsurance industry is that it offers this cover and fulfils

the obligations deriving therefrom punctually and even in difficult circumstances. This
is the intrinsic service vhich reinsurers are rendering to the individual insurance
institutions of a particular country as well as to the economy of that country as a whole,
6. In the foregoing remarks I have described the basic funcfions of reinsurance as

an economic institution, without discussing the relative merits of international and
purely national reinsurance operations. In the context of this seminar, it iz surely
appropriate, however, to consider the desirability of expanding the capacity and stren;th
of the national reinsurance markets of developing countries beyond their existing confines,
7. Although the question is of evident importance to the insurance and reinsurance
policy of developing countries, it is rather difficult to give a clear-cut answer. - It
can be said, however, that the vclume and importance of big snd even gilant risks in a
fast growing world econcmy are increasing in such a way that only through the combined
efforts of all the financially strong and well egquipped reinsurance institutions of the
whole werld will they be able to cover these risks quickly and at a reasonable price

and to bear the losses arising therefrom. The fact that the international reinsurance
merket 1s completely free of any monopolistic or oligopolistic tendency is not new, and
it can be taken for granted that such tendencles would, in the world of tomorrow, be

even more at variance with economic conditions. Basically, therefore, there seems to

be no argument against the creation or strengthening of reinsurance carriers working
mainly in developing countries and being domiciled there, if certain conditions can be
realized, I should like tc summarize these condlitions as follows:

(a) There must exist a national insurance market of a certain size and volume.
Without such a market, a newly created reinsurance company would be operating
in a vacuum for no or not sufficient business can be ceded to this institution.

(b) These nationsl reinsurance ingtitutions should not, through the application
of unsatisfactory conditions or the use of uncommercial methcds, hinder the
development, the underwriting capacity and the financial strength of the

insurance institutions of the developing country in question.
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{c) They ought not to hesitate to cede to the internmational reinsurance market
those rigks which exceed their cun retention capacity, whilst not ignoring
the fact that international reinsurers, too, are obliged to comstitute a
more or less balanced reinsurance portfolio, that is a portfolio which is
not exclusively composed of big and enormous risks.

(d) The national recinsursnce institutions of developing countries ought to be
ready to accept a fair share of those big risks, the cover of which is today
the foremost problem of the international reinsurance eccnomy; this mission
can, however, only te fulfilled by national reinsurance instituiions if thoy
themselves, or the Stabe or the private institutions supporting them, are

ready to furnish, if necessary, adequate financial support.,

a. At this point I sheuld like to summarize the main technical methods of reinsurénce.

Optional reinsurance, which is also called facultative reinsurance, may be taken out

in the case of and with respect teo individual insurance policies underwritten by a

direct insurer. This type of reinsurance which is the cldest form of reinsurance is

very frequent in branches like 1life and marine insurance and is employed increcasingly
in order to cover at. least a part of those big international risks. On the other hand,
the method of obligabtory reinsurance treaties, that is, treaties which settle once and
for a1l the conditions applicable to reinsurance and which bind both parties to effect
reinsurance cessions in respect of whole portfolios and whole branches; is very often
applied in nearly =11 branches.

9. There are three main forms of obligatory reinsurance treaties:

(a) Quota share reinsurance treatics; by virtue of which a specified quocta or
share of all the risks of a given branch is ceded to the reinsurer;

(b) Surplus reinsurance treaties, which represent a calculated distribution
of risks between the ceding company and the reinsurer according to the volume
of the risks, taken individually, and according to the retention capacity
of the direct insurer;

(c) ZIxcess of loss reinsurance treaties (or, more broadly, non-propertional
reinsurance contractg), under which the relnsurer is responsible for the
payment of blg losses beyond a certain figure. This most modern -~ and
most discussed - form of reinsurance is frequently apnlied in branches like
motor and general liability, but in view of the rather unhappy experiences
made during recent years the reinsurance markets are beceming increasingly
reluctant to apply that type of reilnsurence without, adaptations to the present

and futurc riske situstion, b
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10. Reinsuraucc relations between direct insurance offices in a developing country
and reinsurance carriers in a develeoped country may undoubtedly heve either
insignificant or important implications for the balancc of payments of hoth countries,
but the nature of thoese implications connot be defined in general terms, One noint
should, however, be stressed: 1t 1s not only the insurance preomiums ceded to a forcign
reilnsurance company which influcence the balance of payments of a develeping country,
for these preniums are not pald individually end as such.  Rother, the cxtont of the
mutuel obligations of ceding companies and reinsurers is the object of a periodic,
mostly quarterly, settlement of accounts, and only the credit bolance is paid to the
crediter,  If the aggregate of the premiums ceded to the reinsurer excecds the
commissions and losses to be pald end the reinsurance deposits to be constituted, then
the balance will be in favour of the foreign reinsurer ond thoe poyment will therel
constitute a currency outflow, If, however, big losses have to be borne by the
reinsurer or big deposits have to be constituted by him, then therc will be o poyment
to be made by tie reinsurcr to the ceding office, and this will resresent an infloy
item in the balance of payments of the devcloping couatry. It must be added, hoirever,
that whenever possible, the question of deposits under reinsurance ogrecnenus should
be settlad by mutual agrecment of the contracting parties and not by law. The
movement of paynonts in this business is, accordingly, a two-way and not a onc-way
traffic. Very often a ceding company in a doveloping countrr places an "excess of loss®
coverr with a reinsurance company in a developed country. Tor many years the treaty
reingurcirs moy not have to pay a loss, with the result that the promiwn peid by the
Insurcr may scem te be lost and the payment looks like a permanent outflow of currency.
Suddenly, after an important loss for instances, the treaty enters into oporation and
it may well hapven, as cxpericnce shows, that cagily the tenfold or even hundred-fold
of an annual premiun flows intoc the country conceined. Virtually ell the countrieg
of the world hove bacn 1iving for years in a state of slow or quick, btut at all svents
chronic inflation. It would ke teompting to outline in some detail the influcnce
of inflation on reinsurance activitics. Unfortunately this will not bec possiile becausoc
the proklems invoelved arce very complicated indced.
11. CQuite generally speaiing it may be said, houever, that pxing faocie the narties
te the reinsurance treaty arc not directly influencod by inflation, because
() in mony cases reinsurance sccounts are Irept in the currency of the insurance
policics, that is to say mainly in the notional currency of the country in
which the ceding company is domiciled and working, so that the nominal valuc

of promiums, losscs and sco on remeins unchonged coron i the intrinsic value

|
5

of the currcncy in guestion has chenged;
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() there is, generally speaking, o balence of mutual obligations existing betwcen
the ceding cempany and the reinsurer at least at the end of The year and
under the conditicne thot nart or whole of the technical reserves to the dehit
of the reinsurcr are constituted in the form of relnsurance deposits with the
ceding company or of assets constituted in the national currency in question.

12. However, this somcvhet coptimistic view 1s a superficial omc, for rising prices and
the rising costs of living in the country of the dircct insurer will, in many tranches,
increase the nominal value of losses ond of costs, so that the accounts of the dircct
insuror and the reinsurcr vwill be unfavourctly influcnced hy the offect of inflation.l
In the case of ncn-proporticnal reinsurance tresties it is mainly the rcinsurer whe
will have to malke higher loss payments and hence beasr the heaviest burden of this
phenomenon because in conscquence of rising prices meny lossecs will tend to cxceed the
initially specified retention on the loss (unless the lattor is progressively adjustod
to the intrinsic value of national ctrrencies).

13. When rates of exchange are modificd relatively frequently, it may be worthwhilc

to congider also the effcects of develuations and rovaluation on reinsurancce rclations.
Agoin, superficially, it may scem that reinsurance reletions ar2 not greatly aficcted,
at least in so far as reinsurance accounts ore kent in the nationaz’ currency of tho
policies concerned and as there is monctary cequivalence between technical reserves

and assets covering thesec reserves in the beooks of both tho ceding office and the
reinsurcr. HNaturally, according te the dircetion and the volume of the changes in

I »

currcacy rates applicd, the real value of the reciprocal obligations of the partics

to the reinsurance treatics will be changed too and, in so fer as o foreign.curroncy‘is
concerned, the countervaluc of these curroncy items, cxpreossed An thoe naticual currency
of cither the direct insurer or the reinsurcr, will Lo chengoed correspondingly.

14, To verify the trus extent of the offcet of such changes in any particular casc

very ssarching analyses and iavestigations vould be nceded, but already now it can bo
suild that the modorm system of roinsurance accounts made up in one currency but covering
risks, premiums and losscs oxpressced in other curroncics, would ccasc to be applicablo
if fluctvetions in currency rates exchange should become still more frequent than in

the recent past or z fortiori if a systom of more or less videly fluctuating nxchange

rates were introduced.

1/ This applies ospeciclly to the field of the so-called "long-tail business™, the

AR

general liability and the merine insurance.
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15. It is beyond any doubt thdt the rcinsurance institubions; whether natiocnal or
international, arc in a position to play a very important part in the oxtension of the
absorptive capacity of the nztional insurance markets of doveloping countries.  Indoed,
develoning countries arc hardly likely to be able to establish, in thelr insurance
markets, new national insurancc companics without very substantial support from d
reinsurence institutions, in the form of tochnical assistance, rislz cover and financial
capacity.

16, On the other hand, it scems quite natural that, as far as possible; national
reinsurance institutions of developing countrics should be closely and cffectively

assoclated with the trond to cxpand national insurance markects. Aeg a matter of fact

naticnal reinsurance institutions might be able to lighten the burden on the balance i
of payments of the developing country in question. Uhilst these are admittedly very j
natural and legitimatc considerations, it is necessary to add some rather important
provisos. Ag has often been said at UNCTAD mcetings, owing to the lack of rcally
dependeble and internationally. comparakle reinsurance statistics, it is at this time
simply not possible to state in a reliable way to what extent and in what sense the
balances of payments of the individual developing countrics, taken individually or

as a whole, are influenced by reinsurance transactions crossing nationgl borders, In
many cases and in many yoars, minor or major sums have to be paid out to foreign
reinsurers, in other words, in the final analysis, in foreign currency. Whilc this

is undoubtodly brue, it must at the same time be stated that these payments represcnt

the price to be pald for a very concrete service rondered by those foreign reinsurcrs,
viz thelr commitment to bear in the future a specified shaore of mainly hcavy losses

vhich may arise.

17. On the other hand, as has been stated beforc, reinsurance is a two-way traffic,

and every internationally active reinsurer cculd citc many examples of cases in which
rcinsurance transactiohs‘érossing a ngtional vorder Jed eventuclly to sizeable flows

of foreign exchange into a particular developing country. I, for instaﬁcc,‘fhewé
airline of a devecloping country loscs, as a result of an accident, a ldrge modern jet
airereft, it is evident that tha lost aircraft cannot be replaced easily unless the
necessary foreign curiency can be provided.

18, This having becen said, it seems quite natural and possible that nationel reinsurance
institutions, ostablished in dcveloping countries should be able to diminish the outflow

of reinsurance payments to somc citent. I should like %o stross the words "to some axte
L .
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for it is inconccivable that a nationel rcinsurance institution, doing business only
in one country, should be able, without iznoring the basic laws and requiroments of
the branch, to bear the wholc of the risks ceded to 1t by national Insuronce companies
by itself. I might montion in passing that practical experience shows that national
reinsurance insgtitutions of developing countries have no choice but to retrocede heavy
igks to the international rcinsurance market, with the result that the balance of
paymcnts of the country concerned may not ultimately be influcnced to any grcat extent
at all.
19, At all events it seems to me very desirable that one day, thanks to the efforts of
UNGTAD or of some other body, truly reliable internationally valid reinsurance statistics
should give us a clear picture of the real state of affairs in the balances of payments
of developed and developing countrics, so far as reinsurance transactions are concerned,
20, Quite psrsonally, I w%uld like to add the following remarks: In certain developing
countries and with respect to certain foreign insurance companics there seems to be a
tendency to settle the technical and financial relations between the agency or branch
office, established in a developing country, and the head office of the company concerned
in a developed country, according tc the forms and rules of reinsurance treabies and of
reinsurance accounts. Although in specific cases there may be ample justification for
a procedure of this kind, its general use can hardly be supported. I regret to say
that, on the basis of general principles; 1t dees not secem justifiesd to apply the terms
of reinsurance to those rclations. This does not mean bhat profits realized by an
agency or a branch office of a foreign insurance conmpany operating in a developing
country ought not to be transferred to the head office at all, for

{a) the foreign insurance company in question has to defray its own oxpenses for
its activity in the developing country, and these expenses have to be set off
against the profits realized in the devcloping country - if any;

{b) the foreign insurance company too is rendering services to the developing
country, for instance in the capacity of co-insurer for big risks, and it seems
only natural and equitable theot a price should be paid for that service.

21. Nevertheless, it would be deplorable if the application of rblnsurance terms and
tQChIllques in the rol;tlons between general agencies and branch offices on the one hand
and head offices on the other Tiade 1t 1mposs¢ble in %he future to consider separately
.tho economlc-and flnan01al 1mp11catlons ‘of direct insurance and reinsurance.  The lack |

-of 1nternatlonally comparablu reinsurance statistics makes it 1mp0551b1e, furthermore,

to consider in detail the many features of the most important reinsurance harkets T
existing today all over the world.
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R2. I hopc, thercfore, that some very general remarks may be sufficient at this stage:

(a) The most important reinsurance market is probably the British. However, it

is not customary for the British insurance market to distinguish in a clear

way betwcen direct Insurance and reinsurancce, and hence 1t is very difficudt

indced to identify the British reinsurance market as distincet from the direct

insurance market.

(k) In twe continental Furopean countries - the Federal Republic of Germany and

Switzerland - there are very inmportant reinsurance narksts which are active al

over the world, mainly owing to the existence of some very big and well-

established profossional reinsursnce companies in these countrics.,

(¢} This does not moan that other European countries would not be in a position to

render excollent reinsurance services as well; din this respect mainly France,

Italy, Swcden and Demmark ought to be mentioned, In the United States, direet

insurancce offices and specialized reinsurance companies offer outstonding

reinsurance services, although the national insurance maricet of the United

States is so huge thal possibly United States reinsurcrs are less cager and

lcgs interested to create reinsursince connexions abrcad than are relnsurers

domiciled insidc nerrower markets.

(d) This very superficisl picture would be incomplete if I did not nention that

some socielist countrics of Eastern Burope - principally the USSR and

Czechoslovakin - have developed very efficient and internationally active

reinsurance boedics as well,

(2} It is noteworthy that thec techniques applied by all the reinsurers mentioned

above, or rather by all reinsurers of the world, arc more or legs alike,

There is thercfore already a hermonization of reinsurence technigues and

methods all over the world.

23, It scoms quite evident that the buillding up of reinsurance as an operational methol

and as an ingtitution ic for developing countries at least as neccssary as it has been

and still is for devoloped countries. ith the iIncreasing strength and diversification

of the economy of developing countries, their insurance and reinsurance institutions

will likewise grow stronger and it seems entirely natural that more and morc of these

institutions should, as far os capital, menagement end personnel arc concerned, be partly

or wholly in the control of citizens or bodies of the developing countiries concerned.

It would, however, be an illusion to suppose that in the near or far futurc the

developing countrics will be in a position to dispensc with the services end the help
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of‘foreign reinsurers altogether or that they will be able to apply to these foreign

roinsurers only occasionally and solely in cases of kig or enormous risks, The

roasons are twofolds

(a) Tho reinsurance economy is guided by the principle of the spreading of

risks to the fullcst possible extent, Even very strong professional
reinsurers can accopt the risks they in fact accept only if end so long as
they arc in a position to spread a good part of these risks internationally,
thet is, by reiroceding a good part of these risks to a considerabls number
of other risks carriers in practically all countries. The conseguence of
this basic foctor of reinsurance, which is unfortunately too often ignored,
is the fact that even today no single reinsurance market would bc able to carry
on that kind of busincss without the continuous assistance of reinsurers of
many othor countries,  This means that the concept of some sort of
irginsurance autonomy’ or reinsurance self-sufficiency' is, even for big
developed countries, simply an illusion and & fallacy. This is truc,

a fortiori for developing cocuntries as well.

(b) The fact that a young insurance company in o developing country has relations
with one or more well equipped reinsurancs institution does not mean
exclusively ceding a given part of the risks underwritten. As a matter cof
fact; it means very much mors: 1t means technical advice and informstion
provided by the specialized services of the reinsurer; the information and
advice which may be essential for developing insuirance compenies mey cover &
very wide range of subjects: Iinformation about conditions applicoile to
certain branches and about tiie practical cxperience of these brunches in othor
morkets, information abuut financial, econcmic and monetary proklems, advice
concerning organizotional and personnel problems and so on. It goes without
saying thot cdvice of this kind is very important especislly for neuly
cstablishad companies, the more soif the advice is provided, cs heppens very
often, personally by speciclists temporarily placed at the disposal of tho
company in gquestion. It would be a mistoke to undorestimate the valuc and
volune of this kind of technical assistance provided by international
reinsurance, just because no statistics are available.

In this connexion I wish to reiterate what has ofton been said:s a sound and quick
growth of industry, cgriculture and commerce is inconceivable without the support of a

strong dircet insurance cnd reinsurance industry, whether national or foreign or mixed.,
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24s Some remerks have already been made about the importénco of technical assistance

in the field of insurasnce and relnsurance, It secms vital to train indligencus

reinsurance persomncl for developing countries, this personnel being necessary for
reinsurance departments of dircct insurance writing offices and for spocialized
reinsurance institutions.

25, For all those wic rcally want to further and facilitatc the insurance and relnsurance

systems and conmexions of developing countries, training cught to be the foremost task,

I am convinced that better technical and general knowledge on either side would

powerfully contribute to better understanding amonz those concerned, that is direct

insurers and reinsurers, control offices, ministries of finance and puklic opinion.

Remembering some of the many interesting discussions on the subject in UNCTAD, I should

like to be able tec say that fundamental differences of opinion regarding insurance and

reinsurance no longer cxist. Yeb, the extent and the shape of existing schooling and
training opportunities at the disposal of inmsurance and reinsurance staff from developing
countries are still fer from satisfactory. In the coming ycars a very serious effort
will have to be made in this field, and any contribution by the UNCTAD services in

this direction would be very welcome. I fully realize that many problcms‘;till have to

be solved. For instance, ought trainees from developing countries to recelve th;ir

treining as far as possible on the spet, that 1s in their owm country? Or would it ke
preferable to ssnd tﬁém to some developed countries?  Possibly a compromisc golution,
that is grouping these traineecs regionally, might be, in many respects, the bast solution.

26. TFurthermore, we have to envisage not just one system of training facilities, but

difforent systems, in keeping with the different social and human groups which are in

necd of training.

(a) & speciolized, if only part-time, school system seems necessary for young
people who have complcted thelr compulsery schooling and who ars beginning
practical work In an office; 1t is sclf-evident that this kind of schooling
can only be provided on the gpot. .

(b) Training facilities are nccessary, on different levels, for the staff of
ingurance and reinsurance companies; these facilities may consist d courses
intended for virtually the whole staff, or alternatively for ‘the different
organizational groups and levels of £he insurance and reinsurance companies ®

in quostion.
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{¢) Specialized courses - at least partly on a full-timc basis - are without
any doubt neccssary for the future "cadres® of companies, and this kind of
instruction may even ke the centre-plece of the whole system, for the future
of insuronce companies btaken individually and of insurance and reinsurance
markets as a whole may depend on the technical, cconomic, orgsnizaticnal and

human quelitics and training of the leading personnel.

—~
fah
~—

Finally, periodic semlnars and discussions open to the participaticn of the
active menagement and of the higher technical staff of insurance and reinsurance
institutions coming from all geographical areas of the world, organized at
regional and international levels, are cxtremely important or even decisive

for the futurc development of insurance and reinsurance markeis, cspecially

in developing countries.

27, Although I have just stated that in the form of practical realizations we are, in

the ficld of training facilities, still far away from an ideal state of affalrs, I

would nevertheless underline that some possibilities do exist already. L would only
briefly mention that specialized insurance schools for young people from developing
countries oxdst in Zurich, Munich, Tunis and Stockholm, and thet famous institutions

like +he "Chartered Insurance Institute” in London and the "Beole Nationale d'Assurances®
in Paris have acccpted for years and still accept very frequently impressive numbers of
trainees from developing countries., To this we ought to add all those insurance pcople
who have been trained and who are still trained by insurance and reinsurance companies
themselves.

B. Summmary of discussich

28. Many speakers from developing countries, while recogrizing that international
co~operation in reinsurance was necessary and would continue to play a very significent
role, emphasized the need for expanding the national reinsurance services in developing
countries in order to reduce: their relative dependence on such scrvices from abroad and
the outflow of funds ;osultiﬂg from international reinsurance transactions. In this
connexion various specific measurcs that might be taken by a develeping country to
crecte or develop its natlonal reimsurance market were recommended, such as (a) creation
of domestic reinsurance institutions whore they did not as yet exist; (b) cncouragement
of recinsurance cxchaiges among the insurance institutions oporating in the market;

(e) scbbting up of national reinsurance funds and pools; and (d) various reasures to

protcet and encourage the development of the national reinsurance narket and to control

the reinsurance transactions in developing countries.
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20. Participants Trom countries in which nctionsl roinsurance institutions have been
established (Argentina, Chile, Colombia, Costa Rica, Ghana, Iraqg, Indonesia, Mali,
Nigeria, Pokistan, Poland, Romania, Syria, the United Arab Republic) described how thesc
roinsurance ingtitutions operated and the guccegses they had achieved in the consolidation
cf the market and espocially in increasing its rcteniion capacity and strengthoning
the position of the country in the international reinsurance norket, as well as the
problems they had to overcome, In their opinion the saving in forelgn exchange and

- the improvement of thc terms and conditions of their reinsurance arrangements, with
the rosultant reduction in rocinsurance costs, had beoon considerable. Forcign
reinsurance needs had Becn noticeably lower, at least in relative terms, owing to the
better balance of the portfnlios cf the national reinsurance institutions as compared
with those of the individusl direct writing institutions.

30. Among variocus mcasures rccommended, the participants placed great cuphasis on the
sfforts to increase the rotention copacity of the national markets in developing
countrics by mcans of ecncouraging rcinsurance exchanges among the direct writing
companics operating in the market so that thcy would Tirst seel reinsuronce cover fron
cach other, before requesting it from the reinsurcrs abroad. The actual position

in developing countriecs was described as being guite the reverse when direct writing
institutions first approached the foreign reinsurers, Being rathor smell ond finoncially
weak, nany insurance institutions in developing countries had becen reinsuring o much
greatar part of their business than would hcove been necessary if thoy had first
exchenged theilr business with other ncotional insurance companies. This had hampered
the growth of the financial strength of all the national insurance institutions, as
they had beon working on much smeller and limited portfolios, and consequently the
accurmutaticn of their finecncial and technical rescrves had been much slower.

31. Several other particinonts from developing countries considered that the national
retention capacity of the mavlct might be much better utilized through the cstablishment
of mational reinsurance funds or pools. It wos gencrally conceded that tie insurcnce
institutions in devcloping countries did nct avail themselves of these facilitics

to any great cextent. At the some time, such facilities as naticnal reinsurcnce funds
or pcols might be cheaper and simpler to organize then, for instance, a reingsuronce
institution. In this connexion it was spocifically emphasized by severel participonts

that pooling orrangements among insurcnce and reinsurence institutions in developing

countries might reduce or cven eliminate the need for relnsurance abroad in such branchos
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of insurance as motor car business, and ordinary fire, with the resulting savings of
forcign cxchange. In this connexion, several speakers gave an account of the structure
and operation of tho existing regional reinsurance pools and described the arrangements
for thosc still in the preparatory stage.

32. Inasmuéh as experience of reglonal reinsurance-institutions was practically non-
existent; it was suggested by some pariicipants from developing countries that more
detailed investigations of the possibilities of establishing such institutions in
developing countries should be undertaken by the organizaticns concerned at both
regional and international levels. In preparing such studies, these organizations
should consider, in addition to the basic problems of insurahce itself, the follcwing
specific problems: the homogeneity of the underlying socio-economic structures of the
countries concerned; the extent of their co-operation in general sconcmic fields;

their external trade and monetary matters. With regord to the structure and the base
of operations of such regicnal reinsurance institutions, 1t wes suggested that the
technical methods of cessicns teo them should be very carefully chosen so that such
cessions, be they obligatory or voluntary, should fully cncourage the development of

the natiocnal insurance and reinsurance markets of the countries in the region.

33, Merket aspects of reinsurcnce arrangements of developing countries occupied much

of the discussion at the seminaor. Several speakecrs from developing countries stated
that, when the actual terms and conditions of reinsurance arrangenents were worked ocut
by devoloping countries, market comsiderations often had an important influence on the
outcome of the discussions bebween the negotioting parties, the results of the
negotiations being thus different from what could be expected if such negotiations were
based entirely on fhe technical requirements and statistical analysis of the business in
question.  This was noticed particularly by the small new insurance and reinsurance
inétitutions in developing countries, which faced large professional reinsurance
institutions in developed market economy countries.

3L4. Scme speakers said that %he geographical rcemoteness of the Insurance and reinsurance
institutions of developing countrics from the principal international reinsurconce merkets
made them dependent all too often on the services of the internmational reinsurance
brokers who tended to place their business again in the leading reinsurance centres.
Conscquently, most of the insurance and reinsurance institutions in developing countries
in search of the reinsurance protection required relied on the oxisting mechonism, which
had not been functioning to their advantage. Strange as it may secm, even thé

reinsurance ccnnexions between the insurance and reinsurance institutions in developing

'
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countrics were sometimes esteblished through an intcermediary in a devcloped market
economy country, becausc of the general lack of information in developing countries
about the insurance merkets of other developing countries.

35, It was, thercfore, felt by most of the participants from the developing countrics
that their national insurance and reinsurance institutions should co-ordinate thelr
activities better and establish direct reinsurence relations among themselves. In
this connexion, the idca of establishing a reinsurance centre of developing countries
was advanced for consideration. It was suggested that such a reinsurance centre might
help developing countries and thelr insurance and reinsurance instituticns to work
together for the common benefit by co-ordinating their activities in reinsurance,

exchanging information on reinsurance matters, and establishing useful business contacts

and connexions.
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Chapter VI

RELATIONS BETWEEN THE STATE AND THE INSURANCE INDUSTRY AND INSURANCE LEGISLATION
AND SUPERVISION :

A, Background papér by Mr, Jacques de Florinier (France)

1. In most cases the insurance industry was created by private enterprise. In fact,
the first attempts to establish a system for compensating risks within a fairly large
group of people did not always meet with the approval of the authorities. Since
insurance methods were not then fully developed, insurance at first was often regarded
as an activity akin to betting or gambling, A4s such, it seemed to offer the contract
signer an unfalr wager, the insurer's financial resources being insufficient in case
of bad luck,

2. Today, insurance methods have proved themselves; 1t is universslly recognized
that similar risks must be grouped together, so as to permit the gpplication of
statistical methods, There is even active research in actuarlal cirecles to discover,
with the ald of the theory of probability, the sclentific reguirements for concerns to
remain solvent, or a way of calculating a margin of security sufficient to eliminate
what is generally called ™the risk of ruin", There is no longer any question of the
State's opposing the existence of an "insurance sector", Its attitude is no longer

susplcious or circumspect: on the contrary, the beneficial econcmic and social effects

of insurance are everywhere recognized. Very often the State no longer merely maintains
a benevolent neutrality but éctively encourgges end facilitates the developnent of
insurance,

3. It is now quite obvious that insurance provides an element of security which is
becoming more and more necessary to guard against dangers to means of production,
potential logses or damage to personal or collective property, and risks which threaten
a nman's capacity to work. The development of the human person and of any commercial,
industrial or scientific activity rests on the ability to undertake and pursue some
continuous activity which is not paralysed by the fear of sudden interruption caused

by the accidental ioss of the materials of equipment utilized in that activity, or,

in the case of a human agent, by the loss of physical or mental ability.

4« This need for security increases as the amount of resources involved increases.

In today's economies, with their increasingly intense concentration of the means of
production, where the unit cost of every technological device rises as improvements are
introduced, the need for insurance is becoming more and nore imperative.

55 The State which has become aware of this need will act to ensure that it is
satisfied on the best possible terms. In countrles where an insurance industry already °

8xists, it will meke certain that insurers really provide the security sought. The

'
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insurer must, on the one hand, offer guarantees esppropriate to the risks to be covered,
and, on the other hand, have the technical and financial means to provide these
guarantees. 1In countries where no insurance industry has as yet developed, the State
will endeavour to provide conditions favourable to its creation and proper Tunctioning.
It will even find it necessary, sometimes, to take the initiative in shaping the
institutions required to meet the need for lnsurance,

6. For there are circumstances in which private enterprise proves deficient. The
private insurer, like any businessman, must calculate the risks his business will run,
He can only commit himself if he has a reasénable hope that his enterprise will be a
success. Sonetimes the risks of failure are such that he will hesitate to accommodate
certain insurance needs., This may happen with new and little-known risks, for exarple,
those related to the use of atomic energy or to certain natural disasters, with risks
which are so highly concentrated that the rule of sharing and distributing then cannot
operate, or, alternatively, with risks in countries where the legal or financial
infrastructure or, again, the political hazards, appear incorpatible with the exercise
of insurance activity.

7. There is thus established between the State and the insurance industry a complex
set of relations, which we shall try tc analyse.

8, First of all, the State acts indirectly when it lays down the institutional
franework within which the insurance concern mmst operate.

9. Like any business, the insurance concern must comply with the laws governing
cormercial and financial activities. Generally, the concern's articles of association
and the requirements to be satisfied by its directors and by its intermediaries offering
contracts to the public are to a large extent dictated by the provisions of the
commercial law.

10. Insurance contracts must conform, in many regpects, to the civil law.

11, Tax laws, regulatioﬁﬁ concerning the transfer of money abroad and rules about the
keeping of accounts all apply to insurance concerns.

12. In these various matters, however, the ordinary law is often supplemented by
speclal provisions designed to take account of the methods of operation peculiar to this
industry and of the need to exercise additional control over it in order to protect the
interests of the insured pors-ns and of third -artics.

13. The State!s cduty to nmake laws and regulations is accompanied by a supervisory
function: it must see to it that those laws and regulations are really observed by the

managers of the industry. This function is exercised nct only by the courts but also,
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in a more immediate fashion, by administrative departments. Usually, in countries
wherc there are regulations applying specifically to insurance, the officials who
.enforce then are experts who have received special training.

14. Lpart fronm these regulatory activities, the State may act mere directly, by
intervening in the market.

15, The State may, in the first place, supplant the cormercial concerns by setting up
a national insurance monopoly, which shuts out private enterprise. Or, taking a more
flexible approach, it nay present itself as a competitor of the private concerns by
establishing public institutions which engage in insurance activities and which enjoy
certain privileges or advantages.

16, It may act to protect the national market by restricting access to it by foreign
concerns, or by prochibiting its nationals from signing insurance contracts direct with
the head office of a foreign concern.

17. In order to boost the insurance sector of the econcmy, the State may encoursge the

developnient of certain branches of insurance by offering to those who take out such

insurance certain tax benefits or subsidies. Or it mgy introduce certain types of
compulsory insurance, for example, third-party insurance for autoncbile accidents.

Such measures, while increasing business in the relevant branch, are aimed primarily

at protecting the interests of victims of accidents.

18, Since the development of insurance depends on a rational organization of the market,
the State may promote greater productivity by requiring efficiency in the management of
insurance companies, by causing concerns to concentrate, or by facilitating amalgamations
or transfers of portfvlios, With the same object in view, it may sponsor the training of
skilled personnel,

19, Lastly, it nay, as part of a general price-control policy, influence the rate
schedules of ingurance companies by fixing maximum rates for certain categories of
insurance, :

20. We shall endeavour later to elucidate the importance which such actions may have

for the development of a national insurance market. But first we rust consider in
greater detail the basic form of action taken by the State in the sector which is of
special concern to us, that of supervision.

The institutional framework - regulation and supervision

2l. Of the two principal forms of State action just referred to, the first, namely,
the deternmination of the instituvtional framework and the function of supervision, is
undoubtedly the more important. It is, in the first place, the State's responsibility

to ensure that concerns which are formed to sabtisfy insurance needs are able to do this,
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and that the protection of the insured is genuine. The most general feature of the
insurance benefit is that it is a future benefit. In exchange for a premlun or
assessment paid in advance, the insurer promises to cover, within certain previously
agreed limite, the consequences of an event which, in the insurance branches concerned
with damage, at least, is of an unpredictable character asnd will therefore cccur at an
uncertain date. Insurance supervision must aim at ensuring the precise fulfilment of
this underteking by the insurer, The premiums or assessnments he reccives rust really
be used for the performance of the contracts he has signed, and in the event of a

clain, the benefit must be what was promised.
22, With this object in view, the State must see to the proper conduct of insurance

operations in two important spheres: the legal, and the technical and finsncisl.

Supervision in the legal sphere

R3. Here, insurance supervision is concerned with two separate questions: whether the
‘ contract is in good and due form, and whether the concern is duly constituted.

(a) 4s regards the insurance contract, it is important to bear in mind the unequal
position of the parties., Actually, free discussion between the insured and the insurer
as to the terms of the insurance is scarcely possible. Usually, the insurer presents
for the insured!s signature a contract whose provisions have been drawn up in advance
in the form of general terms applicable to an entire category of risks. The ingured is
not normally competent to discuss them with the insurer, and finds himself in the-
position of having to accept the terms offered.

24. The law therefore usually lays down a number of nore or less mandatory rules with
a view to maintaining a satisfactory balance, from the point of view of equity, between
the obligations of the insured and those of the insurer. The law further tries to
cnsure that the contract will contain all the necessary clarifications concerning the
fespective cbligations of the two parties. In some cases the interests of the
signatories to the contract are not the only ones involved., This applies especially

to contracts insuring against lisbility risks., The insurer promises toc agsume the
responsibility of compensating for the damage which nmay be caused by the insured to
third parties. It is thus impertant tc make sure that the third parties who might
suffer such damnage will derive the greatest possible benefit from the guarantec given
by the insurer, The law will consequently also detormine the rights of third parties
with respect to insurance compensation. In some countries the law gives the third
party victin the right to institute direct proceedings against the insurer, or it
provides that no compensation may be paid to other persons uqﬁil the victin has been

indemnified,
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25, Sc great is the importance of insurance to third partics, especially where the
denages may sasily exceed the insured's own abllity to pay, that the law ordains
compulsory insurance in certain branches (automobile accidents, aircraft aceidents,
hunting accidents, etc.).

26, The conformity of the terms of the contracts with legal rules is a matter which
nay be revicewed by the courts normally competent to do so, but in a mumber of countries
the supervisory authority itself takes action in this regard. It requires the general
terms of contracts to be communicated to it, and reserves the right to demand any
rectifications it deens necessary. The insurer may dnly use models of contrscts which
have been approved by the supervisory authority. _

27. It is noticeable that this supervision, which waé criginally confined to verifying
the insurer's compliance with legal obligations, is becoming wider in scope. The
sdrministrative authoritlies are f£inding that they must attend not only to the legality
of the contract but alsc to its clarity and simplicity, and even to its economic
necessity. The protectlon of the interests of the insured and of third parties requires
that the guarantee offered should correspond as closely as possible to what is nesded.
28, In a similar way, where insurance has been made compulsory, the law sometines
denies the insurer the right to refuse to proﬁide the guarantee to whoever asks for it,
If the insurer's refusal is motivated by the particular seriousness of the risk (for
exemple, if an application for automobile insurance comes from a driver who has in the
past caused many accidents), exceptional premium terms may be authorized, subject to
verification by a special body such as the "burezu de tarification” set up by the French
law on compulsory automobile insurance.

(b) A4s regards the status of the insurance concern itself, legal supervision will
relate to its articles of association and perhaps to the qualificaticns of its directors
end of the intermediaries acting on 1ts behalf,

29. The articles are examined in order to verify that the company has been constituted
in a legal form authorized for insurance firms. Generally speaking, the business of |
insurance nay be carried on only by a company and not by an individual.

30. ILloyd's of London is an exception to this rule. In Iloyd's, the insurers are
individuels who must meet their obligations fiom their private resources. Although they
form syndicates of underwriters, the members of these syndicates are not collectivcly

liable, This mode of operating has been able to survive only because of the very

stringent qualifications that must be met by every new candidate.
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31. Certain forms of association sonetimes have their field of activity restricted by
law, Under Frcanch law, for example, mitual societies or mutual-type companies with
variable asseséments may not engage in the life insurance business. Moreover, mutual
societies must be territorial or cccupational in nenmbership, It was felt necessary to
require that there be a certain similarity of interests among the members, who arc both
the insured and the insurers. The same legislation, however, makes provision for a
form of association which is suited to insurance: the mutual-type cormpany.

32. Less common are regulations governming the directors of insurance enterprises. The
most frequent requirements concern honesty., Persons who have been convicted of certain
offences, especially theft or swihdling, are prohibited from exercising the profession,
33. The intermediaries who participate in offering insurance to the public may also be
subject to regulations of varying stringency. These sometines include, in addition to
the conditions regarding honesty, qualifications concerning professional competence
ropresented by proof of having completed certain studies, or by a specified period of
practical training under the supervision of duly qualified persons or in the employment
of an insurance concern.

Supervision in the technical and finaneisl sphere

34. In order to be able duly to execute the insurance contract, the insurer mst, of
course, have the financial neans needed to discharge his obligations. These may be

divided broadly into two categories: known debts, and reserves. There is little to

-be said about the first category, but emphasis must be laid on the indispensability of

reserves in insurance. In general, reserves constitute the greater part of the
liabilities on the insurer's balance-sheet. '

35. In casualty insurance, the reserves are needed for the payment of clains. These
are; in the first instance, clains which have arisen during the current finanecial period
but the exact amount of which is not yet definitely known., The size of the reserve,
usually known as reserve for outstanding claims, is therefore based on the concern's
estinate of the total amount 1t will probably have to pay in indemnities. Secondly,
inastach as the term of the contract usually extends beyond the current year, that part
of the premiunm paid in advance that will be needed {a) to cover the ceosts of adniniastering
the contract incurred after the end of the current financial period and (b) to pay any
claims which nmay arise after thet date, must be placed in reserve,

36. Here again, the enterprise must make an estinate of its probable expenses, In

the matter of life insurance, the reserves - called the policy reserves - are likewise
intended for the payment of the conpensation provided for in the contract. They, too,

are dctermined by way of an estimate, but the estimate is based on:different elements:
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() the mortality risk, where the benefit is payable upon death, or the survival
risk, where the benefit is payable if the insured lives beyond the end of the period
gpecified in the conﬂract;

(b) the rate of interest used in discounting the value of the premiunms remaining
due from the insured and the value of the benefits from the insurer;

(¢c) the loading, covering the selling, collection and servicing costs.

37, The object of supervision in this field will be twofold: to see that the reserves

arc correctly calculated, and toc make sure that they are adequately covered by the

agsets,
38, As concerns the calculation of technical reserves in the non-life branches, it

has not yet been possible to devise a really sclentific method for predicting with
reasonable accuracy what the cogt of claims will be. Usually, all that fthe supervisory
authority can do is to find out whether the procedures employed by the concern in
preceding years have, in the event, prbved satisfactory. To this end, the insurance

concorn is required to keep more or less detailed accounts of the clalms paid, giving

the number of claims and the amounts. Such accounts will also permit comparison of

the estimated cost of a claim made at the time it was recorded, and the actual ccst as

established in the subsequent settlement. This breskdown will reveal in particular
what is the usual interval 'for the settlenent of clains in the different categories, as
also their frequency and their average magnitude. Furthermore, through a comparison

of successive financial periods, and the results registered by different concerns in
the sane market, for the same types of risk, the supervisory authority will be in =a
position to discern the broad trends and to detect any irregularities in the estimates
of a given concern for a given »ericd,

39. This supervision on the basis of accounts nay be supplenented by the spot-checking
of files in accordance with sampling techniques., Examiners study a number of case-files
to see whether the company in éuestion has duly considered, in its evaluation of the
clain, all the aspects of the case as recorded in the file, and has not systématically
underestinated the amounts it will later have to pay.

40. 1In order to reducc the risk of underestimated technical reserves, the supervisory
authority sometimes establishes a nandatory minimum estimate for clains. This practice
is fairly generel for the calculation of reserves for current risks., The minirmn

is, in this case, generally fixed as a certain percentage of the preniums collected
during the financial period. The normal pattern of receipt of premiums over the year
1s taken into account in deciding what proportion of those premiums should be reserved
for the purpsse of covering administrative costs and possible clains subseguent to

the financial year.
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41l. 4 similar method is sometimes adopted in calculating the reserve for outstanding
cleims: the reserve must equal a certain percentage of the premiums, which is fixed
in the light of the ratio of total claims to total premiums usual in the insurance
branch in question. Occasionally, concerns are even required to reserve for a specifie
number of years the total amount of the preniums received, minus only the amounts spent
on administrative costs and the payment of claims.

A2. It is obvious that such methods are an effective safeguard only if the premiums
received by the concern are adequate. This consideration has inevitably led to
legislation in sone countries giving the supervisory authority power to fix minirnm
premiuns, dActually, in the casualty branches, this power is little used becauss it is
very difficult, for determining the minirmm, to take into account all the very great
varioty of risks guaranteed in that market.

43. It is worth noting that the European countries members of the Organization for
Economic Co-operation and Developnent (OECD) have recently undertaken studies to try
to work out a method of forecasting the reserves needed for future claims.

blie The basic principle of this method is to project intc the future the trends
observed in both the frequency and the cost of claims during the latest financial
years reported on. After specifying the kinds of information to be supplied by
insurance concerns, the countries in question are going to try out the proposed method
for a number of years so as to see if it can help achieve greater. certiftude in the
verification of the estimates made by the concerns. /mong the countries participating
in this experiment there are many which believe that an extrapolation of past results
can be of value only in those branchés where the risks insured can be classified into
homogenecus. groups of sufficient size to permit the application of the law of large
murbers, In any event, it is too early yet to pass judgement on the methods contenplated
45, Qs regards 1life insurance, the adequacy of the policy reserves depends on the
values chosen for the three elements serving as the basis of calculation: mnortality
table, interest rate, and loading percentage. Here again, various methods of supervision
are used, Some countries do no more than check whether the reserves set aside by each
enterprise are in faet sufficient for the payﬁent of the benefits provided for in thé
contracts. This check is carried out, for example, by comparing the actual mortality
rate among the persons lnsured by the concern and the forecast in the table on which
the calculation of the reserves was based, With respect tc the interest rate, a check
is made to find out if the szctual income from the concern's invéstments is at least
equal to the figure for the interest rate used in the calculation. For the loading

pcrcentage, a comparison is made between actual expenditures and the portion of the

premium which was charged for the purpose,




TD/B/C.3/83
page 113

Eﬁb- Other countries make it mandatory to include certzin components in calculating
r;the policy reserves, or lay down minimum values. /As in the case of casualty insurance,
Ifthis sometimes leads the supervisory authority to establish minimum premiums.
4/7. Since the cholce of technical elements entering into the calculation is very
4 conservative, policy-holders often have to pay higher premiums than are strictly
{ necessary for the payment of benefits. For this reason the fixing of minimum premiums
§ is often accompanied by the proviso that the concern shall give policy-holders a share
{ of eny profits resulting from excess premiums.
f 48, Also in the sphere of life insurance, the OECD has set up a working groun to try
S to reconcile the views of member States concerning the methods used in determining a
gatisfactory level for the policy reserves.
; 49, Naturally, both in 1life and in non-life insurance, the verification of the way in '
| which the reserves are calculated must be accompanied by a scrutiny of the assets covering
thoge reserves.
50. It is essentiszl that the insurance concern should have the assets needed to meet
its obligations. This brings up two main gquestions: the choice of assets, and their
valuation, |
51, Scme countries have no specisl regulations on the subject: the concern has
complete discretion in the management of its assets, within the general rules of
comercial law (for example, Netherlands, Norway, Sweden, Switzerland, United Kingdom).
Many others, however, consider it indispensable, for the protection of the interests
- of the insured and of third parties, to set limits to the concern's froedom of action.
52, As regards the choice of investments, these countries endeavour to ensure cbservance
of the principles of congruity, safety, liquidity, diversity and income. This means
that the assets must:

(a) be reslizeble in the currency in which the concern's obligation must be met,
80 as to avoid the difficultiesxthat might arise in the event of a modification of the
exchange rate between currencies;

(b) be invested in 2 manner which is not speculative and does not create any
risk of non-realization (doubtful loans, for instance);.

(e) be realizable in case of need, a condition which excludes, for example non-
hegotiable investments or those realizable only at the end of =z lengthy period;

(d) bve distributed amongst a sufficiently great variety of investments so as to
dminish the danger of losses or wide fluctuations;

(e} and lastly, so far as peasible, produce a regular income which will enable

t : . .
he concern to meet some of its running costs,
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53, In order to ensure observance of these criteria, the regulations usually specify
the various categories of investment acceptable for technical reserves, laying down for
each category a certain limit expressed as a percentage of the whole. In France, for
example, not more than 40 per cent of assets representing technical reserves may be
invested in real estate, and not more than 10 per cent in a single property.

54. Another method is to require the concern, for certain types of investment, to
gsecure the approval of the supervisory authority, normally beforehand., For example,

in the Federal Republic of Germany, authorization mist be cbtained for the purchase

of securities not traded on the stock exchange; in Italy, for loans; and in France,

for real estate situatod outside an urban commune.

55, The rules are also fairly strict as regards the valuation of investments as
assets, For real estate the accepted value is usually the purchase price or the cost
of construction, minus annual depreciation, However, a revaluation of assets is
sometimes carried out either after expert appraisal or on the basis of coefficients ?
fixed by the superviscry authority.

56, Securities quoted on the stock exchange may not be listed in the balance-sheet at
a figure higher than the market price on the date of inventory, and most often the
asset value may not be higher than the purchase price.

»7. is a further measure of safety required by the rules governing .the choice and

valuation of investments, some countries also require that securities be placed with

a depositary. This is a fairly fregquent requirement for life insurance, in view of

the usually long-term nature of the contracts.

58. The existence of technical reserves which are accurately calculated and accurately
reflected in the concern's assebs is unquestionably the main prerequisite for safe-
guarding the interests of the insured, but that alone is insufficient. - However carefully
the concern may have valued 1its reserves, and however diligently the authority ma& have
performed its task of superﬁision, the fact renains that the precautions taken may be
frustrated by events. Costs may exceed the amount which had been considered probable,
for it is difficult to measure cexactly the effects of thc various factors of fluctuation,
'particularly as regards the total amount of clains,

59. Some fluctuations are the consequence of decisions by the concern which have the
effect of altering the composition of its portfolio of contracts: expansion into new
types of activity, changes in underwriting policy with respect to the selection of
risks, changes in the terms of the contracts or in premiums, etc. Such decisions also
include those which affect the running costs of the concern, such as changes in

Procedures for settling claims, etc. Other fluctuations may be caused by alterntions
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in the eccrnomic and social envifonment of the concern: in the case of autcmobile
insurance, an increase in the speed or density of traffic; in that of fire insurance,
changes in architectural ildeas, construction methods, or materials, and sc on. v

60. In addition to z2ll these fluctuations there are the normal deviations from the nean
encountered in any statistical distribution,

6l. What is more, in spite of all the precautions taken for their valuation, the

agsets of a concern may suffer sizeable depreciation.

62, TFor these many reasons, it is essential that the enterprise should have, over and
above the assets needed to cover its debts and technical reserves, some extra guarantee
in the form of uncommitted rescurces, which may be drawn upon in casc of need to nake

up for any shortage of technical reserves.

63. This supplementary guarantee may consist in part of such fixed items as the
concern's capital or what is often called its "establishment fund", This fixed smount,
which is reguired upon the setting up of the enterprise to permit, amongst other things,
tﬁe purchase of the equipment needed for it to function, can continue to serve as =
guarantee during the growth of its operations. In addition, there is sometimes the
requirement of an initisl deposit. Studies made of the problem of the solvency of
insurance concerns, as well as the practical experience of supervisory authorities, have
shown that a fixed guarantee was not a sufficient defence against what the actuaries
call "the rigk of ruin". The potential divergence between the estimated and the real
costs of an undertsking becomes greater in terms of absclute value as the volume of the
risks guaranteed increases. ‘

64, TFor this reason there is often a requirenent of guarantees more or less proportionate
to turnover or to the sum totel of cormitments. They nay take the form of an adjustable
deposit, a statutory reserve fund or a solvency margin, The latter is the form employed
in the United Kingdom, where-insurance companies nust show a solvency margin of 20 per

- cent for annual receipts fromypremiums falling between £250,000 and £2,500,000, and

10 per cent for any amount exceeding £2,500,000, The six countries members of the
Buropean Economic Community, in their efforts to unify their insurance legislation,

have chosen a similar system but using two criteria for caleulation: the margin is
calowlated first on the basis of the premiums received during the latest reported
financial year, and again on the basis of the average cost of claims against the concern

over the last three financial years., The higher of the two results is the one applicable.
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Speecial problems concerning the supervision of the actiwvities of foreign insurance u

concerns. |
65, What has been said up to now relates to action by superviscry authorities with
respect to concerns which have their head office in the country. We must now examine

hoy far these rules are applicable to concerns whose headquarters are in another

country. This question is particularly important for those countries where there

are ne nationsl insurance enterprises or where national concerns play only a very small
part,

66, First, it will be found that there are two principal ways in which foreign concerns
mey operate. If the market in question is large encugh and if linsurance operations
have been conducted there for some years, the insurance concern may deem it worthwhile
to have a permanent, well-organized establishment in the country, in the form of a

branch office. Such an office is run by qualified professional staff to whon the

head office delegates authority to menage the business in that country. The adminis-
trative personnel at the branch office may then centralize the records, keep the
accounts, and issue instructions to intermediaries who offer contracts to customers. i
The Government authorities can eXercise direct supervision over the branch office and
they have a responsible person to deal with, the manager of the office.

67. ©Such an establishment, entailing fairly high running costs, cannot pay for itself
unless the total amount of premiums collected is quite large. Furthermore, it must

find in the country personnel with adequate professional training. These conditions are

not always satisfied. Thus, it frequently happens that the foreign concern prefers to
run its business from its head office. In that case it simply recruits in the country,
or sends there, a number of agents whose main job is to look for customers and whose
small adnminlstrative duties are of a secondary character. 4

68, State supervision of insurance operations cannot be exercised in the same manner
in the two cases. |

69, Where there are branch offices, methods of supervision are fally similar tc

those already described. The branch office of a foreign concern nust, of course,
establish technical reserves represented by such assets as will ensure the proper
performance of its contracts. The calculation of the technlcal reserves must take
account of the characteristics of the local market, which means that separate accounts
mist be kept. It will be necessary, however, to refrain from drawing very firm
conclusions from the results recorded, if the total volume of business is not sufficlent
to permit classifying the risks Into heomogeneous groups susceptible to the use of
statistical methods, For, glven a small portfolio of contracts, a few large claims

will be encugh to make the ratio of claims to premiuns vary consgiderably fronm year to
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year., In such circumstances, supervision of valustions made by the enterprise will
depend primarily on a file by file examination, and the method of percentages will
generally be found to be of no real value.

70. For the coversge of commitments, the rules already described should, in general,
be followed. The principle of congruity leads naturally to the requirement that the
technical reserves should be established locally, i.e. that they should be represented

by assets situated in the country. Governments are, in any case, the more inclined

to nake such a reguirement as they are anxious that foreign insurers who profit from
the premiums paid by their nationals should contribute to the development of the
national economy., However, due account must be taken of the question whether there

are real opportunities for investment in the local market. In the developing countries
the nmarket does not always offer a sufficiently wide range of invesiments to satisfy
the principles of diversity and liguidity, nor the criterion of yield. Consequently,
the narrower the market, the more flexible must be the regulations concerning investments.
It may be necessary to leave open the possibility of covering a certain proportion of
the technicel reserves by assets situated abroad, including negotiable securities

in the home country of the concern. In order that operations should not be jeopardized,
however, it will be necessary in that case to make sure that the proceeds from the
liguidation of such cover investments situated abroad can be transferred, in case of
need, to the country where the insurance obligation must be met.

71l. L4s in the case of concerns which have their head office in the country, and for the
same reasons, it is necessary that foreign concerns should possess guarantees of safety
over and above their technical reserves. Should these guarantees also be situated

in the country in which the foreign concern is operating? In a fairly large number of
countries, the answer to this question has been, yes. It is felt that since the
elements constituting financial guarantees - the nominal capital, the establishment
fund or the legal reserve fund - are situated abroad, it is necessary to replace then,
in the country of operation, by a deposit as security. The recason is that, should the
technlcal reserves prove insufficient on some occasion,rit would be difficult for
claimants to exercise their rights against assets situated in the home country of the.
concern, for such an action would encounter the difficulties involved in starting
exequatur proceedings. It must, however, be recognized that locally required guarantees
are additional tc those which the concern's home country has deemed sufficient for
doing business. Accordingly, some countries have more liberal legislation which

requires only that the concern should give proof of the existence, in its home country,

e
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of guarantecs equivalent 1o those which would be reguired of an enterprise having its
head office in the country concerned. It would seem that an eguitablc selution to
this problem wéuld take account both of the volume of business done in the country
and of the possibilities of co-opcration existing between the authorities of that
country and those of the concern's hone country. If the amount of business done
locally is fairly limited compared with the total volume of the concern's business,
any deficiency of technical reserves will itself alsoc be limited, It is likely that
if the concern has sufficient free rescurces in its home country it will be possible
to make up the deficiency quickly by a simplo transfer »f funds. There would thus
appear to be no justificetion for requiring additional local guarantees if the super-
visory authority in the home country is not opposed to- such transfers, and especially
if it has agreed to see to it that they are made promptly.

72. In the other circumstance mentioned, namely, where the concern has not established
a branch office in the country, it will be virtually impossible for the country's
superviscry suthority to verify directly the adequacy of the technical reserves,

since the accounts and claim files are kept at the concern's heaed office., In the
absence of a branch office, to require that the relevant assets should be held locally
also présents great difficultics. It would seem wiser, in such cases, to ask for a
deposit, unless there is an agreement with the home country's authorities guaranteeing
that transfers necessary for the performance of obligations will be effected without
fail and without interference, '

Supervision of relnsurance

73, 411 that has been stated up to now concerns direct imsurance. We must not neglect
another aspect of the activity, that of reinsurance.

74. The importance of reinsurance and its organization and techniques are studied
separately at this semina:.;/ Here we shall only concern ourselves with the problem

of supervising reinsurance operations.

75. It must be said that, in general, the authorities have shown a certain reluctance
to place reinsurance concerns under the same kind of supervision as enterprises engaged
in direct insurance. A number of reasons can be given for this.

76. In the first place, assuming that the primary object of supervision is to safeguard

the interests of the insured and of third parties, the need for regulating reinsurance

1/ See chapter V above.
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operations is not s0 obvious. The reinsurer is not directly liable to the insured
person; there is nothing legally binding between the latter and the reinsurer. The
roinsurance agrecment is one between the insurer and the reinsurer,

77. Secondly, whefeas an insured person is in a position of inferiority with respect

to the insufer, the same is not true of the insurer in relation to the reinsurer. The
insurance concern has the expert knowledge necessary to enable it to discuss technical
matters with the reinsurer on az footing of equality. It should presumably be ablc to
choose its reinsurers with discrimination and conclude agreements only with those which
are financiélly sound and of proven competence. Hence there is not thought to be any
very serious danger that doubtful reinsurance concerns, whose failure might be fatal

for the solvency of direct insurers, can compete in the reinsurance market,

78, Actuslly, however, the prinecipal reason for the non-intervention of the authorities
appears to lie in the difficulty of exercising effective supervision over reinsurance
operations, owing to thelr very nature.

79. The object of reinsurance is to spread the impact of fluctuations on the incidence
of claims in time and in space, and to ensure its widest possible dispersal, Spreading
it in time means that the reinsurer will take over the excess claims suffered by the
ccding company, if necessary for several successive years, until such time as an
improvement in the ecarnings of the direct insurer allows him to compensate the reinsurer
for sharing his losses by giving him a share of his profits. Spreading the impact

in space requires the reinsurer to sign reinsurance agreements with ceding companies

in a large number of countries in all parts of the world, ,

80, The need to share the risks leads the reinsurer to rectrocede the risks he has
assumed to other reinsurers, who will successively retrocede them to still others.

8l. The choices made by the reinsurer are based on his knowledge of the changes
taking place in direct insursnce conditions on the various markets in which the coding
companies operate, 4 supervisory authority cannot acquire sufficient information to
enable i1t to exercise really effective supervision over the wisdom of thc choices made.
In addition, it is practically impossible for the supervisory authority to assess the
solvency of the successive relnsurers, who, however, contribute greatly to the
performance of the obligations assumed by the first reinsurer. What is more, since
the reinsurer is obliged to settle claims quickly in many different currcncies, it is
generally agreed that he must be able to exercise great freedom of judgment in his
choice of investments.

82. In these circumstances, genuine supervision is rarely cxercised over reilnsurance

concerns. When the State does take action, it is usually to fixX s minimm figure for

' ——
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the financial guarantees, or to ensure that proper accounts are kept. Occasionally,
however, the State institutes compulsory reinsurance or creates reinsurance moncpolies,
These special cases will be dealt with later,

Supervision in the case of cessation of business

83. To complete this broad outline of the principal modes of éupervision of insurance

operations, mention must also be made of the measures taken to protect the interests
of insured persons and third parties, when a concern fails to conform to the regulations
and it becomes necessary to end its operations,
84. We shall not dwell st length on this subject, Suffice it to say that in order to
avold the cancellation of unexpired contracts, the supervisory authority endeavours,
in cases where the insurer is in difficulties, to secure the transfer of his portfolio
of contracts and, if appropriate, of all the company's assets and liabilities, to _
another concern, In order to facilitate the operation, the regulations of some countries
provide that approval of such a transfer by the supervisory authority mey be cited to
overrule legal objections by the insured.
85, If a transfer is not possible, it is necessary to proceed to the liguidation
of the concern. This may be done under the supervision of the judicial authorities
or by g purely administrative procedure. In the event of liguidation, the protection
of the insured persons and others having claims under insurance contracts is usually
effected by the entering of liens or similar safeguards so that the assets of the
concern are reserved, as a matter of priority, for the settlement of insurance
obligations. ?

Methods and organization of administrative supervision

86. For all the tasks - legal, techmical and financial - falling to the supervisory

authority, therc are two forms of supervision:

- documentary supervision, consisting of examination of the concern's articles
of assogiation, the qualifications of its directors and intermediaries, the general
terms of contracts, premiums, the accounts;

-~ on-the-spot inspection, which has two main purposes:

{a) to check the accuracy of information contained in the documentation relating to
the accounts, for example as regards the existence and the valuation of assets, or
the total amount of known debt;

(b) to check, filc by file, or at least by a sampling of the files, the methods used

by the concern to ostimate needed technical resecrves.
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87. Theée tasks obviously require a high level of competence, both in the legal and

in the economle sphere, on the part of the officials of the supervising administration.
As on-the-spot inspection calls for special training, some countries have come to
eptrust this task to specialized staff, In France, for example, there are the regular
administrative officers who are responsible mainly for the documentary supervision,

and the examining cormissioncrs, reswonsible for on~the~spot inspections. Theso two
categories of staff must, of course, act in close co-operation. They are often
associated in such general work as the drafting of regulations.

88, However, the efficacy of supervision does not depend only on the existence of a
supervisory body with the necessary competence. As we have seen, it also requires

that the offices of insurance conccrns, and especlally those of foreign companies
operating in the country, should be so organized as to bc able to provide all the
requisite documentation regarding the insurance business it trénsacts in the country,
and that they should be staffed with persons authorized to take the decisions called
for by any observations the supervisory authority may have to meke regarding tne
nanagement of the business.

89. In a&dition to good organization at the level of the single concern it is useful
“if the industry as a whole is organized. When the administration is considering the
terms of regulatory provisions, it often finds it a great advantage to have the opinion
of those in the business., Consultation of this kind serves to bring out practical
difficulties not noticed beforehand, and gives a better idea of the probable effects

of the proposed rules. Industry associstions may also contribute mmch to the effective
application of the regulations by promoting a sort of self-discipline among its members,
and by helping to eliminate insurers who do not obey the rules of good management.

90. To illustrate this account of insurance supervision methods we shall give a brief
description of some of the types of administrative organization that may be found.

91. 1In a very general way it ﬁay be said that there are three main types of supervisory
organization:

(a) First, there is the liberal type. An example of this is the British system, at
least ag it operated up to a few years ago. Although all British and foreign companies
active in the United Kingdom were subject to supervision, they had to satisfy very few
Tequirements. These included the publication of sccounts and, in the case of casualty

insurance, a minimum paid-up capital (£50,000) and a solvency margin (10 per cent)

Proportionate to the volume of net premiuns after two years'! operation. Concerns were
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entirely free to select their filelds of activity and were not reguired to seeck prior
authorization but simply had to go through a certain form of registration. There were
no rules regarding how and where assets were to be invested or how the technical
reserves were to be calculated. Wide differences in the style of annual accounts

were permitted, but they had to be examined by an independent accountant who was
required to certify that they gave a clear and true picture of the company'!s financial
situation., There were no rules, either, regarding insurance contracts or premiums.
92. The supervisory authority had the power to order an inspection at a company's
head office, but it was rarsly used.

@3. In recent yesrs, after the failure of a number of insurance concerns, the laws
have been modified in the direction of a certain tightening of control. Insurance
concerns must now, with some exceptions, seek prior authorization for each branch of
insurance activity. & solvency margin must now be maintained from the first year of
operation, and it has been raised to 20 per cent for receipts up to £2,500,000, the
10 per cent rate applying only to those above that figure. For 1ife insurance companies
no sclvency mergin is required, but the adeguacy of the policy reserves must be certifie
by an actuary every five years. The regulations concerning the form of accounts have
been made more specific, and concerns are now required, =smongst other things, to
furnish statistical information broken down by branch and category of risk so as to
allow a more careful verification of the amount of the technical reserves.

94. On-the-spot inspection, which formerly could only be carried out if the Board

of Trade had serious grounds for gquestioning the solvency of an insurer, and then
only after_prior notice, may henceforth be used at any time,

95. In spite of these changes, British legislation on supervision still endeavours

to preserve, as much as possible, the concern's freedom of action.

96. A sinilar system of supervision msy be found in various countries which have been
under British influence;

97. We could include in this category those systems where supervision is applied only
to certain branches of insurance. This was the case with the Netherlands legislation,
under which, up to quite recently, supervision applied only to life insurance (and it
has only just now been extended to include non-life branches). It is alsoc true of the
Belgian legislation, which still applies only to life insurance, industrial accident
insurance and insurance against the civil liability risks connected with the use of
motor vehicles (although the extension of supervision to the other branches of insurance

is likewise contemplated).
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(b) At the other extreme are the forms of insurance supervision which are in the
neture of State control.

98, This is the case with the supervisory organirzations in the socialist countries

of Hastern Eurobe. In these countries, insurance is the exclusive monopoly of a publie
institution. In keeping with the federative form of the States in question, this
institution is represented by autonomous establishments in the different republics or
regions, This is the case, for example, with the GOSSTRAXH in the Soviet Union, the
State Insurance Institute in Czechoslovakia, and the 5Tate Insurance Estéblishment in
Yugoslavia.

59, A modified form of this structure is found in a number of Latin American countries,
where there is a monopoly of reinsurance (INDER in Argentina, IRB in Brazil).

100. When insurance is the monopoly of a public institution, State supervision,
obvicusly, is exercised in a very direct manner over the entire operation.

{c) Between these two extreme forms of supervision there are those which might be
called semi-liberal, and they are undoubtedly the most common. They leave room for
private enterprise and allow insurance concerns freedom of action, but business must
be conducted in accordance with fairly detailed regulations the object of which is

not merely to penalize wrongful nanagement and practices likely to prejudice the
interests of the insured but above all to prevent then.

101l. Naturslly, certein differences of epproach may be observed in this type of
supervision. In some countries -~ France, for example - the primary objective of the
law is to draw ﬁp a set of objective rules applicable to all cormpanies. The
activities of the authorities are thus delimitcd by the letter of the regulations,

and no arbitrary action on their part is possible. Any measure falling outside the
limits laid down in the laws and regulations must be in the Fform of a concerted

action which associates the édministration with the concern or with the industry os a
whole through its professional organizations. This approach is also reflected in the
fact that, apart from the withdrawal of its authorization to operate, the supervisory
authority may not itself impose penalties; it has no Judicial power.

- 102. In perhaps the largest group of countries, howsver, the law gives the supervisory
authority a degree of discretionary power. This is the case in the Federal Republic of

Germany and Switzerland, whose laws authorize the supervisory authority to take

whatever decisions are necessary to ensure respect for the law end public policy, and




TD/B/C.3/83
page 124

to prevent any difficulties that might jeocpardize the interests of insured persons,
These authorities may themselves order penalties, such as fines,

103. In Europe, such divergencies will probably soon diminish owing to the closer
relations which are being established between the supervisory authoritics of the
countries members of the Furopean Economic Community (EEC) and to the work being done
by the OECD.

104. The six countries members of the EEC have for s number of years been engaged in
joint studies aimed at unifying their insurance legislation to the full extent
necessary for the smooth functioning of the Common Market. Directives are to be
issued laying down co~ordinated rules relating to the conditions to be met by concerns
of the six countries wishing to enter the insurance market and engage in business.

One of the most important provisions is that establishing a common standard of solvency
and entrusting the authority of the insurance concern's hone country with the
responsibility for verifying that the standard is adhered to. That authority will,
however, have to work in close co-operation with the authorities of the other nember
countries, which will be responsible for checking, in particular, that the technical
reserves relating to operations conducted in their territory arc correctly estimated
and represented by assets. This collaboration between the competent authorities of
the six countries cannot but have appreciable repercussicns cn their methods of
supervision, and will help gradually to eliminate differences, which for the most part
are not basic,

1C5. In a broader framework, the OECD has drawn even more upon liberal principles in
trying to eliminate the obstacles to free competition resulting from the werld wars,
which drove evefy counttry into a certain degree of economic aubtarchy. In the insurance
acotor, Lowevor, it has becone apparent that real progress in the liberation of
operations depends on reduging differences in legislation. It is probable, therefore,
that the efforts towards harmonization being made by the six countries members of the
EEC will inspire a sinilar movement in the JECD.

Action of the Statc on the insurance morket

106, Having exanined the different aspects of the supervision of insurance concerns and
the prerequisites for its effectiveness, we must now consider ancther form of State
action, one which is of a more typicelly economic nature. This is the action taken to
pronote the development of the insurance market and to improve iis organization and

operation.
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107. When there is no national market or when it is still not very active, there night
he a temptation to'try to strengthen it by meking access to it more difficult, or even
forbidden, Tor foreign concerns. The creation of a national monopoly of insurance or
the requirenent of extrenely high financial guarantees, from which nationasl concerns are
exempt, are manifestations of this protectionist tendency. Draconian measures of this
kind are not without their dangers. In the first place, they can only be applied if it

is possible to establish local orgenizations capable of teking over from the foreign

insurance concerns. Sufficient capital to ensure the solvency of such organizatiocns
mist be found, and there must be locally availabls qualified personnel already trained

to operate an insurance concern. In addition, compensation for risks is only possible

in such organizations if the narket is sufficiently broad and varied. These conditions
rarely exist in a market in process of development. ILven if the market has alreeady
reached a certain size, the need for transactions with foreign markets in order to
obtain & better distribution of risks, will certainly be felt. That is why, in
countries where they exist, institutions enjoying a monopoly in the national territory
tend to look for reinsurance on the international market. Another danger in such
golutiong i: the perpetuation of unrealistic conditions of guarantee and of excessive
premiuns and operating costs, owlng to the absence of active competition. The

services provided to the insured are liable to be too expensive and scomewhat off the
vark in neeting their insurance needs.

108, As another exanple of restrictive measures, mention may also be made of the

prohibition of naticnals of a country from signing an insurance contract directly
with the head office of a foreign concern. A provision of this kind may, however, not
be protectionist if its object is to ensure the effectiveness of supervision by
requiring the foreign insurer to have an establishment in the cbuntry. Reguiring =
foreign insurer to establish;an office in the country is justified as a neans of
protecting the interests of the insured persons, provided it is not accompanied by
restrictions whose real effect is to close the market.

109, Thesc negative measures may be compared with those which meke a constructive
contribution to the development of a national insurance industry. Some of these will
be directed to naking the public more conscious of the benefits of insurance., An

example is the promotion of mutusl benefit societies, both of the territorial and of

the sccupational type. The State nay also be active in encouraging the public to seek




TD/B/C.3/83
page 126

coverage against certain spocid.risks, In France, for exanple, subsidies anounting to a
certain percentage of the premiums are granted to farners who take out insurance
against hail. A tax rebate is accorded persons who sign life insurance contracts,

50 per cent of the amount of the prenmiums paid being deductible fron taxable income.
Sometimes, the State itself brings about the creation of public entities backed by its
guarantee, which offer tc the piblic contracts on better terns tian those aveilable
fron other insurance concerns. In France, for example, there is the HNatinnal Providence
Fund, which was originally established in order to put 1life insurance within the r-ach
2f persons of limit:d means.

110. Anong such measures we rust group together those which nake certain kinds of
insurance compulsory. While thelr primary objective 1s often to safeguard the interests
of third-party victims of accidents, as in the case of civil liability insurance for
automobile or hunting accidents, such measures also have the effect of meking insurance
nore stable and consequently less costly, by creating a wider base, which permits better
indennitiss,

111, 3tate action can also contribute to the developnent of a national insurance
industry through an inproved organization of the market. National concerns cannot hold
their own against foreign companies unless they remain corpetitive. I{ is therefore
necessary to see to it that they are sufficiently productive. For this, it is
essenticl that staff and associated agencies should be competent.

112, There is therefore much to be gained fron organizing or encouraging the training
of skilled personnel. If it is not possible to set up specialized vecatlonal scheols
in the country, the training cen be given by nieans of practical courses of work in
insurance concerns, cither in the country itself or abroad. More directly, the
‘supervisory authorities wiil concentrate on watching the level of managenent costs and
of preniuns, which should be adequate but not cxcessive. In this sphere, regulatory
provisions are the exception. Some exanples can, nevertheless, be cited: in France, as
regards autonobile insurance, the authority has set a ceiling on opcrating charges,
which, as fron 1 January 1970, nmust not exceed 28 per cent of the preniuns colleacted;
it has also set maxinum rates for the commissions paid to intermediaries. As regards
premiuns, a fairly large number of cases would be quoted of naximun rates for

notoristes! civil liabillity insurance.
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313. It should, however, be stressed that regulations of this kind are a risky natter.
The freezing of premiums must not be allowed to upset the technical equilibriun of
insurance operations, lest concerns should be tempted to reduce their technical
reserves, thereby jeopardizing the interests of the insured and of third parties,

11/, Where a market is already well developed, the goal of greater productivity may
lead the authorities to encourage insurance concerns to amalgamate. Mergers or
portfolle transfers may be facilitated by appropriate tax measures. Some countries
nave gone even further by fixing a minimum figure for recelpts, so as to compel
concerns with too small a portfolio to withdraw from the market. If the market is too
small, however, such measures are likely to defeat their purpose, for a reduction in
the number of concerns may result in a stagnation or even a decline in the overall
volune of business,

115. From what has been stated, it may be seen that the help given by the State {o the
insurance industry is rarely of a financial character. The only cases in which it does
take this form are those where the premiuns of persons taking out certain types of
insurance are subsidized, and where the State contributes to the capital of an
insurance concern. This is usually the case when a public or semi-public institution
is granted a monopoly, and it may slso occur when such institutions are in

competition with private componies. This is the situntion in Fronce as regards the
notionalized insuronce enterprises, in which the States hes been the sole shareholder
since 1946, '

116. On the other hand, insurance firms make a regular contribution to the State's
budge®, a contribution which takes two main forms, subscriptions to loans and the
payment of taxes.

117. Insurance acts as an accumulator of savings, This is true not only for life
insurance, where the act of saving is obvious when the policy provides for the payment
at tern of a lump sum or a regular income, but 2lso for non-life insurance, since a
part of the premiunm goes towards the formation of the technical reserves. The funds
thus collected are invested by the insurer in various weys. Among these, loans floated
by the State or by its political subdivisions are an irportont sector. Bonds are o
particularly suitable investment for life insurance, which involves long-tern

obligations and calls for an investuent produecing an assured regular income, They also

= k? 2 ‘ » . - - »
have their place as assets representing technieal reserves in non-life insurance, for
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under normel circumstances the level of these reserves reinains relatively stable.

Furthermore, where there is an organized financial market, bonds are easily negotiable
when the concern is obliged to liquidate some of its investnments. Usuclly, therefore,
there is no 1linit on the amount of securities lssued by the State that may be used for

the technical reserves., Often enough concerns are even forced, indirectly, to invest

part of their technical reserves in such securities, because the total volume of other
qE' investrents is limited to a certain percentage of those reserves. '
118. The tax contribution of insurance concerns is elsc far from negligible, There are
two ways of taxing insurance coperations: the tax may be charged directly to the policy-
holders, in which case the insurer acts as a tax collector, or it may be charged to the
insurer nimself.
1159. In the former case, the levy on the policy-holder is usually calculated as a
percentage of the amount of the premium, and takes the form elther of a regular tax or
of a propertional stamp duty. This is the case, for example, in almost all the
countries members of the OECD. Some apply a single rate to all branches of Insurance
(Federal Republic of Germany, Irelsnd, and Turkey, except for 1life insurance). Others
have egtablished different rates depending on the type of insurance., The highest rates
are usuglly found in fire insurance (30 per ccnt and - for agricultural risks - 173 per
cent in France; 8 to 15 per cent in Italy; 13 per cent in Greesce; 11 per cent in
fuetria; 6.5 per cent in Spain; 5 per cent in Morocco). The lowest rates are usually
those for life insurance (0.5 per cent in Switzerland; 1.5 poer cent in Italy; 2 per cent
in Greece; 2.1 per cent in T:vitugal; 2.2 per cent in Turkey). Taxes are sonetimes
fixed as a percentage of the face amount of the policy. This cccurs, for example, with
hail insurance (Austria, Federal Republic of Germany, Luxembourg, Netherlands), transport
insurance (India, Netherlands), fire insurance (Switzerland) and certain forms of life
insurance (1ife annuities in Italy).
120. In other cases, taxes are levied in the form of a stamp duty, either fixed (India,
for fire insurance) or in proportion to the coupensation paid (Greece, for life and
fire insurance).
12].. The principle of taxation is not universal, however. Some countries - Denmark,
Ireland, Morway, Sweden, United Kingdom - do not collecti any special tax from policy-
holders. Others allow exemptions for certain categeries: life insurance (Federal

Republic of Germany, Austria - when the face value does not exceed a certain sum,
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¥ suitzerland - group insurance); insurance in en agricultural mutual society (France);
5 spsurance against agricultural risks, such as livestock insurance (Federsl Republie of

{ cermany); hail insurance (Switzerland)}; sickness insurance (Switzerland); industrial

i accident insurance (France); and export credit insurance (Italy).

i 122. It should be noted also that reinsurance operations are usually exempt from
toxation,

123, When the insurance sector is very active, the tax yield can reach considerable
proportions. In France, in 1968, insurance taxes brought the State 1,630 million
francs. This represented 3 per cent of total turnover taxes and 1.4 per cent of total
fiscal incone.

12/. However, toxation rates must not be raised too high, for if it is the taking out

of insurance will be discouraged. In particular, enterprises having very large risks

to cover may be tempted to beccome their own insurers,

125. What is more, this taxation as generally practised is open to criticism from the
econonic point of view. In the matter of life insurance, for example, it seems odd to
tax savings at the tinme they are being accumulated, but that is what happens when the
tax 1s based on the premium paid or on the face zmount.

126, Insurance concerns provide the State with a further source of revenue - the revenue
produced by the application to these concerns of the general taxes on income and wealth
(taxes on profits, capitsl gains, transfer of assets, etc.), This contribution is much
swaller, for the actual surpluses of insurance concerns are not very large. In 1965,

in France, out of the total of 20,000 million francs profit earned by all enterprises
subject to the company tax, insurance companies accounted for only 44 nillion. In this
matter, it is sometimes difficult to reconcile the views of tax officials with those of
the supervisory authority. The supervisory authority, concerned for the solvency of
insurance enterprises, naturaliy hopes that the formation of adequate tochnical reserves
and of supplementary financial gusrantees needed to degl with the "risk of ruin", will

ot be penalized by the tax collector. Tax authorities, however, are inclined to view

any increase in technical reserves or in supplementary fincneial guarantees as having

cone out of profits, on which taxes should be levied for the benefit of the State's
budget,
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127. It would obviously be desirable that funds set aside by the insurer, insofar as
they constitute o necessary guarantee for the proper performance of the company’s
obligations, whether they go into the techmiceal reccrves Llicncelwes or into the solvenc
nargin necessary to cope with unforeseen fluctuations, should be exenpl from taxes, whi
should be levied only on the surplus. The difficulty arises from the abscice of exact
criteria for estinating. the necegsary and sultable magnitude of the technical reserves
and supplenentary financial guarantees. It is hoped that the studies at present under
way in various organizations such as the Buropean Econcmic Community and the OECD will
help supply a satisfactory scluiion to this problemnm,

Sowe vays of Treilitetin: zo=sueration nnd tachnisel assistenco bobween duvel-ned and
developing countries )

128. e have been considering the relationship between the State and the insurance

industry in broad terms but nainly on the basis »f dacumentation from countries with a
market econoriy. The situation in the developing countries is dealt with by another
speaker who undoubtedly has fuller d-ocumentatiosn on this aspect of the subject.L/ It
might be of interest, however, to say something here aboub a novel experinent in
co-operation in the field of the supervision of insurance, hetween France and a number
of French-sneaking African countries.

129. In 1962 twelve African States concluded with the French Republic an "Agreenent

sn co=-operatisn in the sphere of supervisisn of insurance enterprises and ~perations”.
Since that date anaother African State has registered its accession to the Agreement.
130. As stated in its preamble, the gnhal »f the signatory countries was t» "encourage
the formation in their territories »f a broader narket capable of offering a satisfactory
balance fron the technical, economic and financial points »f view".

131. The following are the neans by which this osbjective is to2 be atbained.

(1). Harmonigzation of laws and regulations concerning insurance orcanizations and
perationg '

132. In its Chapter I the Agrecment sets forth o number of cormn rules.
133. These eare nainly rules coincerning prior authhrization, withdrawal of such

suthorization, transfer of portfolios and keeping of accounts relating to operations.

1/ sce paras. 154 gt seq helow.




TD/B/C.3/83
page 131

134. These common rules are accomponled by model texts of laws and regulations, and
these have been incorporated, with slight variations, in the legislation of each of the
glignatory countries.

135. Thus, in the corrmnity that has been formed, the institutionsl framework is
virtuclly uniform.

(ii) Establighment of a sygtem of uniform overall finaneial supervision for all
operations conducted in the territories of signatory States

136. The Agreement specifies that overall financial supervision shall be sxercised by
the competent authority of that one of the signatory States in which the enterprise has
its head office, if the enterprise is from one of the member countries, or its principal
branch office, if the enterprise has its head office in some third country.

137. This provision is designed, not to restrict the role of individual ncumber States,
each of which remains competent o check whether its laws are being obeyed, but to
entrust to that State which is in the best position to examine the enterprise's total
activity in all of the member countries, the tesk of wetching its finanecial situation
in the common interest.

I

(iii) Creation of a Conference of Supervisory Authorities with a permanent secretariat,

to facilitate the collaboration of the wvarious supervisory authorities.

138. This Conference, which meets once a year, has a very broad mandate. Its first

task is to ensure observance of the baslc principles of the Agreement, and to this end
it may address advisory opinions or obgervations to member States.

139. Tt must be consulted whenever the authoritics of a signatory State contemplate
changes in the laws and regulations affecting insurance activities.

140. Tt also has tasks in the sphere of information and investigetion. It supplies data
needed for the exercise of cupervision and may initiate studies of cormon interest and
offer suggestions for improving the protection of insured persons, the conditions for
engaging in insurance activities, and prevention. Its most inportant task, however,

1s to secure real co-operation between the administrative services of the member States
in their work of supsrvision.

141, This applies, for example, in the matter of prior authorization. The Agreement
Provides that if authorization is sought so as to enable an insurance organization to do

business in the territory of at least four signatory States, the technical oxamination

of the file submitted by the applicant organization shall be carried out, in the common

/
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interest, by the competent authorities of the signatory State in which the organization
has its head office. The results of the examination are subnmitted to the Conference
of Supervisor-- Authorities, which expresses a technical opinion, with reascns. If the
opinion is unfavourable, the application for authorization may not be granted,
142. Similarly, the permanent secretariat periodically prepares a techmicsl report on
the status of enterprises authorized to operate in not less than four of the nember
countries, and sends it to the national authorities. The latter are entitled to make
observations “hereon when the Conference mects. The Conference may alsc be convened
if the position of an enterprise seems to be imperilled, so that all reguisite measures
may be taken to protect its policy~holders.
143, It nay be noted that the member countries have adopted a special system for
apportioning the business done in thelr territories.
144. It has been decided to apportion it, not 6n_the basls of the place of signature
of the contract, but on that of "allocation CTiteria“ which vary according to the
nature of the risks insured.
145, There are three allocation criteria:

-~ the place where the risk is situated

-~ the place where the property is situated or registered

- the concept of residence.
146. It is on the basis of the apportiomments made in this way that the taxes on
insurance contracts are collected by the various countries and that the amount of
technical reserves to be invested in each member State is determined.
147. The purpose of this measure was to prevent the inequalities that might result from
the unwarranted signing of contracts outside the member State in which the insured risk
is situated.
148. Since it is sgtill ofarecent ordigin, this effert at co-cperation has perhaps noﬁ
yet zroduced all the results that may be expected of i%t, but it can already be said that
this experiment has been constructive, and might well be extended.
149. It can be regarded as a form of technical assistance, for it is Francé wnich is
the country meinly responsible for the overall supervision of solvency, inasmuch as
nost of theenterprises operating in the French-speaking African States have their head
offices in France., Furthermore, it is experts of the French supervisoryyauthority who

assist in carrying out the investigations called for by the Conference of Supervisory

Authorities,
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150, In addition, the joint discussion of problems connected with the supervision of
insursnce enterpriées results in a fruitful exchapge of experiences, which undoubtedly
complements the training of the officials of the various countries concerned.

151, Other forms of technical assistance, both national and international, are

desalt with in a report by the secretariat of UNCTAD. There is no need, therefcre, for
me to dwell on the subject. I shall morely point out that the French Government has
on various occasions given practicel training courses for personnel of the supervisory
services of developing countries. One of them, designed for future chiefs of
supervisory authorities in French-speasking countries, started with a series of general
lectures given by officials of the French Directorate of Insurance and by teachersal
the Netional School of Insurance. The lectures deall with general principles of law,

_ insurance regulations, accounting, and administrative, economic and financial problems
in the field of insurance. In the second part of the course, the trainees were
assigned to work in the Directorate of Insurance., The course ended with a period of
training in some of the largest of the French insurance companies. Other courses, for
staff at a lower level, concentrated more on specifiec training in the various tasks
carried out by a supervisory authority.

152, A special body, ASATOM (Association for the training and reception of overseas
technicians), takes care of the material needs of the trainees, with the help of
fellowships granted by the French Goverrment. A parallel body, ASTFF (Association for
the training of technicians in France), loocks after forelgn trainees who are not
nationals of the French-speaking countries of Africa or Madagascar.

153, Much more time than is available for cne talk would be necessary to enable us to go
into e11 aspects of the relations between the State and the insurance industry. However,
we hope that we have bheen ab}e to bring out clearly enough the main lines along which
Govermments may act in the edonomi e sector under consideration. Certain features are
common to all countries, especlally as regards the establishment of an institutional
frameworic and the State!'s exercise of its function of supervision in the interests of
the insurcd perscns and of third parties., Differences become more noticeable with
respect to the metheds by which and the extent to which the State takes economic
action. There is no doubt that such action is of a contingent nature and depends
lergely on the scelal and political context. While tho State can play an important

part in creating conditions which facilitate the smooth development of insurance, it
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nay also make the mistake of neglecting some of its basic requirements, such as the
need for the most generous possible compensation of risks, »r it may take too narrow
a view, for instance by regarding the insurance enterprise solely as an investment
¢oncern or as the occasioner of a moﬁement of capital. There should be no
misunderstanding about what is the principal function of insurance: it is to create
security through the sharing of risks on the broadest scale possible, It can only
fulfill this function if the natural technical laws goverhing its operations are not
perfurbed torough undue intervention by the State.,

B, Background paper by Mr. Ananthachari Rajacopalan (Indis)

154. The relationship in developing countries between the State and the insurance
industry, or in other words, the role of the State in those countries in regard to
this sector of industry, has over the years undergone important changes. The first

was the sbandomment of an attitude of laissez faire in favour of regulation of the

industry in the interests of the policyholders. The second and more recent one is the
recognition that the State has a part to play in founding and fostering a strong
indigenous insurance market.

155. I shall endeavour to ocutline the changes that have occurred in India in this
regard over the years, Conditions in India are, and have been, somewhat different
from those obtaining in other developing countries. Nevertheless the experience in
India will, I hope, be of interest to other developing countries.

156. Though general insurance is older and also came to India earlier than life
insurance, Indian general insurance companies came to be esiablished much later than
life assurance companies. In fact, the first Indian general insurance company was

not established till 1907, long after several Indlian 1life assurasnce companies had

cone into existence and vwers flourishing. It took another decade before other Indian
companies. transscting geﬁeral insurance came to be established. The reasons for this
tardy development are not far to seek. Life insurance regquired only a modest initial
capital - once the business takes root even this modest capital becones functionless -
and depended Tor its business on the ordinary citizen., General insurance, on the
other hand, required a ruch bigger capital and what, was even more difficult, had to
look for its business to cormerce and industry which were mostly in foreign hands,

157. The first insurance legislation was the enactment of the Indian Life Assurance

Companies Act, 1912. The purpose was to regulate the working of only Indian
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eompanies and since the Indian companies that had come into existence were mostly "life
companies, the Act did not apply to general insurance. Companies which were

operating in Britain snd were thus complying with the provisions of that country's
Assurance Compenies Act, 1909, were exempt from its scope on the ground that they were
effeétively supervised by Britain; they were not required even to furnish statistics
of business done.

158. The Assurance Companies Act, 1909, on which the Indian Act was modelled, was
based on the principle of "freedom with publicity". While this principle had
undoubtedly worked well in Britain it was completely unsuitaeble to Indian conditions.
Literacy was low, and since there were practically no financial press, even among the
literate very few could tell a gcood company from a bad one.

159, The Government had practically no powers under the Act. Since the minimum
deposit was only Rs.25,000 a large number of companies came to be established, a few
under sound enlightened managenment but the rest under managements which were either
inefficient or worse. The inevitable crop of failures followed.

160, Some of the compenies transacted business on what is known as the "dividing
principle"; the premium rates were uniform and the amounts collected each year, less
expenses, were divided equally among the claims arising in that yesar. This, of
course, was against all sound principles of actuarial science and such companies met
the inevitable end; but not before causing harm to thousands of policyholders. Lacking
necessary powers, Goverrnment was an idle spectator.

161. Inevitably, e demand arose for more effective legislation. The Government waited
to see what shape insuranc legislation in the United Kingdom (based on the Clauson
Cormittee'!s Report) took. When it became clear that the United Kingdom had no
intention of embarking on fresh insurance legislation, the Indiaﬁ Government went
ghead, and the Insurance Aet, 1938 was enacted.

162, This Act leaned towards tﬂe fmerican practice of detailed State control moving
away fron the principle of "freedom with publicity". Deposit requirements were
increased to prevent mushroom growth and the Controller of Insurance was clothed with
Somewhat wider powers then he had under the 1912 Act. The Act also contained special
Provision to protect policyholders from one-sided contracts.

163. Contrary to the expectations of the framers of this legislation the powers
conferred by this Act proved to be totally inadequate, particularly in coping with

certain Dalpractices that developed during the forties. Attracted Ly their huge life

as . . . . . .
Surence funds, unscrupulous financiers paild exorbitant prices for the controlling
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interest in the shares of life insurance companies with the intention, after gaining
control, of recouping their "investment" by defrauding the companies. A high-

powcred committee known as the "Sir Cowasjee Jehangir Committee™ was appninted to
fenquire into some trends and undes'rable features in the management of insurance
corpanies in India and %o recomnend measures which should be taken to check these
evils"., PFurther legislation was enacted on the lines of their recommendations and the
opportunity was taken to tighten up the Act in other respects as well. But

unfrrivunately even these new measures proved inadequate and the 1life insurance industry i

was rocked by a few big scandals. Government acted with vigour, but the funds lost '
could not be wholly retrieved. ‘
16/. In the meantime, the demand for nationalization of life insurance on the ground i
that such a step was essential for a more effective mobilization of the people's i
savings, a demand which had been voiced ag early as 1938, had gathered momentum. :
The Governmeni came to the conclusion that with a second Plan about to be initiated,
involving an accelerated rate of investment and development, nationalization of life
insurance had become, more or less, imperative. Life insurance business was
nationalized in 1956, and the Life Insurance Corporation of India was established to %
transact 1ifle insurance business as a monopoly. General insurance was left alone. é
165, With the nationalligzation of life insurance, the Government of Indie became, for
the first time, owner of an insurance institution. What should be the relationship
between Government as the regulating authority and the Government-owned Corporation?
The Life Insurance Corporation Act, 1956, itself provided the answer. That Act laid
down that the Gorporation would be an autonomous body and should be run on business
principles. Government would appoint the Board and also provide guldance on matters

of policy, particularly on the investment policy but would not interfere in the day-
to-day management. The Governnent could give directions to the Corporation but such
directions should be confined to matters involving the public interest and should be in
writing (these directions are mentioned in the armual repcrts of the Corporation). To
underline the approach that it should be run on business principles, the Insurance Act,
which applied to the erstwhile life ingurance companies, was made applicable %o the

Corporation and the Corporation is required to submit returns to the Controller of

Insurance.
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166. In 1964, the Corporation commenced transacting general insurance business in
corpetition with private insurers. To help the Corporation, Government has directed
that ell general insurance business within its (Government's) control should be placed
with the Corporation. The Corporation enjoys no other privileges and is subject to

a1l the regulatory pewers of the Contrcller.

167. A recent, and an important development in the Insurance field is the enactment of
the Insurance (Amendment) Act, 1968 which was brought into force in June this year.
Technically, it is an amendment of the Insurance Act, 1938, but in volume and scope it
is an Act by itself. The cobjectives sought to be achieved by this legislation, are,
"thet the premiun rates should be fair, that there should be complete security to
policyholders, that insurance companies should not be owned by individuals and their
funds utilized to further private interests and lastly that the industry should function
on sound and health lines and free from malpractices". To achieve these obJectives the
Act has introduced for the first time the principle of a solvency margin. This
requirement and the one requiring increased deposits would ensure that companies build
up strength and not fritter away resources. On the regulatory side the Coniroller

has been given wide pecwers, including powérs of inspection, power to give directicns
and to remove directors and principal officers. Lastly the Controller, as the
Chairman of the Tariff Advisory Committee (rate making body), has ample powers to

ensure that the rates are fair tc the consumer as a whole and fair Inter-se.

168, The_establishment in 1955 of the India Reinsurance Corporation was the first
promotional activity of the Government in the field of general insurance. The India
Reinsurance Corporation was floated at the instance of Government with a view to
reducing the foreign exchange drain which used to occur year after year, on account of
reinsurance abroad of Indian general insurance business. Its shares were distributed
anong the insurance companies,aboth Indian and foreign, transacting general insurance
business in the country, but the Government itself did not subscribe to any part of its
share capital, In 1961, the "Indian Guarantee", a wholly owned subsidiary of the Life
Insurance Corporation, entered the reinsurance field. To give these reinsurance
Companies a good base of operations, the Insurance Act was amended to provide for
cotipul sory cession of 20 per cent (less for some classes) of every risk written in

the country to bhe sharel equally between them. Both these reinsurers have been

i L) - 3 - 3 -
nstrumental in reducing the forelgn exchange out-go arising on account of reinsurance,
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169, Experience in Indis has amply demonstrated the need for a technically equipped
regulating authority in developing countries. The need for such an authority is not
affected even if the whole or a part of the industry is nationalized. On the

contrary, the need may be greater as the Govermment will require competent independent
advice as to how the institutions which it owns are faring. It is relevant here to
mention that a high-level committee which recently examined the working of the Life
Insurance Corporation has recommended that the Government Department which deals with
insurance should be placed under an Actuary having the rank of a Joint Secretary to
Governnment.

170, Whet type of supervision over insurers is best suited to a developing country? §
Experience in India over several decades has demonstrated that developing countries J
need to have even a stricter supervision over the activities of insurers than what
developed countries need., The insurance industry in a country like the United Kingdom
can thrive under conditions of "freedom with publicity", but for developing countries
detailed State control is betier suited.

171. ¥hile the regulatory officer (whether designated controller or otherwise) should
have ample powers, mandatory rules and regulatiocns should be kept to the minirmum.
Detailed laws and regulations may be gvailable for countries which have a highly
developed insurance industry, but in the case of developing countries any rigidity

would hamper the growth of indigenous companies and run counter to recommendation A.IV.23
of the United Naltions Conference on Trade and Development. An infant insurance
industry will need time and help to grow, and while the officer should ensure that the
companies are well managed and do not fritter away their resources, they get time to
bulld up strength. The insurers, particularly indigenous insurers, should be
encouraged to look to him more as a friend, philosopher and gzuide than as a mere
keeper of law and order. KTo inspire such an attitude the officer must have, in :
addition to technical comﬁetence of a high order, vision and judgment and, above all,
sympathy'with the aspiratiocons of the loesl industry.

C. Summary of discussion

172. The participants discussed at length the varlious forms of relations between
the State and the insurance industry and, although diverging opinions were

expressed about the most adequate form and degree of State intervention, there was

a certain consensus that in developing countiries the State must play an important and




TD/B/C.3/83
page 139

constructive role in the establishment and strengthening of the national insurance
market. Owing to the diversity of economic and social conditions in developing
countries, practical solutlons to the problems of relations between the State and the
insurance industry should be sought on the basis of actual conditions, by taking into
.consideration the level of development achieved and the general economic and social
gtructure of the developing ccuntry concerned.

173. The role of insurance legislation and supervision in achieving the main
objectives in the field of insurance was emphasized by many speakers. It was stated
that in most developed mérket economy countrics insurance legislation and supervision
were highly sophisticated and, in genersl, far reaching and strict. In :ecent years,
there had been a marked shift towards an even stricier supervision and a more'active
intervention by the 5tate in the insurance and reinsurance business practically
everywhere. For instance, the enactment of the new Insurance Act 1967 in the

United Kingdom followed the bankruptcey of a number of insurance companies.

174. As regards the legislative framework of the insurance indusiry in developing
countries, many participants from these countries stated that the legislation was often
obsolete or not adapted to local conditions. In many cases the legislation had been
introduced in the period before independence, in most cases it had been borrowed
largely from the legislation of other countries, mainly the former metropolitan
countries, without any effort to adapt it to the changed conditions. Practiceally all
the participants from developing countries agreed that the first step towsrds the
creation of a national insurance market in developing countries should be the setting
up of an adequate legislative framework for insurance activity.

175. The second step of equal importance for developing countries was, as all the
participants emphasized, to establish effective supervisory and control services
which could implement the staﬁutory provisions governing the insurance industry and
Supervise its activities, mitigating conflicting and undesirable practices and
encoufaging the establishment or expansion of national markets. In the performance of
thelr functions the supervisory authorities should possess the initiative to mske
Técommendations for the amendment of ineffective laws and regulations so that they
could ensure a flexible systen of relations bhetween the State and the insurance

industry, Many participants from developing countries referred tc difficulties in the

establishment of effective. supervisory services in their country. They explained that
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‘some of these difficulties arose from lack of experience and from the insufficiency
of qualified personnel, others from the lack of statistical information and regular
financial returns which made it impossible for the supervisory services to discharge
their duties efficiently.
176, Some participants from developing countries referred to the problems posed by
the excessive proliferation of insurance institutions in many developing couniries.
They considered that, in view of the very limited size of the insurance markets in many
developing countries, this proliferation of inmsurance institutiocns and the resulting
~very snall scale of their operations presented a considerable threat tc the market and
its stability. This was also one of the reasons for a very slow accumulation of
insurance funds in the developing countries which, in turn, hindered the development
of a stronger retention capacity of the insurance markets in such countries. In order
to overcome these difficulties, developing countries had resorted to various measures
ranging from taking into consideration, while granting permission to start a new

company, various economic factors such as the sige of the market and its prospects

of development, the number of institutions already operating and their origin and

the like, to banning completely all new registrations of insurance institutions.

177, In this comnexicn, some participants from developing countries suggested that,

for this type of decision-making, the insuranée supervisory authorities should prepare
detailed studies of their markets, These participants urged alsoc that the problems

of the optimal size of an insurence institution deserved further study and analysis.
Severel other participants from developing countries, speaking from their own experience,
suggested that it might be in the interests of the natioﬁal narkets in developing
countries if the number of institutions was not allowed to be too large, this
expression tc be interpréted in the light of the size of the markets. The opinion was
expressed that in certain cases limiting the number of insurance institubions to just
a few might be considered as beneficial, for a limitation of the number of institutions
led to economies of scale as larger institutions were generslly able to reduce costs
and to increase efficiency, for example by the use of modern business methods and of
costly electronic equipnent,

178. Referring to the specific problems of supervision of agencies and branches of
foreign insurance and reinsurance concerns, raised by the author of the first of the

two discussion papers, several participants from developing countries mentioned a
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number of additional problems confronting the supervisory authorities of developlng
countries when dealing with foreign concerns. These additional problems were: (a)
business and statistical records were not sufficient for supervision pﬁrposes;

(b) compiications aroge from the relations of agencies and branches with their head
offices in respect of adninistrative, management and reinsurance expenses; (c) the
verification of settlements of claims was especially difficult in the case of agencles
which often did not deal with the settlement of claims at all; (d) funds were not held
in the country and the working bhalances might not be sufficient for the payment of
claims and to cover other liabilities; (e) problems arcse from the assessment of
taxes; (f) there were differences between the statutory requirements in the country
where the head office was situated and those in the country where the institution
cperated; and (g) there was a certain reluctance on the part of foreign companies to
subnit to supervision, especially if they had operated previocusly without any control
in a developing country, cven though they were subject to control in their home
country.

179. Some practical solutions to these specific problems were suggested by the

~ participantz, varying from the prohibition of the operation of foreign companies!
agencies and branches, which could only be registered in the form of limited liability
companies under the natiocnal laws, to requesting such agencies and hranches to 7
operatc on a full and aubonornous accounting basis. With respect to rclations between
the agencies and branches and their head offices, several participesnts reported that
in their countries limitations had been introduced concerning the amount of the head
office expenses that might be-cha*ged to the agency or branch account. Reinsurance -
relations between the branch in a developing country and the head office cutside

should be specially examinedg as they were freguently used as a convenient form of

withdrawing funds from the céuntry.
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Chapter VIT
fﬁ _ INSURANCE INSTITUTIONS AND ORGANIZATIONAL ASPECTS

A, Background paper by Mr. Jorege Bande (Chile)

i Insurance and reinsurance in the developing countries

1. Our -bj.ct, on the basis of a knowledge of the situation in the developing countries,
is to specify the most typical forms of institutional organization for insurance and
reinsurance, and the political and economic measures most appropriate for ensuring that

a national insurance market can achieve an adequate degree of development and solidity,

and exert s favourable effect on the natiocnal econcomy as a whole.

2. It is advisable, in the first place, to elucidate the differcnce between insurance

markets in the developing countries and in the developed countries; Tfor only where
i that difference is known can valid conclusions be drawn regarding the optimum

| institutional organization in each case.

. 3. The Insurance Committee of the Organisation for Economic Co-operation and Development -
(OECD) set up a group of experts to examine the problems of insurance and reinsurance in |
the developing countries. Its report was submitted in 1965, the line taken being that
the developing countries should not press so urgently for independence in respect of

| insurance and reinsurance but shouwld rather proceed slowly and hand in hand with

e e L e AT R T

institutions «f the same nature in the industrialized countries,
4. The report catalogues the negative characteristics of insurance and reinsurance in
the developing countries; and against each of these we have placed, by way of comment,

the balancing factors which a well-conceived policy of insurance and reinsurance could

engender, 3
Negative characteristics : Balancing factors %
(a) Relatively small market within the (a) The market can be enlarged and é
country's confines, with greater strengthened and the necessary spread ?
possibilitiss of unbalanced and balance of portfolios achisved .
portfolios. : by means of reinsurance contracts

duly ceded and accepted on a

reciprocal basis.
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3 Negative cheracteristics Balancing factors
? (b) Higher overheads for the relatively (b) Not necessarily, for in general they
; emell number of opcrations, and are offset by the lower porcentage of
hence higher rates than in the accidents, due to the lower degres of
industrialized countries. industrisl development and the greater

degree of national retention of these

good portfolios.

(¢c) Less flexibility because of lack of (¢) This drawback is completely eliminated
adequate information about newu by the rapid and efficlent cuotation
branches and procedures. and information service of the

professional reinsurers.
(d) Shortage of specialists and (d) There is no sh-rtage, and even if
technicians. there were, it would be offset hy the
possibility of training s iiil ted
number of the country's technicians
abroad, by means of courses crganized
in the more developed coumtries for
the less developed countries of the
region, and by the employment of
university-trained staff even if they
are nodb specialists.‘
(e) ILess expert and comprehensive - (¢) It is not certain that this is
State supervision. : generally the case, and where it is,
' it is offset by the greater easc of

supervising the concerns as their

operations are cocafined tec the
national territory and their
financial position and that of the
groups dirccting them are mere fully

kinown.
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Negative characteristics Balancing factors

(f) Iless opportunity for investiments, (f) Relatively true in countries at a
and liability of the latter to very early stage of development
undergo fluctuations in value. (African countries), but even there

the case arises in a limited form,
for the possibility also exists of
investment in real estate, mortgages,
fixed-term deposits, loans on policie
and bonds issued under State guarante
and by national and internstional
development organizations,

{7} Insufficient capital for the (g) Insurance concerns do not need a
formation of strong naticnal large volume of capital, their
undertakings. solvency being safeguarded by proper

supervision and an appropriate
reingurance policy.

(h) Weak economies marked by inflation (h) This disadvantage is completely
hardly favour the development of life eliminated by readjustable plans
insurance, based on risk premiums.

5. It can be seen, from the foregoing, that all the observations concerning the
developing countries relate to the effects of their institutional organization on the
ingurance market, and hence organizational measures must be taken so that those
institutions can become stronger in the foreseeable future.

6., Supply, in an insurance market, can emanate from a variety of insurance bodies
differing according to their juridical &nd ecoﬁomic structure. They can also be
differentiated accordiné to the method used to fulfil thelr tack of securing the
highest proportion of demand, Again, they differ according te the aims pursued,
depending on whether they are concerned with individuals alone or with the community

as a whole.

Private insurance and public insurance

7. Analysing the characteristics of institutional organization for insurance

according te juridical and economic structure, we have private insurance and public
insur:nce.
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g. _rivate insurance is the institutional organization of insurance based on

ipdividual initiative and with its specific function carried out by an independent
concern.

9, Individual initiative, as a basis, implies that the insurance underteking hes to
be set up and maintained, throughout its institutional existence, by the will and
impulsion of economic units of a private nature, the latter being considered not only
from the juridical angle but glso from the standpoint of the undertaking's cconomic
function., The exercise of the insurance function by the independent concern implieg
| that the body called to institutional 1life by the implusion of individuals and
governed in its functions by their decisions must have legal guarantees in order to be
able to perform its indlvidual juridical and economic coperational functions without
direct influence being exerted by the public authorities.

10, Public insurance is the institutional organization of insurance in which control

and decision-mgking are the responsibility of a specific public authority. It should
be reiterated that in order to know whether a case in point relates %o an individual
initiative and =an independent undertaking, the circumstances have to be studied from
two different angles: juridical and economic, A limited liability insurance company
set up with a State body's approval and financial participation will, although coming
in the juridical sense within the framework of the private insurance concept as regards
its constitubtion and cperation, remain economically outside it, for in that respect it
owes its institutional 1ife to the initiative of the State, whose influence will be
apparent in its future activities also.

11. 0Oa the other hand, intervention by the State, as inspector of individual insurance’
activities, in its legislative role or as the source of administrative orders within
the framework of the political constitution, is not an eliminatory factor despite the
fact that, from the economic standpoint, it represents influcnce by the publie
authorities on individual manaéement, for what is involved here is the general
application of standards rather than the exerting of influence on the free exercise

of individual management, |

12. The main difference between private and public insurance having thus been

elucidated, let us now briefly analyse organizations in the latter category as they

appear in the insurance market.
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13.

Organizations of a public nature may be divided according o which of the

following forms they assumec,

(a)

()

(c)

14.

Bodies coming undor the central or federsl Govermment: (Banco de Segurcs del

Estado del Uruguay, Institut- Hacional de Segurcs de Costa Rica, Instituto de
Seguros del Estadc de Chile);

Bodiss coming under provincial goveraments: (Instituto Autdrquico de Seguros

de Entrce Rios, de Misiones de Mendoza y de Salta, in Argentina, totalling sixteen
provincial insurance bodies in that :ountry);

Bodics coming under other public corporations: (In Argentina: Banco Hipotecario

Nacional and Ministry of Trainsport as administrator of the Compulsory Fund for
Railway Passcenger Accident Insurance; in Guatemala: Insurance Depariment of the
Crédito Hipctecario Nacional, which holds the partial monopoly for Statc firec and
motor vcohicle insurance (the Deparitment is also the statutory rccipilent of all
insurance in respact of the institution's property and debtors); in Brazil:
Instituto de Previdencla ¢ Assistencia dos Servidorses do Estade, for fire and lifc
respactively; in Colombia: Iasurancc Scction of the Caja do Crédito Agrario,
Industrial y Minero);

Separate insurance departmenis of social security institutes:

(Instituto de Seguridad Social of the Province of Buenos Aires, in Argentinag
Caja de Previsidn Social dc Colombia, which handles the personal insurance of
public employcces);

Insurance companics under private law whose shares are held by a public body.

There are cortain companies whose majority shareholders are Statc undertakings:
the State Rallways, State Bank and National Electricity Board, in Chile; the
Agricultural Insurance Company of the Natiocnal Federation of Coffee-Growers, in

Colombia; the Aseguradora Mexicana and Aseguradora Hidalgo, in Mexice.

All thesc instituticns may operate on the basis of a completc mrnopoly (e:g., the

Costa Rica I stitute), a partial monopoly for gpecific branches (e.g., State Insurance

Bank, in Uruguay) or for a specific group of persons (e.g., civil servants or

contributors to a provident fund; as in Colombia and Guatemela), or in competition with

individual concerns, like the State Insurance Institute in Chile and State-owned limited

liability insurance companies in certain cases.
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15. In countries where insurance has becn unable to develop through individual
ipitiative or where only agsmncies of foreign companies or simply forelgn insurances have
existed, it is obvibusly right for the State to organize one or more bodies to provide
insurance services for the public. 7

16. This is what happened in 1911 in Uruguay, where at that date there were no national
insurance companies covering elementary risks but only foreign companies complotely
dependent on the parent body. The State Insurance Bank was accordingly ostablished as a
monopoly insurance instituticn. However, the moncpoly did not become effoctive in the
main branches, and complete State control of all insurance, as originally planned, hés
been transformed intc a partial monopoly.l

17. In Costa Rica, a national private company was founded in 1910 and eventually
disappeared after eight years. In 1924, the State decided on a total monopoly for
itself through the Institut: Nacional de Seguros, an autonomous organization which is
today the sole insurance body.g/

18. The establishment of these two State bodies has had a favourable effect on their
respaciive insurance markets from the very outset: the policy holders were able to

have the guaranteec that their claims would bs dealt with, the idea of making provision
for the future was aroused among the population, and a marked improvement was achieved
in the balance of payments under the heading of insurance. In Uruguay, kcen competition
developed between the Bank and the foreign insurancce bodies in the non-monopolized
branches, and this had o definitely beneficial impact on rate-fixing policy and the
extension of coverage,

19. However, it is interesting to note the case of the Urugusy Bank, which, in face

of competition by the private companies (all of them forcign - which is not to say that
the results would not have been the same had domestic concerns existed) suffsred a
comparative regression in fire insurance business during the decade 1955-1965, wherecas

the companies made a spectacular advance, as is shown by the following tablo:

1/ The State Insurance Bank created by the Law of 27 December 1911, primarily with the
-object of proceeding to monopolize all branches of insurance, established a monopcly
of life, industrial accident and fire insurancc, its entry into offcct being
conditional on future decrces by the Exccutive Authorities. In 1914, the issuc of
the corresponding decrees began. Law No. 9585 of iugust 1936 abrogatoed the introduc-
tion of further monopolies through administrative channsls, The situation has been
the subject of lively controversy, and no monopoly has ever been established in such
main branches as life ead firve.

2/ Created on 30 October 192/ under the name of "Banco Naclonal de Seguros®, with a total
monopoly, it is administored by an Executive Board appointed by the Governing Body,
the naticnal 1ife insurance companies and mutual societlies existing on that date
being allowed to contimue opcration.
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Uruguay
Premiums collected by the companies and by the State Insurance Bank for fire
insurancel/.
1955 % 1960 % 1965 %

Private companies Ly 504,427  28.85 16,430,629 39.33 66,844,861  46.04
Insurance Bank 11,108,162 71.15 25,543,989 60.67 78,333,235 53.96

15,612,589 100 41,774,618 100 145,178,096 100

20. The position in the socialist countries, where insurance and reinsurance have been
nationalized and placed tnder State management under the generel plan of structural
changes, 1s altogether different. The State, as owner of the means of production, does
not always insure them in these countries. The citizens, meanwhile, can insure their
property and take out perscnsl insurance with a State body. These insurance bodies are
autonoﬁous and highly specialized. In most of these countries they operate in direct
insurance through a large number of agents who select their risks, and they also deal
with reinsurance operations. Compulsory insurance, as a means bf getting new business,
is applied in exceptional cases only. They are genuine insurance concerns under the
direction of highly competent and responsible executives, and have become an important
factor for the soclialist countries' economic dsvelopment.

2l. We are dealing here with a much-debated guestion, with a very sharp ideological
cleavage between the supporters of direct State intervention in insurance and the
oppcnents of that ideag/.

22, The mein srguments for and against State control of insurance ars set out below:

Arguments against State control Arguments in favour of State control
Inevitable buresaucratization of State Prospect of reducing the premium in
services. proportion to the industrial profit of ihe

: insurance.

1/ Thus, by 1965, the private companies had increased their production 14.8 times as
compared with 1955, as against a sevenfold increase by the Bank.

g/ Jorge Bande, "La politica del seguro privado". Santlago, Chile, 1953.
Editorial Universitaria.




Arguments against State control

The combination of political and economic
eriteria hampers the developmept of the
market. (

Elimination of free competiticn, and hence
of the stimulus to give customers betier
service.

Insecurity, due to the general absence,
in State investments, of conditions of
stability, profitability and liquidity.
Non-operation of State supervision ‘
providing guarantee of the proper
functioning»of private insurance.

Loss to the State of the large sums paid
by the private companles in respect of
taxation and State services.

Also, when insurance is simultaneously
made compulsory: Possible conversion of
insurance into an instrument of fraud.
Uniform premiums destroy the insurer's
interest in improving his risks.
Transformation of a convenient
mercantile operation into e resented

form of taxation.
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Arguments in favour of State control

Eliminates foreign insurance and thus

increases naticnal retention.

Dirsction of investments, in the initial

- stage, to State-sponsored development

works.

And, concurrently with the introduction
of compulsory insurance: Eliminaticn of
improvidence in the branches in which this
method can be introduced. Saving of the
difference between the commission paid to
the agents and the cost of the machinery
controlling the compulsory insurance

operations and effecting premium cover.

23. These arguments have to be taken intc consideration in anslysing the effects

registered in specific markets in the developing countries.
24. The Third World's share in world production of insurance is extremely small.
Unfortunately, we have no data more recent than 1963, when Asia, Africa and Latin

America accounted for only 4.4 per cent of the world figurel/.

l/ Production mondiale d'assurances en 1963. Bulletin No., 5 of the Compagnie suisse
de réassurances, 1966,
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25. This oversll figure conceals truly desperatc situations if the saturation of
certain markets is considered, In Chile, for example, in 1964 there was one

insurance concern for every 40,000 inhabitants. Thc corresponding figures werc one per
100,000 in Argentina and one per 50,000 in Panama%/and the figures obtained would be

far more grotesque if the basis taken for comparison was the active population. This
indicates the total inadvisability of increasing the number of insurance bodies in
saturated markets, for mini-concerns already imply high administration costs and, as is
generally the case in a poorly organized markat, a large volume of cessions abroad.

26. We must now examine the effect of new insurance bodies (private or publié) which
meke their appearance in the market. In a saturated market new concerns always have a
tendency to produce adverse effects in the initial period of operation. Théy are also a
factor for disequilibrium when they embrace a selected clientéle whose premiums are
covered as a matter of course (for example, civil servants, with pay-packet deductions),
thus removing the majority of policy holders from the private concerns' orbit. This h
is reflected in the latter's costs, and leads them to conc.dc even better terms, and
this in turn deprives the existing concerns of finance. Accordingly, in markets with
controlled rates, likc most of the Latin American ones, we find that the public bodies,

where they coexist with private ones, usually operate under agreements concluded on

the basis of the same premiums as the private concerns, cor that there are simply cartel
arrangements imposed by the official inspection bodies. Where the competition between
private and State-bodies occurs in a free-rate market, a close gstudy needs tc be made
of whether the latter have sufficient control of their expenditure, since they are able
to lower the rates to unreasonsble limits and disturb the financial balance of the
private conccrns. For the same reason, State concerns, like private ones, should be
subjected to strict control by the official inspection organ, which should impose
penalties impartislly on all bodies, whether private or public, for infractions
committed. \

R7. My view is that public bedies can only function rationally under economic
political systems like those of the socialist countricecs and in developed countries
where they are traditional (Switzerland); in addition, they can function under partial
State control in exceptional cases, and so long as the organization cstablished by the

exceutives who directed them when they were still private is maintainsd (France) ™
P

1 Les marchés d'agsurance dans le monde. Compagnic sulsse de réassuran cs, 1964.
3

2/ They may also be appropriatc in countries that were previously colonics, in order
to achicve economic independence from the former colenial Powers if they are unabie
o do so by other means.
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In other capitalist countries the coexistence of public and private bodies is a
difficult problem which should be considered in the light of the actual nceds of the
jnsurance markets concernad.

og, The limited 1lisbility insurance companies, for their part; need certain rcadjust-
pents in their present procedures if they wish to maintain their position as an
institutional organization having a favourable impact on the developing countries.
Insurance concerns should do much more by extending insurancc horizontally (covering the
whole of the national territory) and vertically (by working in all branches and modes),
or by popularizing insurance (conveying the benefits of private ilnsurance to the less
affluent strata of the population). '

29. Furthermore, they should apply stricter ethics in competing, sc that the public can
 feel assured that the institutions concerned rest on sound moral foundations. On the
other hand, an end should be made to the micro-concerns, whose costs bear heavily on The
premiums. The institutions should be raised to the level of high finance so that they
can have a real infiuence on the national economy through properly co-ordinated and well.-

ordered investments.
30. Mixed (semi-public) insurance bodics - i.c. associations of capltal between

individuals and public bodies, may also compete in the market.

31l. These are generally hybrid concerns whose effects on the market are very sgimilar to
those of the public bodies, for like the Sphinx their dominant feature 1s not the smile
of the woman but the body of the lion.

32. Buch mixed bodies are fully justified whore they provide insurance cover for
industrial accidents in a single body, with equal represenivation of workers and
employers, with the State prescnt as guarantor and organizer. Although this system
comes within the sphere of social security, it has 2ll the advantages flowing from the
status of a private concern (Federal Republic of Germany).

33. Of the mixod bodies, spedial mention should be made of certain establishments in
the field of export credit insurance, in which co-operation between public insurance
(political risk) and private insurance (commercisal risk and administration) is a matter
of sheer logic and is altogother desirable.l

34. The insurance organizations known as mutual insurance socicties and co-opcratives,
which are of a private nature and are protected by special legislation, also deserve
mention, Where the mutusl society is organized as a major concern, as in some of the
Buropean countries and in the United States, its cffects are no differcont from those of
the limited liability companies, except that the profits from the cperabion go not to

third partics (sharcholdcrs) but to the policy holders themselves,

Y/ Compafiia de Créditos $.4., in Argentina; Consorcio de Seguros de Credito dos
EXportagées, in Brazil: Compagnie belge d'assurances de crédits (COBzC), in_ Belgium;
Compagnie frangaise A'sssurances Crédits pour le commerce extérisur (COFACE), in
France; fHermes, in the Federal Republic of Germany.

| T e—— .-
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35. The position differs in the case of mutual societies of a local nature which insure
against particular risks, and co-operatives which in turn organize themselves on a
national or lbcal basis for all or for specific branches of insurance., These bodies,
which, judging from Latin American experience, regard themselves as being of a communal
or social nature, have not succeeded - as close analysis shouws - in providing the poiicy
holders with benefits flowing from that status except that they enjoy tax exsmptions
which reduce their costs. It may be asked, as a matter of simple logic and in view of"
the fact that all forms of insurance are financial operations based on solidarity,
whether the same advantage should not be granted to the limited liability companies!
policy holders also.

36, This is undoubiedly a point favouring local co-operatives, which are able to
capture a clientéle scarcely accessible to commercial insurance by applying the idea

of mutual aid, so latent in people left to fend for themselves. However, in general
the lack of financial solidity of these societies may render them technically unstable,
for a single disaster can swallow up the premiums for a period of years; and they are
obliged to build up large reserves, thus rendering the dubious benefits of honorary
administration and tax-exemption illusory. It is therefore essential that these bodies
should come under close and strict supervision. More important, however, is the fact
that as they come to embrace not only poorly endowed individuals but alsc commercial
bodies, they then lose the original idea of mutual aid and transform themselves into
insurance concerns pure and simple, forgetting the interests of the rank-and-file
members. On the other hand, a "commercial®™ co-cperative organized within a given branch
of the industry which represents a good risk from the tochnical standpcint deprives the
other insurers of compensatory business, and where the risk is a poor one, it usually
entials heavier expenditure in respect of reinsurance becausc of lack of compensation.
37. 'In general, the coroperatives' activities should be carefully watched, as they

may have adverse effects on the market because of demogogic methods of securing ncew
business, heavy administrative costs and btechnical shortcomings. Proof of this is  the
fact that when a Government anxious to win public favour is replaced by enother with

sounder principles, the provisions governing the co-operatives are amenced so as to give

. . . . ' P
them a sounder financial and organizational basis.

1/ 1In Argentina, co-operatives werc exempted from internsl taxes and duties under
Law No. 12,209, and this gave the insurance co-operatives a tremendous impetus.
A significant part of the market suitchod tc tho co~operative camp and began vo
enjoy the taxaticn benefits granted by the law to the co-operabtives and to third
parties - naot cnly individuals but also associations - contracting with them. After
a serics of legislative amendments, the tax exemphions wore rescinded; under Law No.
17,196 of 196/, tax cquality being restorced as between the Llimited llablllty
companics, insurance co-oporatives and mutual sociciics.

¥
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38, The mutual societies and co-operatives are based on ideas similar to those of

guilds or corporations - primary insurance bodies which appeared in Europe during the -~
first centuries of the present millennium. These corporations were superseded by the
modern organization of universal insurance, and they should be considered as justifiable,
in a world where production is paramount, if they remain faithful %o their ethical
content - i.e. mutual aid,.

Reinsurance monopolies
39. A few observations may now be made concerming the reinsurance monopolies which in

Latin America take the form of mixed or public bodies. It was in that region that one
of the first reinsurance monopolies wag established - the Caja Reaseguradora de Chile,
founded in 1927. The Instituto de Reaseguros do Brasil was established in 1939, and

in 1947 in Argentina the Instituto Mixto de Reaseguros (IMAR) was estéblished,
transformed in 1952 into the Instituto de Reaseguros de Argentine (INDER).l

40. Theoretically, there is no justification for a reinsurance monopoly. Its rhampions

usually cite the example of the central banks, which they regard as acting as regulators

of the bodies operating directly in their branch. The comparison is arbitrary and
completely faulty. The central bank regulates monetary policy by means of rediscounts,

whereas the monopoly reinsurance ingtitutes have nc major influence, through reinsurance,

1/ The Caja Resseguradora de Chile was set up under Law No. 4228 of December 1927,
"as amended by Legislative Decree No. 251 of May 1951. It is a mixed-economy under-
taking with equal representation of the State and the private policy holders, with
a cheirman representing the latter and a Director appointed by the Executive, It
enjoys the monopoly of reinsurance abroad in all branches, after prior interchange
by the companies., The foreign companies are required to cede it a share quota of
20 per cent of the premium.

The Instituto Mixto de Reaseguros (IMAR) established under the law of 1947 was a
moncpolistic institution of a mixed nature for Argentine reinsurance under

Law No. 14152 of October 1942; it acquired a State character (INDER) and is headed
by a five-member Board of Directors appointed by the Executive. It has a monopoly,
without interchange between companies being permitted, in the fire, transport,
motor vehicle, air travel, passenger accident and earthquake branches. The other
branches are open to operation by the compani:s. Foreign companies are required to
cede to it 30 par cent of their production. The Institute retrocedes its surpluses
to the companies,

In Brazil, the Instituto de Reaseguros do Brasil was set up under Legislative Decree
No. 1186 of Aprll 1939. Tt is a mixed economy underteking, but with State
preponderance in administration and direction., Domestic and foreign companies

are required to cede their surpluses to it, prior interchange not being permitted.
In turn, the Institute makes retrocessions to the companies, which are required to
accept them.
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on the economy in general, since the resultant saving in foreign currency is due not
to "monopoly™ but to the retention they effect as reinsurers. In economic theory, on
the other hand, the State 1s the owner of all means of foreign payments and can there~
fore distribute them in accordance with the country's economic needs, whereas there is
no reason why a reinsurance institute should have surpluses at its disposal for
distribution purposes.

41. The studies I have made of this subject over a period of years are based on the
three above-mentioned bodies, which in fact constitute the broadest and fullest source
of experience (forty years for Chile, thirty for Brazil and twenty for Argentina).
Althongh a number of official reinsurance companies have been subsequently formed in
individual developing countries, the threec institutions in question, set up in major
insurance markets, may Thus be regarded as typical.

42, The reinsurance moncpolies in Latin America were established in accordance with
one of twe organizational patterns - Stateg/ or mixedi/. There are also two sysiens
as regards the scope of the monopolf: absolute monopoly of reinsuramnce operations

L/

inside and outside the country,® or freedom of reinsurance inside the country and

monopoly of insurance abroad.5
43. The following is an annlysis of the practical advantages and drawbacks of monopoly

cited by its supporters and opponents:

l/ There are various forms of compulsory cesslons and monopolies of reinsurance through-
out the world., The following are examples: In Iraq and India, there are
compulsory transfers to resident reinsurers, In Iran, a State company known as
Bimeh Irani has the monopoly of cessions of 25 per cent of the direct insurance of
gll compaonies cperating, in the country. In Indonesia, on 27 June 1963, the
Government set up by law the State undertaking known as "Reasuransi Umun Indonesla®.
In Turkey, the Milli Reasurans Turk Anonim Sirketl, with a specific meonopoly, has
been operating since 1929. In France, the Caisse Centrale de Réassurance, which
holds a moncopoly for a small percentage of compulsory cessions, was established in

1946.

Argentina

Brazil and Chile
Argentina ard Brazil
Chile

57
3/
&/
5/
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(a)

Drawbacks
Predominance of the State in both (a)
their directioﬁ and administration
(including that of the mixed bodies).
The resudt is that the public sector's
will may prevall within these bodies
despite the fact that private cgpital
plays an equal or, as in Chile, a pre-
ponderant role (more than 95 per cent).
The reason is that the officials who
administer the institutes regard
themselves as acting for a body of a

special kind, and hence also become
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Advantages
They promote a better equilibrium in
the balance of payments in the rein-
surance category by reducing premium
exports. This reduction cperates in
a technical sense:

retention in the better balanced

the country's

branches 1g greater, while the reduc-
tion in the branches which do nowu
achieve the necessary balance is

This is illustrated by the

following statistics:

slower.

Cegsions abroad - Percentage of -, roduction

officials of & special kind, to the

point of seeing themselves at times Year
as depositaries of a particle of State 1946
gsovereignty. This attitude can be a 1953
factor in sowing confusion in the directiggg
insurance market and encouraging Hon- 1956
observance of the universal principlés iggg
of reinsurance., It may also happen 1959
that by invading the sphere of %ggg
competence of the supervisory authori~ 1962
ties or simply by expressing opiniong iggz
in the presence of the public 1965

authorities concerning insurance
matters which are outside their
purview and range of knowledge they
contribute towards the spread of

misteken and blased concepts.

Argentina Chile Brazil
Fire .. AL 3

- branches branches

36,0 81.3 Gl.,1 -

2.4 61.3 51.2 13.1
23.8 48.0 38,2 14.3
0.2 33.8 33.4 13.0
9.5 28.7 32.7 16.3
L7 27.2 33.8 18.4
-12.2 28.3 35.6 14.3
- 7.6 24,..0 33.8 18.1
1.3 RhT 3.5 19.4
0.02 23.2 32.5 29,1
- 2.0 26.8 35.1 33.0
5.7 32.4 Lb 2 31..8
7.3 28.4 A2T R2.7
- - - 12.0
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Drawbacks
(b) There is a tendency in monopoly insti-

(
tutes towards excessive bureau- '
The resultant high costs

may lead to poorer conditions as

cratization.

regards the remuneration made to
insurance companies, whether in the
form of reinsurance commissions or the
redistribution of surpluses under
recipreocal arrangements. This may
reach a point where an institute cen
no longer maintain itself by its own

business and becomes a burden on

direct insurance,

Number of nation

Advantages

b) They promote the nationslization of

. 1 .
insurance The mere existence of

§
*
;i
i
i

the institute and its activity reduces
the foreign companies' share of the
total volume of premiums, as is
illustrated by the following

statistics:

al and foreign companies

Brazil Argentina
Year National % Foreign % Tobtal National 2% Foreign % Total
1930 41 59.4 2. 40.6 69 - - - - -
1935 L4, 57.1 33 42.9 77 - - - - -
1940 55 62.5 33 37.5 88 92 68.7 42 31.2 134
1945 86 T7.5 25 22.5 111 - - - - -
1850 102 78.5 28 2.5 130 101 69.7 44 30.3 145
1955 114 80.13 28 19.7 142 112 71.8 Al 28.2 156
1960 141 ac.1 35 19.9 176 120 73,2 4Ly 26.8 164
1965 161 82.1 35 17.9 196 173 79.7 33 20.3 217
Distribution of direct production,
as percentage of the total
= atina Year National companies Forclgn companies
1948/49 87.4 12.6
1953/54 91.5 8.5
1958/59 92.4 7.6
1959/60 93.0 7.0
1960/61 9.4.0 6.0
1961/62 Qb 5.3
1962/63 94.8 5.2
1963/6/4 95.2 4e8

, .‘

By "nationalization" is meant the exclusion of foreign interests from an
insurence market, insurance activities being exclusively reserved for domestic
concerns, in contradistinction to "State contrel®, in which the insurance
institution passes wholly or partially into the hands of the State, and to
"soclalization", a method which a State applies in order to obtain total control
of insurance activities,
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Year National companies Foreign companies

Chile 1950/51 ‘ 88.3 11.7

1958/59 89.8 10.2

1959/60 89.4 - 10.6

1960/61 90.0 10.0

1961/62 90.7 9.3

1962/63 90.2 9.8

1963/64 87.9 12.1

1964/65 91.7 8.3
Sources: Documentation of the Caja Reaseguradora de Chile, the
Instituto Nacional de Reaseguros de Argentina and the

Instituto de Reaseguros do Brasil.
Drawbacks Advantages

However, the naticnalization effects

of the monopoly institute cannot be
completely gauged from the above statis-
tics, Naturally, where a reinsurance
monopoly exists, clandestine activity
by unauthorized insurance companies, or
by insurance brokers on their behalf,
becomes more difficult. The monopoly
institute, by merely exdisting, banishes
such competition, and by actively pro-
secuting all bodies and persons respon-
sible for the seepage of insurance
abroad, exerts a real influence in
consolidating the market.

The main difference between the systems {c¢) The monopoly reinsurance institute is

in Argentina and Brazil,ion the one able to secure a prominent place in the
hand, and that in Chile,&on the other, international market thanks to the

is that whereas in the former, after massive retrocession of surpluses, It
retention by the direct insurance negotiates with the retrocessionaries
company, everything has tc be Trans- or an equal footing and not from the
ferred to the institute, in Chile the é&;;;;;mggéiéioﬁ from which the small
national companies can interchange and medium assignors very often have to
ameng themselves, and are required to operate.

cede only such surpluses as are not The ccunterpart cbtained for their

abgorbed by them., There is no doubt . cessions, both in the form of
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Orawbacks
that the Chilean system presents

additional .advantages and that the other
two fail to take account of the special

nature of the insurance so as to

achieve an increase in the country's
retention capacity in an adequate form.
The monopoly institute ought to pr:vide
opportunities for effecting maxdimum
retention in the country at reascnable
cost, and the laws which disallow prior
interchange and impose an intricate
system of retrocession, with con-~
sequently higher costs, fail to meet

the above-mentioned objective.

The existence of monopoly instituées,

(a)

in whatever form they operate,

encourages the proliferation of
insurance companies in the market to
In the event,

in the hope of securing the monopoly

the point of saturation.

Institute's support, miero-concerns are

set up which would normally be unable

to exist if they had to place their con-

tracts independently and were not giveﬁ

retrocessions or otherwise fed by the

institute. Where such institutes exist,
there is no need, in what is in fact

~ the most complicated phase of insurance

operaticns - i.e., a company's re-

&mwwwwwé&%wﬁm&@ﬁﬁW%fmﬁ&ﬁﬁ%%ﬁmﬁﬂﬁﬁuwww““““M““

sation or skill. Insurance companies
may thus be set up under the responsi-
bility of execubives who are really
producers. A sort of technical advisory
service is also provided for these
micro-concerns by the monopoly insti-

tute. The insurance market, which

should be based on the law of large
. mambers, is thus transformed into a

Advantages
reinsurance commissions and of
reciprocal arrangements, is usually
advantageous. The placement of
automatic contracts and open coverages
is greatly facilitated by them, as
thelr cessions produce an adequste
balance in most branches. The trans-
fers of balances are negotiated under

more libersl srrasngements.

(d) These institutes élso serve to discip-
line the internal market and act as
guardians of rate agreements, thereby
co-cperating with the supervisory
authorities in the inspection and
control cof uniform premiums and
conditions. They are "evidential"

institutions, since proof of any rate

infringements is readily obtainable

from a review of its acceptance records,

ik A e Wi A AR AT i




Drawbacks
battlefield for small companies which
operate con the bagis of small numbers
and scramble among themselves.for
This state of

affairs also contributes towards an

insurance hbusiness.

increase in direct insurance costs and
a decline in the companies!
productivity.

There is a further disadvantage: in
cases where it is desired to place a
country'!s private insurance under State
gontrol it is advisable that it should
be the central nucleus of such control,
because it has the technicians and
information at its disposal for

achieving that end.
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Advantages

Since the monopoly institute's
activity embraces the entire market,
it can give a major impoetus to the
market, By their contacts with foreign
countries, such institutes keep up to
date on questions of modern ccverage
They

thus contribute in some measure towards

and brief the assignors in turn.

the modernization cf insurance,

Lastly, as far as their economic possi-
bilities allow, the institutes make a
practice of collaborating in the efforts
of market investigators to obtain a
vetter theoretical knowledge of insur-
ance and reinsurance problems by main-
taining specialized libraries,
organizing courses, sponsoring visius
by foreign experts, and in genersl by
contributing towards 21l initiatives
conducive to waising The technical and

~

scientific level of the branch.

It follows, from the above, that formation of monopoly institutes is a most

ddfficult subject.

based private reinsurance already exists;

It is not at all advisable in ggaﬁ£;igéwﬁﬁéréwiﬂdigenous or locally-

gnd in other countries therc msy be less

‘%pconvenient ways of solving the problem of increasing their rctention capacity, for

eXample that employed by Mexican legislation.l/

l/_ In Mexice, only after the national market has been satisfied can the foreign
ingtitutions have recourse to reinsurance abroad.
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45. TFor the rest, the advantages and drawbacks of such institutes having been closely
analysed, the conclusion is that most of their advantages reside in the fact that they
have an indigenoﬁs or locally-based reinsurer at their dispossl, and thai many of their
drawbacks arc specifically due to their monopoly nature.

46, Hence nationsl markets wishing to avoid the fermation of monopoly 1nst1tutes should §
seriocusly set about taking measures for market modernization by eliminating the archaic |
conditions prevailing as fegards their retention capacity. Should they not do so, they
will inevitably end up with a monopoly, for even the most liberal principles recognize
the permissibility of direct action by the State in fields wherc private enterprise has
failed to find a solution.

47. 1t can definitely be asserted that the State is absolutely essential ag inspector
in insurance and reinsurance operations, provided that it acts through technical
officials entirely unconnected with politics. Its action should not be limited to
imposing prohibitions and restrictions but should be dynamic and should find expression
in the extensive development of the insurance companies' activities, be they private,
mixed or State. State inspection should give a powerful impetus to the Insurance market
through the skill it undoubtedly possesses ag controller, and by guaranteeing that
operations are conducted in a sound and disciplined manner., If this guarantee of the
ingurers! solvency is coupled with an active insurance policy calculated to render the
companies! activities more dynamic, a notable advance would be made, for the institution
of insurance and reinsurance functions in exactly the same way as mechanisms whose
stability increases with their speed.

Voluntary insurance - compulsory insurance

48, The second classification of insgtituticnal insurance organization relates to the
methods employed by the insurer tc achleve his objective, and we thus have the division
between compulsory insurance and voluntary insurance.

/9. The term "voluntary insurance! is used when the relationship between the insurers

and the policy holders is based on the free will of the parties.
50. The term "compulsory insurance! 1s used when that relationship and its content

cmanante from.prov131ons laid down by a higher authorlty.

51. Leaving out of account a few cases where insurance has developed hlstorlcally

onn the basis of an cbligation to insure, gercrally as a vestige of a compulsory systenm ;
of mutual defence such as the previcusly mentioned guilds (this is the case, for example,?
in some of the Swiss cantons) and also socigl insurance, which employs that method to \

ensure a minimum living wage for wage-earners, the predominent system for the main

branches in Latin America 1s voluntary insurance.
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52, Compulsory insurance should be employed only where i1t 1s manifestly in the public
interest. In general, the need arises for guaranteesing claims by victims of sceidenis
resulting from the modern industrial, transport and communications systems. Objective
responsibility is usually imposed, with respect to the defenceless indivicdual, on thdse
who coperate and use machines of a dangercus nature. Such insurance is entirely logical
and necessary in all these cases.

53." The problems arising from compulscry insurance are of various kinds. Its
administrative costs have to be kept as low as possible (with the consequence that it
cannot be burdened with high commissions or with taxes), since compulsion is already
felt as being in the nature of an impositlon. It should be highly decentralized and
flexible, and based on a carefully constructed logzl system which prevents its
fraudulent expleitaticn. The impossibility of selecting risks should be offset, in
turn, by the automatic climination of policy holders who show grave negligence in the
case of accidents,

54. It should be pointed out that the social nature of compulsory insurance is no
justification whatever for its nationalization. Only a misconception of the rcal
meaning of the wor "social' could suggest the conclusion that it is synonymous with
"State"., Thore is no doubt, to my mind, that compulsory insurance is fully justified

in respect of industrial accidents, motor vehicle third party liability and public
passenger transport, provided that all companies in the market are free to handlc it
within the context of healthy competition under proper State supervision.

55. Voluntary insurance, for its part, demands an adequate system for obtaining new
business, for the spirit of group providence and the idea of insurance are usually found
to be in a very rudimentary state in develdping countries. It is therefore necessary

to employ methods which bring out the necessity for insuring the population. This task
generally devolves on those whose regular occupation consists of acting as inter-
mediarics in rcspect of insurance supply and demand, These inteormediaries may come under
an insurance company, like the general run of insurance agents, who arc of various kinds
according to the legel sysfem obtaining., There are also independent intermediaries such
-a8 brokers, who-uowk-with-some-or-all of the undertakings in the market. The.

remuneration received by the intermediaries, whether dependent or independent, normally
takes the form of a perccntage of the premium, known as commission, which constitutecs

an element in the insursnce cost.

1/ Compulsory insurance in respect of motor vehicle third pariy risks exists without
State monopoly in the follewing countries: Austria, Belgium, Denmark, Finland,
France, Federal Republic of Germany, Ireland, Luxcmbourg, Noruay, Spain, Swedoen,
Switzerland, Turkey, United Kingdom, Brazil and Venezuela.
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5€. Whatever is the system employed, these collaborators present institutionally
crganized insursance with a variety of problems.

57. The first problem is the cost of the commission which is included in the premium.
Since, in theory, all insurance bodies soll the same service (the premium for which is
usually uniform at standard rates under State control), the competition between them

to recrult agents develops around the agent's commission, which is fixed by the control
authorities as a "maximum" and in practice is converted inte & "minimum", Competition
botween the agents themselves often develops, in turn, on the basis of handing over
part of the premium to the clients on the side, the effect being to convert the premium
from the "minimum" normally fixed by the control authorities into o maxdmun®.

58. The second problem is that in already saturated markets, such as those in the
Latin fmerican countries, the agents! activities may intensify the competition, which
is elready severe between the companies and which may easily become disastrous for

the agents.

59. A third prcblem is that the corps of agents may be infiltrated by persons
unqualified, either as regards their technical knowledge or from the ethical standpoint,
to carry out so difficult a mission,

60. As to the insurance brokers, one special problem 1s the danger of their exercising
control over a large volume of insurancc and exerting a massive influence on the
companies and demanding betier conditions for themselves and preniums differing from the
cfficial ones for their clients; the absence of strict control may accordingly lead to
great: confusion in the market.

6l. Only if there is a disciplined institutional orgenization backed by insurance
concefns which prefer to lose business rother than ellow the market to be disrupted,
together with strong ingurance associations and strict State superviesion, can these
drawbacks be eliminated. Such control should ensure that it is the State wli.ch
authorizes this function of intermediary, which should be subject to preliminary sub-
mission of proof of competency and a clean record. There should also be a close check
on ingurance concerns to see that they do not give their agents economic advantages on

Lthe.-sldse. e o e e

62. The agents' operatioﬂs will only achieve all the success hoped for and voluntary
insurance will only win acceptence among the population if there is a systen of civic

education for developing a spirit of providence at all educational 1evels.l

l/ "Contribution to the study of the problems of education and popularization in the
field of insurance in Latin America". Paper presented by the delegation of Chile
at the second session of ALALC, Montevideo, August 1967,

AT
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Tﬁe purpose of this activity is to inculcate in the members of the public, from thoir
earliest youth, the virtues of making provision for the future through insurance.

This system should be supplemented by a joint non-partisan compaign run by the insurance
companies as a sort of artillery barrage preparing the way for the advance of the
insurance agents representing the infentry in this war sgainst the improvidence sc
strongly rooted in most of the developing countries.

National insurance - International insurance

$3. To complete the examination of institutional structures for insurance, a study
also has to be made of the effects of international insurance and reinsurance operations
on a developing country's market.

64. These operations may be conducted on the basgis of the establishment of branch
offices or agencies dependent on a centre located abroad, i.c., by an international
insurance company; of the activities, purely as such, of foreign insurance concerns
in other-countries' markets, i.e., of international competition; or >f international
reinsurance as an institution.

65. The international insurance company is the outcome of the natursl desire for
expansion of operations in a foreign market, especially when there is too much
competition in the home country and the market is saturated.

66. Historically speaking, it was one of the forms of economic colénization which did
not require the export of capital, and in which, moreover, services could be provided
on behalf of the parent concern without the need for depositing guarantces in the
country.in which it operated. Insurance activities independent of a metropolitan
Power accordingly developed in nearly all the developing countries. In the colonies,
insurance services were provided by the colonial Power's companies.

67. This approach was not completely negative, for the developed countrics taught the
developing ones insurance techniques. The establishment of indigenous insurancc
companies had begun in some ofithe countries as early as the middle of last century, and
the process is still going on, having been facilitated by protectionist measures in
which the generalizcd establishment of State supervision played cn important role.

68. It is inappropriate, in the present study, to catalogue all the protecilionist

easures which can be appliced in ordetr to strangths an insurance market in process of -

development, and we shall confine ourselves to a brief oxposition to the differcnt

trends in the "nationalization" of insurance.




TD/B/C.3/83
page 164

69. One of the forms of protectionism is to allow the foreign compahies' agencies

and brench offices to work in the national market on the same terms as those

applicable to the domestic companies and on the basis of State authérizaticn. This
approach is based on the fact that when an undertaking becomes "resident' in all
respects, is subject to the same regulations as a domestic concern and pays the same
taxes and 1s required to reinsure until the national market is large cenough, its
repercussions on the naticnal economy of a given country are not harmful. The only
difference between it and a national body is that the profits, after all technical
reserves have been constituted, are remitted abroad.l/ These will always be
inconsiderable because of the low profitability#of insurance in genersl. The balance of
payments appears to be protected with this system.

70. TUnder another formula no new authorizations are granted to foreign agoncies or
branch offices. This system makesg it possible to prevent congestion of an alrecdy
saturated market by excluding new foreign companies. It stands to reason that, if the
issue of authorizations is to be suspended, the measure should be applied in the first
place to foreign concerns. The latter usually plead that this is inequitable, since in
their countries freedom of establishment and operation exists, but this argument is
unsound, for it is hardly likely that a company from a developing country would be able
to work successfully in the market of a developed one.2

71. In our view, 1t is perfectly legitimate and quite essential to require foreign
companies to make cessions within the national market up to the limit of the latter's
capacity. Otherwise, the "residential® nature of the foreign companies would be
gravely impaired and there would be obvious damage to the balance of payments.g/

72. In countries where they exist, the monopoly institubtions usually require foreign
companies to cede a compulsory quota of reinsurances - a measure which resembles the
aforemention=zd one but which operates in a more organized and controlled manner.
However, in some of the couﬁtries the percentage ig small, and 1% would be necessary

to change the quotas so that their balance of payments can be better defended.

_/ UNCTAD‘S Expert Group on Reinsurance, ‘meeting at Geneva 1n September 1965,
[2a7)
flxed at a minimum of 60 per cent of the gross reinsursnce premiuvms (TD/B/C. 3/29
recommendation para. 13).

2/ 1In Chile, the establishment of new foreign companies has been prohibited ever since
1957, and only those which were operating at that time are allowed to continue,

See footnote to para. 44 above.

In Argcentina and Chile, the laws under which the monopoly reinsurance institutes
are cstablished provide for compulsory cessions by foreign companies of 30 per cent’
and 20 per cent respectlvely.

AN
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73. The foreign companies usually argue against these measures, citing the rociprocity
they offer. But this has never been either generous or complete. Furthermors, the
persistent trend over a period of years has been for the cessions made by the developed
countries' insurance and reinsurance companies to be vefy unfavourable because of the
keen competition in respect of premiums and because of the risks emanating from their
large-scale incdustrics, whereas the results of reinsurance emanating from the developing
countries are favourablc becausc of controlled rates and incipient industrializaticn,
74. The misguldedness of the urge in Latin America for unrestricted freedom in
establishing and operating insurance can be judged from the fact that cven in the
developed countrics of BEurope, with their strong markets, age-cld insurancce institutions
are traditions, expert supervision services and experience in economic support
op-rations, such problems arise as the construction to be put on the international
character of insurance, the placement of the free asscts of non-participating third
countries in the regicn and the formulation of common rules for evalueting technical
reserves. If this is what happens in fully developed countries, the magnitude of thesc
problcems in the developing countries can be imagined!

75. There is yet another formula for nationalization, namely, the imposition of a total
ban on the operations of foreign agencies snd branch officeg in specific markets and an
obligation to convert thomselves into national companies. There have alwsys becn
foreign companies camcuflaged as national ones in the developing countries, and this

has caused confusion in the market because no-one really knows, with a figurshead in
charge, whether an ostensibly netional company is genuinely so or is a foreign one.

76. This formula is a hypocritical one and can lead nowherc., Under this system,
undertakings known as "covers" are cstablished, make a small national retention and

cede the bulk of their production abroad. They thus enjoy all the adventages flowing
from their status as national companies, but their loyalty is to foreign companies.

They are a serious 1mpcd1mcnt to much-needed Latln American irntegration, with their
representatlves, bearing natlve Latin American namcs but with forelgn-inspired ideas,
turning up at discussion meetings on the subject. For all these reasons, we believe
that the foreign companics should appear in the market as such, and thot severe

loegislation should be cnacted againgt the figureheads holding shercs of national

companies on behalf of foreign interests.

Y In Peru, national insurancc companies exist, but many of them are in fact foreign
companies controlled by British or Horth ZAmorican concerns. In Veaczuela, the
Insurance Law of 1965 laid down a time-limit of threc years for foreign ccmpanies
to constitute themselves as national ones. In Guatemala, the law nationalized the
insurance businegs unconditionally, with a time-linit of 18 months for conversion
from foreign to national.




TD/B/C.3/83
page 166

77. Ancther factor contributing to confusion in a developing market is the existence
of foreign concerns which engage in clandestine market operations without fcaturing

as "resident" or meeting the legal requirements. The term given to this prdceduro is
"international competition", and is the sccond form of international insurance
transaction.

78. The foreign companies somectimes work directly'among the resident public, or else
work systematically by corresponcience or by meking use of resident agents or of
representatives who visit the country from time to time.

79. These unautherized companies obtailn new business by claiming that the price of
insurance is mcre favourable in a developed country, where the rates are free and
insurances are not subject to fluctuations in monetary values. Ths main branches
subject to clandestine activity are personal accident and life, ond certain foreign
mutual insurance funds with life insurance coverage on savings have also come forward
latterly as scrious compctitors., This form of operation is sometimes supported by
international or naticnal brokers, by "national insurers who own "cover” compandies, and
by persons normally engaged in business activities.l

80. This situation is countered in several countries by tax legislation (with provision
for prohibitive taxes on these operations) and by penal legislation (which treats the
activity of those engaging in them as an offcnce). The law, we maintain, should deal
with these procedurcs with the utmost rigour, for those respongible for these
clandestine operations inflict great damage on the national cconcmy.

8l. Another problem iluvolved in international competition concerns transport insurance,
which may be contracted either by the buyer or by the seller, according to the form of
the international sale of the goods. In this case, by merely changing the form of sale,
the insurance can be diverted sbroad without falling foul of protectionist laws.

82. The banks in the developed countries usually intervene to divert insurance
operations by financing cfedit operations, and this procedurc greatly weakens national

insurance markets in the developing countries.

1/ The most exposed of the Latin Amcrican countrics are those of Central America
and Moxico, with its common frontier with the United States of America,
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g3, Certaln countriecs have tried to overcome this difficulty by requiring their
residents to insure in the national market the ships in which the risk is incurred on
behelf of the national impcrter or exporter. These laws undoubtedly restrict freedom

of operation in marine insurance, bubt it 1s no less certain that the pressures exerited
by forcign banks and traders to divert insurance are also a violation of that freedom.l/
84, asnother problem of foreign competition by insurance companies concerns works
constructed with assistance funds, in respect of the rclevant risks (fire, builders'
liability, guarantee, and industrial accident insurance}. The countrics gronting
assistance (non-gratuitous) usually stipulate that the insurances should be contracted
in their merket. This proccdure, whereby certaln insuranccs are withdrawn from the
developing countries under contractual provisicns, is unjust. This problem was fully
debated at UNCTAD's first scssion, and paragraph 5 of the rccommendations contalned in
Annex A.IV.23 enunciates a sultabie provision.2

85. The most important of the international transactions are the international
reinsurance cperaticns., No attempt will be made in the present cxposition to enlarsc

on their nature, and on the characteristics and forms that they may technically assumc.
Our scle task is to examine what institutional organization of reinsurance is best
suitod to a devolopling country, and what disturbances an wmsuitable onc cai cause in its
insurance market, |

86, There is no need for reocourse to statistics to demonstrate the great flow of
woalth, on accouvnt of reinsurance premiums, from the developing countries to the scrvice-
exporting developed countries (Switzerland, United Kingdom and Federal Rapublic of
Germany), for it is evident from their balance of payments and the financisl position of

3/

their big professional reinsurcnce companies.

1/ In Argentina, under Law No. 12, 988 of 1947, goods being exported or imported have
to be insured when the transport risks are the liability of the consignoe or
congignor. This provision'allows for an exception in favour of North American
companies in cases of credit operations between govermment and govermment. In
Mexico, the insurance law debars unauthorized companics from covering the risks on
goods entering or lecaving the country where lisbility devolves on poersons domiciled
in the country. In Cclombia, a provision almost identical with the Mexican one was
drafted for inclusion in the new insurance law.

The recommendation is that developed countries which provide aidwgémaévéidﬁiﬁéwz
countries should not prescribe conditions limiting the right of the developing
countries to require insurance to be placed in the national markot.

In a memorandum submitted by the Chilean delegation to the Committce on Invisibles
and Financing Related to Trade (TD/B/C.3/SC..4/1)(New York, 1967), this point was
enlarged on in the light of the following considerations: the developing countries
demongtrably suffer an impairment in their invisibles trade in insurance and re-
insurance in favour of the developed countries; and the creation of indigenous
insurance and reinsurance has becn possible only on the basis of protcetionist
mcasures. Only by crcating specific and specialized machinery, it was urged, would
& reglonal policy for rocinsurance be possible.

Qi
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87. This situation is the result of limitations on commissions, reciprocity and the
application of now arrangements for reinsurance (e.g., excess of loss, stop loss) for
the developing countrics,

88, This procedure, of course, has meant an excessive outflow of foreign currency at
time of great scarcity - an outflow which has persisted since the Second World War.
Since the parent companies of the foreign insurance companies scattercd throughout tho
Third World also act as reinsurers, the problsm has got worse, for their executives very
often excrt considerable influence on the market, and advise against legislative
measures which would permit greater national retention.

89. Only in thosc ~ountriss where official reinsurance institutions of a monopoly
nature have been established - a solution which cannot be recommended without closer
study, as is indicated earlicer in this chapter - has it been possible toc bring about a
radical change in this state of affairs.

Regional and sub-regional integraiion

90. There has been extcnsive discussion on these problems at the regional confercnce

of the Latin American Frce Trade Associstion (Asociacidn Latinoamcricana de Libre
Comércio, ALALC), and the conclusion reached is that only by regional or sub-regional
intcgration can better retention be achieved.

91. The author of this paper, together with Mr. Andrés Bande, lawyer, submitted a
proposal at the second confercnce for the establishment of a reinsurance body of a
private nature.;/ The proposal met with a certain amount of opposition oubt of fear that
any ingtitutional solution, even if the proposed body were of a private nature, would

in fact involve establishment on a State basis, This fear 1s warranted in‘so far as a
polifical trend dirceted towards giving the State a far-reaching sharc in the economy
finds support in some of the Latin fmerican countries. On the other hand, the opposition
is also due to the vast ¢xpansion of foreign insurance in Latin Amcrica which,
camouflaged as indigenoué‘institutions, has an influence in international negotiations.,
92. The philoscophy cxpressed in the proposal is that an order of prilority for
reinsurance should be laid down, beginning with complete absorption of nationzl capacity,

followed by the complete absorption of regional capacity,‘anqrggly_}hep,would the

surpluscs ;emaining bhe placed in the international market. The Justification for this
is the gravity of the problems facing the traditional markets as regords the absorption
of large surpluses produced in the region, resulting in some cases 1w Jdeficits duc to

the impessibility of providing complcte coverage.

1/ "Towards a Latin American policy for insurance and relnsurance”., Papor presented
at the sccond conference of ALALG, Montevideo, 1967.

_ e———
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g3. At ALALC's first confercnce at Montevideo in Mgy 1966, the idea of developing the
regional reinsurance market was considered at length, and the conference conclusions
contain the following‘péssage:
"As regards the strengthening of the regicnal reinsurance market, stress was laid
on the need for greater cormercial co-operaticn by encouraging and intensifying
the interchange of current businocscs™,
94. In the deliberations on the subject, the diffeorent delegations advanced various
vicwpoints which may be summarized as follows:
95, One group of participants supported the idea of creating e private multinational
reglonal institute for reilnsurance as the most suitable instrument fof increasing the
retention capacity of the countries of the region as a whole, in line with UNCTAD's
recommendations. It was emphasized, furthermore, that consideration should be given to
legislation with a view to liberating insurers from compulsory cessions in favour of
monopoly institutions, provided that they reinsured themselves with the regional
institute.
96. Other delegates favoured progressive reciprocity of interchange, for which it.would
be necessary for the Governments concernsd to take steps to give priority and exchange
guarantees for the payment of premiums and accident claims.
97. A third view was taken by other delegations, who considered that the right road
had been indicated by the establishment of local private reinsurance bodies under a
voluntary system. That possibility, they submitted, was conditional on tho creation by
Govornments of the juridical and institutional framework designed to facilitate and
stlmilate the development of reinsurance activity in the direction indicated. Reference
was made, in that connexion, to the success achieved by a multinational company, the
Compafifa de Reaseguros de Centroamerica S.4., in initiating its operations.
98. At ALALC's second conforence, held at Montevideo in September 1967, the basic
principle was established thataintegration should procecd in respect of reinsurance and
not of direct insurance. The consensus was that strong encouragement should be given to
the interchange of voluntary insurance between insurers and rcinsurers in the region,

particularly thro:gh sub-regicnal agreements, and that privaﬁe'reinsurance should be

bromoted and supported. ALYl this sholld beésupplemeiited by studies of the character-
istics of each of the markets of the countries parties to the Montovidoo agrecment, so
that interchange would be more or less balanced and come about by degrecs in an
offective mammer. It was further agreed Lo ursce on the Governments concerned o
taxation and exchange policy for insurance and reinsurancce which would make possible

the integration proccss pursued, and also to ask the ALALC countries wherc official

Telnsurance bodies operated to lay down liberalization standards conducive ©o

integration,
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99. Regarding the exchange of views that took place on the same subject in the
Faederation of Afro-Asian Insurers and Reinsurcrs (FATR), it is significant that at the
meeting held aﬁ Karachi in February 1967 discussion centred on the advantages deriving
for the Federation's member Statcs from the increased interchange salready occurring,
end recommendations were made to improve and support these rceiprocal operations.

100, It was also agreed to study the question of estsblishing a regional rcinsurance
body inraccordance with the needs and conditions existing in the Afrc-Asicn insurance
markets, and to give gsuch studies o realistic and practical Start.l/

101. Mylpurposo has been to outline a basic criterion for the minimum co-operation
required of insurarce in the developed countries. Only by joint defence, with
effective nationalization measurcs and the application of the "residence" principle,
and by the introduction of orders of priority for rcinsurance cessions, can a real
strengthening of those markets be achieved. To that .nd, it is essential, in the first
place, to discipiine the activity of foreign insurance in the internsl markot and, in
the case of reinsurance, to apply new forms, which, like those deseribed, prevent the
unnecessary outflow of cessions from individual countries and from the rcgion,

102. The point to be emphasized is that internctionality in respect of direct insurance
is a concept which is obsolescentg/, whereas reinsurance is indisputably international
in character. Howevcr, the characteristic in question has to bo conceived within an
ordered framework adequately supplemented by a duly organized national, rcgional and

international system rather than along anarchical lines.

1/ First General Assembly of the Federation of Afro-Asian Insurers and Reinsurers,
Karachi, 16-18 February 1967. Earlicr material on this subjeet was cxamined in a
study by the Federation entitled "Regional reinsursnce institutions and their role
in the promotion and develepment of reinsurance in the developing countries'.

2/ Mr. I.P.M. Milne, in an articlc on "Nationalism in insurance® published in
Policy Holder, London, in September 1965, after analysing nationalization measures

ir-rardous-parts-of-thrworlkd; roneTudss tHat IHgiranes should ccase te be
internctional business, and that that international rcle belonged to reinsurance
based on scicntific systems.
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B, Summery of Jdiscussion

103. Many participants were strongly of the opinion that insurance and reinsurance
activities should not be left entiirely to private enterprise acting without any control
or interference by public authoritics. They supported their views by reference to the
actuzl situation and policies in many developed and developing countries and in the
soclalist countries of Eastern Europe. Several speakers concluded that without any
interference by the authoritics efforts of developing countries aimed at expanding and
strengthening their national insurance and reinsurance markets would hardly have any
chance of success. In this comnexion several participants from developing countries
emphasized the constructive role of the 3tate in the institutionsl deveclopment of the
insurance markets in developing countries, either through the supervision of the
ingurance and reinsurancc operations or through the State's direct participation in thesc
activities, while othcr participants from developing countrics expressed the view that
both public and private insufance end reinsurance institutions could operatc
simultaneously in a market with very good results.

104. Several speakers from developing countrics in which insurance was natlonalized or
where State insurance institutions operated stated that, in view of the scarcity of
private capitel in developing countries that could be attracted to insufance and
reinsurance, the State could not wait passively, as some speskers at the seminar
advocated, until such capitel appeared, but had to create the national insurance and
reinsurance services required. It was the general economic and socizl aims, rather than
the profit motive which prompted the State to act in this direction. They pointed out
that the State insurance and reinsurance institutions in developing countries had
registercd some notable successes; for instance, they had been able to expand their
services and reach broader masses of population, especially in the agricultural crocs.
105. Participants from the socialist countries of Eastern Eurcpe, referring to the fact
that their countries! insuranee and reinsurance services were natlonalized expresssd the
opinion that there was no conﬁ}adiction between a State-owned insurance industry and an
adequate suﬁply of insurance services., In their opinion the efficiency of the State
insurance and reinsurance institutions might be as great as that of private

institutions and sometimes even greater, These part1c1pqnts also drow atucntlon to

inaccuracies in the background paper's description of insurance and reinsurance in

soclalist countries. Thus, )y explained that the means of production, both in

1ndustry and agriculture, were insured in many sccialist countrics.
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106. Soveral participants from developing countries also referred to the problems
connected with the operatlion of foreign iusurance and reinsurance institutions in
developing countries, especially in cases where there was complete frecdom of
cstablishment and of transacting business in thesc countries, In thelr view, by
permitting this, developing countries opened their insurance markets to powerful forcign
competition from the developed market ecdnomy countries., Owing to the relative
weakness of the domestic insurance institutions in many developing countries, the
latter required public protection and assistance. This situation had led a number of

developing countries to nationalize their insurance and reinsureance institutiocns,
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Chapter VIII
INSURANCE STATISTICS INCLUDING APPLIED MATHEMATICS AND CYBERNETICS
A.  Background paper by Mr. Dan Landin (Sweden)

Importance of gstatistics

1. Statistics serve the same function in the transaction of business as is
performed by instruments in keeping those in charge of machines or other apparatus
informed of their operation and the possible necessity of taking asction to modify
their operation. It is not possible to conduct any economic transactions properly
without following the course of events through statistics showing what has happened
and indicating future trends. This applies perhaps‘to a greater extent in the
case of insurance than in any other kind of economic operations.

2, Insurance statistics can be subdivided into three major types: operational
statistics, statistics of a national insurance market and statistics of international
insurance and reinsurance transactions. We shall devote some attention to each of
these types. )

Operational statistics

3. Operational statistics come closest to serving the function of an instrument

for recording the existing state of affairs and indicating whether any action needs
to be taken to alter the future course of events. Let us illustrate:

Lis The purpose of insursnce is to indemnify individuals or corporations for the
gconomic loss that may result from fortuitous events affecting the life, property

or business requiring protecticn. In order to understand how operational statistics
are used in insurance, we nesed to consider the fundamental principle on which
insurance operates.

5. To insure successfully it is necessary to have at least a rough idea of the
frequency and economic effect of the events against which insurance is to be offered.
Such data, which should prefé?ably be derived from cbservaticns, will provide the
basis for what is often termed the risk rate. The risk rate is then loaded for
operating expenses, of which the principal types are acquisition costs and management

expenses. Une normally alsc loads for errors in calculations and/or fluctuations

in the calculated frequency and for the Teturh (profit of interest) on the capital -
invested in the insurance project.

6. Operational statistics are used in the first place to check whether the basic

assumptions hold good when the insurance operations have started and are in progress.
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7. In mosf classes of insurance, for example, the frequencies originally estimated -
however good the criginal estimates were - often, as a result of changes in the
environment of the insurance operations, alter in such a way that the original
assumptions need correction. However primitive the impulses for such corrections
may be, if they are numerically based, they are operationsl statistics in the broad
gense., Operaticnal statistics in a stricter sense are more advanced ways of cbtaining
impulses for such adjustments. '

8. With regard to changes in the environﬁent in which an insurance company operates,
personal accldent insurance may be mentioned. In most countries there were formerly
rather large differences in the premium rates for different occupations. -Quite
obviously, the accident risk that an office clerk runs is smaller than that run by a
chimney~swéep. However, as communications have developed, particularly motor
transport, the situation in the industrirlized countries has developed to the point
whers a very large proportion of accidents occur in connexion with transportation,
where all occupations aré roughly equally exposed. The result is that the differences
in rates for different occupations have had to be reduced.

9. Of course, it is not only the factors that affect the outcome of the indemnities
that should be made the subject of operational statistics. Other factors affecting
the cost of insurance are also the subject of assumptions and are subject to error

and changse. Thus, if insurance sales sre slack or show a tendency to slacken they
may require the stimlus of higher commissions, which in turn increase the necessary
loading for acquisition costs, Administrative expenses may be found to be higher
than originally expected, which again, after analysis, may require an increase in the
price at which the insurance is scld. Some estimates may of course also prove to
have been too high, which permits a change of price in the opposite direction.

10. The following is an example of cperaticnal statistics for a class of insurance

or a whole insurance company:

Table 1
Ttem 1967 Prognosig as at end of: 1948
dJan Feb Mar {Apr May Jun| Jul Aug Sep lOct Nev Dee |
Premium 1531164164163 TI62 (1601163 [ 165 [166 | 167 [ 169 | 168} 168 | 168
incone

Clains Paid
and out- 107 1118 1118 117 (118 (118 (1201121 1121 1120 | 119|120 120 | 120

standing
Expenses 43 bb | A5\ AT | AT L AT A6 45 A5 A6 46| 451 45 45

Result +3 l+2(+1{-1]-31]-5]~3|=-21 o|l+2][+4!+3|+34L +3
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11. Of the items influencing the sconomic outcome of insurance one stands out as
particularly suitablg for following up statistically and for forecasting: the
gxpenses. As opposed to premium income and claims, which are of a more elusive
nature, expense data are sometimes more readily available and therefore easier to
make the subject of statistics, and the science of tudgetary control would seem to
be more advanced in analysing this item of an insurance company's economy.

12. The analysis can be broken down both horizontally and vertically, i.e. the
different kinds of expenses can be analysed as well as the overall expenses in the
different sectors (classes of insurance, geographical areas, departments ete,).
13. An important comparison, often made, is that between costs, on the one hand,

and the effect produced, on the other., An example:

Table 2
Budgeted cost for
Tear quantity actually sold ' Actuel cost
2 64.1 67.4
3 66.7 68.3
4 70,2 70.6
| 5 71.8 73.5

14; In connexion with the above table it should be noted that it is of'ten the
budgeted cost that is used in calculating the overall premium rate offered.

15. On the claims side there is one kind of forecasting that requires a special
statistical control. Many claims are not settled in the course of the business year
in which they occur. This negessitates the setting up of reserves for outstanding
claims. Each component item ;f guch g reserve ig arrived at by estimate., It is
essential that such estimates be on the whole accurate.

16. CompleteAaccuracy is obviously not possible. For balance sheet purposes it is

important to make sure that the sum of the ostimates is on the safe (pessimistic)

slde. For statistical purposes it may not be so, however, since, if a reader of

the statistics is aware that estimates always tend in one direction, he may be liable

to allow for this and draw more optimistic conclusions than those directly warranted

by the figures.
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17. The approach in making follow-ups

of this kind is illustrated in Table 3:

Table 3
Business F gigugziggs?zezz: 12 months 2/ months
year year later later
1 Claims peid 5,500 13,000 18,500
Unpaid claims (est.) 15, 500 10,500 4,500
Total claims 21,000 23,500 23,000 etec.ete.
Safety margin ? -2, 500 +500
2 Claims paid ) 2,000 12,500
Unpaid claims (est.) 19,500 13,500
Total claims 27,500 26,000
Safety margin ? +1,500
3 Claims paid 9, 500
Unpaid claims (est.) 20,500
Total claims 30,000
Safety margin ?
etc, etc.

Reinsursnce statisties

18,

similar to those used in studying insurance.

19. However, thers is a special aspect to reinsurance, when it is effected between .

Reinsurance transactions can generslly be studied statistically by methods

two insurance companies, namely the comparison of the respective results of the

business thus exchanged reciprocally.

Table 4 shows how such a study may be made:

Table 4
Year Result of business Besult of business Wet result as viewed
ceded by company A ceded by company B by company 4
to company B to company 4 In year |Cumulative
1 +.13.000 B 000 = 5,000°1 "~ 75,000
‘2 + 4,000 - 6,000 - 10,000 | - 15,000
3 - 7,000 + 2,000 + 9,000 | - 6,000
4 - 5,000 - 4,000 + 1,000 | - 5,000
5 + 3,000 + 19,000 + 16,000 | + 11,000
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General observations

;6: A1l these statistical analyses of the operations of an insurance compahy
represent a kind of feeling of the pulse of the business. In order that reasonably
reliable conclusions may be drawn from the comparisons made, it is of extreme
importance that the data observed be correctly periodized.

21. It is alsc important to bear in mind that the flow of datas, whether handled
manually or mechaniceglly, is inevitably subject to disturbances of different kinds.
(Certain particulars may be missing ste.).

22. When analysing statistical material, it is also necessary to make sure that it
reslly comprises the precise information being sought. Such information may sometimes
not be available, and corrections or allowznces often have to be made in order that
the wrong conclusions are not drawn,

National statistics

23, National insurance statistics would seem a necessity for several reasons. The
insurance transacted in a country forms part of the country's total econémic activity.
The share of insurance in the gross national product is cf great interest, and
comparisons with the gituation in other countries are made in international insurance
statistics. ’ |

24, Within the field of insurance itself one can envisage two other impcrtant reasons
for producing statistics of the insurance business in a country., A country's
responsible authorities have to ascertain and maintain the soundness of its insuraqce
companies,  Without financial stability the purpose of insurance could not be
fulfilled. On the other hand it is also necessary for the authorities to safeguard
the public interest by ensuring that the public is able to obtain insurance without
excessive cost.

25, Statistics at the national level are the sums of the economic data obtained from
each of the individual companies operating in the national market. To permit the
production of national statisticé, the individual companies must produce statistics

of their transactions in a manner that is uniform.

26. Data concerning the following items would seem necessary as a basis for nationgl

statistics: ] e e v ;

A. Unearned premiums at the beginning of the year;

B. Unpaid claims at the beginning of the year;

.C. Premiuns received in the course of the year;
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D. Investuent income in the course of the year;

E. Claims paid in the course of the year;

F. Expenses incurred in the course of the year;

G. Unearned premiums at the end of the year;

H. Unpaid claims at the end of the year;

I. Other expenses;

J. Profit (or loss) on the year's operations.
27. The above is a condensed set of data needed for analysing insurance transactions.
Reinsurance transactions follow in principle the same pattern. The different items
can be subdivided in different ways, either "vertically" (for instance, expenses
could be subdivided into acquisition costs and administratiosn costs) or "horizontally"
(subdivision into classes of insurance such as life, fire, motor, marine, etc.).
28. When an insurance company reinsures, which is generally the case, and when an
insurance company itself assumes reinsurance from other companies, it is also necessary
to classify the operations under the main headings listed above. The following
table 5 illustrates the interconnexion of these different transactions between the

companies involved in the overall operations of a given company:

Tatle 5
Direct Assumed Ceded Net
ITtem X ) . )

business reinsurance reinsurance business
Premiums written 180,000 25,000 15,000 190,000
Prem, res. 1/1 + 85,000 + 11,000 + 5,000 + 91,000
Pren. res. 31/12 - 90,000 - 12,000 - 6,000 - 96,000
Premiums earned 175,000 24,000 14,000 185,000
Claims paid 120,000 14,000 11,000 123,000
Loss Res. 1/1 - 169,000 - 6,000 - 3,000 - 172,000
Loss Res. 31/12 + 177,000 + 8,000 + 9,000 + 176,000
Lesses incurred 128,000 16,000 17,000 127,000
Expenses - 54,000 7,000 [T 5,000 | 56,000
Result - 7,000 + 1,000 - 8,000 + 2,000
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Internatiocnal stgtistics
29. TWhen we consider statistics of international insurance and reinsurance

transactions, we immediately meet the difficulty of differenbes in concepts and
terminology. It should at once be emphasized that there is no fundamental necessity
for these differences, which are g1l traceable to tradition. Some of them may even
be attributable tc insufficient knowledge of the nature of insurance and reinsurance
or to the absence of a real desire for clarity in asnalysing insurance and reinsurance
transactions.

30, However, just as uniformity is a necessity for the production of national
statistics, it is necessary also for statistics at the international level.

31. A student will find that certain countries do not even require individual
companies to report on their business in the manner illustrated in table 5.
Statistics produced in certain other countries enable the student to obtain scme of
the data given in the table, but hardly any country produces a full record of the
data indicated. ”

'International transactions

32. We have already mentioned how important it is to have national statistics in
order that internaticnal comparisons may be made, Certain countries produce more
comprehensive statistics, but these do not permit comparison with other countries
producing only summary statistics or even none at all. The ideal would, of course,
be for all countries to agree on some minimm standard, individual countries being
allowed to produce figures in greater detail, where this is possible and is considered
desirable. '

33. One of the purposes of national statistics is to cscertain the effect of
international insurance and reinsurance transactions on a country'!s balance of
payments,

34. The method employed is véry similar to that used in table 5, but one must

take into account only that part of the transactions that transcends the econcmic
border of the country. If the companies of a country are required to segregate

their transactions with foreign clients and insurance companies from their domestic

} L3 -}, 3, o o LL.LA. o el L1 ] 2.
SEInEsswe T then Tean - Tearntheef fectoftheir-operations -on-the-balance-ofpayments.

This is illustrated in the following table:
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Table 6

Direct Assumed Reinsurance

foreign foreign ceded Net

business reinsurance sbroad
Premiums 35,000 13,000 21,000 27,000
Change in deposit prem. res. + 1,000 + 2,000 + 4,000 + 1,000
Premiums transferred ° 34,000 11,000 17,000 28,000
Paid claims 20,000 10,000 15,000 15,000
Change in deposited loss res. o] - 1,000 - 2,000 + 1,000
Losses transferred 20,000 3,000 - 13,000 16,000
Expenses (abroad) 12,000 5,000 6,000 11,000
Gffect on balance of payments + 2,000 - 3,000 + 2,000 + 1,000

35. It must be remembered, however, that such tables give the end-of-yesar situation.
But there is 5ften a considerable delay in actually effecting the payments resulting
from the transactions. Since overall foreign payments are usually recorded on a
cash basis, the contribution of insurance and reinsurance as set out in table 6

does not fit exactly into the overall pattern, owing toc the lack of synchronization
 which is also inherent in other transactions. It would be desirable that the
foreign trade statistics should be on an accounting rather than on a cash basis.

In this regard insurance transactions are more sophisticated than other trade
transactions as far as their recording at the national level is concerned.

Basic scurces of statistical information

36. Let us also devote some attention to the scurces of statistical information at
different levels, viz. at company, national and internsational levels.

37. For the company there are three main sources: for premium income, its cash
ledgers or premium accounts;! for claims, the payment records and claims accounts of
its book-keeping; for expenses, commission payment lists or statements and the
pay~roll. In the normal case these transactions are recorded daily as they cccur

and are registered in the official accounts of the company.. . However, a company may

desire fuller particulars. These may be cbtained automatically by subdividing the

official accounts into different classes of insurance, for example, which is the

normal practice. If a further breakdown is needed, there are two main sources of
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linformation: on the income (premium) side, the original applications for insurance

or the records (cards, mamual or punched, and, derived therefrom, records on magnetic
tape or disc or memory cell) and, on the claims side, the claims files and summaries,
whether manmial or in the form of punched cards etc.

38, For reinsurance transactions we have the same parallel main sources of information,
i.e. ledgers or accounts in the officlal book-keeping of a company. When more
detailed information is needed, the basic sources are the premium and claim bordereaux,
which are common in reinsurance transactions., As in the case of insurance, such
records may also be kept in a more mechanized form, such as on punched cards,

magnetic tape etc.

Statistical offices

39. In many national markets organizations - governmental or private - have been set
up to deal with insurance statistics generally on behalf of the insurance companies
operating in the country. Some examples are mentioned below.

40. There are organizations which record the total loss of or severe damage to
merchant vesSéls. |

(1. There are organizat{ons which record the mumber of fire outbreaks, subdividing
the total into causes, and recording the overall cost of the fires. The reéorders
sonmetimes analyse the size of the individual fire losses.

42. In this connexion it should not be forgotten that the supervisory authorities
which appesr to exist in almost every country collect a considerable amount of
statlistical data on insurance and reinsurance.

43, Among the purely commercial organizations recording insurance and reinsurance
data, one of note is the A.M. Best Company Inc., of New Jersey, U.S.A. This company .
produces a variety of statistical reports of very high standing.

44 In mcst of the industrialized countries records are kept of victims of road
accidents. In this connexioﬁ!it is worth mentioning that, here again, comparisons
between countriss are sometimes difficult. Thus, one country msy record the victims

whe died at the scene of the accident, others those who died within one day or three

days of the accident, others again those dying within a year, and so on.

43. This leads us again to the importance of standardlzlng the main deflnltlons,
$0 that there may be sufficient comparability at the national and internationsl levels.

46, Tt should be repeated that the obstacles raised in this connexion are alweys

entirely artificial. Thus, in theory, there are great possibilities of standardizing
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definitions of data at different levels. The criteria tc be adopted would seem to
be the standards of the countries having the most highly developed statistics.
Countries laggiﬁg behind would therefore do well to improve their standards sc as
to match those of the countries having the most highly developed statistics.

Statigtical inguiries

47. General analyses of operations have glready been touched on. These serve as a
basis for munagement decisions to take action of some kind or other.
48. One field for statistical inquiries and studies that is not so directly connected
with the types of statistics already mentioned, is the marketing of insurance. Two
types of inquiries may be made in this field.
49. The first is a study of the need for a given type of insurancs, Here the
techniques are very similar to those used for market studies in respect of any type
of gocds or service it is desired to offer, and would almost invariably include
Gallup inguiries and a study of the operations of competitors. As meantioned above,
and especially if a new class of insurance is to bé intreoduced, the claims frequency
and claims pattern need to be studied before a new form of insurance or g variation
of an existing form of insurance is marketed.
50. The following is an example of what may happen if adequate market research is
not carried out: _ _
51. The insurcnce companies in country A4 have for many years insured pleasure craft.
Over the years they have, sometimes after costly experiences, learnt that:
(a) Big boats require a higher rate than small boats;
(b) TFast boats require a higher rate than slow boats;
(c) The climatic conditions in country A are such that the normal
sailing season has to be restricted to the period from 1 April
to 15 November., If the sailing season is to be prolonged, an
additional premfﬁm is necessary.
An insurer in country B enters market A, offering a uniform premium in the neighbourhood
of that required for small and slow boats rather than that required for big and fast

boats, and, in additicn, extends the sailing season free of charge to the whole year,

The result in cduntry A for the insurer from country B is disastrous. This could

have been avoided with proper statistical inquiries or by making use of the

experience already gained by other insurers,
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52, The study of bﬁsiness already in force does not necessarily have to be continuocus,
just as an cperator may not need to keep his eye contimially on an instrument.

53. A well managed insurance ccmpany caanot make it its sole purpcse merely to
indemnify against econonic loss, it should also work actively to prevent losses.

This secondary purpose of an insurance company also calls for statistical inquiries
into the effect of the loss-prevention measures that have been taken. While most

of the statistical inquiries mentioned earlier are part of the routine in the conduct
of insurance, studies of the effect of loss-prevention are not so common. Cne
reason may be the difficulties som:times encountered in making such studies.

54. In this field of statistical inguiry it would often be useful to have a control
group, but it is almost against the grain of an insurer to allow a category of its
policy-holders not to take preventive measures in order to serve as a control group.
55. Occasionally categories cf policy-holders constitute a control group without
being aware of the fact. Thus many car drivers do not use seat belts and thereby
form a control group vis-a-vis those drivers (and passengers) who do use them, thus
permitting a study of the preventive effect of seat belts, from which ié has heen
possible to conclude that such equipment is of immense importance in preventing loss
of life and severe personal injuries.

Applied mathematics

56. The different calculations dealt with so far obviously involve, as do all

statistics, the use of mathematics. Usually, however, except in the rating cf life
insurance, only elementary mathematics are involved. More advanced mathematics
have so far rarely been applied outside the field of life and sickness insurance.
57. The main reason for this would seem tc be the fact that, contrary to what might
at first be thought,'the ﬁnon—life" classes of insurance are far more complex and
elusive to mathematical analysis than is life insurance.

58. Since the applications of advanced mathematics to life insurance would ncw seenm
to have been fairly thoroughlytéxplored, while the "non-life" classes are showing a
growing need for a firmer mathematical framework, the present trend is tc extend the
application of mathematical science to the "non-life" classes of insurance also.

59. Life insurance can be said to be based on a mathematiczl model. In "nen-life!

insurance, one way of defining the problem of applying advanced mathematics is to

say that a mathematical model, or rather a number of mathematical models, is also

Scught in this field. The fact that all these new mathematical mcdels appear to be
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very complex explains why attempts in this field are of so much léter date than in

the field of life insurance and why very few successes have been recorded.

60. One sector in which certain advances have been made is the isolation of and
levelling out of the different factors affecting the frequency and/of extent of

damage. Such an analysis has been applied to motor insurance and homecwners!
insurance. In these types of insurance the total number of policies - and consequently

also of claims - is large, while the sub-classes (for instance by type and model year

in the case of cars or by geographical areg in the case of buildings) contain much _§
fewer observations, and therefore require more complicated mathematical analysis to |
ascertain the difference between them.

6l. It is also very necessary to apply advanced mathematics in the field of

reinsurance, especially in the so-called non-proporticnal types of reinsurance,

Here too, the difficulties encountered are immense, owing to the complexity of the
insurance business on which reinsurasnce is based, tut considersble progress has

lately been made in applying advanced mathematics in order to establish a firmer

basis for reinsurance agreements and their terms.

Mechanigzation

62, Man's development has been charscterized by the use of tocls. In the early

stages, tools extended his physical capability.  Recent centuries, and particularly i
the present one have been characterized by man's extension of his intellectual %
powers by the use of more and more advanced computers. In addition, the continuous 5
observation of instruments is being handed over to machines (automation).

63. Since insurance deals to such an extent with figures, computers are being used ’
increasingly in this fileld. In fact, computing equipment has nmore or less

revolutionized the flow of data in modern insurance companies and has now developed E
into electronic data-processing (EDP). :
64. While a computer is ihcapable of doing what man cannot co, any statistical or
mathematical operation that is possible to man can also in principle be done by a
computer. Thus, all the statistical operations previously menticned can be performed

more efficiently, and immensely faster, by corputers,

65. Even if a conputer operates with very much greater speed and precision than a
human being, it cannot do anything which it has not been instructed to do. Philse a
human being can adapt himself to new unexperienced situaticns, the computer cannot.
Every situation which the computer may meet rust therefore be foreseen. Furthernore,

the data fed to the computer rmst be absclutsly correct and ccnsistent data if it is to

function properly.
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66. In order to benefit from the use of & computer, an insurance company must
therefore have its data in a consistent form and must operate generally in a very
consistent manner.

¢7. The operational data must sometimes be used in a manner different frcm that
followed in day-to-day business operations. The computer data in respect of the
latter are sonetimes called an administrative file., Fron this file the operational
or statistical file is derived. The statistical file, at least when magnetic tape
is used, will give a monetary picture of the situation and thus soon become cut of
date. The adninistrative file on the other hand is contimually revised and brought
up to date, often daily. While it would be preferable to draw operational statistics
from the administrative file, since the latter is the most up-to-date record in
consistent form which an insurance company possesses, the dally use of the
administrative file for other purposes makes it difficult to use it also for analysis
of cperatiocns.

68. Some computer producers have developed so-called management information systems
(MIS) designed automatically to inform management how the business is running and,
in particular, to give signals when some action may have to be taken. Such systems
have only begun to be tackled by some companies that are far advanced in computer
applications.

69. One great difficulty that an insurance company faces in introducing such
autonatic systems is the defining of the situations in which the system should give
the management an alarm signal. There are constant variations in the data observed
and the difficulty lies in deciding the tolerances tc be allowed before the alarm

is given.

Statistical training

70. The increasing complexity of business - including insurance, which serves as

a lubricant in econcmic life - f@quires ever greater competence on the part of insurers
and of those producing the material on which nmanagement bases its analysis and
decisions. In well developed insurance colpanies there is therefore a growing need
for statisticians and actuaries. Law or tradition have required the employment of
actuaries. in life i nsurance,-ui-the use of competent. statisticians in general e .

(non-life) insurance also is growing.

71. In the United Kingdom, France, Japan and the United States, the training and

examination of actuaries are carried cut by professional bodies (associations of
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actuaries), while in most other countries the training of actuaries is organized,
wholly or partly, in conjunciicn with universitiles, aﬁ which students can cobtain a
degree or diploma.

72. However, practical experience is of the utmost importance in insurance, and in
most countries the theoretical actuarial training is followed by practical training
leading to the finsl stage of the actuary's examination. These examinations are
usually conducted by the professicnal bodies themselves, but in scme countries are

held under government auspices. In Belgium and France the submission and defence

CE A

of a thesis on an actuarial subject form part of the examination.

73, There is one aspect of statistical training which may not be so apparenti.

Tt is not only those who produce statistics who need such training. The consumers
of statistics (management etec.) - often "laymen" in statistics - also need education
and training in the art of reading and interpreting statistics.

74. To sum up, there is probably no business in which 'statistics play such an
important role as they de in insurance. Many other types of busiress, such as
engineering, quality control, and mathematicsl, biological and zoclogical research,
nake use of advanced forms of statistics., However, since the laws of probability
and their application form the core of insurance, it is quite obvious that statistics
play a particularly lmportant role in this field.

Future prospects

75. In closing it should alsc be mentioned that insurance can be studied in the

ool

PRI <

laboratory by simulating claims experience. This experimental method is still in
its initial stages but can‘be expected to become more widespread. Such simulations
can perform the dual role of developing new systems of insurance before they are
marketed so that a more perfect product can be presented, and, at the same time,
providing a continual reference in the day-to-day analysis and management of

insurance business already in operation,

B. Summary of discussion

76. Many of the participants who spoke on this subject emphasized the importance-

of insurance statistics at all levels, as they constituted the backbone of the

trsuranceand - reinsurancs bugliness, T IH this Teoninexion they said that special

attention should be paid to the gathering of reliable statistical information at the

level of each insurance enterprise by the use of appropriate methods -of reccrding

insurance and reinsurance transactions. Sound insurance statistics at the company
level were indispensable for the correct conduct and management of the business and

they also constituted the primary source of statistical information tc be compiled

at the national level.
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77. Tt was generally agreed that the annual returns submitted by the individual
institutions should satisfy the requirements of an effective supervision of the
insurance and reinsurance industry.  Some participants from developing countries
preferred to a very special situation concerning returns (annual repcrts and balance
sheets) of the State insurance ingtitutions in developing countries, which were often
subnitted not only to the Government executive organs concerned tut also to the
legislature.

78. Several participants from developing countries specified the criteria which
returns of insurance institutions should satisfy. The returns should convey a
concise and clear picture of the operations of the institution and, in particular,
of the financial and technical matters which were specifically subject to supervision;
they should also be ccllected systematically for a considersble period of time on a
comparable basis. Scme participants felt that the authorities of developing
countries should refrain from making too extensive and frequent use of specialized
enquiries in the field of insurance, the usefulness of such special statistical
enquiries being rather limited and their conduct costly, particularly as their
reliability tended to be very low.

79. With regard to the statistics of international insurance and reinsurance
transactions, the participants from developing countries felt that the compilation
of such data, especially those concerning the effect of insurance and reinsurance
transactions on their balance of payments, was extremely important for those
countries. Several participants welcomed the information that UNCTAD was dealing
with the problems of insurasnce statistics and, in particular, that a.study was being
prepared on this subject which would aim at the unification of major statistical
definitions in insurance and reinsurance and at working out minimum statistical
requirements. Sdmé participants suggested that an international statistical centre
for insurance should be eatabl%shed within the United Nations to collect and compile
insurance statistics at the international level.

80. It was mentioned genmerally that in non-life insurance business the scope for

the application of the statistical and mathematical methods was comparatively limited.

¥ . a P A ) L3 2
OIS TesedItl WoTK would v required " teforethe—vorductof the noun=1ife businesg -
could be based to & mich greater extent on statistical foundatiocns, in particular

as regards premium rating, the evaluation of the technical reserves, including the

Teserves for outstanding claims. Many participants referred to the factor of
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uncertainty at the time of the preparation of the statistical data concerning the
evaluation of the technical reserves, whizh often led to the inclusion of significant
margins of safety in the estimates. In the view of the author of the background
paper, meny Western Huropean insursnce instituticns exaggerated the amcunts of the
safety margins in their reserves, thus including considerable "hidden" reserves in
their annual returns and accounts. This problem of safety margins or other types
of safety loadings of the reserves acquired considerable practical significance in
countries where premium rates were controlled, It was obvious that the introduction

of higher marging or loadings led generally to an increase in premium rates.
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Annex 1

Programme of the Inter-regional

Seminar on Insurance and Reinsurance

{Afternoon
session)

(Morning
session)
1
."

Opening of the Seminar

Statement by a Uzechoslovak
Government Official

Statement by a United Nations
representative

The economic role of insurance

Discussion leader: Mr. A. Rajagopalan
(India)

Life and accident insurance

Discusgion leader: Mr, K., Urban
(Czechoslovekia)

Non~life insurance

Discugsion leader: Mr. D, Landin
(Sweden)

Insurance or risks connected with
foreign trade: marine cargo and hull
insurance

Discussion leader: Mr. P. Danda
(Czechoslovakia)

Reinsurance

Discussion leader: Mr. R.i.J, Porter
(United Kingdom)

Relaticns between the State and the
insurance industry and insurance
legislation and supervision

Discussion leaders: Dr., J. Bande {(Chile)
(25 Getober)
Mr. A. Rajagopelan
(India) (27 October)
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Wednesdai 29 Octpber

Friday 31 October

(Morning
session

Insurance institutions and organizational

aspects

Discussion leader: Mr, A, Rajagopalan
(Indis)

Insurance statistics including applied
mathematics and cybernetics

Discussion leader: Prof., M. Grossmann
: (Switzerland)

Closing of the Seminar
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Instituto Nacionale de Reaseguros
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Chef du Service de Contrdle des Assurances

Assistant Life Manager,
Insurance Corporation of Ceylon

Subsecretaric de Haclends y Superintendente
de Companias de Seguros

Sub-Gerente Técnico,
Caja Reaseguradora de Chile

Vicepresidente Técnico,
Asociacion Colombiana de Companias de Seguros

Delegado Directo de la Junta Directiva

Cyprus
Mr. Andreas N. HARTSIOTTS

el TnstTtutsNaciomal—de8eguros - -

Control Officer and Assistant Superintendent
of Insurance, Ministry of Finance :
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Mrs. Colette TAGNON
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Mr. Momory CAMARA
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Iran

Mr. Homsyoun M. MACHAYFKHT.
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Chargée du Contrdle des Assurances

Director del Instituto Nacional de
Seguridad Social

Director General of Insurance Supervisory Office
of the Imperial Ethioplan Government

Commissioner of Insurance,
Ministry of Finance

Directeur Général, Société Nationale d'Assurances

Superintendente de Bancos y de Seguros

Manzger of Marine Department,; Allani Biztosito

Director of Insurance, Ministry of Finance
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Director of Technical Affairs and Reinsurance,
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Commissiconer of Savings and Insurance,
Ministry of Finance
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Libya
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Madagascar

Mr. Paul Ermanuel RAMANAMBE
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Directeur du Contrdle des Assurances,
Ministére des Affaires Econonmiques et Financiéres

Under-Secretary, Ministry of Finance

Chief of Insurance Section,
Ministry of Commerce and Industry

Contrdleur des Sociétés d!'Assurances au
Ministére de 1'Economie Nationale

Chief of Insurance Section,
Ministry of Economy and Trade

Chef de la Division des Assurances,
Ministére des Finances et du Commerce

Chef du Service des Assurances a la
Direction Nationale du Trésor, des
Bangues et des Assurances

Chef du Service des Assurances, Ministére du
Commerce; des Transports et du Tourisne

Director Técnico, Comision Nacional de Seguros

Member of the Insurance Board, Government of Nepai

Nigeria
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Registrar of Insurance, Commercial Law Division,
Federal Ministry of Trade
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Pakistan

Mr. Abdurshman Mohamed KHALFE

People! s Republic of the Congo

Mr. Honoré-Gérsrd LOUBAYI
Peru

Mr. Carlos BECERRA CHANGANAQUI

Philippines
Mrs. Conchita L. de BENITEZ

Poland

Mr. Kazimierz DARUL

Romanisg
Mr. Petre CONSTANTIN

Sierrs Leone

Mr. John Chrysostom HAMILTON

Singapore

Mr. Francis D'COSTA

Somalia

Mr. Onmar Hagi OSMAN IBRAHIF

&

Southern Yemen

Mr. Jamil Abdo SHAHER

Spain

Controller of the Insurance Department of
Insurance, Govermment of Pakistan

Chef du Service de Contrdle des Assuraﬁces

Secretaric General de la Superintendencia de
Banca y Seguros

President, Insurance and Surety Association
of the Philippines

Deputy Director, Reinsurance Department,
"Warta" Insurance and Relnsurance Company

Chef du Département de Réassurance, "ADASM

Adninistrative Officer, Ministry of Finance
Insurance Commissioner, Ministry of Finance
Official, C.A.S.S. {Social Insurange Agency)

Under-Secretary, Ministry of Finance

Mr. Ubaldo NIETO DE ALBA

Inspector del Consejo Técnico de Inspeccidn de
Segurcos y Ahorros del Ministeric de Haclienda-Jefe
de las secclones de Estadistica y Aranceles del
Fondo de Garantia Nacional
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Mr. Ahmed Mohamed E1 Amin OSMAN

Tia

Mr. Mamdcuh RAHMOUN

Thailand
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Togo
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Contreller of Insurance,
Ministry of Finance and Eccnomics

President and General Manager,
Syrian Insurance Company

Insurance Commissioners, Ministry of
Economic Affairs

Directeur de Service de Contrfle des Assurances,
Ministére des Finance

Chef de service & la Division de Céntrdle des
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National Insurance Corporation
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