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Infrodﬁcfion

(i} In its resolution 19 (IX) of 3 Cctober 1930 the Committee on Invisibles znd
Financing related to Trade requested the UNCTAD secretariat to prepare a study
on third-party automebile insursnce, ;/ This study has been prepared pursuent to
this request, which was predicated on the reporied negetive resulis being
experienced by meny developing countries in comnection with this class of businpess.
The study onslyses the coperational methods and practices of insurers in writing
motor insurance in generzl and motor lisbility insurance in particular, and suggesic
weys that they, in conjunction with insurence supervisery authorities, can improve

performance and results.

(ii) The issuss zssociated with motor insurance, however, are complex and involve

. more than insurers. The interests of meotor vehicle operctors and owvmers, of the
victins of motor accldents, and of the public at large should be carefully

considered. Given the nature of the Committee's request, this vast arrey of

issues has been but touched upon lightly in this study. None the less, recognizing

their importance, the secretariat commiscioned a seporate study by

Dr. A.R.B, Amerasinghe that hints more broadly at some of the issues, 2/

C(4id) Thus, this study should be considered as providing for insurers some sc¢luticns
to the problems faced by them in writing motor insurance., This emphesis is
appropriate os, consistent with previous CIFT resoTutlons, the creation {and

‘maintenance) of a sirong domestic insurznce. industry is a pre-requisite for
economic developmwent. It appears that, for many developing countries, the negative
results of the motor branch may pose a threat to the maintenance of that strong

domestic insurance industry,

1/ Offlclal Record of the Trade and Develogggnt Board, Twenty-second Sess:.onI
Supplement No, fTD7§78;;-ED7B7C 3/174), zomex L.

2/ Report by the UNCTAD secretariat, "Problems of developing countries in
the field of motor insurance” (TD/B/C. 3/176/Supp. 1).
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Chanter I
THE MCTCR VEHICLE ENVIRCITEIT IIf DEVDLCPING CCUIFTREIES

1. The number of motor vehicles in developing countries has been increasing
yearly, In 197C the total wmotor fleet of developing countries represented ‘
7. per cent of the total world flaet (axcluding Eastern Suropean countries). By
1020, with some 46 mlWlﬂon vehicles on the roads, it recched 11.¢ per cent. .
Unlike.the situztion in developed countries, the increase in the purchases of
motor vehicles in develon*ng countries represents more a reasl growth in the rate
of motorization, rather than vehicle replacement,:

1. 1

2, In spit= of the raopid growth in the rumber of vehlcles in developing countries,
the number of vehicles per capita is for below that of developed countries. In

1930 the nuwmber of vehicles .-per _,ubO inhobitaats in Africe (excluding South afrlca),
Asiz (excloding Jepen) snd Letin fmerics wes 11, 8 and 81 respectively. This
compares with 637 in Nerth America, 503 in Oceaniz, 324 in Japanm, and 294 in

Europe. 3/ The reason for this difference is the difficuli economic situatien in

" most developing countries. ALlso wany governmenis in develoning countries deliberately
restroin car imports in an attempt to use foreign errchonge in other areas.

3. The increase in motcrization in developing ccuntries hes accelersted development
by faciliteting the fransport of people and merchandise. However, it has alse
produced a heavy toll in 2ccidents., - Such accidents have a negztive impact on the
-economic and social life of the community. They result in wasted human, financial
end material resources. IEven if these losses. are compensated by insurance or g
other forms of indemnity, the society at lorge ultimotely bears the full brunt of -
the losses. Lo o R

4. LA comparison of motor accident rotes in develcoped and developing countries
shows the unenvicble situztion of the latter, g/ These high accident rztes axist
in gpite of the fect that the number of vehiclec per capiic .in these countries is
very low. High motor accident rales in developing countiries can be attributed to.
poor road conditicns, insdequote traffic control, poor vehicle condition (due to
inappropricste use, poor meintensnce and old o), and inexperienced’ and sometimes
careless drivers. :

5. Besides the high frequency of wmotor accidents, there is o morked trend towerds
inerersed severity of losses. This is due to the high denszty of the pocpulation
in urben aress, the- introduction of-heavier end more poucrfu_ velricles, the -
insufficiency of first orid and cmbulance facilitiés, increased cosis of-auto repalr
and the general inflotionzry spirel that has increased costs in all cress.

6. However, even under the best of conditiong, motor accidents will continue +
occur., It has, therefore, been deemed imporfmnt to hove 2 compensation system for
innocent victims of motor aceidents., fc discussed below, mosgt countries rely on

a combination of fort law and liability insurcnce to srovide this compensation.

3/ Sigme (Swiss Reinsurance Compemy, April 1562), p. 5.

A/ See Statisticues routitres mondisles, Geneva, thﬂr ation Routizre
Internationale, 1981, .
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Chapter I1
THE ITPORTANCE OF HOTOR INSURANCE TO INSULERS IN DEVELCPING COUNTRIES

7. The motor insurance line is exceedingly important.in developing countries., j/

It represents for them the major cource of premium income. The total non-life

insurance premium income of insurers in developing countries was JUS 12,4 billion

in 1630, O©Of this smount, one-third or $US 4 billion was generated by motor insurance

~ branches. Illoreover, this one-third figure likely understates the potential
importance of motor business as premium levels in many countries are artificially

depressed and as sizezble portions of motor fleets in developing countries are

uninsured.

8. The imporiance of motor insurance stems not only from the fact that it cccupies
3 dominant position in terms of fotal premiuwm income; it is zlso the mzjor socurce
of insurers' cash flow., Hotor insurance premium income iz gsteady, with no aspecifie
periods or seasons, Thus, 2 continuous cash flow is provided, allowing insurers

to meet theif normal obligations and obvizating the necessity of keeping all of
their acsets highly liquid. The cash flows from motor insurance also allow insurers
to finance expansion in new fields of activity,

9. Another feature of motor insurance, making it of particulor importance to
insurers in developing countries, is the fact that, unlike most other classes of
insurance, it does not require proportional reinsurance. This is because it enjoys
a favourable "spread of risk", Only very high liability limits require excess of
loss cover and the cost of such cover is small. Thus the major pert of premiums
generated by this class of business remains with the direct insurer, becoming its
main source of investment earnings. This is not normally the case in other lines,
vhich can require extensive reinsurance. : :

10. The moior insurance business often provides the essential underpimning for
insurers' entire sales efforts in other lines of insurance. Sales persons rely

on the steady commission generated by a constant flow of motor business teo enable
them to remain in business and to sell other typesc of insurance., Without this
basic income source, they probably would not be able to persist in insurance sales,
resulting in a curtailment in the availability of other types of insurance.

11, The growth rates of motor insurance in developing countries have been greater
than that experienced in other classes of businegss, In some developing countries,

motor premium growth has exceeded 25 per cent per annum, whereas cother classes have
experienced growths of 10 per cent. Such growth rotes normally reflect increased

motorization rether than toriff adjustments. - o

12. Motor insurance premiums are derived from both compulsery (i.e., required by
law) and voluntary motor covers. The relative importance of the two covers varies
depending on vhether (a) both bodily injury and property demage lisbility insurance
are compulsory (as is common in developing countries influenced by French legislation)
or (b) only bodily injury coverzge is compulsory (as is common in those countries
influenced by United Kingdom legislation).

5/ This study focuses on the importance of motor insurance to insurers.
However, one must recognize that motor insurance fundamentally is of greatest
importarice to individual insureds vho are afforded protection by such coverage
- and claimants whose losses can be compensated.




TD/B/C.3/176
page 6

13. The price of compulsory insurance has a decisive effect on the ability of
insureds to purchesse other covers., The higher the compulsory insurcnce
premiums, the less the client is inclined to purchase other covers. -However,
the premium volume for non-compulsory covers generally increases more rapidly
than that for compulsory insurance. This is due to () the increasing values
of wvehicles, which mean higher sums insured and larger claims on first party
physical demage covers and (b) more rating flexibility with voluntery than with
compulsory covers. _ -
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Chapter III
. MCTOR IWSURANCE PERFORIJJTGE IN DEVLLCPING COUNTRIES .

14. Motor insurance performance in most develop:.ng cou:atr:.es apparently has not
‘been favourablae, This is in spite of the fzct that motor insursnce unlike. many |,
other lines of ir;surance in developing countries, has = sufficiently larpe number
of insureds to permit the law of large numbers to operate successfully and to
facilitate compilation of meeningful statistics and reliable- loss predictions.

The 1mpl:|.cat:.on of this is. that motor risks can.produce o balanced account provided
the reting fc,:r.th.fully reflects loss experience.

15. L second pos:LtJ.ve feature of motor insurance is thet its undervriting expenses
should be low. lost of the indicators of physical znd moral hozards can be
obtained from the preoposal forms and there is seldom need to inspect motor risks
for rating. ' 4 '

16. Also, unlilce mz'ny other lines, motor insursnce does not require a highly .
specialized underwriting knowledge. It is sufficient for staff to receive firm
undervriting gu.d.el:.nes coupled with a reasonable rating system. Further, '
acquisition costs in many countries should not be as high as for other forms of
persona.l insurance since the purchasa of liability cover is conpulsory.

i7. ’l‘he ls.rge volume of premlums, the spread of rl.,l..s, the ease of- undenmtmg,
the reduced reliance on reincurance,. and the availability of investible funds from
which additional income: can be derived would lead one to expect motor insurance

to be profitable.: Yet, the facts are quite different. The motor insurance branch
records large deficits in many, if not most, developing countries. _6/ In some
developing countries, loss ratios of up to 180 per cent and higher are found.

18. Because of their dependence on motor insurmuce, the insurance companies of
developing countries hcve been particularly hard hit by the poor results from this.
class of business. Some companies.in these countries have experienced such large
losses that they became insolvent. Cthers have zbandoned or restricted their -
writing of motor business. If the 'Erend continues, motor insurance experience
could jeopardize the emerging insurance J.ndustry in many deve" oplng countries or,
at best, hamper its growih. ‘

19. The unhappy s:.tuatlon descr:.bed. above in developing ‘countries. persists for
several reasons, Cla:.ms control is sometimes lacking., . Expenses are high.
Investment yields are often artificislly depressead. I‘:.nally, and most :Lm'port.;.ntlj,
premium ra'tes, especizlly as related to compulsory motor insurance, have often
been held to insufficient levels by regulatery authorities. EBach of these
difficulties is discussed briefly below. = T

&/ To-stete that the motor insurance branch is unprofitable requires a
definition for profit. A£As used in this study, total profit is defined as underwriting
profit plus net investment income. Underwriting profit is found by subtracting
incurred claims and undervriting expenses from premiums earned in =z year. HNet
invesgtment 1ncome is found by subtracting investment expenses i‘rom gross investment
income.
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A, Claim payments

20, In mocst developing countries, losses arising from motor acc:.dents are

settled according to the liability system. To rececive compensation, the. v:Lct:Lm
must file a claim ageinst the party causing injury (the tort i'eascrs and the tort
feasor must be found to be zt fault in causing the domage. Also, generally, the
victim must noci have contributed significantly to his or her ovm loss. TUntil
recently, many persons living in developing countries either were not awvere of
their legal rights regarding compensation for death or bodily injury caused by .
another or did not believe it proper to file a claim for '"blood money'. Societal -
values are changing, DPeople are becoming more claim ccnscious. It is beccming
unusual not to mal:e 2 claim for bodily injuries or property demage caused by
motorists., : : ‘ I '

21, The frend in developing countries is fc make the purchase of motor liability
insurance compulsory. The required minimums vary from country to country, with
many countries requiring unlimited protection for the bodily injury liability

cover and some requiring it for the property damage cover. laking the purchase . =,
of motor liability insurance mandatory is deemed to be a sensible way of ensuring
compensation to thoce who aore hearmed by a negligent moto’r vehicle operator. '

22, The method of establishing fault varies. In developing countries (in ifrica
and Asia) following British Common Lew, the victim must prove the fault of the
opposing party. In countries influenced by the French Civil Code {in Africa and
the Pacific, as well as in some Latin American countries), o motor vehicle is
presumed to be a dengerous cobject. Iits operation on the rcad presents a danger

to the public. Thus, if a motor vehicle causes injury, a presumption of liability
attaches to the operator and proof of negligence is not required. The operator
mey, however, overccme the legal presumpiion by proving that he or she was not at
fault.

- 23. Not unexpectedly, therefore, legal gystemc that are based on the IFrench Civil
Code tend to produce a greater number of successful claimants than does British
law, The result i3, other things being equal, insurance premiums must be higher
for countries following the French approach. '

24, Losses are clagsified as economic and non~economic. Economic losses include
damage to automobiles and other property, medical expenses, loss of income and
miscellaneous out-of=-pocket expenses., HNon-économic losses include “"pain and
suffering', personality deterioration and related general damoges.

25. Economic losses are easier to quantify than non-economic losses. No uniform
basis for establishing non-economic losses exists. Such losses are cften
exaggerated to obtein the maximum compensation. The discretionary rights
exercised by judges in setting awards for such damages often lead to non-uniform
averds for similar losses and, some say, to abuse. This affects motor insurance
results negatively.

Other compensation ‘schemes are not based on tort law. See y for examp 1e
"Problems of developing countries in the field of motor insurance", (TD/B/C. 3/176/Suup.1)
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26. TFor settling third party property demage cloims, the insurer normelly relies
on repeir bills and expert zppraisal. In most cases there is no litigation.

The importance of property domage claims stems not so much from their severity
ag from their frequency. Such claims must be vorne e::cluuvﬂy by Tthe insurer
as little, if any, reinsurance is typiczlly involved.

.27. JAnother problem associated with property damage claims is the esczlation in
repair costs., This escalation reflects the general world inflationcry trend but
is further a_gmv‘tnc. by high custom duties on, and scarcity of, spere paris.

Horeover, repair cost overpricing is widespread due to collu.a:.on of cppralsing

experts and rep...lr shops.

23. The percentage of claims in severzl Geveloping countries which. come before -
courts is high compared to thet of developed countries. To an extent, this is
attributable to the tort system. Insurers in these countries, however, are
responsible to some degree for this tendency. They operste in an environment
characterized by complicated clainm settlement procedurcs and staff inexperience.
The frequent resort to legal proceedings not only results in spending on inordinate
portion of the premiums for legal costs, but zlso delays clzim payment and this
delay very often reduces the amount of the claim in rezl terums.

B. Expenses

29. L sizable portion of total motor insurance premium income is spent on
acquisition and mznagement expenses. Iost insurers in developing countries rely
on insursnce intermediaries to sell their policies., The main reason for this is
that insurance compenies often lack a sufficient in-house marketing network. To
develop such a networi: may not be cost effective. Thus they eppoint agents and
brokers te sell for them and a2lso to service the Business. The commission for
selling and servicing is normally higher than the commission for procuring the
business only. This explaine vhy motor commissionsin developing countries often
appear to be high. Ir wmany merkets, the commission rates for compulsoery and
voluntary covers are the same, th.le in others the rate is lower for compulsory

business.

30. Determining the responsibility for and the extent of injuries requires time
and often legal proceedings. HMany insurers in developing countries deliberately
delay the settlement of claims because they believe thet they will pay less if
they pey later. Delays of 211 types, regerdless of the reason, involve additionzl
expanses. - o . .

C. Investnent returns

31. Investment returms in developing countries are often not largze enough %o
affect grestly the techmical results of the insurance business. This is because
many developing countries heve no organized mcney maxitets which could facilitate
the buying and selling of securities and offer attractive returms. Ilorecver,.
government regulations often require insurers to invest certain proportions of
their assets in low-yielding government borils or other securiiies whose  yields cre
often below the inflaticn rate.
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32. Cther fazctors explain insurers' poor invesiment performence. DBecause of +ths
high claims frequency, some insurers kKeep sizable zmouwntsc of cash to weet everyday
eclaims., Second, many sgents or intermedisries withhold the remittance of motor
premiums for long periocds, thersby reducing the periods during which insurers
could be earning inceome on such funds,

D. Prepiun levels

33. Inecreases in accident frequency and clein severiiy werrant review of motor
insurance rates so as to achieve & reasonable balance between motor premium
receipts and dishursements. licst countries mandate rotes or meximum rates for
compulsory liability insursnce. These rates are fixed by the govermment or by the
insursnce supervisory authcrities snd cre subject to change only by ther.

Compenies or associstionc of companies moy Ye required to provide basic information
and loss statistics fo helyp the authority establish rate levels, but the
responsibility for fixing the retes remains with the authorities. '

34, For the sake of expediency, resort is ofter made o a uniform z20d cimple risk
classification system. This hinders the development a more refined rating system
vhich may reflect the risk more accurately. PFurther, it ignores different insurer
cperating cogts.

35. Unfortunately, the prevailing rotemeking systems lead in most cases to long
delays in adjusting retes to fit loss eixperience. The politicezl and socizl pressures
felt by the govermment mcy 2lso lead to the inappropricte freezing of rates oxr
mzking an inadecuate =2djusiment. -

36. In séveral develoning couniries motor insurance availsbility has been sdversely
affected by the poor results. This iz often in spite of the fact that liability
cover mey be compulsory and the insurer cannot refuse to accept anyone. Many
insurers illegelly cancel or fail to rensw policies, Cthers may illegally rzfuse

to write motor policies altogether. These mecsures mean that many drivers have no
insurance. Ia some countries a black market for motor insurance has emerged where
agents and brokers impose illegal surcharges tc issue policies.

37. Unlike compulsory mctor insurance, the writing of veluntary motor covers seems
to be profitable, This situation is due te the non-mandatory ncture of thess

covers, which permits more insurer flexibility in seleciion, pricing and establishing
nolicy conditions., The fact that veluntary covers yield adequate profit induces
insurers to write them on 2 large ccele in an endesvour to malke good their losses
under ccupulcery insurance. Some govermments ¢ppcse rote increases on compulsory
business on the grounds that voluntary covers are profitcble snd msy coupenscote for
losses frowm the compulsory business. .

33. In sumwmary then, the eristence of o generclly unprofitable major line of
insurance, such as mofor insursnce, means thot the insureds of the branch ~re
receiving = subsidy, either from other branches or from cther sources (e.z., insurers
surplus). If incurer surplus is the source of the subsidy and if the situation
persists, the insurer is doomed to insclvency. The deficits recorded by metor
insurance may be particularly harmful to naticnal insurercs in developing countrias
because they cannct rely on nsther markets for nrofits., CJa the other hand, if
foreigm insurers are cllowed to write any typme of business and abstecin from writing
unprofitable lines, this will ploce national insurerc in an even worse position.
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_ Chapter IV
MEASURES TO TMPROVE THE PERFORMANCE OF MOTOR INSURANCE IN DEVELOPING 'COUNTRIES

39.. The generally negative results achieved by insurers in writing motor insurance A
can:be attributed to both external and internal factors. External factors, such as
accident frequency and severity, vehicle repair costs, the legal system of _
indemnification, etec., are typically beyond the direct control of insurers and
insurance supervisory authorities. Insurers and their supervisory authorities

can merely urge that measures be taken to improve the motor vehicle environment.
Further, such changes cften take a long time to implement. §/ This study focuses
attention on internal factors; i.e., those that are within the direct control of
insurers and insurance supervisory authorities. These factors include measures
related to pricing and underwriting, claim payments, expenses and investment returns.

&. - Measures related to pricing and underwriting

1. The premium level

40. With some exceptions, the chief problem for insurers writing motor insurance
unprofitably is the establishment by governmental authorities of inadequate premium
levels. It is of the utmost importance that such authorities realize that motoer
insurance rates should reflect claim experience accurately (or other appropriate
recognition be made). Too often this is not the case, with the result that the
very objective. of compulsory insurance is defeated and a country 8 insurance
market is threatened. .

41. ‘Governmental authorities understandably do not wish to raise premium levels.
Motor wehicles have become an essential part of life for many citizens. &n
unaffordable premium in a country that requires motor liability protection means
that the person either must not operate the motor vehicle.or must vioclate the ;aw =
and nperate it without purchasing the required insurance. » :

42, This places the government in an awkard poeitlon. If the government continues
to hold motor insurance rates to unreasonably low levels, the country ‘s insurance -
market is jeopardized. If the government permits rates to rise to acceptable
levels, citizens who are already financially constrained are harmed. :

43. Of course, each government must decidé for itself how best.to deal with
this problem. The following observations may be of some assistance in this
difficult decision-making process. :

- 44, First, it should be. determined whether, in fact, insurers are writing motor
insurance unprofitably. Often documentation that purports_to prove that some
insurers are suffering losses in the motor branch is not conclus;ve. It is
sometimes unclear, for example, whether proper reserving techniques have been
followed., An overly liberal assessment of incurred but not reported (IBNR) and
other loss reserves could mean that an insurer showed a "paper? loss whereas, in
fact, profits could emerge. A conservative assumption could mean the opposite:
that losses were being suffered unknowingly. Other apreas are subject to similar
types of error.

—————er——————

8/ The UNCTAD secretariat report, “Problems of devulorlng countrles in_the

fleld of motor insurance" (TD/B/C. 3/176/Supp 1), provides one view ‘of changes
neaded in certain ¢ external factors.
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45. A careful analysis of filings for rate increases and rating catsgories is
therefore essential. The mere fact that an.insurer owna largs amounts of assets
{e.g., in the form of real estat:, bonds, stocks, and other securities) in no way
means that tha insurer (3) is finanecially scund and (b) should play no part in
decigions as te whether changes in premium levsls are: nesded. Insursrs, for their
part, shduld und;rtaku a dstailed review of all the components of their rate incrzase
netition to edasure thit they are reasonable. Integrity and utmost fairness by both
insurers zand gov:rnmenta’ authorities are 2 necsssary ingredient. Insurers must
attempt to und ratand more fully the position and responzibilities of governmoental
authorlti The authbritlcs in turn, must not permit. shortnsightkd popular
decisionmmaklng "to cleud svasoned judgmént az-to what 13 in the long-term best
interests of the country. . : :

46, &fter runderlng a cnrefu;, unblased review of results, the authorlflzsgmay
find that, in fac¢t, insurers’ flnancial rasults can bde 1mprovhd through alterlng
needed. - Sevaral minor increaswes aqver time are often more soc1ally and pol;tically
3ccuptablu than delaying needed inereasss, only to make them all at one.
Alternatively, one may find all that iz needed is ta develor a more rcflned sys»=m,
of ratlng, maklng adJustments in some cat¢gor1¢s onLy

47. “on the othér hand the réview may reveal that a major premium increase.is Justified
If so, thd gove.“ment may’ conc’ude that thc increas: will, none the leas, net be grantud
as the deflcit can be rccouocd from other insurance linss. Such an approach may .
distort the markut for ln;u"ance products znd to 'shift thc cost burden frem one.
group of insureds to another via the insurance mechanlsm. W%hile loss aharing is
at the heart of insurance theory, class subsidy is not. This distinetion should:
be horne in mind.

43, Ehphrignce in many countriss has shown that, as a genoral rule, it is best fcr
each line of insurance to be Judged on its own merits. " Subsidies by onc line to
another are best avoided. If the government determines that, for public policy -
reasons, a line of insurance is desurving of support, that line probably should
¢ithen. \a) be run by govurnment as a social insurance scheme, drawing subsidies
from gcnural tdx ravenues, or (8) be provided sxplieit, identifiable government
subsidies in the. form of special tax deductlons credits, rcbﬂtes or othup
consiaurations to insurers.

49. Werth noting jis that motor insurance ratas in some countriss are not regulated
at all or only 1ndirectly controlled by regulatory autheritiss. For example, some
states in the United States permit insurars flexibillty in rate~making and '
classification by allowing them to charge whatever rates they wish, subject to
raview Dv the regulatory authority to ensure that rates are not inadequate, that
they are vquitablu and that they are not cxcessive. The insurers mzy be required
to documcnt the nued fcr a ratp ravislon ‘ang no s;nple, mandated: turiff nxists.»

5Q. There is nc inherent loglc for reguiring ail 1nsurers to charze. the 3ame
premium if their exporienec and solveéney: would pernit flexivility in this ragard
and if an adequatg regulauory systam ax:.sts to exercise oversight
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2. The rating system

51. Closely related to the revievw process discussed above is the problem of not '
having adequate statistics. A4n adequate rating system must be carefully formulated
and necessarily r lics on adequate statistics. Many insurers in developing countries
have not maintained datz with sufficient detail to permit anything other.than Eross
analyses. For exanple, rleet discounts in many developing countries appear to be
too high -in relationship to claims and sxpenses. A& closer a2nalysis would. reveal
whuther the discount is fair. Insurers should begin immediately to compile. this

and other types of information by the various paramsters which arc believed to-be
statistically relevant. From this compilation will flow not only the justifieation
for any neaded rate adjustments but also justification for a morc refined rating
systcm, which could ‘permit supervisory authorities greater flexibility in granting
any needad rate changes. For exampie, it may demonstrate that rate increases are

justified in a few catcgorxes only (&.g., commercial vehicles!,

52. Too often in developing countrles drivers who, becausz of loss characteristics,
chould pay different rates, arg charged the same rate. In the absence of
overriding public policy considerations, a fair rating system would charse each
insured a premiur that is commensuratc wlth the risic he or she presents to the
group of insureds. Thus, a person who constantly drives recklessly and is involved
in many accidents should pay more than another person who exerciscs great driving
care. The compilation and analysis of dztz based on driving <xperiencs, at fault
aceident record, use and type of vehicle, logcztion of vehicle and other factors can
provide the basis upon which a more zquitable system of rating is formulated.
53."Establi5hment of a more refined system need not involve guick, sweeping changes.
Indeed, gradual changs would be preferred. Further, 2 balance must be struck
among actuarial equity, public policy considerations and practicality.

54. In some multiple company markets, no individual company may have suffzclent
exposure to permit a2 meaningful data analysis of the type discussed in
paragraphs 45-5%3. Thus, the combining of 2xp<rience from several insurers may be
desirable. Having obtained these analyses, rates for sach category should be
reviswead perlodically to mateh the loss experience.

3. The gales and underwriting crocess

55. Clearly estzblished guidslines and instructions to be followed in the sales and
underwriting phases nre essential prerequisites for any well-run company. These are
¢asential not on;y for insurur employees but, lmportant¢y, for intermediaries as well.

56. In soms instances insurers do not receive completed proposal (app iecation)
forms for each applicant. This failure can lead to abuses, misunderstandings and
.rating errors. Insurers zre urged to require a fully completed form for cach
applicant prior to policy'underwriting and i{ssuanece., . : .

'B. ieasuras "elnted to loss pevmbnts

1. C1aims control

57. Adequate claims control is essential. Unfortunately this is lacki ng in many
developing countries. This is oftan czused by inadequately trained staff. This
results in delays in claim settlement and disenchantment of viectims and insureds.

A good claim procedure should seeX a minimum of deocumentary evidenc. consistent with
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a reasonable level of care. Expert advice is often required for large claims only.
If 2n insurer has inadequately trained in-housz perscnnel to settle claims quickly,.
fairly and reasonably,'the services of professional adjustment services may be
sought. However, it is often to the insurer‘s advantage to deveIOp fully its own

claims adaustment staff.

58. Ncgoflation and settlement methods vary wzth ‘the nature of the claim. If it is
reasonably clear that one of its insureds was at fault in causing 2n accident, the
insurer should attempt to negotiate 2 gquick and fair settlement with the vietim.
Litigation should be avoided. Often the responsibility of its insured is not clear
even after a reasonable investigation. In such cases, it is often less costly for
the insurer to negotiate a compromise scttlement than te litigate the case. Too
often the investigation of claims seems to become a goal in itself, with sight being
lJost of the fundamental purpese of the investigation: to make =z quick, fair

settlemant.

59. Property damage claims are settled by cash payment or by undertaking the
repairs. An advantage of cash settlement is that the insurer is immediately
discharzed and ean no longer be held responsible for hidden damages that may .
later be discoversd. However, many insurers find it more convenient and less
ccatly to have damaged cars repaired in aceredited garages.

60. Many insureras in developing countries seem to opt for litigation cven when

it 1s unnecessary. Apparently, employees responsible for claim settlement often

feel compelled to litigate so as to remove themselves from any responsibility for

. the claim settilement amount. In doing so, no one could held them responsible for
paying either "toc much" or ftoo little®. This results in much wasteful litigatien,

c¢osting the insurance company, tha victim and the courts valuable time and money.

51, However, one probably should not blam- the individual employee handling the
.elaim for this unhappy situation. Rather, the employee's attitude and actions
probably are rational responses to management failings. The blame, in other words,
starts at the top. Upper management sets the tone for subordinates. While a degree
of conservatism in claim settlesment is sound policy, it can result in massive
nefficlencies when taken to an extreme. Great care should be exercised to avoid

such excesses.

62. 1In scme developing countries, an intermediary may accept a clients' premium
payment, issue the government requ;red certificacion (attestation) that liability
_lnSLrance has been purchased but not write the policy immediately. Instead, the
policy will be issued and premium forwarded tos the insurer only if there is a loss.
Otherwise the premium payment will be illegally kept by the intermediary.

63. Such practices can ba discouragesd by‘reasongble quality control of the
certification. forms. A requirement to use only insurer authorized and provided
nre-printed and pre-numbered certification forms (or another equally effective
contgol device) coupled with a register would greatly minimize the opportunities
for fraud. . :
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2. Accurite reserving

64. Another arza that deserved greater attention by insurers relates to the
establishment of reserves. The calculation of unearned premium reserves does not
normally raise any difficultiss. However, the loss reserve situation is different.
It may be several years after a loss before a court decides who is liable and for
how much. In these cases the insurer must estimate the amount which must be paid.,
"This 1liability is represented on the insurer's bzlance sheet by loss reserves and
must be carried ferward until the claim is settled. The insurer should review such
gstimates from time to time, not only to reficct the development of the case, but
also to reccgnize any changes in moncy values. A£lso, reserves can be establishad
initi2lly to refliect inflation 2ng other external factors,

65. Reserves for outstanding claims discussed above represant estimated liabilities
for losses that have been reporied but not yet settled. Each year, however, a .
certain number of losses are not reported. Reserves must be established for these
inecurred but not reperted (IBNR) losses also. In some countries the IBNR reserve

is set at a2 fixed percentage of the putstanding loss reserve. Howaver, the best
method for e¢stimating the yezrly IBNR reserve is to undertake an analysis of
previocus y2ars®' IBNR losses not only to have a reasocnable idea of the current

year's amount but also to detect anv trends. Such study should be a continuing one,

66. Every year some closed claims will, for various reasons, be reopened. When
this happens, loss reserves fall short. Reserves, th;rafcrb;'should'be established
Lo meet thece reopsndd claims. Again, a trend analysis will aid in this process.
Continggncy regerves, catastrophic reserves and other non-~technical reserves also
often do not re ce*ve _enough atteﬁulon.

3. Covsrage amounts

67. As mentioned earlier, scme countries'reqqibé the purchase of motor vehicle

lia5ility policies that provide for uniimited liability coverage. From a social
viewpoint a requirement that policies have no maxXimum limit may seem desirable.
However, = decper znzlysis could preveal that deing so increases the propensity

Lo sue for exagzerated amounis and forces many persons to purchase liability
protection far out of prepcriion to tiheir net worth or income potential. - e
Providing "unlimited' coverage raises the cost of insurance to everyone.

68, Governments may wish to considcr establishing a renu¢rcmant that Pach motor
vehicle cperztor nust be covered by at least scme stated minimum liability protection
and permit th2 optional purchase of amounts in clcess of the statutority-mandated
minicum. This would lewer lizbility nremiums for the average person while permitting
thoes: who needed very high cov;ragu limits to purchase it. This is the approach
follawed succeﬂsful;y in many developing and dzveloped countr ies.

59. The requircd minimom sbould be established to bear a reasonable relétidﬁship,
to the counctryis economic znd sceial development and should be suchct to

periodlc ra v1glon.

T0. Claim paymcnts on beth compulszory and woluntary covers can be minimized by the

Jjudicious use of dedugtibles. Thig can avoid swzll claim payments, which, according
to good risk management, shouvld be awvscirbed by the insured snvvay and can alse avoid
expenses That aroe disproportionats to their importance.
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71. In soma countrius the use of deductibles for liability coverages is not
peirmitied or is not feasible owing to the practical difficultias of co-ordinating
insurer and insured actions.

4. Uninsured motoriscs

72. An unfortunataly 1arga proportion of motor wshicle operatours in developing
countiries are and will remain uninsured, even though the purchase of insurance may
be mandatory. As a rsault many victiims of traffic acecidents. wha otherwise would be
entitled to compunsatlon from a anllS ant motor vehicla operator will collect little
or nothlng. '

73. Considepration may be glrnn to permltt‘ng (or requiring) insureds to purchase
uninsursd motoirist coverage on an optional basis. This coverage permits tche
innocent victim to collect from his or her own insursic amounts which would othzrwise.
have been collected from the (uninsured and if desired also undziinsured) tort
feasor’s insurer or from a driver of 2 "hit and run® accidznt. ilt urnat4vely, an
insurer uoonsored or gevernment sponsored fund could be established from which t

pay such elains.

5. External loss facters

74. Insurers and regulatery authorities should also take an active role in loss
prevention and minimization.. WMotor accidents are complex occurrences., They result
from a comblnutlnn of three factors: the environment, the vehicle and ths human
being. Anv attumpt to improve road safety must recognizsz these factors., This
involves a vast field of measures ranging from road construction, to the establishment
of standards for motor vshiele condition, to the enforcement of traffic rules and the
licsnsing of drivers. Most of the burden for such improvements rests with the
government. However, insurers have an impoirtant role here zlso. UWith government
approval, insurers can-rate drivers and automobiles according to the likelihood of
loss. Ihia can serve as an incentive for insureds to purchase automobiles that are
the least susc aptible to damage and for them to operate motor vehicles safely.
Insurers can sponsor driver education and training programmes. They can bring to

the attention ‘of government officials the importance of secsiing lmprovements in all
aspaecta of tae thrze factors discuss=d :bove.

C. Heasures related o expenseas

75. .Insurers must conshantly seaarch for waye to minimizc management and acquisition
zpenses.. Of course, expense control must not be praciiszd at uhC sacerifice of
acc—ptabla salcs and surV1cgs.

75, Hith'ruspect to aecquisition costa, insurers may went to examine carefully the
comlasions paid to intarmediaries. One e¢an argue tha:t cocmmission rates on
compulsory ouslness should be lower than that for voTuntary lines, as the
intermediary acts morz as an “oprder takar® than a sales person in such casas. -
Also, commisszion rates should justifiably be less for group and flect policies
than foi individual policies.
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77. As insurers' classification systems become more refined, -insurers may want to
congider having a sliding commission scale. The fact that one insured is required
to pay twice as much as another for basic liability coverage (because, for exampla,
the insured has a poor driving record) does not mean. that the 1ntermediary should
be entitled to twice the commission. .The work the lnbarmedlary must perform in
@ach case is much cthe same. Henge, the .higher the premium for compulsory covsrases
the lower can be ths commisszon rate- or, alternatlvely, con51deratlon may be givun T
ta paylng zntermedlarles S flat fee for writzng such coverages. -

78. To hold underwriting and management expensrs to the minimum necessary for
smooth operaticn, care should bz taken tc ensure that duullcatlor of effort betwean
the work of intermediaries and the home office is minimized. Internal unde rwritlng,
policy issuance, and policy renawal procedures should be subject to constant
analysis. BEmplovees should be encouraged and rewardad for making suggestlons

‘for improving cpzrational elficiency..

7¢ To the extent feasible, internal specialization should 'be encouraged and the

benafits of ccmputerizataon and -other modurn .kechnology should be : recognized and
used . ComET Ty

00. To minimize the number of bad debts and the expenses of premium colleection, ' v
insurers should, where practiczl, require that the premium be collectad before the -
policy i3 piaced in force. Also, where feasible, insurers may want to consider
the “direct bill” approach. Under tn;s ‘approach the insurer bills ‘the insured ’
directly-for the premium due, and the pr,mium is pald directly to the- 1nsurer
by the insured. This not only involves a more efficlent use of premium receipts
for the insurer buf alsc minimizes opportunities ‘for mistakes and f"aud by

;ntermediarius and ean involve less expense.

81. tVhere legal and practical, all cove rage related to the motor vzhicle (i.e.,
both compulsory and voluntary covers) should be provided within a2 single policy.
Similarly, if an insured has more than ong motor vehicle, only one policy cove“ing ]
the multiple exposure should be. issued, again, if .feasible. Further, if more than
one named insured. is to be covered, thay should be included within algingle'pclicy’_ .
only. All of . the;e techniques save on is_ue axpenses. ' S

82, As regards claims expenses,. many of then. are directly related to the cla*m

scttlement procedure, such as the cost of assessing damages, legal fens, ete. ’

Insurers can reduce the- costs invelved in the settlement of claims through a

reduction of the edministrative procedures involved and the prompt séttlement

of small claims. Also insurzrs could establish agresments wherein auﬁrogation

rights between them are waived for claims below an agreed upon amounf These

“lmock for knoek' agresments an avoid costly inter-insurer dzsputes and litigation.

HQ"EOVLP, insurersg can. avoid litigation and spesd the settlement of claims by
greeing to arbitration, particularly for minor lcsses. Insurers 8iso could

:,rae to: meke advance payments to vbctims when the question of regponsibllity -

is reasonably clear.

33;’”“hilé're1nsurance protection may not be as important in connection with metor
vehicle insurance as with other forms of insurance, some is usuzlly a neceasity and,
therafors, represents an expense to insurers. Where several small or medium siza
insurers operate in a market, it may be desirable to set up 2 pooling ar-rangement.
Members of the pool would automatically cede business to the pool which could then
purchase excess of loss cover foir common account. Rzinsurance costs for the pool
Wwould probably be lower than similar coverage bought separately by =ach company.
Also, since the business is pooled, litigation between insurers would be lower.
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D. Mayimizing investment return

84.

their lnvestmunt raturns can be increased.

The financ1al position of insurers writing motor insurance can be enhanced if

Of course, the necessity to invest 1n

reasonably securc assets and to maintain a fair level of liquidity must be’

ricognized in all 1nvcstments
return.
accounts earning little or no interest.

Even so, many insursrs can.improve their investment
. For example, some insurers hold too much of their assaets in cash ar in
An analysis of the insurer’s cash flow

needs would indicate whether more efficient use could be made of these assets by

placing them in perhaps a less liquid form.

investment management.

85.

procedure whereby intermediaries must post funds to the insurer on a2

basis, if possible daily, as pramiums are

premium receipts to the insurer as quickly as feaaibdle.

accomplish this.

86.

Idle, eoxcess cash is a sign of poor

Insurers can further increase their investible funds by establishing a

more frequant
The object should be to get
Direct billing alse would

received.

' Once’ funds are received by the insurer, they should be promptly put to use.

Since the motor business provides a reasonably steady stream of receipts, adequate

advance investment and cash flow plannlng
funds.

817.
liquid.
return.
of past and projected cash flow needs.

88.

may be purchased for investment.

protect the solvency of insurers and to promote some government policy.

is possible to make optimum use of the

Some porfian of the assets held by the insurer musf, of course, be highly - .
However, some portion could be less so, resulting in z higher rate of
: The key to establishing this optimum balance lles in a sound analysis

Most developing countries have 1laws governing the types of securities that
Often the dual obaectzve of these laws is to

These

objectives may be in conflict, even to the point of possibly endangering insurers’

solvency and thereby causing them to fail
claims can take several years to settle.

standing »ehind loss reserves should earn
inflation~induced increase in the cost of
to meet their claims often depends on the
governments sometimes require insurers to
(e.g., government bonds) whose yieslds are

to meet promptly their ‘obligations. ' Motor
Most ingurers ccnteﬁplate that -the ‘assets
sufficient interest to ‘cope with any
claims. Thus the ability of insurers’
adequacy of thess earnings. Yet

invest heavily in certain securities
artifically depressed. This can have

serious negative effacts on insurers' overall financial condition and ability to

meet commitments.

Governments are encouraged to examine such limitations critically

so that they do not place an inequitable development burden on insurers, and

ultimately.on policyholders.
89-

country has an organized securlt*es market.

might be given to liberal limits for real

Government investment restrictions should take into consideration whether the

If one does not exist, consideration
astatas investments and for loans for .

residential, commercial and industrial construction.
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Chagter Vv
CONCLUSION

9C. Motor insurance is an integral part of most countries® motor vehicle accident
reparations systems. ‘Because it occupies this central position, motor insurance
results are vulnerable to changes. in the environment in which it operates. Thus,
the recent increases in accident frequency and loss severity experienced in many
developing countries have a direct and immediate negative impact on results,
Moreover, insurers have been far from immune to inflation-induced increases

in operating costs.

91. Insurers can probably do more themselves to improve overall results. This
study has discussed ways of minimizing expenses, increasing investment vields
and cash flow and holding the line = to an extent - on claim costs. It has
highlighted the important role that can be played by regulatory authorities

in securing and promoting adequate premium levels and equitable rating systems
for compulscry insurance. This course of action can yield positive results for
a country’'s nztionzl insurance industry (particularly when it is-in the initial
stages of development) as the motor insurance branch often provides the necessary
underpinning for the other areas of non-life insurance. Several proposals were
made in this study to develop a more equitable rating system which would permit
a fairer distribution of costs among insureds and allow zuthorities more .
flexibility in granting necessary rate changes.

92, It is believed that the adoption by insurers and insurance supervisory
authorities of the proposals made in this study should result in the more
efficient functioning of motor vehicle insurance as practised under present
insurance and liability systems. However, this study has focused only on
proposals for possible changes within the insurance mechanism and has avoided
recommendations for more fundamental changes which may be needed in the many
external factors (e.g., tort law system) bearing on insurance results and on

society. 9/

9/ See TD/B/C.3/176/Supp.l (op.cit.) for a discussion of some of these issues.




