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INTRODUCTION -

The insurance industry in India was bpened to domestic and foreigh private
~ companies in i999, ending the monopoly of the Life Insurance Corporation of
India (LIC) over the business of life insurance since 1956 and that of the General
Insurance Corporation of India (GIC), or its four subsidiaries, over the non-life
sector since 1972. The liberalisation of the insurance sector was accompanied by
_the setting up of the Insurance Regulatory and Development Aufhority (IRDA) as
a statutory body to regulate the insurance industry. As the name itself suggests, the
IRDA has been envisaged as the authority résponsible not only for protection of
interest of the insurance buying public through prudential regulation of the
companies and supervisidn of their market conduct, but also to ‘promote and
ensure orderly growth’ of the insurance industry, a feature not common to the
. insurance reguiatory authorities in differenf parts of the world. The duties,
functions and powers of I_RDA have been determined by the Insurance Regulatory
and Development Authority (IRDA) Act, 1999, which included amendments to the
Illsufance Act 1938, the Life Insurance Corporation Act 1956 and the General
1nsurancé Business (Nationalisation) Act 1972, During the four years of its
existence (since 19* April 2000), the IRDA has also laid down a series of '
vregulatio‘ns"‘concerning the different aspects of "t'he business of insurance in India,
within a framework proirided by the IRDA Act, 1999 and tﬁe :‘In_vsura.nce Act, 1938.
The powers and functions of tRDA together with its regulations constitute the

regulatory regime for insurance industry in India.

. This study tries to assess.the current regulatory regime in India keeping in mind the
- primary objective of regulation of insurance; the different types of reguiétory
interventions for which there exists av case in theory; the range of insurance regulatory
pracﬁces that are followed in different countries; and the specific problems that could
arise in the voluntary market for private insurance in India. The study tries to cépture
the theoretical underpinnings of the different objectives and techniques of regulating
an insurance industry as also to draw lessons from the experience of a number of

countries with insurance and its regulation in order to enable an informed evaluation



/ / _ _ .
of the regime of regulation that has been put in place (in India) through the IRDA.
The intent of the regulatory autfxon'ty and its ability to intervene effectively are taken

as important parameters for assessment.

The first chapter discusses some important characteristics (or peculiarities) of the
system of insﬁré.nce, the significance of insurance for an individual as well as the
whole economy, and some of tﬁe relevant issues cbncenﬁng government intervention
in the insurance market. Apart from summarising the different lines of argument
relating to government intervention in a competitive insurance market, this chapter
- develops ah( important insight about the falla'cy‘of the argument (put forward by many
economists) that a liberalised, co'mpetitive. insurance industry will generally lead to a
better environment for the consumers in which they are charged lower premiums than
béfore, given better risk coverage, and - provided better services by the insurance

~ companies.

. The second chapter briefly discusses the main rationale for regulation of
" insurance as well as the various objectives that are/can be assigned to it, and
develops an understanding about the underlying theory as well as the practice
followed with respect to the different types of regulatory measures which can be
used in the insurance industry. The various kinds of regulatory measures are
A' discussed under three broad areas of regulation, viz., structural regulation,

r’nsolvency regulation and market regulation. Then, the third chapter presents a

.. survey of insurance regulation in the United States and the European Union (the

two largest competitive markets for insurance in the world), Japan and China
(both following relatively strict regimes of regulation), and Poland (a country
whose experiences with liberalisation of insurance sector and adoption of a
relatively liberal regulatory regime throw up important l'es.sons). The fourth
chapter provides an overview - of the developments in Indian insurance sector
starting from the natipﬁalisation ‘of life insurance and non-life insurance to’
liberalisation of the sector towards the end of the 1990s and the setting up of
 IRDA. The fifth chapter captures the main contours of the insurance regulatory
regime in India- the legislative framework for iﬁsurance regulation, powers and
functions of IRDA, relevance of the Tariff Advisory Committee (TAC) and the

recent developments relating to deregulation of rates, the Institution of Insurance



Ombudsman, and regulations lai_d down By the IRDA. And, this chapter presents
an assessment of the legislative framework and the regulations laid down by
 IRDA, with the theoretical insights and practical lessons on the different
regulatory issues as the backdrop. The study ends with concluding remarks on

some of the important issues discussed.



Chapter 1
INSURANCE INDUSTRY: CHARACTERISTICS,

SIGNIFICANCE, AND NEED FOR GOVERNMENT
INTERVENTION

The most fundamental character of the business of insurance is represented by the

contract between the insurer (i.e., the firm which sells a promise of indemnification)

and the insured (also called, insuree, who is the individual or firm that buys this
promise). The essence of this contract is the payment of a fee by the insured in -
exchange for the insurer’s promise to pay a certain sum of money provided a

stipulated event occurs. In order to see how the insured benefits from buying such a

promise, we must consider two main features of the insurance mechanism. The first is - -

the fact that pooling of risks and its redistribution among a large enough group of
people is one -of the basic functions of an insurance- mechanism. Secondly, such a
mechanism works through a systematic way of organising éxpen'énce to provide

coverage against future contingencies.

- This chapter first discusses some of the important charactenstics, or peculiarities, of

: the system of insurance. Then it deals with the question of significance of insurance

e

for an individual as well as for the whole eéonomy. The chapter ends with a detailed -

discussion of the need for government intervention in the insurance industry.

IMPORTANT FE_ATURES OF THE SYSTEM OF INSURANCE

Logic behind Pooling of Risks under Insurance

The contingencies that may affect an individual’s life are guarded against by

- aggregating-a group of individuals together under the insurance system. Simon (1987)

explains the logic behind pooling of risks through the following arguments. An
individual might wish to save some of his present earnings for meeting the possible

contingencies in future, for which he takes resort to, say, a savings account (instead of



an insurance coverage). The présent_ income, and whétever surplus over immediate
needs it provides, would place a constraint on the am'c.)unt,' this individual could devote
to savings. Even if we assume a high enough income and return on invested savings .
~ for the individual, the ability to provide for all contingencies, which could range from
job loss, illness for a prolonged period, or permanent disability to damage of valuable
property by fire, etc., is implausible for the average person. Secondly, it would be
ciuite advantageous to know in advance when the various contingencies would be
realised, if at all. Knowing the amount of time the individual would have to save
before the particular contingency comes up would make it far more possible to choose
an investment strategy to meet that contingency. While such a certainty is impossible
for the individual, it can be approached if we take into account a large group of

people.

. Pooling of risks under an insuraﬁce system leads to a sharing of risk among all the
insured, and then to a distribution of losses among them, if and when such losses arise
due to contingencies which have been insured against. - For example, past experience
may suggesi that, out of a given population lof buildings which have been insured with
a particﬁlar- insurer, 4 % will be affected By fire in a given year. Dividing the total
anticipated claims by the total numbers seeking insurance would give us the premium
to be paid. .At the end 6f a year, suppose we. ﬁﬁd that the insurer indemnified the
losses caused by fire for a certain number of insured houses. Then those who haven’t
had a fire have contributed to ‘a pool to pay for those who have, while buying -

protection in case they were the unfortunate ones.

~ Another important feature of the insurance mechanism is that it leads to a reduction in’

the aggregate level of a risk for which insurance coverage is sold.

Reduction of Aggregate Risk

The insurance mechanism involves a reduction of risk (and the uncertainty related to
risk) for the whole group of people who have insured against an identical risk. The
risk which an insurance company faces is not simply a sum total of the risks
transferred to it by individual insurees, for the company can predict with reasonable

degrees of accuracy the amount of losses that will actually occur over a certain period
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_.of time. By combining a sufficiently large number of homogeneous risk exposure
units, the insurer is able to make predictions for the group as a whole. As far as its
predictions are completely accurate, the insurance company faces no possibility of
loss, for it will collect each individual insuree’s share in the total losses as well as in
ex‘penses' of operation, and use these funds to pay the losses and expenses as they .
occur. If the predictions are not accurate, the premiums which the insurer has charged

might be inadequate. The accuracy of the insurer’s predictions is based on the Law of

Large Numbers.

Implications of the Law of Large Numbers for Insurance

Simply put, the law of large numbers states that- the observed frequency of an event
more nearly approaches the underlying probability of the population (ie., the
underlying probability of occurrence of the event with respect to the selected

population) as the number of trials (observed) approaches infinity.

This implies that when the insurance com\panies ‘do not know the underlying
- probability of an event, and they cannot deduce it from the nature of the event, they
can estimate it on the basis of past experience. However, the estimated value of
probability of occurrence of an event is more accurate if the insurance company uses a
sufficiently large /sample for observing past occurrences of the event. The specific .

implications of the law of large numbers for the operation of insurance companies are -

as given below.

(1) In order to estimate the underlying probability of an event .accurately, the
insurance company must have a sufficiently large sample. The larger the sample, the .

more accurate will be the estimate of the probability.

(2) Once the probability of an event has been estimated, it must be applied in practice

to a sufficiently large number of exposure units which would permit the underlying

probability of the event to work itself out.

Thus, for the insurance company, the larger the number of cases examined in the

sampling process, the better the chance of making a good estimate of the probability



~ of occurrence of a continéency. Aléo, the -larger the number of exposure units to
which the estimate is applied, the better the chance that actual exp'erierice will
approximate a good estimate of the probabiliry (Elliott and Vaughan, 1972). As far as
the actual occurrence of contingencies differs from the predictions made, . risk exists
for the insurer. Reduction of this risk for the insurer depends directly on the extent to

which accuracy in predictions is attained.

Insurance Markelt in Neo-classical Economics

Arrow (1970) observed that, unlike goods and services, transactions involving
~ insurance are an exchange of rnoriey for money, not money for something which
directly meets needs; and fhe distinct character of an insurance contract is that it is an
exchange of morrey now for money payable later contingent on the occurrence of
certain events. Individuals are considered to be incapable of predicting the time and
magnitude of events that.profoundly affect their well-being, as a result of which they
- are affected by uncertainty about their future. Insurance is seen as the most prominent
ins_titution for diluting the pemicious influence of this uncertainty. Thus, the
individual wants to invest in a host of activities at the present to ensure that the timing
and magnitude of unfortunate future events will be less harmful (I\/IcCall, 1994). This
is how a demand for insurance contracts exists in the economy. Now, the question is |
whether a supply of insurance will be forthcoming at a price that would be acceptable
" to the people who have a demand for insurance, which will lead to an active msurance
market. Though it is possible that trade occurs as a result of differences in risk
preferences of the various parties involved jn a contract or because of differences in
assessments of the various parties regarding the probability of occurrence of an event,

these reasons are not adequate and there exist more likely reasons for expectmg active

insurance markets.

It is understood that the marginal cost of risk nonnally increases with an increase in
the amount of risk borne. Therefore, the cost of one additional unit of risk will be
higher for a person who has a greater amount of risk. in total than someone with a
_ lower aggregate risk. Hence, anvagent facing a high personal risk will be willing to
pay more (i.e, a greater amount) to offload a certain part of the risk than someone

with a less exposed position will require as a payment to take the risk on. This is how
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‘risk spreading’ acts as a motive for trade in insurance contracts i(De Meza, 1994).
Arrow and Lind (1970) (as reférred to in De Meza, 1994) formalised this motive,
showing that the cost of nsk tends to zero as the number of people sharing a risky

project tends to -infinity. Another motive for trade in insurance contracts is ‘risk

- pooling’. If we consider the risk exposures of a large number of people in an economy

(with respect to a particulaf type of contingency), then all those risks are not perfectly -
positively correlated, ie., there ‘exist’ diﬁ‘efent risk types in the group. And, an |
insurance company selling coverage to a large number of people can predict the level
of future claims from the group as a whole with an error that can be restricted to very -
low levels (with the help of the Law of Large Numbers). Once the company has a fair
amount of idea about the total amount of losses to be compensated in future, it can

sell insurance coverage to risk-averse individuals at an average price.

However, as has been well recognized in neo-classical economics since late 1960s

~and 1970s, an insurance market does not function so smoothly in reality. Rather, it

can fail (i.e;, the market may not prbvide a Pareto Optimal outcome, which is such an
outcome that it leaves no' scope for making one person better off without making
another person worse off) because of | the problems created by asymmetric
information. Neo-classical economists started giving importance to the rolé played by
information, or rather the asymmetry of information among the different agents -
inyolved in a trade, in influencing the outcomes in a market, in the 1970s. Under the
conventional notion of a 'r'narket;,, wi_th ‘buyers and sellers -comifng' iogether to trade; in a -
full information equilibrium-- there lS a- single price, markets clear and all individuals
and firms view themselves as price takers, the price charged is independent of the

quantity purchased, and -also conventional - economic theory has shown that under

~ fairly weak conditions such a competitive equilibrium. exists and is Pareto Optimal.

All of these statements become questionable once the imperfections of information

(available to the different agents in such a competitive economy) is taken into
account. - Under an environment of imperfect information, there may not be a single
price in equilibrium, firms do not act as price takers, prices do more than just clear

markets-they convey information, prices charged may depend  on the quantity

purchased, and competitive equilibrium may not exist and may not be Pareto Optimal

(Stiglitz, 1977). Two basic problems of imperfect information which come up in an

insurance market are ‘moral hazard’ and ‘adverse selection’.



Moral Hazard

Moral hazard in the insurance market refers to the problem that the insurance policy
itself might chénge the incentives of the insured to take care to prevent loss (against
which insurance coverage has been taken) and. thereby it can change the probabilities
upon which the insurance compan); has relied (Arrow, 1970). By paying a premium to
the 'insurance'coinpany for the coverage against a particular loss, the insured transfers
the risk aésociated with that loss to the insurance company. However, this risk transfer
can affect the incentives and hence the behaviour of the insured with respect to
‘prevention of that loss. When the untoward event occﬁrs, the insurance company is
not sure whether it occurred by chance or it was caused by the carelessness of the
insured. If the insurance policy compensates the insured fully, or by an amount that is |
more than the amount of loss, then there exist no incentives for the insured to take
care to prevent that loss. This possibility of the insurance policy altering the
- incentives of the insﬁred is what is commonly referred to as the problem of moral

hazard.

- The roots of this problem lie in the inability of the insurance company to observe the
actions of the insured costlessly. If the amount of care taken is observable without any
significant cost, then the insurance company can base its rates on the amount of care
‘taken. ln real life, insurance cdrhpar_ﬁes usually charge relatively lower rates to -
businesses  which have better fire prevention systems in their building, and they
charge smokers different rates than non-smokers for health insurance. In these cases, |
‘the insurance company tries to discriminate among the customers depending on the
choices they have made that influence the probability of damage, when it is possible
for the companies to observe the relevant actions of their customers without a.
significant cost. In all other cases, the moral hazard problem will exist for the

companies, i.e., full insurance c’ould.mean that too little care will be taken as the
insured doesn’t bear the costs of his actions. The partial solutions put forward for this
problem are that moral hazard can be reduced by requiring the insured to bear some of
the costs of the contingency (i.e., by not compensating for a loss fully) and/or by

monitoring the insured’s behaviour with respect to prevention of the contingency
(McCall, 1994). '



- Adverse Selection

The problem of adverse selection arises when potential policyholders know their own
character_istics (or risk types) better than do the insurance companies. The maximum
amount ‘that any policyholder will agree to pay as the premium would be in
accordance with the amount of claims which he expects to make on the company in |
future. Thus, the. poiicyholders of the bad risk type (i.e., those with a relatively higher
risk exposure fhan others in the group) will be ready to pay a higher premium than
“those wﬁo belong to the good risk type. The insurance company, unable to distinguish -
between. the good and bad risk types before the occurrence of contingencies, will

settle for a rate that will be somewhere in between of what the two sets of policy
| holders are willing to pay. But since the premium rates are set at a level higher than
what the good risk types see as justifiable for them, the good risk types will drop out
of the market, and the insurance company will be left with the bad risk types only
- .giving 'th’eni.coverage at a rate less than what they should pay because of their higher
risk exposure. This kind of a situation is known as an adverse selection for the -

insurance company.

Insurance companies can and they do cope with this problem by:- (1) experience
rating, i.e., continually adjusting premiums to reflect the size and incidence of each
- insured’s claims and ) jdes.i'gning. policies that elicit the information necessary for

~ partitioning agents into distinct categoriés (ibid).

An important question in the context- of these information-related problems.is whether
some sort of government intervention could improve the outcomes in the insurance
market even if the government had the same. information problems as the insurance

' 'companies. This question will be discussed in the last section of this chapter.

S
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SIGNIFICANCE_OF INSURANCE FOR AN INDIVIDUAL AND FOR THE
ECONOMY

e

The needs for a system of insurance arise mainly because of two fundamental reasons. |
The first is that individuals, firms and the society as a whole face different kinds of
~ risks, which, if realised, can cause signiﬁcant losses. And, both individuals as well as

firms are iﬁcapable of managing many of thpse risks as competently as the system of
insurance can. The second fundamental reason therefore can be traced in the primary

functions performed by insurance, which are: (1) it transfers risks from an individual '
or a firm to an entity which is better able to cope with it and (2) it leads to a sharing of

losses, on some equitable basis, by a large number of people.

Why Does an Individual Need Insurance

From an individual’s point of view, insurance can be defined as an economic device
- whereby he (the individual) substitutes a small certain cost (the premium) for a large
uncertain financial loss (the contingency insured against) which can occur in the

absence of the insurance contract (Elliott and Vaughan, 1972).

1. What insurance mainly provides to the insured is a form of security frdm financial
loss which could arise from a certain contingency. Insurance does not decrease the
anertainty for the individual as to whether or not the event will occur, nor does it
alter the probability of occurrence, but it does reduc;e the probability of financial loss »
- associated with the occurrence of the event. Thus, for an individual, insurance, by

reducing the probability of financial loss, also reduces the uncertainty regarding the

economic burden of losses.

(2). The insurance device works as a method of loss distribution ambng a group of
people who are insured for a contingency.- What would be a devastating loss to an

individual is spread in an equitable manner to all members of the group of insured.

(3). An individual may take life insurance for ensuring a certain amount of financial
assistance to his dependants after his death, or annuities for meeting his financial

needs when he is unable to earn -adequately.

11



- Sigmificance of Insurance for the Economy

/

From the point of view of the society as a whole, insurance works as an economic
device for reducing and eliminating risk through the process of combining a -
'su‘f_’ﬁciently large number of homogeneous exposures into a group in order to make
the loss predictable for the group as a whole (ibid). The system of insurance makes a
number of important contﬁbutiéﬁs to economic activities carried out by different

agents, and it is also seen as an institution that promotes economic growth.

" (1). Insurance promotes financial stébility among individuals and firms (_Carm_ichae_l
and Pomerléano, 2002). In the absence of any insurance coverage, individuals would
f‘ace a greater chance of suffering _substantiai financial losses in the wake of different
éontingencies. Also, without insurance, the rate of failure of business - enterprises
would be higher, with conséquent losses for other businesses, employees and tax

revenues of the state. The financial stability provided by insurance helps individuals
and firms undertake their economic activities without the burden of making

preparations for absorbing financial losses that could arise because of certain

untoward events.

~ (2). Insurance promotes cntrepréneurial activities .in the . economy. An entrepreneur
might have to experience unforeseen events causing' severe financial losses to his
business venture. In the absence of insurance coverage for such losses, people would
~ hesitate to put their money into a new venture. By providing coverage against certain
kinds of losses that could afﬂictf;__ a new business venture, insurance hélps in the
process of expahsion of economic -'aétivities. Besley (1995) notes that insurance may -

play an important role in relation to the incentives that exist for adbpting new, riskier

technologies.

(3). Insurance compliments economic growth through its impact on trade and
commerce. Many goods are transported long distances between -the buyer and the
- seller, and insurance to cover the potential damage. during transit facilitates such

exchanges (Carmichael and Pomerleano, 2002.).

12



). Insurance provides for a more efficient utilization of finance capital (Elliott and -
Vaughan, 1972). But for any msurance mechanism, md1v1duals and busmesses would

be obligated to mamtam relatively. large reserve funds 'to meet the risks or
| contingencies in future. The funds would either be in the form of idle cash, or
invested in safe, liquid, but low- interest- bearing securities. This would be an
inefficient use of finance capital. Besley (1995) observes that for any given aggregate
~level of savings, the quality of financial intermediation is a crucial determinant of the
efficiency of ir}vestment choices, i.e. in ensuring that savings find their Way into the
most productive ?pportunities. Through an. insurance company the risks are pooled -
among a large group and there is reduction of aggregate risk by reasonably precise
prediction of contingencies. Insurers, as a result, are required to ‘maintain much
smaller reserves, on an aggregate level, and the funds collected (through premiums)-
are also available for investment in more productive avenues, the returns on which

- can be expected to be much higher. -

(5) Life insurance companies are usually in an advantageous position than property
and liability insurance companies, when it comes to making investments. of a long
term nature. An important feature of life insurance, especially in developing
economies, is the bundling together of risk coverage and §avings (Ranade and Ahuja, |
1999). In life insurance, when there is a bundling of risk coverage and savings and
the contract period is over a long time, a part of the premium paid by the insured goes
towards buying coverage while the other part towards saVihgs. While a bank depositor -
can reclaim sa\}ings anytime on ‘demand’, in case of life insurance the inéured cannot
_ reclaim the savings component without a penalty; because such reclaim of the savings
embodied in premium paymients amounts to canceling or renegotiating the insurance
contract, and hence the pehalty (ibid.). Both- the .savihg_s_ component of the premiums
as well as the long term nature df the contract enable life insurance to piay an
important role in channelising funds towards  investment projects with long gestation
and long payback periods. Typical examples of such projects are infrastructure.-
projects, which have high capital costs, low operating costs, substantial risks and
sunk costs and high debt to equity ratio in their financing (ibid.). In the context of
developing countries, substantial infrastructure investment is considered necessary for

accelerating economic growth.

13



(6). Insurers facilitate 'économies of scale in investment. Many investment projects in"_
emerging markets, which are large -in relation to the gvailable financial capital, often
enjoy economies of scale and promote specialization ,_Iand technological innovations.
The insurance industry can often meet the financing needs of such large projects,

thereby helping the process of economic growth (Skipper and Klein, 1999).

(7).‘ Insurers gather substantial. information to conduct- their eValuaﬁon of firms,
projects, and managers both in deciding whether and at what price to issue insurance
and also to make investment of their funds. While individual savers and borrowers
may not have the time, resources, or abiiify to undertake this information gathering
and proéessing; insurers have an advantage in this regard and are better at allocating
ﬁn.ance capital (ibid.). Insurers will choose to insure and provide funds to the most

!
sound and efficient firms, projects, and managers.

GOVERNMENT INTERVENTION IN THE INSURANCE MARKET

Conventional economic theory clearly distinguishes social insurance from private
' ihsurance, idéntifying the former within the domain of Welfare activities undertaken
by the state and the latter as falling under the domaiﬁ" of ‘market’. This kind of
division seems to be driven by the philosophy that those individuals in an ecdnomy,
who have the ability to participate in a private market for insurance, should indeed do
s, as the market, in-particular, a competitive mafket, can lead to an efficient (ie;
Pareto Optimal or Pareto Efﬁbiéht) ‘equilibrium outcome. All individuals participating
in such a market maximize their expected utilities while the firms are able to break-
even. However, the state, through its- social insurance programmes, 'should cater to
those sections of the society who are left out 6f the 'p_rivaté relationships shaped up in-
the market. And, the scope for government intervention in the functioning of a market

~ arises only when the market fails to provide an efficient outcome.

While an insurance market can fail to provide a Pareto efficient outcome due to a
number of reaéons, the most prominent are the reasons related to incomplete or
asymmetric information. As a result, in the field of economics of insurance, a lot of
attention has been given to market failures due to asymmetric information and the

consequent role for government intervention to rectify such failures, if possible.
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" However, an alternative approach to study the insurance industry has also. been
adopted by some economists who- have tried to capture the effects of neo-liberalism
on insurance practices and made a number of critical observations on the functioning

of private insurance industry on the basis of empirical research.

This section presents some of the important issues related to the rationale for

government intervention in the insurance market.

Ability of the Government to Provide Insurance Services

. In the context 6f shifting of risks through the system of insurance, Arrow (1970)
observes that the explanation for the existence of insurance companies is that: it is
profitable for all concerned that risks be shifted to ‘the agency best able to bear them

‘through its wealth and its ability to pool risks’. However, he also adds that ‘the
government, above all other economic agéncies, fits this description’. Thus, the
government also can provide insurance serviées. In fact, insurance companies find
many risks as ‘uninsurable’ (though it is only a relative concept varying from
company to cémpany).- Whether a particular risk is insurable for a company would
depehd on its ability to bear that risk, which, in turn, depends to a large extent on its
wealth and ability to pool risks. On both of these criteria, the government would seem
as_the institution with the least number of uninsurable risks in an economy. In reality,

 apart form the social insurance programmes, the .' governments in many countries also
provide - ‘certain forms of private insurance, suchA as, vcrbp..,, insurance (which
compensates a farmer according to how much the yield on a particular crop or a set of

crops falls below some specified level), health insurance (which typically pays a sum

of money indexed to an individual’s co_nsﬁmption of medical care), etc.

'.Hc;wever, it has become a common practice among the mainstream economists to
argue for a competitive in#urance industry, characterised by the presence of a sizable
number of private insurance companies. Many developing countries in the recent past,
for instance, China and India, have subscribed to such views and undertook ‘opening
- up’ of their insurance industries to domestic as well as foreign private companies. It

is worthwhile to consider some of the central arguments put forward by people who
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advocate significant presence of private companies in the insurance market of a

country.

Arguments in.favour of a Competitive Insurance Industry Led by Private Firms

(1) Neo-classical economics postulates that. perfect competition in a market would
lead to an efficient outcome and, in the context of an industry like insurance which
plays a significant role .in channeling savings towards different sectors of the
economy; it would lead to an optimal allocation of resources. However, this kind of a -
competitive environment and its optimal results cannot be expected in an industry in
wﬁich only public sector insurance companies are competing with each other; as such
companies will lack complete autonomy to take decisions regarding their business
strategies, there will be a high chance of collusion among these companies, they could |
be obstructed by certain social objectives (which of course is one of the primary
- reasons for establishing public sector firms) like channeling their investible premium
funds -towards financing government prbjects and thereby the flow of funds to the
private corporate sector will be restricted, thgre will be a very low level of product
éxperirhentation and innovation due to the absence of any appropriate incentives or

pressures, and so on.

(2) However, those who advocate a competitive insurance market do admit that
““petfect compétition”is an ideal that cannot be'réalized,i and therefore they argue for
' an insurance market to be ‘workably competitive’. - A workably competitive insurance -
" market is considered to function well and provide most of the benefits of competition.
- Markets characterized by ‘workable - competition’ generally have low entry and exit
barriers, numerous buyeréand sellers, good information, governmental transparency,
and the absence of artificial restrictions on competitio_ri (Skipper and Klein, 1999).
Such a workably competitive insurance market is expected to result in a greater
choice of products and lower premium rates for consumers, a continuous process of

product innovation, and a more efficient allocation of scarce investible resources in

the economy. _

(3) While price competition can lead to lower premium rates for the customers,

quality competition among the insurance companies can indeed lead to better
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coverage of risks being offered under various insurance policies (without an
accompanying increase in premium 'rates to the same extent), and finally, competition
in service provided by the compahies can potentially lead to the customers being
properly advised by insurance agents and to a prompt and fair settlement of claims
(Elliott and Vaughan, 1972). |

(4) A competitive insurance indﬁstry, marked by the presence of ‘a sizable number of
- firms, can facilitate the process of reinsurance significantly. The number of insurers
participating in a reinsurance agreement has no upper limit and insurance companies
can choose to reinsure substantial portions -of their original business. Therefore, an
active reinsurance market helps in enabling the underwriting of large risks, stabilizing
underwriting results of companies, spreading risks among a larger group'of entities,

-and reducing the chances of insolvency of insurance companies.

(5) When mahy insurance companies - are operating, different companies can be
encouraged (if needed through state intervention) to specialize in speciﬂc lines of
insurance. Specialization of a company in a particular line of insurance would enable'l
that company to predict the aggregate level of losses occurring because of a certain
" contingency with better ‘precision. This would result in a further reduction in

aggregate risk facing the society.

'However in practice, competitive insurance markets marked by the presence of a
snzable number of private firms, lead to welfare losses on several grounds. This is
evident from the extensive regulatlon of insurance industry which has: .been adopted
by many countries, most notably, the United States.  Even if we keep aside the
empirical‘ evidence . about the failure of firms, there exist several theoretical arguments

that necessitate government intervention in the insurance market.

Government Intervention Necessilated by Market Failure (Other than Moral Hazard

and Adverse Selection)

(1) An insurance company indulges in price competition by charging lower premium
rates than others for policies providing identical levels of coverage against a certain

kind of risk. For a given level of coverage against a particular type of risk, the prices -
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charged by a company can be bfoug_ht down only if it can cut down its costs. The
- costs, in turn, get determined mainly by: cost to-the company on account of
indemnification of losses (to its customers), expenses on account of sales operations,
administrative expenses, and taxes. Given the same covérage of risks in its policies as
before, the same aggregate level of risk exposure (of the company), same expenses on
sales and administration, aﬁd no change in taxes, it will not be feasible for the
company to cut down its premium rates below a break-even level. However, under the
pressure of fierce competition in the market, vsuch a company might lower its premium
rates to uneconomic levels, which can result in failure of the company after a time.
Similarly, if a company offers too much of risk coverage to its customers for the same -
level of premiums, it will be detrimental to the financial health of the company. Thus,
. a ‘cut throat 'competition’ in the market can cause insolvencies of insurance
companies. However, such insolvencies ultimately result in substantial financial
losses (in terms of the premium paid) for people who have relied on those companies.
Due to this reason, even the supporters of a liberal competitive market for insurance -
(for insténce, Ranade and "Ahuja, 2000) arglie for regulation of the insurance industry

to ensure a ‘fair competition’ and not let it become ‘cut-throat competition’.

(2) Another consequence of the insurance companies trying hard to cut down their
premium rates is a continuous pfocess of unpooling of risks in the society. The costs
to a company on account of indemnification of losses to its clients is the biggest factor
that determines  its overall financial posiﬁoﬁ. In order to cut down coéts, every
'~ insurance company can (in fabt, it does) target thiS indemnification part, for which it
will try to exclude all those insurees who have a higher risk eprsure and hence a
higher probability of making claims and will pfefer ohly those whd have low risk
© exposure. -Mainstream economics of insurance completely ignores the consequences
of this kind of risk unpooling by firms, because the firms are expected. to behave as
rational agents tryihg to maximize their profits or minimize the losses. However,

some of the main consequences of such behaviour of companies must be noted here.

(a) To the extent that one company (or a group of companies) succeeds in restricting
its client base only to a select group of individuals with lesser risk exposure than the
. average (for a society as a whole), the rest of the companies (in the same line of

insurance) will have to manage the individuals with higher risk exposures, with
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higher probabilities of losses and/or  higher magnitudes of losses (Elliott and
Vaughan, 1972). In that eventuality, the latter group of comp/anies will try to charge
higher premium rates from theif ‘substandard’ customers; however, the forces -of
competition might again not allow these companies to do so. Thus, the companies
operating on unfavourable terms will eVentually become insolvent and exit the
| market, and, the consequenées for their insurees will be substantial financial losses.

(b) This kind of risk unpooling/fragmentation behaviour of the insurance. companies
cannot get restricted to one company alone; rather it becomes a systemic feature. As a
result, the insurance market defies one of the fundamental objectives of the institution )
of insurance, which is pooling of risks among a large number of risk exposure units in

order to facilitate sharing of losses by allina group.

(c) Finally, this reveals the fallacy of the argument made in favour of a liberal
competitive insurance industry that such an environment will generally lead to lower
. premium -rates, 'better risk coverage and better claims service. Premiums can come
down, coverage may expand and claims service can improve, but only for a select
group of people facing lesser expdsure to risks, not for the entire group of people
taking part in the insurance market. As Gowri (1997) (as referred to in Ericson et al,
2000) observes, one of the ironies of insurénce is that, while it is supposed to pool
risks, in practice it tends to unpool them, breaking down the larger pool of potential ‘
insured in search of smaller, less risky ‘pools, which are more advantageous for 'some,'
while excluding others. Premiums within theée smaller pools can be :kept lower and

claims service can 5_;__ be higher, but only for those fortunate enough to be included
(Ericson et al., 2000). '

This risk fragmentation tendency of the insurance market makes government
intervention in some form essential to check. the exclusion of people, more vulnerable ‘

to losses, from the institution of insurance.

(3) Another factor that necessitates government intervention in the insurance market .
is ‘market misconduct’ by the firms. The behaviour of insurance companies can
result in significant losses for their policyholders by indulging in unfair or fraudulent

practices, and by not disclosing adequate information about their financial position.
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Government_Intervention to Address the Problems of Moral Hazard and Adverse

In' recent years, a dominant view in mainstream economics as regards government
intervention in., financial markets has been that the 'govemment should justify all
attempts to intervene in financial markets with a clear reference to a market failure .
that is being confronted. Under this ‘marke_t'failure’ view, one needs to justify that the
intervention will genuinely provide an improvement over the initial state of affairs
(Besley, 1995). |

In the insurance market, moral hazard refers to the tendency of insurance protection to
alter an individual’s motive to prevent loss, which affects expenses for the lnsufer and
therefore, ultimately, the cost of coverage for individuals (Shavell, 1979). As regards -
reducing moral hazard with the help of the market itself, standard prescription of

economists have been two- partial solutions to this problem:

First, is incomplete coverage againsl loss, for incomplete coverage, by exposing an
individual to some financial risk,. gives him a motive to prevent loss. In practice also,
a ‘deductible’ in the form that the insured must bear a certain proportion of the total
damage caused by a contingency is common However, this does not solve the

problem of moral hazard. completely For, the mcentlve to prevent loss ‘which is

‘expected to be developed by giving incomplete coverage to the insured depends on

the cost of taking care (to prevent loss) for the insured. Different- values of the cost of -
taking care will have different 1mpllcatxons for the degree to which coverage should |
be incomplete. For example, if the cost of taking care is very high, offenng full
coverage turms out to be optimal for the insurer (ibid.); 'l'he second partial solution is
that the insurer can ‘observe’ the care taken by the insured to prevent the -loss.'_If-
observation of care (either ex ante, i.e.,, whenever a policy is purchased or ex post, i.e.,
~only when a claim is presented) allows the vinsurer to link either the insurance
premium or the amount of coverage paid in the wake of a claim with the perceived
level of care, then it can develop a motive for the insured to prevent loss. However,
such observation of care may not always be possible or it may be too expensive for

" the insurer to be worthwhile. Also, if the insurer’s observations are not precise, the
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insured; for the premium or level of coverage would depend on the random factors g
affecting the - insurer’s observations (ibid.). According to De Meza (1994), offering a
no-claims bonus can be a more effective way of containing moral hazard than giv‘ing':

incomplete coverage against losses. : ’ S

Although giving incomplete 'coverage against losses is the common ptactice adopted |
be insurance companies for tacldihg moral hazard, mainstream economists do not
consider this as any ground for advocating government intervention m the insurance
market. In their opinioh, if the government faces the same information problems. as
the insurance companies, if it cannot observe the care taken by the insuted, and it can-
only set prices and quantities in the insurance market; then there is no scope for the
- government to bring about an irrtprdvement in efficiency in the allocation under moral
hazard. This kind of a view precludes the possibility that the government can use any
other tools at its disposal which the insurance companies do not have. If we relax this
condition, then it is not difficult to visualize that the government can indeed intervene

in a manner that can result in a more efficient allocation. For example, the

govemment can set up some legal apparatus which -could compel a pamcular level of

care on the part of the insured.

It may be worthwhile here to briefly consider the notion of ‘constrained Pareto
efﬁcnency - a ‘'more general notion of eﬁ1c1ency (than Pareto eﬁicxency) which has
been considered by neo-classical economlsts as the benchmark for efficiency of"
- allocations in an incomplete market (markets are complete when each agent is able to
exchange every good ._either directly or indirectly with every other agent).Given all
feasibility and other constraints on implementing trades in a markét (such as, the -
inability - to collect appropriate information about various agents, the costs of
operating some ki'ncis of rhafkets, etc.), an allocation is constrained Pareto efficient if
there exists no scope for bdnging about a Pareto improvement. Greenwald and
Stiglitz (1986), in their analysis of pecuniary externalities (i.e., those externalities in
which one individual’s or firm’s actions affect another only through effects on prices,
unlike technological externalities in which the actions of one individual or firm -
directly affect the utility or profit of another) in economies with incomplete markets

and imperfect information indicate that- in situations of imperfect information, the
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equilibrium  allocations are rarely constrained Pareto efﬁéient, because Pareto |
improving tax interventions for these markets exist almost always. The implication of
their finding for an insurance market under moral hazard turns out to be that there is a
case for tax -intervention by the government in markets that are related to the

insurance market.

Let us consider the case of an individual who haS' insurénce coverage against losses
that-could result from an accident while he is driving, Whenever this individual drives
his motor vehicle, there is a chance of an accident. Over a given time period, the
longer the distance he drives the higher is the probability of his meeting with an
accident, and therefore higher the probability that the insurance c::ompany will have to
pay for the damage of his vehicle ih accident as well as for third party liability. But
since this individual has insurance coverage égaihst such losses, he does not take ca}e
to drive a shorter distance (over that period of time) for the sake of reducing the
chance of an accident. NoW, if the government levies a tax on petrol, it will induce
this individual to drive a shorter_ distance than before, which in tufh will reduce the
~ chance of accident. Since the expected losses for the insurer are lower now, it should
cut down the premium charged to the individual. Thus; even if we ignore the feduced
costs of third party liabilify, if the tax on petrol is set-at a low enough rate and the
individual is compensated for the tax through a lower premium rate, there is a gain in
efﬁciency achieved by this tax intervention by the government. Similarly, an
insurance company giving-'-COVe_rzigé a_gainst; damage of a building iﬁ vﬁre' faces fhe_ :
' trade off that full coverage might mean that the owner of the building will take toc;
little care to prevent a fire. In this case, .,the government can intervene by subsidizing
fire extinguishers.' In both the 6ases mentioned above, it is difficult to think of a
practical way an ivn_surance company could induce 'the_insured to take similar level of
care to prevent -loss. Thus, the policy implicétion_of the findings of Greeﬁwald and
' Stiglitz (op. cit.) 1s that, in the context of moral hazard in insurance market,
government intervention for taxing those _goods which complement the careless

behaviour of insured parties or subsidizing those goodé which reduce the probability

of losses can result in efficiency gains.

Adverse selection in insurance market refers to a problem that arises because the

insurer does not have costless access to information possessed by the potential policy

22



holders aboq‘t their own characteristics. For example, some buyers of health insurance
will have mere information about their health status than insﬁrance companies. Since |
the insurance company cannot discriminate  perfectly between healthy and ailing
individuals (those who face a high chance of ailment and hence a high probability of -
undergoing medical treatment), it will give insurance coverage to both types of |
- individuals, but the premium eharged will be influenced by the higher volume of
claims that _the‘ ailing policy holders expect to make on the insurance company. As the
premium- rates are raised to cover the payouts that are to be made to the ailing policy .
holders or high risk people, the healthy policy holders or low risk people will drop out
of this market.

Though, the principle of adverse selection is potentially present in all lines of
insurance, its effect is most visible in the field of health insurance. An insurance

company cannot base its rates on the average incidence of health problems in the

population. It can base its rates only on the average incidence health problems in the - -

group of its potential policy holders. But the people who want health insurance the
_mest are those who face a high probability of medical treatment, which would mean
higher claims on the company, and this raises the premlum rates beyond a level which
the healthy people, or those who expect to make a relatively lower claim on the
insurance company, ‘would ‘like to pay. In such a situation, government intervention
© can makeevexyone better off by making it mandatory for everyone to purchase health
' insurance at a rate based on th;e:average risk in the population. The high ﬁsk people |
will be better off as they can pureha:se insurance at a rate that is lower than the actual |
risk they face, and the low risk people are also better off as they have to. pay a rate
which, although higher than what their actual risk level suggests, is lower than the rate
that was offered to them when the low risk people were dropping out and mostly high .
risk people were purchasing insurance. Akerlof (1970) was the first to articulate
clearly that, in the light of the adverse selection problem and its consequences on

market allocations, compulsory public insurance might produce an improvement over -

the market outcome.
Akerlof (op. cit.) observed that in order to tackle the adverse selection problem, the
insurance companies try as far as possible to exclude the elderly and ailing people

from their business, which means that medical insurance is least available to those
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who need 1t ‘most, and he went ﬁmher to conclude that ‘insurance is not a commodity
for sale in the open market’. On this basis he argued in favour of Medicare (a.
federally funded. health insurance scheme in the U.S.). According to him, on a cost-
" benefit basis Medicare could pay off; for it is quite possible that every individual in
the 'marketv would be willing to pay the expected cost of his Medicare and buy
insurance, but at the sametime no insurance company can afford to sell him a policy
aS, at ahy price, it will attract too maﬁy ‘high risk individuals (and thereby rﬁake the
averagé price for the whole grbup of policy holders high).

However, it has been argued (e.g., Rothschild and Stiglitz, 1976) that a compulsory
public provision of insurance (which we considered) results in a- more efficient
equilibrium than the competitive market when it is assumed that only one type of-
insurance -policy is available, and, if the insurance companies are allowed to offer
_ different types of policies v(based- on. different levels of coverage as well as price) the

~ equilibrium reached earlier under public provision of insurance breaks down.

Though the insurance market has been a widely researched topic in v‘rnainstream
ecbnomics, especially within the sphere of information economics, many of its -
stylized assumptions are not applicable in the case of markets in a developing country.
For .a developfng country, the market failure view of government intervention may
" not be dependable, as théré may exist a much stronger case for govemmént_
intervention due to numerous reasons, apart from the reasons related to the pltfalls of

a competitive insurance market which we have already dlscussed

The Case for Government Intervention in a Developing Country

(1) Government policy as regards insurance. industry, in a developing country, needs
to take into account the fact that poor people are most likely to be excluded from trade
in private insurance markets. 'ThereAare numerous reasons for this, -such as, the poor
might not be able to afford the premiums even when the premiums are not
exaggerating their risk exposure. The poor in developing countries are less likely to be

literate and numerate, which could make it very difficult for them to understand the -
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intricades of insurance an‘d:' therefore, they' can be more vulnerable to losses - from
unfair insurance contracts. | )
(2) In case of a country like India, whibh has the majority of its. population living in
rural areas, the presence of privaté insurance companies is more likely to get restricted
to urban areas only as they may not find it profitable at all to operate in the rural
areas. As a result, in the abseﬁce_ of any | government intervention to énsure the
presence of insurance companies in rural areas, even those in the rural areas who can
purchase insurance will find it difficult fo access any insurance coverage. In fact, in
developing countries, the reliance on informél mechanisms for credit and insurance is

much more than in the developed countries (Besley, 1995).

(3) A large part of the population, in many developing countries, depends on
agriculture. When agriculture is mostly monsoon dependent, the risks associated with
crop failures are high, which the private insurance companies may find ‘uninsurable’.

If the government does not step in, there can be no crop insurance scheme for farmers.

(4) The -capacity of insurance to mdbilize savings is well recognized. However, the
efficient allocation of these savings by a competitive insurance industry, as advocated
by those supporting a liberal cdmpetitive’ environment for insurance, does not
acknowledge the crucial socio-economic objectives of less developed countries. Such
countries need to channel substantial amounts funds towards the construction of .
roads, water supply, electrification, ‘schools and so on. Private inéqrance companies,
rather than investing their premium funds:in government securities (which are safe but
not very profitable), will focus mainly oﬁ fnore profitable securities in the corporate

sector and speculative investment in the financial sector.

(5) There may- be a strong ground for goyémme_:nt intervention in those developing
countries which have allowed entry to foreign insurance companies. The
multinational insurance companies, ‘with their large asset base spread across many
countries, can indulge in undercutting premium rates in order to force smaller
domestic companies to do the same. The smaller companies will not be able to sustain

their uneconomic levels. of premium for long and will then be forced to exit the
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market, which may enable the larger multinational companies to mono;iblise the
market. , o

Thus; -there -exist sufficient reasons for government intervention in -the insurance -
market. But that intervention could be in different forms, such as, compulsory public
provision of insurance, operating public sector insurance companies in the market for
private insurance, or state regulation of the insurance industry. Of all these, state
regulation of " insurance industry is the most prevalent form of government
intervention in many countries at present. There seems to be a consensus among .
economists regarding the need for state regulation, with even those adhering to the
market failure view of government intervention not questioning it. There are of course
different views on what should ideally be the scope of such regulation, what should be
the objectives of regulation and so on, however, the presence of a regulatory system

has been accepted by all as essential.
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Chapter 11 .

e

REGULATION OF INSURANCE INDUSTRY

\

Economic regulation refers to the government-imposed restrictions on firm decisions
over price, quantity, entry and exit, and in some cases also on the decisions over -
quality of products and investments. As regards the insurance industry, the rationale '
for state regulation is a derivation mainly of the reasons for government intervention
which we have already discussed in the .previous chapter. However, the focus of this
study being on regulation of insurance, it seems worthwhile here to briefly discuss the .
rational for insurance regulation as well as various objectives that can be assigned to
regulation before moving on to a detailed discussion of the different areas of the

business of insurance which are regulated.

RATIONALE FOR REGULATION OF INSURANCE

The insurance product typically is a promise of future performance. The insured
-individual seldom knows whether the insurance product purchased by him provides -
hix_n adequate coverage against the risk of a loss and whether the insurance company
will provide him a prompt and fair settlement of losses, until he suffers a loss due to
contingency insured against. And, this is a rather inqonv‘c’niént time t’_d find out that the
insurance product does not give Him full covefége against the ' risk or that the
insurance company’s service in terms of settlement of losses is not fair. The ‘welfare
- of the insurance buying public alscl). requires the  continued - existence of insurance
companies m which people have invested their. funds. The rationale for regulation of
insurance industry, thus, has two fpn’mary.aspects_' — protection of the consumers
against uvnfair practices or market mis-conduct "of insurers and protection of the
consumers against losses érising from the insolvency of insurers. Hence, the primary“
objective of insurance regulation is understood to be safeguarding the interests of the
consumers by facilitating the maintenance of financially sound insurance companies
and ensuring fairness in the operations of insurance companies with respect to their

customers.

~
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In case of an insurance industry comprising only public sector companies or a public
. sector monopoly, regulatlon with the rationale stated above may not be necessary.
For, it may not be the paramount objectives of a publnc sector ‘entity to maximize its
profits (or value of the form) or to guard its monopoly status, and also there may be
inbuilt procedures in its operations to deal with the issues normally addressed by a
regulator (Ranade and Ahuja 2000). HoWever, when the insurance industry has
private insurance companies combeting with each other over similar_ lines of business
in.the same market, state regulation is considered to be necessary. As Chandler (2000)
observes, “In almost all jurisdictions, government heavily regulates the business of
insurance. To vaxying degrees in.different states and nations, it uses its legislative and
judicial branches to regulate solvency, under writing practices and contract structure. -
It likewise often distinguishes 'the’_business> of insurance from other businesses
regarding the extent to which separate enterprises must behave competitively rather
than cooperatively”. Because of certain factors peculiar to the business of insurance,
like, the uncertainty about the cost of production for,ah insurer until the contract of
insurance has run its full term, inability to distinguish between the risk types of
potential customers costlessly, risks of overestimation of the returns from investment
of ‘surplus funds, etc., intense competition (or cut-throat competition, which many
economists have used) between insurers can lead to insolvency of one or more of
them. Thus, “while a good deal of government regulation is aimed at enforcing
competition and preventing artificially high prices, government regulation of o
- insurance has been aimed in the opposnte direction: a° basnc goal has been prevention

. of cut-throat competition’ (Elllott and Vaughan, 1972).

QBJECTIVES OF REGULATING INSURANCE INDUSTRY

--In most. countries with a reasonably loxig .experienée of a competitive insurance
industry, the primary objective of regulation has been protection of the interest of-
consumers (Ranade and Ahuja, 20005. HoWever, protection of consumer interest,
though fundamental, is not the only objective that can be attributed to regulation of
insurance. Keeping in mind the significance of insurance for the economy as a whole,
and the needs for government intervention in the insurance industry specific to a -
developing country, various  objectives can be assigned to regulation of the business

of insurance. Also, we have discussed in the previous chapter that different groups of
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economists adhere to different views regarding the need for government intervention
in insurance industry. These differences can also translate into different views
regarding - objectives of regulation. Some of the important or oft-stated objectives of

insurance regulation are as given below.

. (1). The basic objective of insufanée' regulation is to ensure that insurers will have
financial resources required to pay all claims from their cﬁstomers as they become
due; and that insurers will broyide fair and prompt services to the customers in terms
of the contract sold and settlement of claims. In other words, the fundamental
objective' of insurance regulation is to ensure the financial soundness of thé insurance
ccompanies and their capital, reserves and investments, and to ensure that
policyholders and beneficiaries are given fair and reasonable treatment by insurance

companies and insurance agents (ibid.).

(2). As we have discussed in the previous chapters, insurance markets are vulnerable
to the problems of asymmetric information :drising in the form of moral hazard and
_ advérée ~selection. Because of information constraints, such as, the inability of the
insurer to observe the care taken by an insured to avoid a loss, and the inability to
distinguish the potential customers on basis of their risk exposure level, the
competitive market outcomes are not Paréto efficient but rather constrained Pareto
efficient, at best. Also, as has already beén Stated, the benchmark of efficiency for an
. incomplete market with imperfect inf:cmnation ._‘(the‘ type of markets most commonly
found m developing eéohémiesj used in mainstream economic theory is the notion of
constrained Pareto efficiency. Therefore, those adhering to the conventional notions
of economic efficiency hold the {Iiew that regulation of insurance should be advocated
if the competiti\}e market fails to provide a constrained optimurh, and the objective of
the regulator should be to reach outcomes which are constrained optirfnirh (since

- typically efficiency cannot be raised further).

However, in practice, even the mostv developed countries do not adhere to this view of
regulating a competitive insurance industry with the objective of achieving
‘efficiency’ in the allocations in the markef. This point becomes evident from the
legal responses of the state to the issue of market fragmentation by insurers for coping
with problems of adverse selection, which have come up in the developed countries,

like, the United States. Chandler (2000) discusses the different types of legal
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responses to the conflict between the goal of the insurers to control adverse selectioﬁ
and the goals of the government to ensure non-discrimination and safeguard interests

of the public, which exist in practice.

In their attempt to control adverse selection, insurers frequenﬂy take resort to
‘classification’ of the (potential) customers in a market on the basis of one or more
factor (variables) which may affect the risk exposuré of an individual. One type of
response has been that in which the | government tries to evaluate the classifications -
used by the insurers (for setting different rates of premium as well as different levels
~of .coverage for different custome'rS) on the basis of the underlying actuarial
principles. Examples of this type. of responses are the laws (in the United States) that
prohibit classification for automobile insurance based on marital status of the driver or
different health insurance charges for disabled individuals, if such classifications are
not suppbrted by ‘sound ,aétuari,al pﬁncipl_es". Such laws prohibit irrational (i.e., not
based on sound actuarial principles) collective discrimination by insurers against
~disfavored groups. However, the actuarial principles for determination of risk
e)-cpos.l-Jre levels are also prone to errors. For, in the process of statistical analysis of
expected losses of individuals vfs-é—_vis a number of observable varables relating to
the individuals, certain variables might ‘accidentally’ correlate with expected losses.
Also, keeping aside the applicability or wvalidity of the conventional notions  of
~ economic efficiency, the government must fulfil its social responsibilities towards the
. c_itiicns. Accordingly, one of ‘the prevailing legal responses to the classification has
| b_éen to prohibit cla-ssiﬁ-cat:ion,v without any re_gard- fo the accuracy of actuarial
prihciples or notions of efficiency. Examples. of this type of responses, called as ‘non-
actuarialism’ by Chandler (op. cit.), are the laws which prohibit the classifications

- based on gender or race for life insurance and annuity policies.

However, as the practice in the developed countries regarding regulation of insurance
suggests, even when the government allows the insurers to take resort to classification .
of the customers, which in turn leads to fragmentation of the market on the basis of

risk’ exposuré of individuals, it does take care to provide insurance coverage to those
individuals who get excluded from the market for voluntary‘ private insurance. As
regards the property—liability insurance industry in the United States, the market for

each of the three largest types of coverage — automobile, homeowners and workers’
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compensation insurance — generally has two cdmponents: the “voluntary market” and
the “residual market” (Harringto'n; 2000). The voluntary market consists of policies
that insurers sell voluntarily, while the residual market consists of policies that
insurers are legally required to issue when bdyers haQe difficulty obtaining coverage
in the voluntary market. (For instance, in the case of auto insurance, most states in the
U.S. use an assigned risk plan as the residual market. Drivers who have difficulty
finding Qoluntary coverage can apply to the éssigned risk plan. They are then assigned .
to insurers that must issue coverage under the terms of the plan. Assignments are
made in proportion to each insurer’s sale in the voluntary market [ibid.]). Also, in the

U.S., all states regulate rates for the residual market..

Thus, in practice, the objective of protecting the interests of consumers far outweighs
the objective of reaching through regulation an outcome that is ‘efficient’ in the sense

used by conventional economic theory.

(3). As has been argued above, impleméntation of certain socially desirable measures
can be an important objective of regulation of insurance industry. Government
regulation may become necessary to ensure that the insurance companies provide
certain forms of insurance, even when it is not very profitable for the firms to deal .
with those forms of business under the guidelines of ‘the regulator. For example,
,erﬁployers’ liability insurance and insurance coverage for third party motor accident
injuries have been made conipulSory in the United Kingdom (Holyoake and Weipers,
2002) Similarly, in some of the states in U. S., every insurer doing property-liability
insuraﬁce,._busingss is liable to take up automobile ‘insurance business (w}ﬁch has
turned out to be a loss-incurring venture for many insurers). Thus, 3}__state regulation
may be assigned the objective of safeguarding tﬁe interests of all consumers by
making it mandatory for the insurance compénies to take up certain lines of business,
which could be unprofitable. Similarly, the regulator of insurance industry can take
measures to ensure that the insurers do not discriminate against any section of the

population on the basis of their geographical location which could be unfavourable for |

the insurers.

The objective of regulation, therefore, should be to ensure not only that the insurance
companies treat their existing customers fairly and promptly but also that the

insurance is available to the general public allover the country on a fair and equitable
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basis. In fact, as we had notield'in chapter — I, the argument made in favour of a liberal )
~ competitive insurance vindust'r}:r that such an environment will generally lead to lower
premium rates, better risk coverage and better claim service is fallacious in that — a
liberal competitive insurance industry tends to break down the larger pool of potential
insured in search of smaller, less risky pools (which are more advantageous/
' beneficial for some, while excluding others); and premiums vvithin these smaller pools
- can be kept lowér and claims sen'/ice'higher, but only for those fortunate enough to be
included. Thus, in a competitive insurance industry, the insurers tend to frégmeht the
society on the basis of risk exposure resulting in exclusion of people more vulnerable
to losses, from institution of insurance. Keeping in mind the necessity of insurance for
an'_ individual (discussed in chapter - I) and the basic function of a system of insurance
(of pooling risks and distributing the losses of a feW among' a sufﬁciently large
number of people), one of the important objectives of regulation of insurance industry
should be to -prevent the fragmentation of society by the insurers or at least to
ameliorate the adverse consequences (for the society) of such fragmentation practices.
This objective of regulation should be of ‘paramount importance in those countries ‘

where the social security system is weak.

(4). Apart from controlling unhealthy price competition. (from the point of view of
financial soundness of the companies) between the insurers, one of the objectives of
regulation could also be to promote "co-operation among the insurers in the areas of
_ estimation of expected loss posed by policy-holders and calculation of actuarially
-~ sound premiums; for, there exist significant economies of scale in production of
information needed to prevent insolvency of insurance compames (Chandler, 2000).

As Chandler (op cit.) observes, individual insurers, even large insurers operating in
multlple lines ~of business, may lake adequate internal historic data to perform the .

necessary analyses with confidence, and, this /inability extends even to projections of

future losses on ﬁJture pohc1es

In an economy with low levels of educational attainment, low levels of sophlstlcatlon
in the processing -of finer points of fmanc1al contracts, and a weak contract
enforcement rtegime, such as, India, one of the objectives of regulation could be
standardisation of insurance contracts (Ranade and Ahuja, 2000). Since in such an’

economy, the complexities of an insurance contract can create strong disadvantages
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for a large number of buyers of insurance vis-a-vis the insurance companies (which
draft the policy forms). Standardisation of contracts (i.¢./, policy forms) will help the -
buyers understand the merits- and demerits of the policy they ‘consider for purchase.

and compare across different policies being offered in the market.

However, as Ranade and Ahuja (op. cit.) point out, standardisation impedes product
innovation, and hence, the requirements of standardization may gradually be brought
down over a long period of time as consumers become more aware of the intricacies

of insurance contracts.

(5). Booth and Stroinski (1994) note that one of “the objectives of government
* regulation of the insurance industry could be to promote certain economic policy
objectives. Also, regulation. of insurance may be assigned the objective of influencing

the level of private savings, pensions, etc.

(6). We must note here the concern raised by Carmichael and Pomerleéno (2002)
regarding“ what should not be the objective of regulation of insurance industry. The -
sbjecti.ve of regulation should not be to shift risk (either knowingly or inadvertently)
from the insurers to the government. Most prudential regulators work under the
principle " that the primary respbnsibility for prudence rests with ihe boards and

management of the insurance companies, not the government.

AREAS OF REGULATION

From our disﬁ'g:ussion of various objectives of regulation of insurance, we mély _
conclude that the fundamental objective of regulation deals with the profection of
interests of the consumers, which has two aspects — protection a_gairiéf losses that
could arise becauée of insolvency of insurers and that against losses ‘which i:o‘uld be
caused by unfair practices and market mis-conduct by the insurers. We Acan also say
that these twin objectives of protection of insurance buying public can be expected to .
be found everywhere in practice. Accordingly, the primary functions of insurance
regulators are performed under two. main categories of regulations, viz., solvency
| regulation and market regulation (Ranade and Ahuja, 2000). Apart from solvency

regulation and market regulation, there exists another type of regulation which can be
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called structural regulation. However, it may" be mentioned here that many of the
regulations falling under these three domains are - inter-linked, and therefore these -
three broad - areas of regulation of insurance/ cannot be perceived as wétertight '
compartments. Also, the bulk of the regulations laid down in mdst of the regulatory
regimes for insurance across different countries apply to all of the different lines of
insurance business (like, Alife insurance, health insurance, property and liability
insurance as well as reinsurance). Howevér, there may be some speciﬁc tools or
techniqués of regulation for each of thesé different lines of business albeit driven by

the same objectives.

Structural Regulation

This type of regulation usually imposes restrictions on the kinds of business (or the
- lines of business) activities that can be carried out by insurance companies. Many
countries have imposed lines of ‘business restrictions on the diﬁ’erenf typés of
rcfbx-n.pa'rilies that operate in the financial seétor, such as, insurers, banks, securities
firms and mutual funds, etc. When the lines of business are restricted, there are
separate regulatory authorities for the different kinds of companies. For instance, in-
India, the approach to regulation of the financial sector is the ‘pillars approach’ |
(OECD, 1998), under which there are separate regulatory authorities for the markets
of insurance (the Insurance Régulatory and Developinent v_Authority), ‘banking _(the
Reserve Bank of India) and securities (the Securities and Exchange Board of. India)lv; .
Since line of business restriction can be overcome by forming subsidiaries or letting a
venturé be owned by another company, line of business -restriCtions, can also be

strengthened by additional restrictions on ownership of companies.

In many "countries, neither the banks are permitted to directly produce insurance
products. nor are the insurers allowed to produce banking products. However, banks
may be allowed (as in rhahy OECD countries) to distribute insurance products of -

insurers, but insurance companies are usually not allowed to even distribute banking

products.

The main regulatory concern behind this type of structural restrictions has been that

the insolvency of a company in one line of business may cause its insolvency in the
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other (Chollet and Lewis, 1{9/97) [as referred to in Mahal, 2002]. iThe argument put
forward against this type of structural regulation is that — there is now" a considerable .
overlap in products sold by three branches of the. financial services industry (i.e.,
banks»,' insurers, secun'_ties firms); s_tructural regulations (or restn'ctions on line of
business .and ownership of companies across different lines) limit exploitation of
economies of scope in production, and increase the cost of bundling products that
cross sectoral boundaries; and ‘hence, separation ' of ﬂnancial.' markets through‘
~ regulation -could be diluted by allowing firms in one sector to enter another sector
through a subsidiary; and competing products (in the financial services industry) with
similar characteristics should face similar regulatory requrrements 1ndependent of the

sector in which they are produced (Ranade and AhUJa, 2000).

However, a dilution of the restrictions on the entry of other ﬁnancial companies into
the business of insurance as well as entry of insurers into other financial services
would expose the insurance industry to an additional source of market failure, which
is ‘systemic instability’. Systemic instability arises where the failure of one firm to
honour'its promises leads to a generé.l panic, as individuals fear that similar promises
- made by other firms also may be dishonoured, which can lead to a crisis when
- contagion of this type causes: distress or failure of otherwise sound firms. Contagion
risk is usually regarded to, be very high among the deposit taking institutions, ‘since
there is a conflict inherent in their promise to transform their illiquid assets into liquid
liabilities (Carrmchael and Pomerleano 2002). Such a promrse can be honoured under.
most circumstances, prov1ded sufﬁcrent liquid . reserves are available, either on
balance sheets of the institution or through credit lines. However when a suﬂic1ently
large propor’tron of _deposrtors srrnultaneoUsly demand convertibility, the promise
cannot be honoured without outside assistance. Since this weakness potentially exists
for all such deposit takers, a crisis of confidence in one institution can quickly spread
to others. In case of companies which are prone to contagion risk, the systemic
mstabihty could also be caused by problems in the payments system through which
oblig,ations are settled between financial compames stock price collapses, or even the
failure of a single large institution which. is involved in a complex network of
transactions. Thus, in an insurance industry; if the firms are engaged not merely in
insurance activities but also in those kind of financial services which provide a

systemic threat, a systemic instability in the business of some financial product other -

35



than insurance can lead to the insolvencies of subsidiaries (doing business in that

financial product) of many such players who were otherwise financially sound both in

their insurance business and in the business of that particular product.

Then, as. Chollet and Lewis (op. cit.) point out, the failure of an institution in one line
of .business (other than inéuranoe) may cause its insolvency (or aggravate its financial -
problems) in insurance business. Thus, a removal or dilution of the lines of business
restriction vis-a-vis the business of insurance can make the insurance ‘industry more

fragile.

It may be appropriate to note here that an insurance company per se does not provide

any - systemic threat. For, insurance _compzini'es are not characterised by the highly

- liquid liabilities that confront deposit takers; and even though insurers may depend on

new premiums to generate- profits, the loss of new premiums in the event of market
concerns is unlikely to cause the failure of an otherwise sound insurer, nor is it likely

to cause the failure of other sound insurers (Carmichael and Pomerleano, 2002).

Aoother important concern within the domain of structural regulation is the adverse
consequences that could arise as a result of the mergers of financial intermediaries or
association of financial intermediaries and  non-financial corporations. . As
Chandrasekhar (2004) observes,- in the context of financial liberalisation in Latin
America (which had started in the 1970s), the mergers of financial intermediaries and

association of financial intermediaries and non-ﬁnancral corporatlons resulted in a

' strengthenmg of ollgopollstlc power of the ﬁnanc1a1 conglomerates and fmancxal

intermediaries that were a part of the conglomerates allocated credit in favour of

companies -belonging to that group. - Similar deveiopments, in case insurance
compames can not only lead to inefficient allocation’ of credit in the economy but.
also to lmprudent investments resultmg in insolvencies of the insurers. Also, the -_
ablllty of the regulatory authorities to ensure protection of the interests of consumers
can get weakened considerably with the rise in oligopolistic power of the financial
conglomerates. These concerns make a strong case not only for line of business and
ownership restrictions in the insurance industry but also for antitrust regulations for

the insurance companies.
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Solvency Regulation

The mafn concern of the regulatdrs of a competitive insurance industry in this area of
regulatién, is to maintain a balance between the requirements of financial stability and
scope for competition in the indust.ry.' This is because, very strict financial ‘standards
- may leave few insurers in the market, and at the samé time, in the absence of
prudential regulation of the solvency and capital adequacy of the insurers, intense
competition (or cut-threat competition) between the firms may lead to financial

instability and insolvencies.

‘Extreme competition, especially price competition between insurers, and imprudent
investment decisions by the managers (in pursuit of profits in the short run) can both
harm the financial health of the company. This problem gets aggravated because of
information (about financial -heaith of insurers) being' costly for the insureds and
‘agency problems’. (A note on the agency problem in insurance may be appropriate
here. The system of insurance requires an expectation by the insured that the insurer
will -actually be able to indemnify him for losses When'the events occur at some. point
in time in the relatively near future (property-casualty insurance) or in the distant
future (life insurance). The agency problem arises .b‘ecause of the existence of
incentives for insurers with limited liability to invest in hlgh risk ventures - in that the
likelihood of indemnification of losses to the insured is hardly assured: Now, such an
incentive (for investing in high risk ventures) exists because “the insurers capture all
' the 'upside of a fa\)oixrébiejr'ﬁat'éﬁalisation of the risk while they are able to shift part
of the downside of an unfavourable materialisation of the risk onto the insureds”
(Chandler, 2000). While économic ‘theory suggests that insureds may be able to
constrain this ‘agency cost’ by use of monitored conditions in contracts or through
: bond.ing (mutua.l ownership), few -individual insureds can structure the complex
“arrangements needed to achieve this end (ibid). These problems are particularly
serious with respect to insurance because noh;payment to the insured occurs after the

insured has suffered a loss, which could be of a very high magnitude also.

In order to contain the risk of insolvency of the companies, regulators require the. .
insurers to meet minimum capital requirements (which establishes a floor for insurers
to enter the market and remain in operation) and to maintain adequate levels of

surplus of assets over liabilities (or adequate levels of solvency, which measures -the
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difference between the assets and liabilities of an insurer). The rationale for using
capital adequacy and solvency margin requireme'nt‘s. is that capital and reserves with
the insurer can provide a cushion against the financial problems that can arise because
of an unexpected increases in the liabilities and/or decreases in the value of its assets.
_AlSo, in the event of insolvency of an insurer, its capital can be used to fund

rehabilitation or liquidation with minimal losses to policy holders and claimants.

The various tools or techniques of regulation used under the domain of solvency

regulation are as given below.

(1). In practice, the requirement of a certain minimum level of ‘solvency rhargih’ for
the insurance companies has been widely _used by the regulators. This approach to
solvency regulation takes into account the insurer’s size and its risk profile. Solvency
margin usually expresses the surplus capital of a company (i.e., assets less of
liabilities) as a proportion of its net or retained premiums (i.e, gross premium '
incomes less of reinsurance payments). By enforcing a certain minimum value for this
‘solvency margiln, the regulators try to ensure that for a given level of surplus capital
available with the company at a given point in time its net/retained premiums cannot .
exceed beyond a certain volume. Apart from the use of this solvency margin as a

cushion against financial problems, another reason behind this regulation (of solvency
| margin) is that restrictions on the rate at which a financial intermediary, such as
“insurer, can engage in new borrowing decreases the likelihood of insolvency and
preserveS the | abil-ity- o_f monitoring - agencies to provide early warning of problems

(Mayerson, 1969) (as referred to in Chandler, 2000).

(2). The solvency margin, instead of using net/retained premiums, can also use
average of clai;hs_ incurred by. a company over a given period of time. For instance, in
the European Union, the sol\;ency margin applicable for an insurer is higher of thaf
calculated on the basis of claims (23-26 percent of average claims in the last 3-7
years) or that calculated on the premium basis (16-18 percent of retained premiums)
- (Mahal, 2002). Also, under the Eurdpean Union regulations, a reduction is allowed for
‘those companies which héve taken reinsurance, but that reduction allowed is up to a

maximum of 50 percent of the original solvency margin.
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.(3). In the calculation of the assets of an insurer for the purpose of determination of
_ 'solvency margin, regulators can also restrict the. inclusion or exclusion of, certain
assets (for instance, the regulator may exclude assets held in the form of investments
in related companies or loans to the board- or senior management of the company)
(Carmichael and Pomerleano, 2002). Apart from restricting/specifying the range of
assets and liabilities to be included, the regulators may also take into account their
‘method of valuation. As Carmichael and Pomerleano (op.cit) point out, liab{lities can -
élso arise with respect to outstanding claims. (i.e., claims against existing policies that
have yet to be filed) and future claims (i.e., claims against existing policies that have
yet to occur, as of the time of valuation), and variations in the measurement of these
liabilities can have a material impac;f on the measurement of the insurer’s insolvency. |
Regulators of insurance can set standards for the valuation of these liabilities in

consultation with the relevant accounting standards authority for the country.

(4). Within the domain of solvency regulation, the regulators may require the insurers
to submit financial reports, annual reports, conduct audits and periodic reviews of the
financial conditions of the ‘insurers. Also, insurance regulators may have the power to

change the management and financial practices of a particular company, if the need -

arises.

v . /
(5). The regulators also restrict the nature of investments that can be undertaken by an

insurance company.

(6). One prominent development in the area df' solvency regulétion,‘ in the last decade,
has been the adoption of the n'sk-bé‘a:sed capital (RBC) approach in several countries.
(including the Unites States, Canada: Norway and Australia), replacing the traditional
approach to solvency regulations which (as has beeri__discussed above) bases thbev.
regulatory capital requirement (for an insurer) on one or a combination of the liability
measures only. In contrast to the traditional approach (to measure an insurer’s risk-
profile), the risk-based capital approach recognizes risk as arising not only from
uhcertainty in the valuation of liabilities but also from uncertainty in the valuation of
assets. Accordingly, the _n'sk-based-capital approach usually sets more stringent

conditions on the companies in terms of their regulatory capital requirements.
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Market Regulation

Different kinds of regulatory measures aimed at ensuring that “the insurance
companies are treating the insurance buying pubic in a fair and equitable manner can_
be thought of as falling under this broad area of regulation. Some of the important

instruments of market regulation are as given below.
(1). Rate Regulation

Rate regulation in the insurance market may impose a price floor, or a price ceiling, or
both on ‘premiums. By imposing a price floor, the regulators may attempt to ensure
that premiums changed by insurers are ‘adequate’ so that excessive price 'competition :
does not drive one or more insurers out of the market. On the other hand, price
ce.i‘lings may become necessary even in a competitive insurance industry keeping in
mind the-facts that insurance coverage has come to be regarded as essential for every
individual, the insurance buying public may not be able to compare the rates charged |
er similar levels of coverage across different companies (leaving scope for the
- insurers to charge excessive prices),- and also the insurers may indulge in collusive
behaviour to change excess prices in any one or more lines of business. Regdlators
may also control the rates directly by requirihg prior approval of the rates (along with
the policy forms) and any increase in the rates changes. As was. noted in the
discussion of the objectives of regulation, the regulators may require that premiums
should not be ‘unfairly discriminatory’- in the sense that there should be a soi;nd |
actuarial basis for discrimihating between different customers in terms of the |
premium charged for Simjlar levels of coverage. However, the tendency of a

competitive insurance indu’stfy'being. towards fragmenting the entire pool of potential .

customers into smaller groups on the basis of their risk exposure and excluding the -

‘substandard’ customers from the market for voluntary private insurance, régulatb_rs
may requires the insurance companies to cater to those excluded from the voluntary -

private insurance market at rates determined directly by the regulatory authorities.
(2). Marketing and Language of Insurance Contracts

This category of regulation requires the insurance contract to be written in a language
that is easy to understand, unambiguous and not misleading. Regulatory measures are

also taken tot check unfair trade practices such as misrepresentation, discrimination,
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inducements (to insureds /agents), and so on. Also, the insurance intermedianes are
regulated through licensing as well as consumer protection regulation.
/s :

1
3

(3). Claims Settlement

Regulators may impose penalties (such as, an interest to be paid to the claimants) on

the insurers for delay in the settlemept of claims.
(4). Exit of z{n Insurer

Regulations in this area try to ensure orderly' exits of insurers from the market. The
~ insurer, planning to leave the industry, may be reqﬁired td give a timely notice to the
regulator and submit plans for payment of all liabilities prior to the exit date (Mahal,
2002). |

(5). Grievance Redressal

One of the important aspects of market regulation is the requirements for insurance
compames to set up proper mechanism for redressal of consumer grievances as also
setting up an institution for dispute resolution through' arbitration. The ‘effectiveness of
such institutions would depend on a number of factors, such as, awareness of the
'insu_reds about their rights and options, accessibility of the dispute Tresolution
- institutions to the public in general, and time taken to deal with the grievances and

enforce the awards made by these institutions.
(6). Insurance Guarantee Funds

In many countries, Guarantee Funds reimburse claimants of .iﬁsolvent insurance
compames for losses not_covered by the remaining assets of the insurers. For instance, -
in the United States, Guarantee Funds operate at the state level and obtain funds (to
‘pay claims) by taking contributions from_ the solvent insurers in proportlon to their
revenues in the state. Guarantee Funds can also be formed by taking the premiums of -
the insurers on a regular basis. Guarantee Funds seem to be of crucial importance .
- from the point of view of interests of the insureds. However, the argument put
forward against such funds is that it takes away the incentive for the public to depend

on financially strong, well-run companies, and that it reduces the incentive of
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insurance firms to be more prudent about their investment and business decisions
(Ranade and /Ahuja, 2000). But the problem of moral hazard arising from the
~ existence, of a Guarantee Fund are ;.)artiallyjsolvedby not -paying the full liabilities -of
the insolvent insurer to the insureds. Also, in a country with less awareness among the
general public about the intricacies of insurance, for instance, in a developing ceuntry .
like India, the existence of a Guarantee Fund cannot be expected to make much of a
difference to public monitoring of the operations of the insurers. Hence, for a country.

'hke India, an insurance Guarantee Fund may have more benefits than costs
' (7). Self-Regulation by the Industry

An important issue relating te market regulation is about the mode of such
regulations. Measures of market regulation can be formulated and implemented
through the government regulatory authority, or through self-regulation by the -
- insurers, or by a combination of both the regulatory authority and the representatives
of insurers. The argumertt’ in favour of self-regulation is that since the insurance
industry has better information than a government regtrlatory authority self-regulation
by the industry can be more effective, and that self-regulation (by' shifting the cost of
regulation onto the industry) costs less than . formulation and implementation of
market regulations by the government authority. However, this kind of an argument
completely ignores the fact that objectives of market regulation may never be
achieved .in an environment of self-regulation. In fact; the ability to attain the goal“'s of
_ regulation, rather than the cost of regulatnon should be the parameter to Judge the

dlfferent modes of market regulation.
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Chapter 111

A SURVEY OF INSURANCE REGULATION IN SELECTED
| _COUNTRIES |

This chapter presents a survey of regulation of insurance industry in the Unites States

of America, the European Union, Japan, China and Poland. In terms of the practice
| followed in_different counﬁies, the regulatory rules for insurance companies are much
less uniform than those for banks (Dewatripont and Tirole, 1994) As was noted in the
previous chapter, different countries use their legislative and judicial branches to
different extents for regulating the business of insurance. While some of the
developing countries (for instance Chilie) and emerging market economies (e.g., some
of the transition economies in Europe) have set up a relatively liberal regime of
regulatiom niany developed economies (most notably, Japan) have relied upon
relatively. strict regulation of insurance. However, no generalisation can be made as
regards the level of economic devefopment of a country (as also the level of maturity
of its regulatory regime for insurance). Accordingly, the purpose of the survey
- presented in this chapter is to gauge 't'he_ range of options- available (in practice) for an
rfinrsur’ance réghlatbry 'r.eg-iAme, and to draw lessons frorh the experiences of the selected
-cOuntriAes, which could be of much relevance for assessing the insurance regulatory

regime of India.

The insurance markets in the U.S. and the European Union are the two largest
éqmpetitive markets for insurance, characterised by the presence of a sufficiently
large number of private insurers competing with each other in identical lines of
business.- Howevef, the regulatory authorities in neither of the two seem to adhere to
the view that the force of competifion can discipline the insurance companies and
ensure the safeguarding of the consumers’ interest. In European Union, the guidelines
on solvency regulation are similar for all member countries, but market regulation
falls mainly‘ under the domain of the individual countries. As a result, the strength of

the regime of regulation varies across different member countries. However, in the
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United States, the regulatoré have tried to address most of the problems an'sihg in the
private insurance market with the clear cut objective of protecting the interest of the
consumers, and, as a result, have implemented a series of regulatory measures which
. check competitibn- in the market and put stringent restrictions on the insurance
companies.' "Japan, on the .c'>ther hand, has protected its insurance industry from a
liberal and competitive envi_ronment. for long through very tough regulatory measures.
The remarkably high levels of insﬁrance penetration (i.e., premiums expressed as a %
of Gross Domestic Produc't) and insurance dénsity (i.e., premiums per capita) in Japan
provides a sharp criticism of the arguments put forward, by the advocates of
deregulation/liberal regulation of the insurance industry that a liberal regulatory
regime is essential for 'achieVing a matured insurance industry which in itself will be
much less prone to market failure. China’s experience with liberalisation and
regulation of insurance shows a very cautious approach to replacing the existing
nationalised insurance industry with a compeﬁtive_ one and towards allowing foreign
insurers entry to the domestic' market, both of which can be detrimental for a
developing economy when thése changes are implemented hastily. Finally, Poland
offers an .important as well as interesting case of a -country undertaking full-scale
liberalisation of the existing nationalised insurance industry accompanied with a

. liberal regulatory regime, and then paying the price for it.

* THE UNITED STATES

(1). In the United States, constitutional authority t<>>2 erguilate insurance belongs to tﬁe
federal government, under its duthbrity to regulate interState commerce. However,
through the Mc Canan—Férguson Act of 1945, the U.S.- Congress agreed to leave the
responsibility and authon'ty for insurance regulation to the States as long as the
Congress considered State regulation to be adequate (Jones and Long, 1999). The
Congress retained the right to enact insurance legislation if it feels ‘that State
regulation is inadequate or not in the public interest, and a number of federal laws -

have been enacted that regulate certain aspects of the insurance business.

(2). Every State and territory has a chief government official who is- responsible for

regulating insurance companies and the market. While these insurance commissioners -
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in most of the States are appofnted by. the Governor (or by a regulatory commission)
for a set term subject to legislaﬁve confirmation, twelve States and one 'térritory elect .
their insurance commissioners who -have more independence than the appointed
co.mmissioners-r(Grace and Klein, 1999). The insurance commissioners are required to
act within the framework of insurance laws enacted by the legislature. Also, the
regulations promulgated by the cominission_er are subject to review and approval by

the legislature in some States.

This structure of regulation is noteworthy in that it ensures active participation of the

legislature (in the States) in the insurance regulatory regime.

(3). Due to resource constraints and -the difficulties in supervising - companies
operating in multiple jun'sdicﬁons, the States have delegated the primary authority for
solvency regulation to the domiciliéry commissioner (i.e., the commissioner in the
State where an insurer is domiciled or inc'orporated),‘ but, at the same time, non-
domiciliary commissioners can. exert considerable influence on -non-domiciliary
insurers through their authority to grant license to each insurer operating in their -
jurisdiction (ibid). In fact, this requirement for iﬁsurers as well as agents to obtain a
~ separate license for operating in eéch State (i.e,. an insurer or an agent needs 50
separate licenses to be able to sell insurance in all 50 étates) is one of the core
strengths of the insurance. regulatory regime in the U.S. Apart from enabling the
regulators to exercise considerable degree. of control over the market conduct by

insurers, this measure has also made the entry of foreign insurers more difficult.

4). aned _capital .requirements for insurers, across the different States, range from
$500,000 to $6 million, and these minimum bcapital requirements are supplemented by
~ additional requirements relating to solvency (Skipper and Klein, 1999). The National
Association of | Insurance: Commissioners (NAIC) [a private non-profit association of
the chief insurance regulatory officials of the 50 States, the District of Columbia, and
_ the four territbries], through .which State regulators - set nationwide standards,
facilitated the adoption of risk-based capital (RBC) réquirements for monitoring the
solvency of insurers starting from the early 1990s. As we had noted in the previous
chapter, this RBC approach. takes into account the risks to an insurer (not only from
the uncértainties _ associated with - the estimation of liabilities but also) from

uncertainties associated with the valuation of its assets. The regulations relating to

45



~ solvency and capital adequacy héavily favour low-risk assets (e.g., bonds) over high-
risk ones (e.g;, equity); (Déwatn'pont and Tirole, 1994). The insurers are also subject
to restrictions in areas,@suéh .as, investments, transactions with affiliates, and the use
of managing general agents; and they are required to file detailed annual and quarterly
financial Statements prepared according to regulatory accounting standards with
annual independent audit opinions and actuarial certification of reserves (Skipper and -
Kl__ein, 11999). Also, the regulators‘ have broad powers of changing the management

and financial practices of an insurer, should the need arise (Mahal, 2002).

(5). There were roughly. 8000-insurance companies (belonging to approximately 1000
insurer groups) domiciled in the U.S., and the U.S. property-liability and life-health
. insurers combinedly -collected- rdughl}r US $700 billion in premiums annually and
controlled approximately US $3 trllion in assets, in 1999 (Grace and Klein, 1999).
However, the largest insurers command an ‘important share of many markets in the
U.S. (Skipper and Klein, 1999). |

It ‘may be noted here that, the U.S. financial services sector continues to be

segregated, although the extent of separation has been reduced over time.

6). While the approach to regulation of solvency is similar in the States, there exists
considerable diversity among the States in the areas of regulation of rates, policy .
forms and market conduct. Approx’imately, half of the States use prior approval rate
- and policy form regulation for the personal lines of insurance (ibid). As regards.

| commercial lines of business, most States use prior abproval rate regulation only for
~ workers’ compensation and medical malpractice insurance.: As regards life insurance,
’tho_ugh life insurance premiums are almost never regul:fted, life policy forms are

reviewed by the regulatory authorities.

| One of the important facts to be noted in case of insurance regulation in the U.S. is
that rate regulation has been historically an important element of regulatory measures
(all through the twentieth century) despite remarkable growth (or maturity, in the
jargon of the advocates of deregulation) of the insurance industry in the country. As
Harrington (2000) observes, insurance rate regulation in the U.S. dates back to the
early twentieth century and ‘its practice became widespréad after the enactment of the

McCarran-Ferguson Act in 1945. After 1945, as the authority and responsibility for
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regulating insurance was passed on to the States, most States enacted prior approval
rate’ regulation of  property-liability insurance ra/tes’.- They required or strongly
encouraged - all insurers to .charge the same rates, set by rating bureaus. The
requirement for using: bureau rates was gradually relaxed during the:1960s, and then
in the decade of 1970s, a number of States began to deregulate rates for some lines of
business. However, many of the States still continue to regulate rates for private
passenger automobile insurance, 'homeowner's’ insurance and workers’ compensation
insurance. Some of the States also regulate rates for other lines of business in the
properly-liability sector. And, regulation of health insurance rates has expanded in the

U.S. in recent years (ibid).

A‘sv we had discussed in the previous chapter in the context of regulatory response to
fragmentation .of the marke't by insurers in the pursuit of insuring only good risk
types; the market for automobile, homeowners and workers’ compensation insurance
generally has two components: the ‘voluntary market’ and the ‘residual market’.
- While the voluntary market accepts dhly those customers who are perceived to be of
good nsk type by the insurers, the residual market is meant for all those consumers
who get excluded from the former. The r_égulatory authorities in the U.S. make it
mandatory for the insurers operating in the voluntary market to provide insurance
policies to the participants in the residual market and at rates stringently regulated by
the authorities. In the voluntary market also, as was discussed above, mahy States use

prior approval rate regulation.

(7). Reinsures domiciled in the U.S., with the exceptioh of solvency o(zersight'by their
domiciliafy jurisdiction, are usually not subject to direct financial and ‘market
regulation' However, the reinsurers are regulated 'indirectly through the States’
* regulation of the primary insurers that are ceding busmess to reinsurers (for mstance |
whether a cedmg insurer can claim credit for reinsurance on its balance sheet is
conditioned on whether its reinsurer meets certam financial and/or trust requ1rements

imposed by the regulators) (Grace and Klein, 1999)

(8). In the U.S,, the insurance contracts issued by the insurers are covered (or insured)
by quasi-governmental Guarantee Funds which exist at the State level. The losses
incurred when an insurer becomes insolvent are in principle paid by other

participating insurers. While the contributions for the Guarantee Funds are collected
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from the solvent insurers in proportion to their volumes of business, these Funds are
implicitly backed by the State Governments, giving policyholders reasonable certainty

that their claims will be paid even if their insurance company goes broke.

THE EUROPEAN UNION

(1). In the European Union, insurance regulators in" each country enforce country-
- specific market regulations, while the solvency regulation standards are similar for all

member countries.

(2). Solvency regulation in the EU. rests on three pillars: capital adequacy
requirements, asset portfolio restrictions, and intervention by the regulator
(restructuring plan, mandatory closure, sale or absorption) in instances of violation of
these requirements (Dewatripont and Tirole, 1994). Portfolio restrictions insist on the
mérketability of assets and on avoiding excessively concentrated risks (e.g. no more
than 10% of assets in a single construction project, or no more than 5% of assets in
financial securities of a single ﬁrm)> (ibid). However, the E.U. approach to vsolvency'
regulation is identified with the traditional approach, as distinct from the risk-based

- capital approach of the U.S.

In the European Union, the minimum requirement of solvency margin for an insurer is
the higher of the solvency margin calculated on the basis.of claims incurred. by the
insurer (23-26 percent of the average claims incurred in the last 3-7 ye‘arS)‘ and -that -
calculated on the basis of premiums (16-18 percent of retained premiums in a year) -
(Maﬁal, 2002). A reduction is allowed for taking resort to reinsurance,- but the
reduction neQer exceeds 50 percent of the original solvency margin calcillated
(irrespective of an insurer taking huge amounts of reinsurance). The_' limit on using
reinsurance for calculating solvency | margins is to avoid creating incentives for the

insurer to take on more risk (ibid). .

(3). Historically, regulatory philosophies have varied enormously among the EU
countries—while the United Kingdom, the Netherlands, and Ireland have mostly had
a flexible or liberal regulatory regime; most other E.U. countries, especially Germany

and Austria,. have exercised strict regulation, focusing not merely on matters of
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financial prudence of insurers but also on detailed oversight .of policy terms and

- conditions, pricing and market order (Skipper and Klein, 1999).

(4). The licensing requirernents, in the E.U,, are liberal in the sense that an insurer
licensed to write business in one E.U. country can write business in any other E.U.
country without the need for authorisation from the host country. This single-license
concept requires prudential oversight by the insurer’s home country only, and the -
host-country regulators are expected to rely upon their counterparts in other E.U.

countries in the matters of prudential oversight.

(5). As fegards rate regulation, the E.U. guidelines constrain the ability of the member -
countries to strictly regulate premiums or policy forms. In case of life insurance, the
_ host country may require disclosure of the actuarial aspects of premium and reserve
calculations, but not as a condition for market entry. For non-life insurance, the host
country may require information disclosure that proves that the insurer is complying

with its consumer protection laws.

JAPAN!

(1). The insurance industry in Japan has been subject to strict regulation since long.

J apan’s Ministry of Finance has perforrned the functions of insuranee‘-regulation.

(2) Hlstoncally, Japanese msurance regulatlon has restncted entry for new msurers -
into the market and restricted competmon between the existing insurers in the
industry. Japanese m_surance regulation is based on a ‘convoy’ philosophy, under
which the eonvoy members/insurance companies move no faster than the weakest or
least ‘innovative insurer. Price competition has been severely restricted, with insurers
generally c‘harging'tne same rates. This practice of charging uniform rates has ensured )
that the 'ﬁnancially weakest insurers would survive in the market. Prevention of
insolvency has- been given utmost importance by the .regulators. In order to ensure
market stability, both prices as well as insurance policy forms have been subject to
stringent regulations. There have also been criticisms of Japan’s insurance regulation

as lacking transparency.

'The material for this section has been drawn mainly from Skipper and Klein (1999)
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(3). Until recent times, app,libation approval for foreign insufers was conditioned on
the (foreign) insurer introducing a product not yet offered-in Japan. However, in
response  to the critig:isms (of. l'ackt. of transparency in the . regulatofy process and
discouraging competition) leveled against it, the Ministry of Finance, in the recent
past, has agreed to process applications for licenses without delay and to inform
applicants of the reasons for any application’s rejection. The Ministry of Finance has
also initiatéd measures to liberalise the rate regulations in the insurance market,
However, it must be noted here that Japanese rate-setting organisations and most of
the insurers operating in the bountry did . not welcome this liberalisation of rate

regulation measures.

(4). Despite the changes initiated by the ministry of Finance, foreign insurers control a
very small share of the market (as of 1999, foreign insurers controlled only about 4
percent of premiums in:the Japahese_ market), and they complain that their ability to

compete in the Japanese market remains blunted.

. (5). In the context of the arguments put forward by advocates of ‘a. liberal, competitive
insurance market that only such an environment can ensure substantial growth of the
insurance industry; it is very impoftant-to note that Japan’s performance in terms of
the two , commonly used parameters, the insurance penetration (which is premiums
expressed as % of Grace Domestic Product) and insurance density (which is
premiums per capita), is as remarkable as that of the United Kingdom (oft-cited as a '
country that 'has b_éneﬁtéd from a liberal. insurance 'rég’uiatory regirﬂé). As compared
to the insurance penetration of the U.K.; in 1999 and 2000, at 13.35% and 15.73%
respectively, the corresponding f-lgures for Japan were 11.17% and 10.92% (IRDA,
- second Annual Report 2001-2002). Similarly, while the insurance density of UK, in
1999 ’and'20(50, -was at US $ 32443 and US $3759.2; the corresponding figures for
~ Japan were US $3908.9 and US $3973.3 (ibid.)
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CHINA?

(1). China’s State-owned insurer Peoples Insurance Company of China (PICC) had a
monopoly in Chinese insurance market since its inception in 1949. Howéver, during -
19_59 to 1979, PICC had suspended its domestic operations as insurance was -
cdnsidered to be a capitalistic concept under ‘Great Leap Forward’ (Ranade and
Ahuja, 2000). In order to improve competitiveness of China’s insurance industry, the
government broke the monopoly poWer of PICC by allowing the entry of Ping An
Insurance Company (PAIC) in 1988 and of China Pacific Insurance Company (CPIC)
" in 1991. PAIC was initially capitalized by the China Merchants and Industrial Bank
and the General Bank of China. However, later it attracted other investors inclﬁding
Morgan Stanley and Goldman Sachs. CPIC (China Pacific) was established by the

Bank of communications.

‘ '(2). PICC, PAIC and CPIC are the only three insurance companies in China which are
_ iicensed to 6perate_ throughout the country for all classes of life and non-life business.
* Apart from these three national insurers, China has some regional insurers (7 in 1999)
which are not allowed to operate outside certain specific regions liké Shanghai (and
later Guangzhou). The three national insurers have branch offices all over the country.
PAIC (Ping An) is primarily in-the _non-life sector, ahd PICC has been divided into

" three companies, targeting life insurance, property insurance, and reinsurance.

B (3). The- Chinese govéfnme‘nt, exp_eﬁniénting' with foreign insurers, allowed American
Insurance Group (AIG) to set up a branch iﬁ Shanghai in 1992, and Tokyo Marine and
Fire lnsufance in 1994, In‘ 1‘995_‘,“ Guar-l»?g”zvhoﬁ' was made the second pilot area to allow
foreign insurance operations and AIG was given the license to set up two branches

there for life and property insurance respectively.

(4). Because of its cautious approach towards allowing insurance companies to
‘underwrite risk, the Chinese government could afford not to have an appropriate
regulatory authority in place till 1995. Prior to- 1995, the Chinese government passed a
 series of notices and administrative orders to regulate the insurance business in the

country. However, introduction of competition in the market without proper

* The matcrial for this scction has been drawn mainly from Lancaster (2001), the Chubb Corp. (2001),
and Ranade and Ahuja (2000) '
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regulation did lead to unhealthy competition in some'_l'ines. In fact, the lack of
solvency control regulations led to insolvency - of ‘Yongan Property Insurance

- Company within nine months of its establishment.

(5). In 1995, the Insurance Law of China was promulgated, which led to the formation
of China Insurance Regulatory Commtssxon that became independent (by cutting off
lmks with the State-owned PICC) in 1998.

(6). China, even while .encouraging competition in the insurance market among the
existing (mainly domestic) insurers, has protected its market from competition by
 foreign insurance companies. China has encouraged the growth of domestic insurance
companies and restricted the entry and operation of foreign insurers to a significant
eXtent. Since China was not a member of WTO until very recent times, it could afford
- to adopt differential policies for the foreign insurers operating in the country [which is
a deviation from the clause in General Agreement on Trade in Services (GATS),
which requires every member cotmtly to provide ‘national treatment’ to foreign
firms]. The restrictions on foreign insurers have included restrictions on ownership,
capital, license, type of 'line (of business), investments and geographic area of .

operation.

It must be noted here that the cautious approach towards competition and foreign
participation, adopted by China, does not seem to have affected the growth of its
_insurance industry. For, during 1985 to 1995, the average annual growth rate.of

insurance premium (written in the country) was as much as 37 percent.

| (7). The Insurance Law (of People’s Republic of China), promulgated in 1995, has
provided for a tough régu]atory regime for insurance in the country. The Chinese
regulation of insurance requires rﬁaintaihing technical reserves and other statutory
funds, satisfying solvency requirements, making prudent investments (there are strong
- restrictions on investments), compulsory reinsurance and compulsory information -
disclosure. However, certain provisions of the Chinese insurance regulation regime

deserve special attention, some of which are discussed below.

(8). The Insurance Law of 1995 requires that “the basic insurance clauses and -
premium rates for major types of commercial insurance shall be formulated by the

financial supervision and regulation department (FRSD). The insurance clauses and
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premi_u‘m rates for other typés of insurance formulated by an insurance combany- shall
be filed with the FRSD” (Article 106, Insurance Law of the People’s Republic /of B
China, 1995). Thus, China opted for strict rate regulation under a tariff system, as also
strict regulation of the policy forms. Although, this type of regulation slows down
innovations in the industry, it serves a very important goal of ensuring market stability
(which in tumn protects the insurance buying public) and enabling the potential
customers to compare across the policies offered by different insurers. This kind of

regulation seems to be more important in case of emerging markets in insurance.

(9). In countries like China and India, characterised by huge population and a vast
geographic area, insurance intermediaries (agents and brokers) can be expected to-
'play a key role in the insurance industry, both from the point of view of growth of |
business and protection of interest of the public. (By the end of 1995, there were
about 2 lakh iﬁsurance agents in China, who collected about 40 percent of the total
insurance premium in China). The Chinese regulatory regime takes into account the .
need for proper regulation of the agents’ and brokers’ operations. Accordingly, it has
» been laid down in the Insurance LaW«th_at the insurer shall be held liable for the acts of
its insurance agents, and that an insurance broker shall be liable for damages or losses

caused to the applicant or the insured due to the negligence of the insurance broker.

(10). As regards investment of funds, the insurance companies are required to apply
their funds “in a conservaﬁve, sound and safe manner and ensure that the value of its
assets is maintained and increased”. Also, the investments of an insurance company

have been restricted to bank déposits, trading of go;/emment and financial bonds, and -

other forms of investments as will be stipulaﬁed by the regulatory authority.-

(11). 1f an insurance company violates the provisions of the Insurance Law and has
seriously threatened- its 'solvency, then the Chinese regulatory "authority has the power
to implement a take-over of that insurance company. As Stated in the Insurance Law
(Articles 113-116), the purpose of such a take-over would be to adopt measures which

are necessary to protect the interests of the insured and resume the normal operation

of the insurance company.
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POLAND? -

Booth and Stroinski (1994) provide a detailed account of Poland’s insurance market
liberalisation in 1990, accompanied by a liberal regulating regifne (taking. very much
into account the European Community requirements), and the development in the |
insurance market following this liberalisation. The Polish insurance market was
liberalised significantly in July 1990. Till that time, under the Communist system, the

State insurer PZU had almost a monopoly over the insurance market.

(l‘) In 1991, there were three . ma_|or players in the Polish insurance industry-two
" nationalised insurance PZU and Wana, and a private insurer Westa (estabhshed in
1988 as a cooperatwe) Then, in terms of premmm income, PZU had 73.9% of the
Polish insurance market, Warta had 11.5%, and Westa controlled 10.7% of the
market. The remainder of the market had one notable private insurer Polisa (which

controlled 0.8% of the markét) and about 15 smaller companies.

(2). Westa appeared as the first private insurer to take a significant market share in the
liberalised Polish insurance market. It gréw rapidly on the basis of competitive pricing
and aggressive advertising. Cusiomcrs increasingly showed a preferénce for Westa
due to its lower premiums and also in anticipation of befter services than the :
nationalised insurers, which were cp_nsidéred to be }somewhat inflexible. In effect,
" Westa broke the monopoly of State-owned insurers and introduced competition in the
industry. O;/er a period. of just four years, it recorded astonishing growth: the real
growth rate of Westa was 176% in 1990 and 406.7% in 1991. To comply wiih the

July 1990 insurance law in Poland which did not allow composite business to be

carried out by an insurer, Westa sfj,lit into two companies in February 1991-Westa (for -

non-life sector) and Westa life SA. Together, the two sister companies controlled

11.16% of the market (1991-92), in terms of premium inééme.

(3). However, Westa’s success Was. short-lived. In its désperéte attempt to compete
with the large and well established companies PZU and Warta, Westa cut down its
premium rates to uneconomic levels. It advertised itself by declaring that “there was
~ nothing that could not be insured and that the company was ready to insure anything

that was of any value for the client.” Thus, not only were Westa’s premiums too low,

* The material of this scction has been drawn from Booth and Stroinski (1994)
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it also abcepted ﬁsks- which other insurers would have rejected. Allegations were -
made that risks were sometirpeSaccepted by Westa without thorough inspections of
_ what was actually being insured. ~Thus, inadequate pri}:ing “of several products
(combined with bad design of certain proddcts) and bad underwriting practices were
the major problems with the functioning of ‘Westa. Fraudulent claims by the insured
customers of Westa was another source of problem. Over-expansion of operations,
without sufficient capital, also added to the problems. Westa set up its branch offices
and took on staff to run them over a very short span of time. Few bof Westa’s -
fnanagers had previous experience in the field of insurance or adequate knowledge of
the scientific disciplines underlying the business of insurance. As a result, the
management of Westa ignored or bypassed the actuarial advice, and introduced
products which were innovative, but sometimes not sound and often under priced. In‘
the area of prudence of investments, Westa’s performahce was not better. It had given
* major loans to private companies, some of which defaulted. It did not try seriously to
match its assets and liabilities, for instance, the reserves backing short-term policies

were often devoted to buying real estate (a long-term investment).

As a result of all these problems, in 1992, Westa’s reserves had become inadequate.
While the State-owned insurer Warta (of the same share in the market as Westé) had -
reserves at over 100 percent of its premium -income, Westa’s reserves were only 20.8
percent. For a :small insurance company beginning its operations mostly for short-term
insurance, reserves at 20.8 peréent of the premiums need not be inadequate. ‘But
Westa was no longer a small insurer. Tﬁe_ defaﬁiting i'nv.estrﬁrentfs .and _minimél cash

assets of the company aggravated the financial problems 6f Westa.

The Ministry of Finance (the Polish insurance regulatofy authority) withdrew Westa’s
license to  write new business in Opfober' 1992;. ahd: the licnese of Westa life S.A. was
withdrawn in January 1993. These were the. first two. cases of insolvency in the Polish
insurancé market in the five decades form eérlyh 1940s to early 1990s. At the time of
insolvency, it was estimated that Westa needed roughly US $59'mil.lion and Westa
Life S.A. needed about US $24 million to meet their pfojected liaBilities not covered

by assets.

The failure of Westa provides a typical example of insurance company failure in a

liberal and competition environment.
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(4). 1t must be noted that the loopholes in the Polish s;'stem of insurance regulation
were certainly to be blam/ed'for leaving enough scope ‘fqr Westa to indulge in the
various kinds of imprudent activities. The regulatory system, though required the new
entrants to go through - licensing procedures and provide business plans before
establishment, “there was a clear intention to allow freedom in the operation of the
business’. Also, insurance companies had thé freedom to set their own premium rates
and contract terms. The regulatory authorities expected the force of corhpetition to
influence rate setting and product innovation in such a very that consumers’ chdnging
needs could be met. However, the perspective of the Polish authorities about the

implications of a liberal, competitive insurance industry proved to be misplaced.

Also, the Polish insurance law, which required the employment of actuaries by life -
insurance companies, did not provide actuaries with any significant power to dispute a

company’s decisions.

While thé need for varous types of regulatory measures related to solvency and -
market - regulation of insurance companies has already been discussed, the case of
Westa provides one additional insight aé regards the appointed actuary system in
insurance. As Booth and Stroinski (op.’ cit;) point out, regulation to strengthen the
position of an actuary may' help, in particular, when a ‘named” actuary is responsible |
for ensuring that the company sets adequate premiums, etc. Also, the named actuary
may be required to notify . the regulatory ‘authorities (combined possibly with the
resignation from the concerned company) if. the actuary” felt ‘that the c'ofhp‘any-"s S

decisions are irresponsible.
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Chapter IV

A HISTORICAL ACCOUNT OF THE INDIAN. INSURANCE
INDUSTRY

The insurance industry in India prior to its nationalisation was characterised by dismal
performance by the private insﬁrance companies. The growing instances of market
misconduct by the insurers as also the increaéing number of insolvencies led to the
nationalisation of life insurance business in .19_56 and that of general insurance in
1972. The nationalisation of insurance industry, apart from protecting the interest of
the policyholders, was also visualized to play a key role in channelising public

savings for nation-building.

IN SURANCE INDUSTRY IN INDIA IN THE PRE-NATIONALISATION ERA

Llfe insurance busmess in its modern form, was first set up in India through a British
company called the Oriental Life Insurance Company in 1818, followed by the -
Bombay Assurance Company in 1823 and the Madras Equitable Life Insurance
'_ Society in 1829. All these Qompéniés"operatéd in India but did not insure the lives of
: Ihdiéns; they. only insured the lives of Europea.ns : ili\-/i‘n'g in India. Some of the
conipanies which started later did provide insurance to Indians, blIt .I.rldians had to pay
an extra premium of 20 percent or more. The first company that had policies that -

could be bought by Indians at a ‘fair value’ was the Bombay Mutual Life Assurance
“Society started in 1871 (Sinha, 2003)..

The first general insurance company, Triton Insurance Company Ltd., which was
established in 1850, was owned and opefated by the British. The first indigenous

general insurance companyI was the Indian Mercantile Insurance Company Ltd. set up
in Bombay in 1907,

By 1938, there were as many as 176 insurance companies (both life and non-life)

operating in India. However, the industry was plagued by frauds, misappropriations,
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mismanagement and arbitrary investments. This led to the passage of the Insurance

Act of 1938, a comprehensive Act to regulate insurance business in India, which

continues to be the fundamental legislation in respect of insurance regulation in India
1ill date. Even after 1938; the dismal state of the insurance industry continued in India,
and frauds and insolvencies remained as regular features of the private insurance

companies.

Apart from the insolvencies and frauds, there was another characteristic feature of the
insurance industry in the pre-nationalisation era. By 1956, there were 154 Indian-
insurance- companies, 16 non-Indian insurance companies and 75 provident societies '
that were issuing life insurance policies. However, most of these companies were
centred in the cities (especially around big cities like Bombay, Calcutta, Delhi and
Madras). Thus, the penetration of the insurance industry in the rural areas was quite .

low.

 NATIONALISATION OF INSURANCE INDUSTRY

The problems caused by the private insurers led to strong demands being raised for
nationalisation of this industry. The life insurance industry ‘was nationalised under the
Life Insurance Corporation (LIC) Act of India in 1956. According to Sinha (op. cit.),

the nationalisation of life insurance was driven by three major factors:

" (1) insolvencies (as also frauds and misinanagemerit) of life insurance companies
__ ‘had- become gav_big problem (at the time of. take over of the private life
‘j-'insura_nce cémpaniéé by LIC, in 1956, 25 companies_ were already insolvent

and another 25 were on the verge of insolvency); -

(2) it was perceived that private companies would not promote insurance in rural

* areas; and

(3) the government would be in a better position to channelise resources for

saving and investment by taking over the business of life insurance.

However, nationalisation of non-life insurance came much later in 1972. For, efforts
were made to maintain an open market for the general insurance industry by

amending the Insurance Act of 1938 from time to time. But the earlier problem
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persisted, misconduct by the private non-life insurers escalated beyond control. Thus,

the general insurance industry was nationalised in 1972 by the passage of the General

Insurance Business (Nationalisation) Act that year. This set up the General Insurance

- Corporation (GIC) as a holding company, and it had four subsidiaries: the National

Insurance Company, the Oriental Insurance Company, the United India Insurance

Company, and the New India Assurance Company.

Performance of LIC and GIC As Pubic Sector Monopblies

LIC has become successful, over the four and a half decades of its existence, in

numerous ways. The successes of LIC can be enumerated as follows:

(1

)

(3)

4

LIC’s market penetration in rural areas has grown substantially since its
setting up in 1956—around 48 per cent of LIC’s customers are from rural and
semi-urban areas (this could be possible mainly because the charter of the LIC

specifically set out the goal of serving rural areas of the country).

LIC’s claim-settlement ratio has béen above 90 per cent, over the years. It
should be noted here that the world average for claim settlement ratio is
around 40 percent only, both in _life énd nbn-_life _insurance. Due to the high
rate of claim settlement and other related factors; the level of satisfaction of
the customers of LIC has been found to be very high in the past. A study by
the market research agency MARG, done 'on behalf of the Malhotra

‘committee, in the early 1990°’s found that roughly 92 percent of the
‘policyholders of LIC expressed complete satisfaction with the quality of

service.

Between 1957 and 1998, the LIC was able to bring down the Renewal

Expense Ratio from 15.89% to 6.09%, and the Overall Expenses Ration from .
27.3%1020.53%. |

One of the most commendabié feats of LIC, over the period of its existence,
has been its crucial role in channelising pubic savings for investments  in
development of infrastructure and other socially prioritised avenues in the
country. Qut of its huge investments to the tune of Rs. 1 lakh crore, LIC has

invested 50 percent in the State and Central Government securities, 25 percent
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in semi-Government and. public sector, and roughly 10 percent in the
cooperative sector. As of: 1998, LIC’s investment in housing, roads, rural
electrification, municipal underground sewage construction, water supply,

schools and small industrial estates, etc., exceeded Rs. 30,000 crore.

(5) LIC has turned out to be the biggest insurance company in the world in terms

of number of policies sold and claims settled (Venu Gopal, 2004).

Tablel: Some Relevant Data Regarding the Operations of the LIC

Item : , As on 31/12/1957 As on 31/03/1998
(Immediately after |
o - nationalisation
1 1. No. of policiés issued during the year 9.42 133.11
(Rs lakh) |
2. No. of policies in force 56.86 1100
(Rs lakh)
3. Total premium income during the 88.65 19.252.07
year (Rs. crore) |
4 Total income including investment 107.15 30,732
income during the year (Rs. crore) _ | |
S. Dividend to the Central Govt. (Rs. ____ 198.35
crore) o .
‘ 6.'Ovefall expense ratio (%) 273 20.53
; 7.-Re'hc'_wal expense ratio (%) 15.89 6.09--
8. Outstaﬁding Claims Ratio (%) 38.5 : 3.19
9. Life fund as at the end of the year’ 4104 T 1,05.832
‘(Rs. crore) - |
-10. Percentage of Rural_ Business 30.49 50

Squrce: Kerkar (1998)

The above table gives us a. clear picfure regarding the improvement in the

performance of LIC over four decades from 1957 to 1998.
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The performance of the GIC has been less impressive than that of the LIC. The GIC,
which had beeh spread across 4 subsidiaries and some 2500'branches, had about 30
million. individual and group inéurance policies. The claim seiflement ratio of GIC
~ had been around 74 percent, which is much higher than the world average of around
40 percent. Also, the GIC had been investihg 50 percent or more of its investible

~ surpluses in mandated areas of development.

However, one of the criticisms has.been that while setting up the GIC with its four
subsidiaries, it was expected that the four public sector general insurance companies
would compete with one another in the mafket, but this did not happen. Similarly, it
was pointed out that the four companies did not set up their own investment portfolios
either. Also, some observers have mentioned that a chunk of the GIC’s branches have
become unviable. The biggest criticism of the quality of service provided by LIC has

been that there is delay in the settlement of claims.

The strongest criticism of the nationalised insurance industry has been made on the
- basis of India’s very low levels of insurance penetration (premium as a % of GDP)
and insurance density (premium per capita). The following table clearly éhows that
India’s insurance penetration and density figures are considerably low in comparison
to those of the developed countries. And, aniong the developing countries. also, India
does not get a relatively higher position. The advocates of insurance sector
liberalisation held a view that the lack of competition in India’s insurance sector |
hindered the growth of insurance business in the country and resulted in such low

levels of insurance penetration and density.
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Table 2: International Comparison of Insurance Pene,trati'on and Density

‘Country- Insurance Penetration { Insurance Penetration | Insurance Dlensily Insurance Density
(in %) (in %) (inUS$) | (@nUS$)
1999 2000 1999 2000

UK. 13.35 15.78 3244.3 3759.2
US. 8.55 8.76 2021.1 3152.1
France 8.52 9.40 2080.9 2051.1°

| Japan 11.17 10.92 3908.9 3973.3
Australia 9.82 9.41 2037.4 1859.3 - A
Canada 6.49 6.56 13753 1516.8
Germany 6.52 6.54 1675.7 1491.4
South Korca | 11.28 13.05 1022.8 12341
South Africa { 16.54 16.86 490.9 472.1
Chile 3.78 4.07 1 163 175.8
Russia 2.13 2.42 26.8 41.8
Brazil. . | 2.01 2.11 68.6 75.6
Mexico 1.68 172 84.6 101.2
Malaysia | 3.8 3.72 140.4 150.9
India 1.93 2.32 8.5 9.9

| PRChina | 1.63 179" 133 15.2
Indonesia 1.42 1.18 9.5 8.6
Kcnya 3.26 2.63 9.9 8.9
Nigeria | 0.95 0.66 26 2

Note: Insurance Penetration

Premium Per Capita inUS §.

Premium as a % of GDP and Insurance Density =

Source: Swiss Re SIGMA Volume.s 9/2000 and 6/2001 (as referred to in IRDA Annual |
Report 2001- 02).

However,

the insurance density, which expresses the - total volume of msurance

premlums in a year in per capita terms is bound to be low when, for a given level of -

insurance premiums, the population of a country is high. Thus, insurance penetration,

- which expresses the total volume of insurance premiums in a year as a percentage of

the Gross Domestic Product of the country, is more plausible as a parameter for

judging the performance of a country’s insurance industry. But, there exists no strong

argument to prove that the relationship between the national income of a country and
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its total velume of insuranee premiuhrs is a linear one. If we consider two cou‘htn'es'
with dlfferent levels of per capita income and also with drfferent levels of mequahty
" in the drstnbutron of the national income, ‘the insurance penetration cannot be taken as
an indicator to compare the performance of the insurance industries in the two
eountries, for the country with a higher level of per capita income combined with a
lower level of disparity in the distribution of its income can be expected to have a
higher level of insurance penerration when the structure and performance of the
insurance industries in both the countries have been identical. Since India has had low |
levels of per capita income and a considerable degree of economic dispan'ty among its
population, the criticism of the erstwhile nationalised insurance indusfry_ on the basis
of an international comparison of the insurance penetration and density figures does -

not seem acceptable.

LIBERALISATION __OF __THE __INSURANCE __INDUSTRY __AND
ESTABLISHMENT OF IRDA |

1991 marked the beginning of liberalisation of Indian economy along the lines
dictated by the International Moneterry Fund (IMF). One of the major components of
the IMF-style liberalisation was privatisatien of and allowing foreign participatien in
the financial sector. So, the Government set up the Narasimham -Committee for
suggesting reforms in the bankmg sector and the Malhotra Commlttee (led by RN."
Malhotra, former Governor of RBI) to suggest refonns in the i msurance sector. And,

- proving the fears of the critics of neo-liberal reform process true, both the Committees
suggested increasing operﬁng up—>by allowing private particip_ation and presence of

foreign companies— of the respective sectors.

It was "argued that opening up the insurance sector to domestic and foreign
competition would make the insurance industry more efficient and -ensure better
conditions for consumers. It was argued that more p'roducts (in the form of new types
of insurance policies) would be available and that premium rates would r‘all as new
entrants would compete for market share, and that the existing nationalised insurance
companies would be forced to deal with the threat and even reality of competition.

More importantly, it was argued that, the availability of long-term funds to finance
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infrastructure would benefit both from the additional premium income generated in -
the insurance sector and from the development of a market for long-term debt. Also,
the opening up of the insurance sector was expected to augment the flow of finance to

the corporate sector.

The policy makers also maintained the view that, keeping in mind the structural

changes in other parts of the financial system of the economy, it was necessary to
make the insurance indusiry more efficient and competitive ‘(i.e., by allowing private
and foreign participation). One argument given in favour of foreign participation in
insurance business in India was that—the long years of LIC’s and GIC’s monopoly
over this industry have resulted in an absolute lack of expertise and skills on the part
of the Indian banks, financial institutions and other parties who were interested in -

éntering this sector.

The Malhotra Committee Report, submitted to the Government in 1994,
recommended, among other mea.éures, that the insurance market should be opened to
private sector competition, and ultimately, to foreign private sector competition. The
purpose of setting up the Malhotra 'Comrriitteé, as stated by the Government, was to
~ suggest a structure of the insurance industry in order to have a wide coverage of
insurance services, to have a variety of insurance products with a high quality service,
and to develop an effective instrument for mobilisation of financial resources for

development. The major recommendations of the Malhotra Committee were:

(1) to allow Indian and foreign. private companies to enter both life -and general -

insurance as joint companies;
(2) to privatise the LIC and the GIC;
~ (3) to establish an Insurance Regulatory Authority; and -

(4) to ensure that insurance companies pay special attention to the rural insurance

business.

In the course of the next five years (i.e., after 1994), most of the recommendations of _

this committee were accepted, excepting, of course, the one about privatising the LIC
and the GIC. |

The Insurance Act, 1938 provides for the institution of the Controller of Insurance 0

act as a strong and powerful supervisory and regulatory authority with powers to -
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“direct, advise, caution, pr(’).h‘ib;it,. investigate, inspect, prosecute, search, Seize, ﬂné,
amalgamate, authorize, registér ahd liquidate” insurance companies. After * the
nationalisation of life insurance industry in 1956 and the general insurance industry in
1972, the role of the Controller of Insuranée had diminished in significance over a
period of time. However, the Malhotra Committee, which recomm_ended opening up
the insurance. sector to domestic and foreign private companies, held the view that
there was need to set up an insurance regulatory apparatus even in the then prevailing
set up of nationalised insurance sector and recommended the establishment of a strong
and effective Insurance Regulatory Authority in the form of a statutory autonomous
board. Accordingly, after uneven progress duﬁng the period from 1994 to 1999, the
Government‘h-of India, along_ with opening up the insurance sector set up the Insurance
Regulatory Authority (IRDA) as a statutory body having perpetual succession and a
common seal through the IRDA Act, 1999. |

Table 3: Milestones of Insurance Regulations in the 20™ Century

' Yc@nr Signiﬁcém Regulatory Event
1912 The Indian Life Insurance Company Act
- 1938 " The Insurance Act _
1956 Nationalisation of life insurance business in India
1972 "~ Nationalisation of general.insurance business in India
1993 ~Setting u—p of Malhotra Committee i
1994 Recommendations of Malhotra Committee
- 1995 | Setting up of Mukherjee Committee A _
1996 . Sclting up of (inlerim) Insurance-Regulatory Authority (IRA); Recommendations of
 thelRA | o
1997 Mukherjcc- Committee Report submitted but‘ilot made public
1997 - Government gives greater autonomy to LIC, GIC and its subsidiaries with regard to

the restructuring of boards and flexibility in investment norms aimed at channelising
funds to the infrastructure sector ,
1998 . The cabinet decides to allow 40 % foreign equity in pri\}ate insurance companies—
26% 1o forcign company and 14% to NRIs, FII’s and OCBs. »
1999 . The standing committee headed by Murali Deora decides that foreign equity in
private insurahce should be limited to 26%. The IRA bill is renamed IRDA Bill.
1999 Cabinet clears IRDA Bill ,
2000 : President gives Assent to the IRDA Bill, 1999
~ Source: Sinha, Tapen (2003) |
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INDIAN INSURANCE INDUSTRY AT PRESENT

The following table presents an overview of the current state of India’s insurance

industry.
Table 4: Indian Insurance Industry in 2003
* Size of Market, Life and Non-life - | US $9.94 billion *
Total Global Insurance Prernium | US $ 2422 billion

- Geographical  Restriction  for new | None. Players can operate ‘all over

- ‘players | the country

Equity’ Restriction in a new Indian | Foreign Promoter can hold up to

“insurance company _ 26% of t_he equity
Registration Restriction N o _ Composi_te Registration not available
} _Typg of Business - | Number of Registered Coxﬁpanies
~ Life Insurance (Public Sector) |01
| Life Insurance (Private Sector) : 12
‘General Insurance (l?qblic Sector) o4
' Ge.hte'r'él Insurance (Private Sevbf(‘);)v o 09
| | Reinsurance (Public Seétor) o Ol
Reiﬁsurance (Private Secior) 0

Anticipated Business of New (Private) - | 4%to5% of total business
Insurers in 2004-05 : Life

Anticipated Business of New (Private) 10 % to 12 % of total business
Insurers in 2004-05 : Non-Life |

Note: * According to FICCI Survey 2002
Source: IRDA, Second Annual Report 2001-02
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The following table gives an'idea of the growth of insurance industry over the last

three years.
Table 5: Insurancé Penetration and Insurance Density in India

Yecar , Insurance Penectration : Insurance Den’sily'

(Premium as % of . (Premium Per Capita

GDP) in Rs)

Life ~{ Non- -| Total | Life Non- | Total

life life

1990-2000 1.41 ‘ 049 ['1.90 |274.72 96.09 370.80
(Annual
Avcerage) .
2000-01 1.66 _ 0.48 | 2.14 | 342.48 98.99 441.47
2001-02 2.18 : 0.55 - | 2.73 |483.07 122,42 | 605.49
2002-03 2.27 | 0.58 | 2.86 | 528.32 135.90 | 664.22

Source: IRDA, Third Annual Report 2002-03

In the first three years after liberalisation of the Indian insurance industry, the growth
registered in the life insurance Segment has been more than modest but that in the
non-life segment has been very low. However, the opening up of the insurance
market to domestic and foreign private players has | resulted in -a shrinking of the
- policy space available to the state in India vis-a-vis the insurance industry. When the
new private insurers are competing for market share with the incumbent public sector
insurers, with the expectation that the Government would make the environment in
the insurance industry more and more conducive to their growth, promotion of public
1'_‘_»'velfare ‘through measures shch as cross-subsidisation by .the public sector insurers
“would become' quite difficult in this liberalised environment. Moreover, the public
~ sector insurance companies would be under increasing pressd___re to chase profits in
every line of their business, relegating their crucial objective of 'reaching out to the

public.in a-fair and even manner across the country.
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Cha,p_fer_ \Y

’

REVIEW OF THE INSURANCE REGULATORY REGIME IN INDIA

On the basis of our discussion of insurance regulation in different countries, we may
say that the strength of the regulatory regime (for insurance) in a country gets
determined to a sxgmﬁcant extent by the phxlosophy of the government as well as the
regulators vis-a-vis the abxhty of a competitive msurance market to serve the public.
Many developed countries who adhere to the views put forward in favour of free,
~ competitive markets in general (i.e., for commodities other then insurance) deviate
from such views when they deal with an insurance market. Due to the peculiax:ities of
the insurance contract and of a system of voluntary private insurance, there exists a-
strong case in theory in favour of strictly regulating an insurance industry. In view of

~ a number of factors relating to the business of insurance, such as-

o ~the fact that insurance coverage is highly beneficial for every individual if

available at a fair price

e in a voluntary market for private insurance the tendency of the firms (in
pursuit of containing adverse selection and boosting their profits) is towards )
breaking down the larger pool of potential customers in search of smaller,

_le_ss-riéky*and more profitable pools

e incentives for insurance companies to use their investible surpluses in risky -

investment avenues and
o thelosses caused to the insureds in case of insolvencies of insurers—

there shogld be no doubt about the need for thoroughly regulating a ¢ompétitive
insurance industry comprising private insurance companies with or without the
simultaneous participation of public sector insurance companies. However, in
practice, the philosophies of the different countries as regards scope and stringency of
regulatory measures seem to have been influenced considerably by the experiences of

the countries with private, competitive insurance markets.
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In case of India, the philosophy of the governments at centre during the last decade as’
well as that of the regulators of insurance '(aﬁei the setting up of IRDA in 2000)
regarding the business of insurance seems to have’ beén that —a free, competitive -
insurance market generally leads to lower premium rates, better risk coverage and
better products to deal with the growing néeds of the insurance buying public;
however, there has to be some degree of intervention in that free market to ensure that
there is ‘fair’ competition and riot ‘cut-throat” competition that can lead to
insolvencies of insurers. While the second part of this philosophy .is correct, the first
- part is fallacious. In case of iilsurance industry specifically, the fallacy in
understandirig could have  been influenced significantly by the experience of thé
country with nationalised insurance indust_ryA (for more than four decades in case of
- life insurance and close to three decades in case of non-life insurance) which did not
see either insolvency of insurers or fragmentation of the market or unfair practices
being adopted by the insurers. The advent of neo-liberalism also can be expected to |
have shaped such an understanding. According to Ericson et al (2000), the five basic
points about the neo-liberal discourse on risk iare—“minimal - state; market
ftindmiiéxiialism; emphasis not only on risk management but also on risk taking (i.e., -
as participants in fast-moving and fluctuating markets, people must become educated,
_ knowledgeable and igﬂexive risk-takers who are adaptable to changes); emphasis on
individual responsibility (i.e., each ‘individu'al is to be an informed, self-sufficient
consumer of markets for different commodities); and, within a regime of responsible
risk taking, all differences, and the inequalities that result from them, are seen as a
‘matter of choice. Further, when conceived as a choice, the inequéiity among'

individuals is also seen as inevitable.” .

The _undéfsianding of Indian policymakers and regulators, who have been
instrumental in building up the- current regime of insurance r,egulatidn,sdbe.s not reflect
any gross negligence of either the inequality in Indian society or the experiences of
different countries with competitive insurance markets; but the tilt is ‘cliearlyfin févour
- of free, competitive markets for inéurance. Accordingly, while the current system of
regulation under IRDA covers many important aspects of the business of insurarice as
well as the specific needs iii case of India, many of the regulatory measures are weak

and the approach is towards a more flexible regime in future.
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LEGISLATIVE FRAMEWORK FOR INSURANCE REGULATION ‘.

~ The principal legislation regulating the business of insurance in Ir/xdia is the Insurance
‘Act of 1938. Some other existing legislations affecting the insurance business are the
Life Insurance Corporation (LIC) Act of 1956, the Marine Insurance Act of 1963, the
~ General Insurance Business (Nationalisatioﬁ) Act of 1972, the Insurance Regulatory
and Development Authority (IRDA) Act of 1999, the Insurance Amendment Act of
2002, and the General Insurance Business (Nationalisation) Amendment Act of 2002.
Apart from these, the provisions of the Indian Contract Act, 1872 are applicable to the
insurance contracts (both life and non-life), and the provision of the Companies Act,

1956 are applicable to the companies carrying on insurance business in India.

The subordinate legislation that have cphtdbuted towards building up the currrent
legal framework for insurance regulation are the Insurance Rules of 1939, the
Ombudsman Rules of 1998 framed by the Central Government, and the regulations
made by the IRDA. We shall focus on the IRDA Act, 1999 and the regulations made
by the IRDA, which are the two main building blocks of the current regulatory

structure.

The IRDA Act, 1999

This Act provided for the establishment of IRDA to “protect the interests of holders of
insurance policies, to regulate, prombte and ensure orderly growth of the i»nsuranceA
industry and for matters connected theréwit_h or incidental thereto”, and made relevant
 amendments (for dpening up the insdrance sector as well as setting up the regulatofy
structure) to the Insurance Act of 1938, the Life Insurance Corporation Act of 1956
and the General Insurarice Business Act of 1956 and the General Insurance Business
(Nationalisaton) Act of 1972. This Act provides for the composition of -the IRDA;
terms and conditions of the chairperson and member including their tenure and-
removal; duties, powers and functions of the IRDA including regulation making ;
power and delegation of powers; establishment of Insurance Advisory Committee;
IRDA Fund; and powers of the Central Government to make rules, to-issue directions

to IRDA and to supersede them, if it is necessary; and other miscellaneous provisions.

* The matcrial for this section has been drawn from the Consultation Paper of the Law Commission of
India(2003) and from the Annual Reports of IRDA
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Three séhed,tiles were appended to this [IRDA Act, 1999. The First Schedule appendéd
listed out several' amendments to the Insurance Act of 1938, the Second Scheduje
ceased the exc/lusive privilege of LIC to carry on life insurance business in India, and
the Third Schedule appendéd to the IRDA Act, 1999 ceased the exclusive privilege of
the GIC and its four subsidiaries m relation to the conduct of general “insurance

. business in India.

The amendments made to the Insurance Act of 1938 (through the First Schedule)
prohibited insurers other than Indian insurance companies to carry on insurance
business in India and investment of funds of policyholders outside India. These

amendments also provided for—

- (i) requirements of paid-up equity capital for both insurers and

reinsurers;
(i)  manner of divesting of excess share holding by promoters;
(iii)  manner and conditions of investment;

(iv)  maintenance of required- solvency margin at all times by the

insurers; oo _

(v)  issue of license to insurance agents, intermediaries or insurance
intermediaries and surveyors by IRDA as also the suspension

and cancellation of these licenses;

(vi) = obligations of insurers to compulsorily undertake specified
percentage of insurance ‘business in rural and social sector .
(which refers to unorganised sector workers, and economically

vulnerable or backward classes);

(vii)  enhanced penalﬁes for contravention of and failure to comply
with the provisions of the Insurance Act of 1938, offences by

insurance companies; and
~

(vii)  powers of the IRDA to make regulations as required by the Act.
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Duties, Powers and Functions of IRDA:

As per the IRDA Act, 1999, the IRDA has the duty to “regulate, promote and ensure

orderly growth of the insurance business and reinsurance business”. -
The powers and functions of IRDA include:

(a) to issue to the applicant a certificate of registration, renew, modify,

withdraw, suspend or cancel such registration;

(b) protection of the interests of the policyholders in matters concerning
assigning of policy, nomination by policyholders, insurable interest,
settlement of insurance claim, surrender value of policy, and other

terms and conditions of contracts of insurance;

- (c) specifying requisite qualifications, code of conduct and practical -

training for intermediary or insurance intermediaries and agents;
~(d). specifying the code of conduct for surveyors and loss assessors;
(e) promoting efficiency in the conduct of insurance business;

(f) promoting and regulating: professional organisatons” connected with the

insurance and reinsurance business;

(g) levying fees and other char'ges_' for ?:anying out ‘the purposes of the
IRDA Act, 1999; | |

~ (h) calling for information from the insurers as well as intermediaries;

- (i) undertaking inspection/conducting  enquiries and  investigations

(including audit) of the insurers and intermediaries;

() control and regulation of the rates, advantages, terms and conditions
that may be offered by insurers ih respect of general insurance
business, which are not controlled and regulated by the Taniff Advisory
Committee (TAC);
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- (k) specifying the form and manner in which books' of account shall be
~ maintained and statement of account shall be rendered by insurers and

insurance intermediaries;

-

(1) regulating investment of funds by insurance companies;

(m)régulating maintenance of margin of solvency;

—

(n) adjudication of disputes between insurers and intermediaries or

insurance intermediaries;
(o) supervising the ﬁmctioning of the Tariff Advisory Committee;

(p) specifying the percentage of premium income of the insurer to finance
schemes for promoting. and regulating prdfessional (rganizations

referred to above in(f);

(q) specifying the percentage of life “insurance business and general
insurance business to be undertaken by the insurer in the rural or social

sector; and
(r) exercising such other powers as may be prescribed.

The crucial importance of the duties, power and function of IRDA, as provided for in
the IRDA Act, 1999, is that thesé provisions set out the objective of IRDA as well as
 the different areas reiafing 't_o" the business of insurance in India in which IRDA can
intervene through its r'egulativons-..'A critical aséessment of these legal provisions of the

- IRDA Act, 1999 is presented later in this chapter.

In pursuance of its duties, powers and functibns under the IRDA Act 1999, IRDA has
framed 27 sets of regulations, duriﬁg the 'ﬁrst three years from April 2000, on various
aspects of the insurance business in India. These regulations form the most important -
part of the insurance regulatory regime in the country. A brief deécx}ptidn of some of

the important regulations is presented later in this chapter.

Some of the other relevant provisions made under the IRDA Act, 1999 are as given

below.
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Insurance Advisory Committee:

The IRDA Act, 1999 provides for the constitution of an Insurance Advisory
Committee,. which can consist of a maximum of twenty-five members excluding the
chairperson and members  of IRDA (who are to be ex officio members of this .
Committee); and the members of this Committee should represent the interests of
~ commerce, industry, transport, agriculture, consumer fora, surveyors, agents,
| intermediaries, organisations engaged in safety and loss prevention, research bodies
and employees’ association in the insurance sector. The IRDA is required to consult

with this Insurance Advisory Committee while making regulations.
* Participation of Parliament in the Making of Regulations:

The IRDA Act, 1999 requires every rule and every regulation made by IRDA to be
cleared by both the Houses of Parliament before it can come into force. Any decision
about modification or annulment of the rule/regulation, to which both Houses agree,

w»i,lvl have to be obeyed.

~ Powers of the Central Government:

IRDA is required to obey the directions .b given by the Central Government on
questions of policy; and the decision of the Central Government regarding Whether a
(iuestion- is one of policy or not shall be final. The Central Government, by
notification and specifying réasOns in that notification, can supersede IRDA for period
of up to six months; and, during this period of supersession, the Central Govéniment
shall have ”to; apbdiht a person as Controller of Insurance. Also, the Central

Government may make rules for carrying out the provisions of the IRDA Act, 1999.

Legislative Developments After 1999

- Initially, until the Insurance Amen_drh-ént Act 2002 was passed, insurers were allowed |
to operate as joint stock companies only. However, the Reserve Bank of India’s
Advisory Group on Insurance Regulation recommended that, for spreading insurance
business in rural areas, the role of co-operatiyes should not be ruled out (RBI, 2000).
Later, the Insurance Amen(iment Act, 2002 permitted insurance co-operative

societies, registered under the Co-operative Societies Act, 1912 or Multi-State Co-

~
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operative Societies Act, 1984 or under any state law relating to co'-ope_rative society,
to carry on any class of insurance business. However, it is important to note here that,
IRDA has been empowered to exempt an insurance co-operative society from the
applicatidn of any of the provisions of the Insurance Act, 1938 or application of its
provisions with exceptions, modifications or adaptations. The Insurance Amendment -
Act, 2002 also permitted for a portion of the premium received from the insured to be
paid as remuneration to an “insurance intermediary”, including insurance brokers and
consultants. This amendment (to the Insurance Act 1983) introduced the insurance
brokerage business in India. The rationale for this provision has been that in a country |
like India, with a huge population and a vast geographic area, such a practice will help
- expand the business of insurance in the country. ‘The General Insurance Business
(Nationalisation) Amendment Act, 2002 ceased the right of GIC to carry on génerai
insurance business in India and its authority' to control the four public sector general
insurance companies, and this Act made the GIC the only reinsurer to carry on
exclusively reinsurance business in India. As regards the four public sector general -
~insurance companies, the Central Government was authorised to discharge the |

functions previously performed by the GIC.
‘Revision of the Insurance Act, 1938 the IRDA Act, 1999:

The IRDA made a reference to the Law Commission of India for giving
~ recommendations on—merging the .p'rovisio'ns of the IRDA Act with those of the
Insurance- Act in order to avoid multiplicity of legislations; amending and updating
provisions of the lns'urancé Act to meet the current neéds of the insurance industry;
bringing consistency betweén th@ various prbvisions placed in different sections of the
Insurance Act; and recasting cértain sections so as to remove ambiguity} and make
them specific and clear. The law commission has issued a consultation paper on this
matter suggesting numerous changes and modifications. This consultation paipér of
the Law Comxﬁission, among other things, has focused on the need for a full fledged
grievance redressal mechanism and on raising the limits on the fines and penalties to
be levied under the Insurance Act, in order to enéure adequate in-built detérrence in

the regulatory mechanism.
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Tariff Advisory Commitlee -

The Tariff Advisory Committee (TAC) was established in 1969 (by .an amendment to
‘the Insurance Act, 1938). The purpose of the TAC Was to control and reguldte the
. rates, advantages, and terms and conditions that may be offered by the general
insurers in India. As of now, one of the functions of IRDA (as per.the IRDA Act
1999),is to supervise the functioning of the TAC, and the chairman of IRDA is the ex

officio chairman of TAC.

The TAC is presently administering the tariff in respect of certain specified segments '

of the general insurance business, as shown in the table below.

FIRE

All India Fire, Petrochemical, Industrial All
Risks, Consequential Loss (Fire) Tarifff

| MARINE

Marine Hull, Fishing Vessels, Tea Tariff

ENGINEERING

Contractor’s All Risk (CAR), contractor’s

| Plant and Machinery (CPM), Electronics

Equipments Insurance, Machinery
Breakdown, civil Engg. Completed Risks
(CECR), Storage cum Erection, Loss of
Prpﬁt,_ Boiler and Pressure Vessels,A and '

Deterioration of Stocks (Potato) Tariff. -

MOTOR

All India Motor Tariff

'MISCELLANEOUS

Workmen Compensation

Source: IRDA Annual Report 2000-2001

Note: Large risks where the threshold limit or Probable Loss Limit is Rs.1054
crore or above, at any one location or where sum insured at any one location is -
Rs.10,000 crore or above have been de-tariffed. As a result, the rates for these mega

risks will now be governed by the rates charged for reinsurance to the Indian insurers

by the international reinsurers (IRDA, Annual Report 2000-2001)
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In case of all other segments of general insurance business, which do not come under
the control of ;I‘AC,At‘he rates, advantages, terms and cbnditions are determined by the
insurers themselves on ‘the basis of their own -pricing and risk underwriting policies. |
These non-tariff products in general insurance have to be filed by the insurers with -
IRDA, under the ‘file and use’ procedure. For the financial year 2002-03, non-tariff
business constituted about 25 percent of gross direct premium underwritten in the

non-life/general insurance segment in India (IRDA Annual Report 2002-03).

" The rationéle behind shrinking the control of TAC over the general insurance business
and deregulating rates, as put forward by the Malhotra Committee (1994) and IRDA
(Third Annual Report, 2002-03) can be summarised as: '

(a) de-tariffing of non-life insurance business is a possible remedy to
arrest the breach of taniff by the insurers (IRDA, Annual Report 2002-
03);

(b) a progressive reduction of the area (or lines of business) under tariff
~ would promote competition and improve underwriting skills of the

non-life insurers (Mathotra. Committee); and

(c) tariffs, per se, discourage adaptability to the changing needs of the -
insurance consumers and deprive the market of innovation (IRDA,

Annual Report 2002-03).

This rationale for de_regulatioh of rates (in thé' ndﬁQIifcé,_- insurance séctpr) has driven the
following developments relating to de-tariffing of the non-life insurance business in
India:

(a) The Justice Rangarajan Committee set up in October, 2002 (on motor
insurance) has recommended de-tariffing of the own damage business
of "the motor insurance portfolio, under a competitive premium setting

model, with effect from April, 2005.

(b) Motor insurance, constituting about one-third - of the total non-life
insurance business in India, continues to be a loss-making portfolio,

and hence, new private insurers are unwilling to insure commercial
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vehicles (e.g., truck tankers, ;taxis) and old vehicles. The private
insurers have also argued that'the TAC should put a cap on third party
liability (insurance ’c'léims). In response to this, the TAC had appointed-
a Committee under the Chairmanship of a past IRDA member (the H.
Ansari Committee), which among the other measures suggested for a
general enhancement of the motor insurance premium structure.
}Subsequently, the IRDA - felt that the genefal enhancement of the
premiom structure suggested by the committee, in respect of certain
segments (such as own damage portion of personal vehicles) was steep
and the increases were toned down (IRDA, . Annual Report 2001-2002).
However, an increased premium structure for motor insurance was
implemented in July 2002. Following this development, some people
filed writ petitions in a number of High Courts (Calcutta, Madras, énd
Kerala) challenging the rate increases, and more specifically the
manner in which the insurers had implemented the higher premiums as

~ well as denied the opportunity for oovering third party liability. It must
be noted here that third party liability insurance is mandatory for all
vehicles plying in India.

(c) The expert committee set up by IRDA, under the Mchairmanship- of A.C.
Mukbherjee, has recommended that immediate steps be taken to de-
tariff t‘heA entire general/non-life insurance market by April, 2006; and
_'h_asn advocated the adoption of pure risk premium basis tariff for a
pér'tod of- two years after April, 2006. This process of 'opening up the N
market to free and competitive prioing,. according to IRDA (Third
Annual Report 2002-2003), “would be occom-panied by adoption .of
prudent ?unden):\/riting among the consumers on the likely benefits of

de-tariffing which would percolate down to them ”

Apart from the legal provisions relating to IRDA, its ‘powers and functions, and the
role of the Tariff Advisory Committee, the institution of Insurance Ombudsman is

another imported constituent of the legislative framework for insurance regulation in

India.
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Iisurance Ombudsman and Redressal of Consumer Grievances

The institution of Insurance Orhbudsman, was’ created (by a C/entral Government
Notification in 1998) for the purpose of quick disposal of the grievances of the
insured customers and to mitigate their problems .involved' in redressal of those
' griévances by the insurers. From the point of view protection of interest of
policyholders, the institution of Insurance Ombudsman is of crucial importance in
India’s insurance regulatory regimé. A cbm-mittee compn'sing the chairman of IRDA,
the Chairman of LIC, the Chairman of GIC, and a representative of the Central
Government takes the decision regarding appointment of the Ombudsmen. At present
there are twelve Ombudsmen acrdss the country with different geographical areas
alloted to them as their jurisdictions. The Insurance Ombudsman has been empowered
to réceivc and consider complaints from any person who has grievances against an
insurer in personal lines of insurance. The Ombudsman can perform both the function
of conciliation as well as that of award making. The Ombudsman is required to make
~an award (when he decides in févour of the insured) witﬁin a period of three months
from the receipt of the complaint, and the awards are binding upon the insurance
companies. If the cOnsumer/policyholder i not satisfied with the award of the
Ombudsman he can approach other institutivons like Consumer Forums and Courts of
Law. Afso, the insurance companies are feqhired to honour the awards passed by an
Ombudsman within three months. However, the Ombudsman’s powers are restricted -

to insurance contracts not exceeding Rs. 20 lakhs.

REGULATIONS LAID DOWN BY IRDA®

- As we have discussed above, the Indian regulatory authority for insurance, IRDA, is-
required to make regulations to carry out the purpose of the IRDA Act, and the -
regulations have to be consistent with thé provisions of- this Act. Some of the

important regulations laid down by IRDA are given below.

* The matcrial for this scction has been drawn from the Annual Reports of IRDA
and various Notifications brought out by IRDA relating to the Regulations.
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Protection of the Interest of the Policyholders

Towards achieving this objective, IRDA has taken the following steps:

0]
(i)

(i)

()
v)
(Vi)

(vii)

(viti)

4
The insurers.are required to maintain solvency margins so that they are in

a position to meet their obligations to the policyholders.

Clearly disclosing the benefits, terms and conditions under the policy is

obligatory for the insurers.

Benchmarks on customer services have been set. The concepts of free look
(under which, a potential. customer is given some additional time to
reconsider his purchase decision even after he has agreed to purchase an
insurance policy once) and interést to be paid on delayed settlement of

claims have been introduced.

All insurance companies are required to have a consumers’ representative -

on their Board as member.

A consumer’s representative has been nominated on the Insurance Advisory

Committee.

IRDA pursues complaints received from policyholders with the concerned

v insurers.

‘File and use’ system has been introduced for all insurance products,
which are not controlled by TAC, under which IRDA checks that the

interests of the policyholders are protected in the filed insurance éon_tract.

A code of conduct has been introduced for insurance’ agents and

intermediaries, including brokers.

Maintenance of Solvency Margins of Insurers

(i)

The IRDA (Assets, Lia_bi'lities, and solvency -Mar’giﬁs of 'Insurers)
Regulatidn_s, 2000 stipulate that all life insurers should maintai a
minimum solvency margin (which is thevexcess of value of a:ssetsﬁ o;/e'r
l_iabilities of either Rs 50 crore or a sum equivalent based on the

prescribed formula given in IRDA (Actuarial Report and Abstracts)

“Regulations 2000, whichever is the highest. In case of general inéurers,

the regulations stipulate that the minimum solvency margin should be
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(i)

(iii)

- (1v)

either Rs 50 crore or a sum equivalent to ‘20% of the net premiums
(g_,ross premiums less of reinsurance payments) 30% of net mcurred

‘claims (average for three precedmg years), whlchever is the larger of

the two’.

There is a 50% upper limit (or ceiling) on the amount of reinsurance that
can be used to calculate net premiums for calculations of the solvency

margin,

The lowver bound on solvency margin (which is Rs 50 crore for any

primary/direct insurer) is Rs 100 crore for a reinsurer.

Available Solvency Margin of an i_nsur_er divided by the Required Solvency
Margin (which is calculated according to the formula prescribed in the
regulations) of the insurer gives a ratie, called the Solvericy'- Ratio. The
regulations regarding the registration of new insurers requires them to
maintain a solvency ratio which is 1.5 times the normal solvency ratio

requirement.

Monitoring of Investments of the Insurers

(0

(i)

(i)

The IRDA Act, 1999 prohibits the investment of funds of the insurance

companies outside India.

IRDA ‘has mandated. the pattem of investments to be followed by the .
insurance compames spec1fymg the mmlmum percentage of mvestments to
be made in government securmes in the mfrastructure and social sector,

and as loans fo state Govemments. Other than these avenues, the insurance
companies can make certain types _ef ‘approved investments’,‘ which may

be governed by eertain Exposure/Prudential Norms.

IRDA has made it rnandatory for all insurers to submit an investment policy

before the start of an accounting year.
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Monitoring of Reinsurance

@

s

(i)

Giii)

The reinsurance programme of each insurer, in the non-life segment, is
required to be guided by the basic tenets of maximising retention within

India, developing édeqixate capacity and securing " the best possible

 protection for the reinsurance costs incurred.

In case of reinsurance by life inSufers, IRDA requires them to draw up a
programme of reinsurance in reépect of lives covered by eé'ch_ insurer and
get it certified by its appointed_ éctuary. Further, such a certified profile of
the reinsurance programme giving the names of all reinsurers involved
should be filed with IRDA at least forty five vdays before the

commencement of each financial year.

The GIC has been notified as the Indian reinsurer. As regards the non-life
insurers, IRDA requires them to compulsorily cede 20% of . their gross
premiums to the Indian reinsurer, subject to limits in fire, engineering and

energy business.

*

Regulation of Accoumting and Actuarial Standards

(i)

| (i)

IRDA has issued régulations concerning preparation of financial.
statements and Auditor’s Report to be prepared by the insurance
companies, which broadly fall within the purview of the Accounting
Standards (AS) issued by the Institute of Chartered ‘Accountants of

India.

The system of Appointed Actuary has been introduced for all insurers

operating in India. No insurer can transact life insurance business in India

“without an Appointed Actuary, w_brking as a full-time employee (with the

life insurer). In case of non-life insurers, ‘a consultant actuary can be
appointed, and not necessarily one who is a full-time employee. This

relaxation has made due to the shortage of actuaries for non-life insurance

in India.
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Iznll v of Brokers into the Insurance Market

(1) The Insurance Amendment Act 2002 has permitted brokerage to pald from
the premiums in the insurance business in India. Following this legislative
changer, IRDA has been taking steps for expanding the number of -
intermediaries in the insurance industry, including insurance brokers and
consultants. As of 2003, there were roughly S lakh insurance ‘
intermediaries in the country, out of which roughly 2 lakh were for the

rural areas. -

(ii) " IRDA has laid down codes of conduct and fair market conduct rules for all

types of intermediaries.

Co-operative Societies for Carrying Qui Insurance Business

The Insurance Amendment Act 2002 also allowed co-operative societies to be formed
specifically for carrying out insurance business. According to IRDA regulations, such
co-opératives will be subject to the same paid-up capital requirement, and solvency‘

requirements as the insurance companies.

Restrictions in Registration of New [nsurers

®) No insurer can get a license to carry out composite business, i.e., both life

and non- hfe insurance busmess in India.

(i1) A foreign insurer can enter the Indian market only through a joint-venture
with an Indian prorn,oter. Foreign promoter can hold up to 26% of the
equity (however, the Union Budged of July 2004 has proposed to raise this

equity cap to 49%) ina new Indian insurance company.

(11i)  There is no geographical- restriction for the new players. They can operate.

all over the country.

Rural and Social Sector Obligations

(1) Under the IRDA’s rural sector obligations for the insurers; ‘rural sector’
means any place which as per the latest census has a population of not more

than 5000, a population density of not more than 400 per square km, and
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where at least 75 percent of the male working population is engaged in
agriculture. For all the new entrants, the rural sector obligations are as given
e

below:
(a) inrespect of a life insurer—
(i) 5 percent of total policies written direct in the first financial year

(i) 7 percent of total policies written direct in the second

financial year.
(iii) 10 percent in the third financial yéar.
(iv) 12 percent in the fourth financial year and
(v) 15 percent in the ﬁﬂl} financial year.
(b) In respect of general inéure_r—

(1) 2 percent of total gross premium income written direct in

the first financial year.

(i) 3 percent of total gross premium income written direct in

the second financial year and
~ (1i1)5 percent thereafter

(it) Social sector, as per the regulation of IRDA, includes unorganised sector,
economically vulnerable or backward classes (people living below . the
poverty line) and people ‘with disability, in both rural and urban areas. The

social sector obli‘g_ations, in respect of all insurers, are—
(D) 5000 lives in the first ﬁhancial year
(IY) 7500 lives in the second .ﬁnanéial. year
(LITy 10,000 live§ in the third financial year
(IV) 15,000 lives in the fouﬁh ﬁnan_dal year

(V) 20,000 lives in the fifth year.
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APPRAISAL OF THE LEGISLATIVE FRAMEWORK AND REGULATIONS

(1). Many of ‘the logpholes in the regulatory reglme for insurance in Indla seem to be
rooted in the dual -responsibility given to the regulatory authority, i.e., of protecting
the interests of the insurance policyholders and ensuring growth of insurance business
in the country. Tlie Insurance Regulatory and Development - Authority (IRDA) is
trying to put in place a liberal a_.nd competitive environment in the insurance industry
so as to help the new, private insurance companies register appreciable growth and
compete with the incumbent public sector insﬁrers, which is also expected to augment
~the flow of long-term financial resources not only to the infrast'ructure and social
sector activities but also towards the corporate sector. Since our discussion of the
various issues relating to regulation of insurance as. well as our survey of the
regulatory regimes in different countries clearly suggest that the fundamental
objective of insurance regulation is to protect the consumers in the insurance market,
we shall assess the regulatory regime is India on the basis of its ability and intent to
perform this fundamental duty of protecting the interests of the insurance buying

public.

We observe that the protection of consumers does not find any explicit mention in the
‘duty’ of IRDA, as provided for by the IRDA Act, 1999.-On the other hand, IRDA has

been assigned the duty to not only regulate but also promote and ensure orderly

growth of the insurance and reinsurance business in the COuntrv. Again, the IRDA Act .

mentions promoting efficiency in the conduct of msurance _business as one of- the

functions of IRDA. If this. eff1c1ency is taken to mean efﬂcnency of an insurance firm
in the sense it is used in conventional economic theory, then IRDA will not be able to
prevent the insurers from discn’minating against those sections of the population who

are more vulnerable to losses.

(2). While in the United States, eyery‘ -State has been given the authority and -
responsibility to regulate insurance business within'itsgeographical boundaries; in the
- Indian case, the authority to regulate insurance is centralized with IRDA and the

central government.

(3). The IRDA Act clearly mentions that, in questions of policy, IRDA is bound to

obey the decision of the Central Government. This restriction might constrain the
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ability .of IRDA to take decisions on key issues that might have a significant
bearing on the interests of consumers in the insurance market. Also, Sintta (2003)
~ observes that the Chinese - Insurance Regulatory Commission has the . power .:to
make laws so as to fulfil- its -responsibilities, but IRDA is merely a law-
implemehting body. IRDA is bound by the areas of regulation that have been
provided for in the IRDA Act. | '

(4). As regards the legal provision for setting up co-operatives for exclusivé‘ly ‘
carrying on insurance business, IRDA observed that “by nature of their being
engaged in the activity of disbqrsing credit and being closer to the rural markets,
co-operatives are expected to help.in the penetration of insurance cover to rural .
areas” (Annual Report, 2001,02). However, IRDA’s regulations for such co-
operatives requires them to fulfil the same conditions t)f capital and solvency as
the insurance companies. While the intention of IRDA is to protect the insureds-
from insolvency of co-operatives it ignores. the fact that insurance co-operatives of
very small size targeting certain sections of the population in the rural areas can be

highly beneficial for people in the rural areas, but such co-operatives will never
come into existence under the current regulations. And, it should be noted here .
that the Insurance Amendment Act 2002 has given authority to TRDA to exempt

the co-operatives from any of its regulations. T

(5). As Pant (1999) had pointed out in case of the IRDA Bill, which was later enacted :
if the intention of the legnslatlon is to enable IRDA to prescnbe marketmg of
insurance products among.,st under-served segments in rural areas in a concessnonal
and affordable manner, then this needs to be clearly spelt out. Similarly, in case of
social sector (which refers to unorganised sector, informal sector, people living below
the poverty line and- people with disability_—'according to the regulations laid down by
(IRDA), if the intention of v,the' le_gislation is to enable IRDA to prescribé minimum
inshranc_e coverage of deprived seéti_bhs_ of the population by the instxrancé companies -
at prices affordable to such set:tions, it should have been specifically- mentioned in the
lRDA Act. These loopholes in the IRDA Act have been carried over fully into the
regulations of IRDA regarding rural and social sector obligations of the new insurance

companies.
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By specifying merely the ’vp'erce;ntage of business to be covered in the rural areésv'
by~the insurers, the problem df growing disparity between the economic abilities -
of different regions of the country has been grossly ignored. Also, the number of
lives to be covered by the insﬁrance companies so as to fulfil their social sector
obligations is grossly inadequate, keeping in mind the facts that sociz{l security
system in India is non-existent and a sxzable proportlon of the population is

economlcally vulnerable

(6). In the area of structural regulation, the Indian regulatory regime has been made
rather flexible and banks have »been allowed to enter the insurance sector through
subsidiaries. The banks need prior approval of the banking regulator, i.e., the RBI, to-
be able to do so. As v‘ve had observed earlier in this study, the overall approach in |
India towards the regulation of the financial services sector is the pillars approach,
under which there are three separate regulators for the banking,. insurance and
securities markets. Also, many of the new insurance companies are joint ventures .
between foreign insurers and non-financial corpofations from India. Therefore, the -
advér‘s’é“consequences of weak structural regulation, which we have discussed bearlier,

cannot be ruled out in case of Indian insurance industry in future.

(7). In the area of solvency regulation, the af)proach taken by IRDA resembles that of
the E.U. which we had called as the traditional approach to solvency regulation. As
long as the new insurance c»ompvanies have a relatively small volume of business, the
. sélvéﬁcy reqﬁi'rements sef by IRDA can be expected tof‘serve well towards preventing |
- insolvéncies. 'However, in future, as the new inéﬁrers write higher volumes of
business, the risk-based-capital approach (as practlces in the U.S)) to solvency

reg,ulatnon could prove to be better.

(8). The introduction of the Appointed Actuary 'system is one of the positive features
~ India’s insurance regulation regime. This measure can be expected to act as a
safeguard against bad underwriting practices being adopted by the insurers and serve

towards preventing insolvency of insurers.

(9). However, there is no legislation in India that provides for underwriting
restrictions on insurers (Mahal, 2002). This is a major drawback in the Indian

regulatory regime, since many countries (e.g., China, Japan) strictly regulate the
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underwriting practices of insurance companies. ‘As a result of the flexibility given to
the insurers in risk ,iundérwriting, they can be expected to indulg‘é heavily in
discrimination among the potential customers resulting in fragmentation of the market
for insurance in India. Given the relatively high levels of socio-economic inequality

among the people of this country, the sections of the population who are more |
.- vulnerable to losses can be expected to belong to the economically poorer strata. In
such a scenarib, if the private insurers are not restricted from discriminating against
less proﬁtable potential customers, a sizable chunk of the country’s population will .
get excluded from the_vdluntary market for private insurance. Given the non-existent

social security system in Ihdia, ‘the . consequences of such a development could be

quite harmful for people in general.

(10). The approach of Indian regulators, towards rate regulation in insurance seems
to be the weakest part in the Indian regime. Following the recommendations of the
Malhotra Committee, a substantial portion of the general insurance business in India
has already been de-tariffed. And, the developments vis-a-vis the Tariff Advisory |
-~ Commiittee (discussed earlier in this chapter) are clearly towards de-tariffing a major
part of the general insurance business. The consequehces of such deregulation can
be quite Aadverse for the consumers. The happenings in the motor insurance segment -
- are a pre-cursor of the things to come in many lines of non-life insurance business,
_if IRDA moves the insurance industry towards an environment of greater
deregulation of rates. In fact, motor insurance is a loss-making portfolio in the
insurance market of almost every ICcSuhtrjy,'A_-éhd in particular the third party liability
portion causes '4losses. However, even in the U.S., many states have made it
_mandatory for the non-life insurers to provide third party liability covérage. The
 IRDA should take into account these facts before giving greater flexibility io he -

private insurers in India.

(11). IRDA could also take steps towards establishing a Guarantee Fund in India for
the purpose of providing coverage against the insolvency of an insurer. As we had -
noted earlier, such a Guarantee Fund can be expected to have more benefits in terms
of protectixlg the interests of the insurance policyholders than moral hazard costs in

case of a country like India.
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(12). As regards lhafket regulation, the approach of IRDA is towards establishing self-
regulation by the. insurance industry. IRDA, in its Annual Reports, has explicitly
stated that it expects thelife and non-life insurance councils, which consist of the
- Chief Executive Officers of al!' the insurance companies in the respective sectors, to
take up the responsibility of ensuring that the insurers do not indulge in unfair market
conduct. However, IRDA’s primary 'objectiAve should be to protect the consumers,
which can be better ensured if market regulation is implemented by government

authorities.

(13). The institution of Insurance Ombudsman is of crucial importance for redressal
of the grievances of consumers vis-4-vis insurance- companies. Therefore, IRDA
should try to strengthen this institution, in terms of the scope of the Ombudsmen and
their powers to give awards, and it should try to make these Ombudsmen easilyl

accessible to the people all over the country.

(14). IRDA should have the vision to serve and protect all potential buyers of
insurance in the country, not just those who are existing customers of the insurance

companies.
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CONCLUSION

This study took up several important questions relating to regulation of insurance
industry and tried to build up an analytical framework, based on a discussion of the
theoretical -arguments and a survey of the developments across different countries, to
assess the insurance regulatory regimé that has been put in place in India through the

IRDA. The main conclusions of the discussions presented are summarised below.

A system of insurance is needed mainly because of two f_uhdamental reasons. The first is
that individuals, firms, and the society as a whole, face different kinds of risks, which, if
realised, can cause significant losses. And, both individuals as well as firms are incapable
of managing many of those risks as competently as the system of insurance can. The .
second fundamental reason has been traced in the primary functions performed by
ins'urance, which are: (1) it tranéfers risks from an individual or a firm to an entity which
is better able to cope with it and (2) it leads to a sharing-of losses, on some equitable

basis, by a large number of people.

- It has become a common practice émong the mainstream economists to argue for a
competitive insurance industry, characterised by the presence of a sizable number of
private insurance companies. However, in 4 practice, competitive insurance markets,
comprising private insurers, lead to welfare losges on several grounds. This is evident
from the extensive regulation of insurance industry which has been adopted by many
countries, most notably, the United States. The argument made in favour of a liberal
‘competitive insurance industry, that such an environment would generally lead to lower
premium rates, better risk coverage and better claims service, is misleading. In a liberal
competitive insurance market, premiums can come down, coverage may expand and
claims service can improve, but only for a select group of people facing lesser exposure

to risks, not for the entire group of people taking part in the insurance market. One of the
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ironies of private insurance, industry is. that, while it is supposed to pool risks, in practice.
it tends to unpool them, breaking down the larger pool of potential inSl;red in search of
smaller, less risky pools, which are more advantageous for some, while excluding others.
Premiums within these smaller pools can be kept lower and claims service can be higher,

but only for those fortunate enough to be included.

Besides this fundamental problem (from the _pbint of view of the insurance buying public.
in a society) with a system of private voluntary market for insurance, there exist several
other reasons for government intervention in the insurance market. But that intervention
could be in different forms, such as, compulsory public provision of insurance, operating
public sector insurance companies in the market for private insurance, or state regulation
of the insurance industry. Of all these, state regulation of insurance industry is the most
prevalent form of government intervention in many couhtries at present. There seems to
“be a consensus among economists regarding the need for state regulation of insi;rance,
with even those adhering to the market failure view of govemment intervention (i.e.,
accepting any form of government intervention only if a private voluntary market fails
and the govemmént is capable of rectifying such failures) not questioning it. As we found
out in the discussion of state regulation of insurance, the rationale for regulation of
insurance industry has two primary aspects — protection of the consumers against unfair
. practices or market mis-conduct of insurers and protection of the consumers agamst
losses - arising from the insolvency of msurers Hence the fundamental objectlve of
~ insurance regulatlon is to ensure the financial soundness of the insurance companies and.
thelr capital, reserves and investments; and to ensure that pohcyholders and beneficiaries -

are given fair and reasonable treatment by insurance companies and insurance agents

As has been mentioned above, those adhering to the conventional notions of economic
efficiency hold the view - that regulation of insurance ,should__b'e advocated if the |
cdmpetitiye market fails to provide a constrained optimum, and the objective of the
regulator should be to reach outcomes which are consfrained optimum. However, in.
practice, even the most developed countries do not adhere to this view of regulating a

competitive insurance industry with the objective of achieving ‘efficiency’ in the
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allocations in the market. ‘This ,poiﬁt becomes evident from the legal responses of the
state to' the issue of market fragmentation by insurers for cobing with the problem of |
adverse selection, which have come up in the developed countries, like, the United States.
The evidence ﬁom such countries suggests that even when the government allows the
insurers to take resort to classification of the customers, which in turn leads to.
fragmentation of the market on thé basis of risk exposure of individuals (a phenomenon

that we referred to as unpooling of risks), it doés take care to make it mandatory for the
| private insurers to provide insurance coverage to those individuals who get excluded
from the market for voluntary private insurance, and that too at rates regulated by the

state regulatory authorities.

The insurance markets in the U.S. and the European Union are the two largest
competitive markets for insurance, characterised by the presence of a suﬁiciently large
number of 'p.rivate insurers competing with each other in identical lines of business.
However, the régulatory authorities in neither of the two seem to adhere to the view that
the force of competition can diSci_pline the insurance companies and ensure the
safeguarding of the consumers’ intefest. Japan, on the other hand, has protected its
insurance industry from a liberal and competitive en\}ironment for long thfough very
" tough regulatory measures. The remarkably high levels of insurance penetration  and
insurance deﬁsity in Japan provides a sharp criticism of the arguments put forward by the
advocates of deregulation/liberal regulation  of the insUr_ance industry that a liberal
_regulatofy regime is essential for achieving a “matured insurance :inddétry. China’s -
experience with liberalisation and fegulaﬁon of insurance shows a v'efy cautious appfoach’
to replacing the existing nationalised insurance industry with a competitive one and
towards allowing foreign insurers entry to the domestic market, both of | which can be
detrimental for a developing economy when these éhéngés are implemented hastily. And,
Poland offers an important evidence of a country undertaking full-scale liberalisation of
the existing nationalised insurance industry "'acfcompani'ed. with a liberal regulatory

regime, and then paying the price for it.

The insurance industry in India prior to its nationalisation was characterised by dismal

performance by the private insurance companies. The growing instances of market
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misconduct by the insurers, as also fhe increasing number of insolvencies, led to the
nationalisétioh of life insurance business in 1956 and that of general insurance in 1972.
The nationalisation of India’s insurance industry, apart from protecting the interests of |
the policyholders, was also visualized to play a key role in channelising public savings
for nation-building. LIC has become successful, over the four and a half decades of its
existence, in numerous ways. One of the most commendable feats of LIC, over the period |
of its existence, has been its crucial role in mobilising savings for investments in
development of -infrastru'cture and other sdcially prioritised avenues in the country. LIC’s
claim-settlement ratio has been above 90 per cent, over the yeérs, while the world
average for claim settlement ratio has been around 40 percent only (both in life and non-
life insurance). The performance of the GIC has been less impressive than that of LIC.
' However, the claim settlement ratio of GIC had beeﬁ around 74 percent, which is much
higher than the world average of around 40 percent, and it had been investing 50 percént
or more. of its investible surpluses in mandated areas of development. The strongest -
criticism of the nationalised insurance industry .was made on the basis of India’s very low
levels of insurance penetration and insurance density in comparison to those of the
developed countries and some of the developing countries. However, the insurance
“density, which expresses the total volume of insurance prefniums in a year in per capita
terms, 1S bound to be low when, for a given level of insurance premiums, the population
of a country IS hlbh Thus, insurance penetratlon which expresses the total volume of
- Insurance premlums ‘in a year as a percentage of the. Gross Domestlc Product of the
' country, is relatively better as a parameter for judging the perfonnance -of a country’s
insurance industry. - However, there exists .no strong argument to prove that the
relationship between the national income of a. country and its total volume of insurance
premiums is a linear one. If we consider two sountﬁes with different levels of per capita
income and also with different levels of inequality in the distribution of the national -
incoiﬁe,. ‘the insurance penetration cannot- be taken as an indicator to compare the .
performance of the insurance industries in the two countries, for the country with a f\igher
level of per capita income combined with a lower level of disparity in the distribution of

its income can be expected to have a higher level of insurance penetration when the
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structure and performance ‘of the insurance industries in both the countries have been

identical. -

In case of India, the philosophy of the govemments at the Centre during the last decade
- as well as that of the regulatorslof bi'nsurance (after the setting up of IRDA in 2000)
regarding the business of insurance seems to have been that —a free, ‘competitive
insurance market generally léads to lower premium rates, better risk coverage and better
products to deal with the growing needs of the insurance buying public; however, there
has to be some degree of .intervention in that free market to ensure that there is *fair’
competition and not ‘cut-throat’ competition' that can lead to insolvencies of insurers. -

While the sécOnd paft of this philosophy is correct, the first part is fallacious.

In India, the aﬁthority to regulate insurance is centralized with IRDA .and the Central
Govemment. The IRDA Act clearly mentions that, in questions of policy, IRDA is.
bound to obey the decisions of the Central Government. This restriction might
~ constrain - the ability of IRDA to take decisions on key issues that might have a
| significant bearing on the interests of consumers in the insurance market. IRDA is

merely a law-implementing body, which is bound by the areas of regulation that have
been provided for in the IRDA Act.

Many of the loopholes in the regulatory regime for insurance in India seem to be rooted-
in the dual responsibility given to the régulatoxy authority, i.e., of protecting the interests '
X o'f._d{é iﬁshrance policyhol-dérs‘as" well as ensuring growth of 'ihsﬁrance business in the
country. The IRDA is trying to put in place a liberal and"compeﬁtive environment in the
insurance industry -so as to help thé new, private insurance companies .register appreciable
growth and compéte with the incumbent public sector insurers. The current system of
fegulation under IRDA covers many important aspects of the business of -inéurance as
. well as the specific needs in case of India, but many of the fegulatory measures are weak

' and the approach is towards a more flexible regime in future. -

As regards allowing the formation of insurance co-operatives and IRDA’s regulations for
such entities, while the intention of IRDA is to protect the insureds from insolvency of

co-operatives it ignores the fact that insurance co-operatives of very small size targeting
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certain sections of the population in the rural areas can be highly beneficial for people in
the rural areas, but such co-operatives will never come into existence under the current.
regulations. And, it should be noted that the Insurance Amendment Act 2002 (which "
ailqwed the formation of insurance co-operatives in India) has given authority to IRDA to
exempt the co-operatives from any of its regulations. The loopholes in the IRDA Act ~
regarding '.rural and social sector obligations of the new insurance combanies have been
carried over fully into the regulations of IRDA. By specifying merely the percentage of.
business to be covered in the rural areas by the inéurers, the problem of growihg
" disparity between the economic abiliﬁes of different regions of the country has been
grossly igno'red. Also, the number of lives to be covered by the insurance companiés

so as to fulfil their social sector obligations is grossly inadequate.

There is no legislation in India that provides for underwriting restrictions on insurers,
which is a major dravyback in the Indian regulatory regime. As a result of the flexibility
given to the insurers in risk underwriting, they can be expected to indulge heawvily in
discrimination among the potential customers resulting in fragmentation of the market for-
insurance in India. Given the relatively high levels of socio-economic inequality among
the people of this country, the sections of the population who are more vulnerable to
| losses can be expected to belong to the economically poorer strata. In such a scenario, if
" the private insurers are not restricted from discriminating against less profitable potential
customers, a sizable chunk of the country’s population will get excluded from the
voluntary ‘_mafﬁét for private insurance. The approach of Indian regulators towards rate
regulation in insUran:ce seems to be the weakest part in the Indian regime. Fdilpwing the |
recommendations of the Malhotra Committee, a substantial portion of the general
ins'uraﬁc'e business in India has already been de-tariffed. And, the developments vis-a-
vis the Tanff Advisory Committee are clearly towards de-tariffing a major part of the
general insurance business.‘ The consequences of such deregulation can be quite. adverse

for the consumers.
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In the area of market regulation, fh_e approach of IRDA is towards establishing self-
- regulation by the insurance industry. IRDA’s primary objective should be to protect the
consumers, which will al\vays be betfer ensured if market regulation is implémented by

government authorities.

The opening up of the insurance market to- domestic and foreign private players has
resulted in a shrinking of the policy space available to the state in India vis-a-vis the |
“insurance industry. When the new private insurers are competing for market share with
the incumbent public sector insurers, with the expectation that the Government would.
make the environment in the insurance industry more and more conducive to their
growth, promotion of public' welfare through measures such as cross-subsidisation by the
public sector. insurers would become quite. difficult in this liberalised environment. In
_ such. a scenario, IRDA, as the insﬁran'c‘e regulatory authority, should not only take strong
measures to' ensure the protection of the existing insurance policyholders but it should
also take up the respon‘sibility for ensuring the availability of insurance coverage at
~affordable prices and in an indiscriminate manner to all potential buyers of insurance in

the country.
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