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THE SOCIETAL BENEFITS OF INSURANCE MARKET LIBERALIZATION AND HOW TO ACHIEVE THEM
 

Insurance can provide unique and important benefits to a society, including financial security to support economic growth, private compensation of loss in place of government compensation or no compensation, investment in basic infrastructure and a financial and political focus on loss prevention and mitigation. Obviously, however, insurance can only provide those societal benefits if the market is liberalized and insurers can enter, operate and earn a profit. The next few months of the Doha Round offer an extraordinary opportunity for many countries to quickly realize the societal benefits of insurance by tabling comprehensive insurance liberalization requests and offers. 

 

SOCIETAL BENEFITS OF INSURANCE LIBERALIZATION
 

Financial Security for Individuals and Businesses
 

Commercial insurance, written locally or on a cross-border basis, provides financial security for investment in plants and other operations of manufacturing and service businesses. Reducing the risk of loss from fire, theft and other covered perils through purchasing insurance protection eliminates an important category of risk and therefore encourages individuals and lending institutions to provide capital needed for start up operations in all other business sectors. In fact, the availability of affordable, comprehensive insurance is a major factor in locating plants and other operations. Similar benefits accrue to individuals through their purchase of personal insurance.  

 

Private Compensation in Place of Government Compensation or No Compensation 
 

Without insurance, fires, injuries in motor vehicle crashes, premature deaths or workplace fatalities impose economic burdens on the individuals and the families sustaining the losses and on the government, to cover the costs of medical treatment, property repair or replacement and lost productivity. Insurance provides an alternative source of payment for these losses and related costs.
   

Private risk sharing through insurance has two main benefits in terms of compensation.  First, insurance provides compensation for at least some of the costs of an injury, fatality or property loss and thereby relieves some of the financial burden from victims, their families, their employers and property owners. This expedites the recovery process and allows a more rapid return to normal productivity.  Second, medical and other costs traditionally paid by government programs directly or indirectly through “charity care” are covered by private insurance.  This allows government resources to be used for other purposes, such as economic development. 

 

Investment in Essential Infrastructure
 

Insurers pay taxes and invest the premiums paid by customers before the money is needed to pay claims. Both the taxes and the purchase of government securities by insurers provide significant capital for public purposes. 

 

In the U.S., for example, insurers paid $12.5 billion in premium taxes and $10.8 billion in income taxes in 2003.  Of the total investments by insurers of $848 billion in 2002, they held $216 billion in municipal bonds. Insurers also invested $ billions more in corporate stocks and bonds, therefore assisting private economic development, as well.  

 

The government securities held by insurers in the U.S. provided capital for roads, bridges, airports, schools, libraries, hospitals and housing. This public infrastructure is essential for supporting economic development.  

 

Organized Focus on Loss Prevention and Mitigation
 

Insurance provides compensation for loss.  It stands to reason, therefore, that the fewer the losses the lower the price for insurance and the greater potential for profit.  Accordingly, insurers commonly engage in market and political activities to prevent or reduce these losses and related costs.   

 

Because pricing and underwriting vary dramatically based on the comparative risk of loss, insurance provides a powerful economic incentive for individuals and businesses to act carefully.  This is true whether the insured activity is driving the family automobile or determining the priorities for corporate spending. In fact, for some people, the cost of insurance is a greater deterrent to dangerous behavior than the potential for physical injury.  

 

In the U.S., insurers test and rate motor vehicles for their safety. Insurers conduct engineering and behavioral studies and help establish the priorities for motor vehicle and building safety legislation.  Insurers also provide expert advice to corporate and individual policyholders on what they can do to reduce the risk of loss.  Examples include installing effective fire suppression equipment or advising a transport company how to reduce losses through better driver management and vehicle maintenance.  

 

Insurers also act as advocates for safety in the political system.  For example, insurance lobbyists, agents and employees are a major organized advocacy group supporting the enactment of laws to improve minimum safety performance for products, to establish workplace safety rules and to mandate minimum levels of individual safety. Among all industries, insurance is unique in having the reduction of risk as a constant priority objective.  

 

The motor vehicle safety activities of insurers provide an example of their concern for loss prevention and mitigation.  In 2003, 42,643 people were killed in motor vehicle crashes with a total economic cost exceeding $230 billion in the U.S. But if the fatality rate per million miles traveled of 1983 (before many safety laws were implemented) was still valid in 2003, the number killed would have been 74,215 and the economic losses would have exceeded $350 billion.  This is clear evidence that the loss prevention and mitigation efforts of insurers, combined with other interested parties, provide a huge economic benefit to society in reduced economic losses.  

 

While some losses are totally preventable, some others are clearly not.  For this latter category of losses, insurers’ efforts are focused on reducing the potential human and economic loss when a catastrophic event occurs.  Examples of these efforts include our advocacy of improved global prediction and warning systems for natural catastrophes such as tsunamis, better land use controls and stronger building safety codes. Within four days of the recent tragic tsunamis, we publicly called for improved mitigation, including a global early warning system, and asked the OECD to make natural catastrophe mitigation among its highest priority issues for next year.  

 

ESSENTIAL ELEMENTS OF MARKET LIBERALISATION 
 

It stands to reason that before insurance can provide the benefits to society summarized above, insurance companies must be able to operate in the market. Fortunately, the Doha Round offers an immediate opportunity for many more countries to position themselves to enjoy the benefits of an open insurance market that are summarized above. The Financial Leaders Working Group Insurance Model Schedule and Best Practices outlines the essential elements of market liberalization which must be addressed in the requests and offers, to realize these benefits.

 

Mode of Establishment
 

Insurance companies have different strategic objectives and different ways to structure themselves to achieve their objectives.  To attract as many insurance companies as possible, all modes of establishment should be permitted: branch, subsidiary and joint venture.  Each type of corporate organization is subject to local insurance regulation on the fundamental regulatory concerns relating to market conduct.  Branching, a form of establishment controversial in some areas, provides regulatory access to the home office capital as well as any local capital and therefore provides even more financial protection than does a subsidiary. 

 

National Treatment 
 

Foreign insurance companies should be treated according to the same rules as domestic companies.  Not only does this benefit the foreign providers but by encouraging competition, more and innovative products can be offered to the public and public demand increased for both foreign and domestic products.  The net effect will be an over-all growth of the demand and market for insurance, resulting in increased income for both foreign and domestic insurers. We see this effect regularly in other areas of economic activity, such as retail and restaurants.  

 

Minimum Capital, Solvency Regulation and Reinsurance
 

Countries should be careful to set their local capital requirements in a manner consistent with international norms.  Otherwise, insurance companies may not want to enter the market because they lose too much control over the ability to manage their own assets. 

 

In addition, insurance regulation in each country should have solvency regulation that comports with international standards.  Insurers, like regulators and the public, have a strong interest in all competitors being financially sound. Inadequate regulation for solvency would be a disincentive for an insurer to enter a market.  

 

Insurers should be free to find the best reinsurance globally both for efficiency reasons and for reasons of global risk spreading. Mandates to reinsure locally unproductively tie up capital and deny its use for offering more insurance to the public.  In addition, in the event of a local catastrophe, too much of the insurance market could be financially jeopardized.   

 

Foreign Equity Ownership
 

Foreign insurance companies should be able to own 100% of their local enterprises.  This is because the companies want to manage their own affairs subject to regulation, control their own assets and determine who they hire.  Foreign equity ownership does not dilute the ability of the host country to regulate for solvency and assure compliance with consumer protection regulation.  And because much of insurance is by nature a “local” product, requiring local management and sales, skills transfer to local people will occur regardless of whether an insurance enterprise is a foreign-local joint venture or a 100% foreign owned company. 

 

 Independent, Competent Regulator and Transparent Procedures
 

The insurance regulatory authority must be independent of any of the regulated entities and must have adequate trained staff.  As the substance of the regulation, it should adopt and implement the body of international norms issued by the International Association of Insurance Supervisors (IAIS) in the form of frameworks, principles, guidance papers and standards.

 

The regulatory process must also be transparent to all interested parties on an equal basis.  This includes public comment periods for draft regulations and the right to have comments responded to by the regulator.  In addition, effective dates must be realistic, so compliance is feasible. A regulatory process including these factors will not only benefit insurers, but will provide better input and guidance for the regulatory authority, which is a form of technical assistance.  

 

No Arbitrary Restrictions Based on Geographic Territory or Type of Insurance
 

Some countries have tried to postpone liberalization through imposition of geographic limits or exceptions to commitments for “compulsory” or “mandatory” lines.  Both are self-defeating. 

Geographic limitations serve to unfairly delay choice in insurance products and result in some citizens having choices that are unfairly denied or delayed for other consumers.  

 

Exceptions from liberalization commitments for insurance lines designated as “compulsory” or “mandatory” are especially against the interest of a developing economy.  That is because the lines of insurance most likely to be mandated by law, such as motor vehicle insurance or workers compensation, are the very lines of insurance where insurers’ activities directed to loss prevention and mitigation would be most beneficial. 

 

CONCLUSION
 

Insurance potentially provides a society with many benefits that are essential to economic growth and the public’s well-being.  But these benefits can only be realized in a liberalized market.  The next few months offer a unique opportunity for many countries to achieve substantial progress on insurance market liberalization and to begin to enjoy its many benefits. Let us work together to make that a reality.    

 

 

       

