T am— 5 e e 12T

INSURANCE SUPERVISION IN DEVELOPING COUNTRIES

By s
¥Mr., L.P. Buol

Chief, Bpecial Programme on InsurénceL UNCTAD . .

Mr. President, ladies and Gentlemen,

1. As you all know, the subject on which I was reguested to prepare a
paper is Yinsurance supervision in developing countries®. An uncomfortable
subject -~ many of you might thinlk -~ to speak on to managers of insurance
companies, somewhat like talking to the sheep about the wolf. But you need
not worry, because -~ as I have already explained to other insurance fora

not very long ago and as I am going to prove today - the kind of insurance
supervisaps I have in mind are not really wolves; they are fully domesticated

~ghepherd dogs, reliable friends and protectors of all sheep, as long as the

latter behave,

iR Now that I have put you at your ease, I hope, let me explain how T
intend to deal with my subject. I think, I must first define what, in my

opinion, is the correct scope and purpose of insurance supervision, in
particular as regarde the specific needs of developing countries. Then, I
shall refer to the various methods of practical insurance supervision.
Finally, T will try to explain why in many countries, developing as well as
developed, insurance supervigion operates in o far from optimal manner.

dzone of insurance supervision

3. Gambling ig a very selfish kind of a game, The gambler, confident -
rightly or wrongly -~ of his particular skills, or simply trusting his good
fortune, plays against a group of other gomblers and hopes to gain with a
minimum of input a maximum return, to the detriment of the other partici-
pants in the scheme, i.e. the losers. The technigue of correct (non-
frandulent) gambling cen be explained by the theory of strategic games.
One of the elements of strategic games ig the accepted probability of ruin
of any of the participa%ts. o
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4, In principle, insurance is exactly the opposite of ganbling. By

joining a mutuality of risks - a so—called insurance portfolio - each
insured seeks, together with the other members of the mutuality, - and

not at their expense, s is the case in gambling - to minimise his potential
losses due to events beyond his contrel. The probability of ruin of any of

“the participants and of the collectivity itself should be completely elimi-

nated in a well functioning insurance scheme., The equity of terms and con-
ditions for each of the participants and for the mmtual scheme itself (be
it a stock company, a cooperative or any other kind of institution) guaran-
tees almost auntomatically the necesgary stability. o
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5e In wractice, insurance schemes do not always function in the above
correct mutualistic spirit, because there is no automatic guarantee against
any infiltration of gambling, or of strategic game attitude, to put it more
mildly. It might happen that some groups or individual members of the
insured public or gome insurance companies do not respect the rules of the
insurance game, either intentionally ~ by trying to extract undue profits
out of the mutuality - or by sheer incompetence and ignorance. The primary
r&le of insurance supervision ig to prevent such speculative infiltrations
and to keep insurance close to its #rue purpose.

R You may have noticed that contrary to the more traditional explan-
ation, according to which the sole purpose of insurance supervision is to
protect the policy holders against possible abuses of untrustworthy or in-
competent insurance concerns, my spproach is a nmuch broader cne. It is
insurance itself, as an institution and as an important econcmic and social
service, which must be protected in the general national interest and in

the interest of the public as a whole, In order to protect insurance, the
supervisor rnust protect both the insured public aud the insurance concerns,
for instance against irrational consumerism, unhealthy competition, excessive
taxation and so forth, points to which I shall revert later.

Te The following clear definition of the scope and purpose of insurance
supervigion was adopted o few years ago in Bangkok by the insurance com-
missioners of Asia and confirmed subsequently by their Africar and Latin
American colleagues at separate meetings : "The scope and purpose of
insurance supervision in a developing country is the establishment in the
country of a sound national insurance market, providing adequate cover of
risks at fair prices, contributing to the economic and social development

of the country and reducing the outflow of foreigh exchange due to insurance

" and reinsurance transactions.’

8¢ This is a very modern definition. First, to the concept of solvency,
contained in the expression™sound market', it adds that of equity,
reflected in the words "adequate cover of risks at fair prices”. . Second,

it puts the emphasis on supervision of the national market as a whole
instead of, or in additicun to, supervision of individual insurance com~
panies, Fina%ly, it referg to the economic and social developmenti of the
country and to,the outflow of Fforeimn exchange. It is clear that under
these circumstances insurance supervision becomes a policy instrument aimed
at moulding the national insurance market into an optimal shape, best

suited to the needs of the public and of the country as a whole. It is a
- most worthy task, which requires a highly competent insurance supervisory

service working in close co-—operation with the insurance industry of the

reountry.

L Before turning to the methods of practical insurance supervision, I

wish to recapitulate its main objectives by grouping them in the following
manners
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(1)  Promotion of the struciture of the national insurance
market as regards the gquentity and gquallty of insurance
concerng oper“*lng therein, in particular as regards
the increasing importance that domestic insurance
concerns should have in this market.

(2)  Promotion of the national market in terms of volume
of insurance buginess underwritten in the country,
since a larger volume of business creates stability eof
the loczl portfolios and enhances national underwrltln@
and retention capacities.

(3) Supervision of the sclvency of the individual insurance
concerns as well as of the ognity of terms and conditions
of insurance contracts offered to the public and of
tarifis applied. Promotion of the economic and social
r8le of insurance in general.

“When referring to these three groups of objectives, I should like to call

them the structural objective, the capacity chjective and the protection
of the public objective.

4

Methods of pnractical ingurance gupervisgion

10. . It is clear, that amnong the various activities of the supervisory
authority some will be directed primarily ftowards achieving the "protection
of the public™ objective, whilet others will be aimed at one of the other
two objectives., What is very important is that the supervisor keeps
congtantly all three objectives in mind and does not sacrifice the one
for the other, This way sound very difficult, but it is not so in
reality. In fact, there is & direcct correlastion betueen the three
objectives, so that supervisory measures aimed at achieving any of the
three generally tend to have beneficial repercussions on the cther
objectives as well. Some examples will follow which will illusirate the
point I am making. -

11, One of the basic features of practical insurance supervision is
the licensing of insurance concerns. Authorisation to transact insurance
businesg ig in fact an indiepensable pre-requisite of insurance SUuper—
vision, By applying for a licence the insurance concern places itself
under insurance supervision and becomes bound to observe the rules and
regulatlonu governing the locel insurance market. For ite part, the
gupervisory authority, whilst imposing on the licensed insurer these
rules and regulations, assumes the obligation to nrevent non-licensed

‘concerns from transacting the same kind of business in the countr thus

ensuring fair and equal terms of connetltlon CL the market.
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12. The supervisory authority must have two main considerations in
mind when dealing with an application for a licence : first, whether
the applicant ig a trustworthy and technically competent insurer;
second, whether his presence in the national insurance market will be
positive or negative, namely whether the new company will improve the
market by offering new or better types of cover at fair prices, by
injecting additional stimulus through scund competition and by creating
higher underwriting and retention capacities; or, on the contrary,
whether the new insurer will tend to harm a market already overburdencd
with too large a number of relatively weak insurance conhcerng.

13, Within the framework of their general insurance market policy,
many developing countries recognise an additional element of exceptional
importance to them : the neecd to increase the participation of their
domestic insurance concerns in their own insurance markets, which are
often preponderantly in the hands of branches and agencies of foreign
ingurers. Licensging is one of the means by which the insurance super-
visor may guide the market fowards a structure more consistent with

the above aim. In other words, an adequate policy in the field of
licenging may meet simultaneously all three main objectives on insurance-
supervision : the structural improvement of the market, the increase

of local underwriting and retention capacity, and the effective pro-
tection of the public.

14, Next on my list after licensing comes the control of solvency

iEs of insurance ccnccerng. The superviseory authority receives and scrutinises
il regularly the so-called amnual returns of the insurance concerns under

s its supervision - provided that these returns are well conceived and

! comprehonsive enough to allow valid conclusions — and tries to gain a

o - clear picture of the solvency of these concerns. Furthermore, by compar-
il ing the various data, it also draws conclusions on the soundness of the

! market as a whole. It is clear that different action is required if

i an individual company becomes insclvent in an otherwise sound insurance

: market, than if the market as a whole tends te he unsound.

15. There are two elements in the balance sheet of an insurance
concern which have a decigive influence on its solvency. The technical
reserves, which represent an evaluation of the liabilities, and the
assetsy which cover these liabilities. Both, the value of assets in
the balance sheet and the amount of liabilities, are estimates, and the
supervisory authority may encounter serious difficulties in verifying
the accuracy of these estimates, in particular those of the so-called

] technical reserves. There is no easy way out of this task; the super~
deer visor nust evaluate the accuracy of the technical reserves stated by
i1 the companies, because otherwise he cannot draw any valid conclusion

| on their solvency. In order to perform this task well, the supervisor
B needs a great deal of technical skill, ingenuity and imagination. He
o must constantly keep in mind that, whilst most insurance concerns do
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their best to cvaluate their assets and liabilities correctly, somc may

- feil to do so cither duc to a genuine involuntary mistake,. or for the

purpose of hiding their insolvency.

16. "~ In view of the difficultics arising in conneciion with verification
of the technical reserves, therc is latcly a tendency to rely increasingly
on so—called solvency margins, calculated in a rather schematic manner
(percentage of premiums written, or of claims, etc.). This tendency is

to be deplored in se far as it distracts the supervisory authority's
attention from the core of the problem, which is, and will always remain,
the accurate evalustion of the technical roserves. As long ag the toch-
nical reserves and the asscts are correctly ovaluated, both evaluations
containing somec safeguards against adverse fluctuations, no additional
guarantces are necessary. On the other hand, no schematic solvency

margin can save an insurance concern which systematically under—evaluates
its technical rcserves.

17. Third on my list of basic features of practical insurance super-
vision isg the control of tariffs, I do not call “control of tariffs” the
freezing of these tariffs at some technically unsound level. “On the
contrary, I believe that the suporvisory authority should be closely
asgociated with the way the companies compute their tariffs and be ready
to defend their adequacy against political pressure. In practice, tariffs
can be controlled in three ways : individually, i.c. tariff by tariff
submitted, in relation to the extent of cover and to the technical results
of the company submitting it; scmi~collcctively, i.c. on the basis of

the so~called minimal tariffs for each kind of cover, below which no
insurer is allowecd to reduce his rates whatever his individual experience
may. bes wiformly, by declaring o tariff compulsory for all insurance
congerns transacting a certain kind of business.

18. On this point, I wish to put before you one of my theories, which
links the three main features of practical insurance supervision, namely
licenging, control of solvency and control of tariffs. I am convinced

that in many cases, both in developing and developed countries, it is

the Governments acting through their supervisory authorities who areé
more.to blame for thc insplvency of insurance concerns than the concerns
themselves. By beinéutoo inactive or by taking inadegquate measurcs,

such ag permitting the proliferation of weak and often "mushroom
insurance concerns, tolerating unsound and often cut-throat competition,
freezing tariffs at wieconomically low levels, augmenting administrative
expénses, the supervisory authorities confribute to rendering the eantire
market insolvent. Wo wender that in a bankrupt insurance market insurance
concerng become insolvent. .To put it in a different way, insurance super-

‘vision should be preventive rather than corrective in order to achieve

its objectives. 4 good market structure, adequate tariffs, ctc., crcate
a priori sound market conditions and solwvency follows automatically as a
bonus to both the insurcd public and the insurance concerns.
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19, Another task of the supervisory authority is the control of
eontracts offered to the public, The theory that the terms of an insuran
contract, like those of any cther commercial agreement, should be left
to the. full discretion of the twe contracting parties, the insurer and
the insured,; may have its merits, but it can hardly be considered
compatible with one of the objectives of insurance supervision, namely
the protection of the interests of the public. In fact, the idea that
the great mass of policy holders, if left to themselves, would be able
to negetiate the terms of their contracts and to obtain satisfaction,

is hopelessly unrealistic. On the other hand, in a period of excegsive
consumerism the supervisory authority should prevent insurers from
‘being exposed to the danger of unlimited claims going far beyond the
scope of the cover they intended to provide and clearly incompatible
with the tariffs applied. As I explained at the beginning of my speech,
supervision should proftect insurance as a whole, that is both the
insured public and the insurance concerns servicing the public, which
is in the public's own interest.

20, The necessity to supervise very closely the tariffs applied and
the scope of cover offered to the public is imperative in the case of
compulsory insurance. In fact, most forms of compulsory insurance create
the largest possible community of interests affecting the entire. popula-
tion and it is only fair to secure correct terms and conditions, that is
solvency and equity, for a public that has no choice but to buy these
compulsory insurance covers. If the mechanism of compulsory insurance
is properly utilised by the supervisory authority and operated on fair
terms and conditions, compulsory insurance schemes not only in motor

but alsc in accident, fire and other classes of insurance, may render
excellent services to the public, promote the volume of insurance busi-
ness underwritten in the couniry, stabilise the insurance portfolios
through their non-gelective cross—section effects and enhance the reten-
tion capacity of the national market.

21. Speaking of the rotention capacity leads me gtraight to another
task of practical insurance supervision, whieh is the control of reinsuran
arrangements, Reinsurance cessions should be considered as an important
factor of the direct insurer's solvency. In fact, insufficient
reinsurance exposes the insurer to liabilitzes beyond his retention
capacity and endangers the financial stability of the concern, whilst

. excessive Feinsurance may swallow up too large a part of the premium
income and become such a heavy burden that the concern may not be

able to bear it for long. In addition, when premiums for excessive
reinsurance are paid to foreign reinsurers, the country's balance of
payments is adversely affected. All these congiderations explain why

the supervisory authority should be kept informed by each direct writing
company of its main reinsurance plans and arrangements, as well as of the
quality of reinsurance companles with which reinsurance is effected.
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225 ‘This method of controlling foreign reinsurers not directly but
through regulations applicable to local direct insurers is very often
applied.. In fact, most supervisory authorities feel that giving direct
instructions to infternational reinsurers might prove ineffective in
the absence of legal ties between the local authorities and such
reinsurers. The supervisory authorities prefer to give instructions

to the local ceding companies affecting also their foreign reinsurers.
For instance, by obliging the ceding companies to invest locally the
gross amount of their technical reserves, the supervisor can oblige

the foreign reinsurcrs to comply also because the ceding companies will
not be able to set up gross reserves if their reinsurers do not deposit
with them a part of the reserves corresponding to the reinsured risks.
May I add a warning to national supervisors, not to be too inflexible
as regards reinsurance regulationg, because such an attitude might
worsen considerably the terms on which the loecal companies could obtain
foreign reinsurance cover,

23, Now I should like to conclude the part of my paper which deals
with methods of practical insurance supervision by suggesting a very
pragrmatic approach in this field. Doctrinaire and schematic interventions
should be avoided, first because they are generally ineffe¢tive and
second because they are an unuecessary burden on both insurers and »
controllers, A good insurance supervisor must know precisely why he
takes a given moagurc and what he expects the results fto be. UWhen
investigating a company, the superviesor must listen very carefully to

é what the company has to tell him about its state of solvency and mode
of operations and must also be able to read betwecen the lines what it

is the concern does not report to him. . His subsequent action must then
be tailered to the specific requirements of the company in question and
to those of the market as & whole, ae opposed to satisfying only purcly
formal requirements. ' Insurance legislation must of course give the
supervisory authority sufficient discretionary power to carry out its
takk in such o pragmatic manner. o -

The r&le of insurance legisglation

24, You may have noticed that it is the first time that I mention
insurance legislation in my paper. I fully recognise the importance of
adequate insurance legislation, without which insurance supervision can-
not be implemented,; but I honestly believe that a good supervisory auth-
ority should be much more than a mere police force implementing a law.
Based on a solid legal background, that is on adequate insurance legisla-
k tion, the supervisory authority should perform a highly political - I
,Q*MMMMM_ mean, policy-making - executive function in the economic and social

i sphere. The insurance market as a whole and the public in general
should. strongly support such an approach to insurance supervision and
collaborate in its correct implementation. ‘
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25« .. ‘Unfortunately, in many countries, both developing and developed,
insurance supervision does not succeed in playing its r8le in the above
optimum manner. On the conirary, even in some of. these developing
countries wherc insurance legislation is well formulated and provides
the super isory authority with al. the necessary tocls for doing its
job properly, thc supervisors fail to live up to the letter of the law,
let alone to go beyond the letter and accomplish their task fully. I
will finish my paper by referring brleflv t0 the two main reasons for
such failures.

26, First,; the staff of meny supcrvisory authorities often lacks
technical insurance expertise, which handicaps them in performing their
dutics efficiently. BEven when they suspect that something is goiag
wrong in the field of solvency, or in that of tariffs applied - just to
give two examples - the supervisors cannot prove their point, especially
when they have to face highly educated and experienced insurance tech-
nicians working for foreign insurance and reinsurahce concerns. Intensive
ingurance training is the key to solving this problem. In fact, when
performing his dudies the controller should be on an equal par w1th the
controlled, as regards his techmical qualifications and experience; this
ig an indisnensable condition for effective insurance supervision.

27 The second main reasgon of failure is the relatively low admini-
strative rank aund precarious political position of the heads of many
supervisory authorities. No government has eover considered putting as
head of the National Baunk of the country, which supervised the entire
banking sector, a low ranking civil servant with many supervisors above
him and who is open to all kinds of political and adninistrative pressures.
Yet, as regards the insurance sector, the economic and social:impact of
which is often comparable to that of the banks,; many governments believe -
quite wrongly - that = simple chief of section of a ministry, without
direct access to his Minister or to the Government itself, could play

the r8le ¥ the head of the countrvy's insurance supervisgion.and perform
succesgfully the extensive executive and policy meking functions involved.

E

283, The adverse effects of such an approach tc insurance supervision
are too obvious to need any further comments. I prefer to conclude here
and wish to extend to all of you my thanks for your kind attention.

Kuala Lumpur, 28 October 1977




