The State Supervision of Motor Ingurance Business

by

N

Mr. L.P. Buol
Chief, UNCTAD Special Programme on Ingurance

As you have been told repeatedly in the course of this semlnar, Mbtor
Insurance is a very political class of business, sinoz in most countries it
ig compulsory, and.therefore affects and ooncerns a very large part-of the
populatlon - " one’ might say, the public as a whole. As a regult it is
only natural’ “that ‘Motor Insurance is very closely supervised by the. Insurance
Comm1331oners and other officials in charge of insurance supervision, this
in splte of the fact that it is not a typical long—term class of business

- like, for 1nstance, life insurance, which requires solvency guarantees
exjrapolated far into the future.

In order to define and explain the exact role of insurance supervision
in the field of motor 1nsurance, some preliminary remarks on the scope and
purpose of insurance supervision in.general seem necessary. = At the risk of
repeating myself, I canndt avoid Pécalling briefly why insurance supervision
was sét up some hundred years ago almost simultaneously in Europe and the
United States of America and how it evolved during our century to become in
praotloallyvall countries of the world an important factor in insurance.

The principle of State.supervieion of insurance emanates directly: from
the very nature of the insurance transactions. In fact, every buyer of . .
insurance cover, having paid his premium receives a piece of paper -~ the
insurance policy - Tbearimg a promisge that if and when a certain event
occlirs, he will be entitled to claim an indemnity for his loss. However,
what the policyholder and other possible beneficiaries want is ‘not only =~ :
the right to present a claim, but also the certainty that they will obtain i
their indemnity, which depends on the trustworthiness of the insurance
company which issued the policy. The desire to proteft the public against
the sale of ingurance by fictitious or fotally unsound companies was the
initial reason behind the establishment of State insurance supervision.

N ‘ : .
Primarily designed to prevent total fraud, namely the sale of insurance

by totally insolvent concerns, insurance supervision initially took the form

of solely checking and auditing the published accounts of the insurance
concerns; it was left entirely to the diseermment of the public to dmaw
conclusions from these aeccounts. However, in almost all the countries
concerned it was very soon felt that this type of supervision (often called

the "ITeedom—with—publicity™ system) did not providé sufficient protection
to the public, because, whereas insurance cover projected into the future is
of a dynamic nature, balance sheets show only .a static plcture:whlch may
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deteriorate drastically from one day to the next. Por this reason, a
new type of insurance supervision, aimed at énsuring a dynamic long-—term
solvency of the insurance concerns and including a thorough supervision
of assets and liabilities was gradually developed and introduced.

To the concept of solvency, as the sole objective of 1nsuranoe
supervision, many countries later added another principle : +that of equity.
These countries considered that insurance supervision could effectively
protect the public only if it also covered some other essential points,
such as the conditions “of the contracts offered and the tariffs applied.

The term "protection of the publié" was given a much wider interpretation,
to include promotion of a sound and efficient insurance market in which

the public finds adequate insurance services at fair prices. This latter

type of extended insurance supervision will have to be discussed in detail
at the present meeting, because it is of particular importance in connexion
with the 3tate supervision of the third party motor imsuranwe business.

In fact, two additional very important facltors play a role when the

: Commi.ssioners are called to supervise the third party motor insurance

business : first, since this type of cover is compulsory in almost all

countries, the public is obliged to buy it, even &f the insurers offer

inadequate cover at exhorbitant price - i.e. when they go against the \
principle of equity; second, the beneficiaries of the cover are third ;
parties not involved in the choice of the imsurer by the policyholder, who ;
might prefer to insure with a less solvent insurer offering cover at lower ?
price. This would obviously endanger the quality of cover from the point

of view of its selvency, to the detriment of third partles victimg of

accidents.,

In other words, the task of the insurance supervisor when super-
viging the third party motor insurance business is a very extensive one, .
because he has to protect the public -~ possible victims of btbr accidents |
— both against the policyholders - owners of the carg. - and their
insurers. Hence the absolute necessity of fairly large scale insurance
supervision, especially as the effects of motor accidentg may éxbtend many
years into the future, either because the courts take their time in
finalizing indemnities, or because the victims often receive indemnities
spread over many years.
S ) _
: As in most insurdnce classes, measures aimed at securing solvency, on the
the one hand, and equity on the other, begin at the level of tariff approval.
In pr1n01ple motor insurance rate® must be high enough to seoure the.
solvency of the insurved portfolios, but moderate enough to allow the
purchase of insurance cover by all those who are obllged to do mo. Control

“Authority. I do not call, of course, "control of tarlffs" the freezlng

of these tariffs at some technically unsound level. On:the contrary,”
I believe that the Supervisory Authrority should be closely associated
with the way the companies compute their tariffs and be ready to defend .




their adequacy agalnst polltloal pressures. In,general, tariffs can be K .
controlled in three ways : individually, i.e. tariff by tariff submitted,
in relation to the extent of cover and to the technical results of the '
company submlttlng it;  semi-collectively, i.e.. on.thé basis of the so-
called minimal tariffs for each kind of cover, below which no insurer is
allowed o reduce his rates whatever his individual experience may be;
wiformly, by declaring a tariff compulsory for all 1nsuranoe concerns

W transacting a cértain kind of business. S

 As you all know, it is the third solution which prevails in motor
1nsurance. A1l motor insurers pool their statistical data and make them
;avallable to a technical Committee, or to the Supervigory Authority itself, .
which computes a third party motor insurance tariff and declares it
compulsery for the entire national insurance market. In this connexion
1 the question arises of how oftten this exercise of computing a mbtor insurance
i\ tariff should be effected. My answer is most categorical i every year.
In other words there should be a permanent machinery collecting annual
data, fitting them into a pre-agreed comprehensive formula and igsuing for
/- each calendar year a new tariff, based on that of the preceding year as
corrected by the newly collected data.

Lad

. Onwe such a solution is proposed and negotiated with all persons

i concerned -~ i.e. with insurers, policyholders, consumers' associations,
@ politicians, price control services, etc. ~ and agreed by all, the
eternal, very frustrating discussions on whether a fariff is still adequete
or not would be eliminated and the current tafiff would come out auto-
matically every year with the help of a sliding series of datd, where each
new set of annual data would replace those of the furthest removed year

in the series. Pleage note that this system is not a recent invention of
mine, since I was connected with its first introducticn in Switzerland
gomé ‘Tifteen years ago. I can assure you that - after some initial
problems ~ such a system functions perfectly, to everyone's satisfaction.

;5 A wniform tariff, even when on the whole it functions well, does not

H mean of coursge that every company which uses it for selllng motor insurance

% is automatically safe and solvent. The Supervisory Authority must pefform

1y its usual controls of current solvency on a company by company basis, namely

1) by receiving from each company annual returns, evaluating the pending liabilities,
checking the existense of sufficient assets to cover these 1iabilities, atc.
Particular attention should be paid to those insurance companies which have

the habit of delaying the payment of claims for several years, which is

sometimes a sign of latent, hidden insolvency.

H ...lhere are very.diverging opinjons on the role the Supervigory Authority
Iy should play in the case of claim disputes between the insurers and the

ﬂg insured. Some Commissioners refuse all involvement, on the basis that the
By interpretation  of the terms of an insurance contract must remain exclusively
" in the hands of the cotrts, whilst other Commissioners transform their
services into arbitratidn courts and settle most claims disputes themselves.
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The most common solution is that the Commissioners try to encourage the
insurers fo be expeditious in eettllng claims, without interfering in the
substance of each claim which, in.case of disputes, remains the privilege
of the appropriate courts. Whichever system prevails in a country, the =
Superv1sory Authority ehould be informed about the attitude of each 1nsurer
vig=3~vis his insured as regards 2 falr and prompt settlement of claims. -

In third party motor insurance, like in most other‘compulsory types of
insurance, the scope of cover offered in each contract, and a substantial
part of the wording stipulating the terms of that cover, are either prescribed
by the Supervisory’ Authority, or subject to its preliminary approval. The
intervéntion of the Supervisory Authorlty'can either extend to the standard—
ization of the entire eontract, or limit itself to the most important articles
of each policy, which should be clear and straightforward and avoid offering

the prescribed minimum cover in an obscure.and ambiguous manner. On the

other hand, the companies should be encouraged to propose improvements for
the dake of greater clarity, so that policyholders can understand better thelr
rights and obligations. .

But let me go hack once again to the problem of the uniform motor
insurance tariff and give more detailed indications on how it should be
computed, from the Supervisory Authority's point of view. Tof%implify the
illustration, let.us assume that a given national motor insurance portfolio
(for instance, all cars other than taxis, busses, lorries, etc., that is all
vehicles that are referred to as "privaté cars") form one group only for
which only one premium has to.be computed. .In order to be able to compute
such a premium, the following data have to be registered for a number of
years and on a strict calendar year basis : '

(a) number of cars insured in a glven calendar year;

(b) amount of gross premiums wrltten - reoelved and receivable ;A_~for
. that calendar year; -

(¢) number of claims incurred in the said year, with correctlon for claims
1nourred but noet reported; '

(d) amounts paid and payable (reserved) for claims incurred in the said .
calendar year; ‘

"f(e) * commissions, management expenses and other oosts 1ncurred 1n the

vcalendar year; i
%

(£) " net 1nvestment incomé on reserves for clalms 1ncurred 1n the year and
still pending.

T

It is clear that for the cdlendar year just preceding the date of

_computatlon the above data comprise only a few exact figures (number of cars,

premrumevwexpenses"“etcm}*-whzlst'mUst gther-figures are

eetlmates (number of not. reported ¢laims, cost of outstanding claims,’ete.).

As years. go by, the datarof preceding years becomes increasingly definite
and estimdtes become:unnecessatry. At least five years are needed to establish
a solid basis for the eXxirapolation of what the premium of the sixth year

o
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should be, to cover the costs and to produce a given, pre-arranged small
profit. By preparing this extrapolation year after year - namely by
eliminating each time the data of the first year on the list and by adding
those of the latest one ~ one gets a very solid estimation of what the
new premium of the coming year should be.

In motor insurance there are factors that the insurer cannot control
or influence, namely the number and cost of accidents, the level 6f awards
given by courte, etoc. There are, however, some other factors which can
clearly be influenced by the attitude of the inswrer, and it is the duty of
the Supervisory Authority to prevent companies from increasing unnecessarily
their heavy moitor insurance accounts. One of the most obvious factors is
the commissions paid to agents and other intermediaries. It is felt that
in all compulsory classes of insurance business, particularly in third party
motor insurance, the sales commissions should be very small. Many Super—
visory Authorities in both developed and developing countries intervene
effectively in this field and ensure that commissions and other management
expeBees are kept at very low levela.

A11 the above considerations are mainly technical in ‘heir nature and
concern the preventive and corrective role of insurance superyision aimed at
effective protection of the policyholders and other beneficiaries of motor
insurance contracts. However, I sghould like to close by stressing the
political role that a Supervisory Authority should be ready to play in motor
insurance, since that class of business - as already mentioned -. is a
very political subject concerning a very wide public and open to all kinds of
attacks, especially those of consumers! associations, automcbilesclubs, etc.
It is the primary duty of the Superviscry Authority to face squarely such
attacks, to defend sufficiently high tariffs, and to ensure that - whichever
motor insurance system is used in the country, — it permits the operation of
a gtrong and healthy insurance market. It ig neither the duty of the policy-
holders in other classes of business, nor even that of the shareholders of
the insurance companies, to pay systematically for the deficits of an under-
rated motor insurance market.




