Birkbeck 2.13 FIR 2008-9. Lecture 4. The insurance market and its regulation.


Relevant theory so far:
· Particular informational and ownership structure of each financial market dictates particular problems for regulation.

This course explores these problems, working forward progressively from the simplest to the most complicated.

· We started with the market for fund management / retail financial services – allowed assumption of the simplest possible informational structure – all the information on one side (that of the providers).

Providers had full information on each other, no one else did – self-regulation was feasible.

· We now move on to a financial market with a more complex informational structure – the market for insurance.
This raises a whole new range of regulatory issues.

Very central to roots asymmetrical information theory – origin of the term MH.


1  Mutual insurance

Pareto-optimality and the full information assumption 

As in the case of fund management, we begin with a drastically simplified ‘benchmark’ case:

· Not clear-cut informational asymmetry as in funds management case.

· But a hypothetical case of full information, i.e. AI cannot exist anyway.

In the insurance market, full information means:
· Clients fully understand the product.

· Providers know the client’s risk characteristics.

Obviously an unrealistic assumption, particularly in current conditions:

· insurance providers commonly mass scale
· lack face-to-face acquaintance with customers.

· Information asymmetries greatly accentuated by SIVs
Mutual insurance.

The above full-information situation might, however, more plausibly be assumed in the case of small-scale mutual insurance schemes among close-knit groups like early trade unions:
· Members have direct, extensive and continuous experience of each other’s risk characteristics.

· Can closely monitor each other’s behaviour.
· Can impose informal sanctions to counter moral hazard.

Mutual insurance also often implicit in family / community risk-sharing arrangements:

A US study found unemployment and hospitalisation did not significantly affect individual consumption patterns!

Idiosyncratic and common risk:

Idiosyncratic risks: Personal risk (e.g. industrial accidents) which strike individuals rather than whole community.
Law of Large Numbers → idiosyncratic risk can be eliminated in large groups.

Common risks: affect large section of community simultaneously, e.g. major natural disasters, epidemics, etc.

· Insurance can reduce welfare loss by sharing the risk around the community.

· But they cannot eliminate the risk effects entirely as in the case of idiosyncratic risk.
(Compare Capital Asset Pricing Model / CAPM: company-specific risk and market risk.)
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Mutual insurance schemes in past and present:

Mutual insurance schemes are now mostly open to the general public, and are thus ‘anonymous’:

· They have thus lost most of the informational advantages of their original form.

· But they have gained economies of scale and the associated possibilities for diversification of insurance products.
2  Features which insurance shares with other retail financial services

Clients may have difficulty distinguishing high- from low-quality providers.

→ Akerlof effect (pd = x not xi) may drive high-quality providers out of market.

Minimum Standards Rules provide a means for providers to counter the risk of the market disappearing – self-regulatory organisations, etc.

If low-quality providers can trade separately, two-tier market may arise.
Note: Another route to a two-tier market in insurance, is suggested by the ‘separating equilibrium’ model (see further below).
In all these respects, the insurance market resembles the simple retail financial services model W1, i.e. fund management / provision of financial advice.

3  Features which distinguish insurance from other retail financial services

The information structure is different / more complicated:
Extreme and clear-cut asymmetry of information may plausibly be assumed in fund management and financial advice (which is why we began with it!):
· Providers have all the information advantages.

· Clients have no relevant information at all.

BUT: In insurance the informational asymmetry is two-way:

· Client informational disadvantage regarding quality of providers, as in W1.
· BUT ALSO: Clients may have information on their own risk characteristics which they withhold from providers.

To provide actuarially-fair rates at a profit, insurers need to be able to calculate:

probability of loss   x   size of loss.

· BUT: They may be unable to distinguish high- from low-risk clients (i.e. high / low probability of loss), since these hide / withhold information on their own risk characteristics.

· This makes a Pareto-optimal outcome impossible – violates the full information assumption.

· Insurer sets rate at level which is actuarially fair for highest-risk client applying.

· Adverse Selection results, with low-risk clients opting out / refusing to ‘pool’ with high-risk individuals.

In this situation, low-risk individuals may then take out partial insurance at cheaper rates.

In practice, differentiation usually takes the form of adjustments in rate of compensation, e.g.

‘Deductible’ / fixed amount deducted from compensation.

‘Coinsurance’ / fractional compensation.

This situation is termed ‘separating equilibrium’ (Rothschild and Stiglitz).
A two-tier situation thus arises in a different way from other retail financial services:

Two-tier market in fund management, etc., may emerge as a result of collective action by providers – self regulation / Minimum Standards Rules.

Two-tier market in insurance emerges as a result of individual actions of clients – self-selection / ‘separating equilibrium’.
	Market
	Agents 
	Action
	Nature of action
	Two tier outcome

	Fund management
	Providers
	MSRs
	Collective
	High and low quality providers

	Insurance
	Clients
	Self-selection
	Individual


	Full and partial insurance


4  The problem of under-insurance.
(i) Low income as effective limited liability.
Third party claims may be very high relative to average income, e.g. in the vehicle insurance market.

· Low-income / high-risk drivers may therefore have no capacity to pay such sums and regard this as effective limited liability.

· There is thus a tendency to underinsure.

Hence laws making third-party accident cover compulsory for vehicles.

(ii) Community ties and essential services.

Medical and other emergency services are normally under a social / moral obligation to relieve distress before establishing the financial or insurance status of a victim.

This may weaken motive for full insurance.

As already seen, mutual insurance within tight-knit communities may solve this problem by mutually-agreed and ‘naturally’ monitored arrangements, informal sanctions to reduce Moral Hazard, etc.

But such solutions are not available at mass scale / anonymous level.

(iii) Common risk and political lobbying power.

Groups who suffer losses from natural disasters, bank failures, etc., may lobby the government for assistance (recent floods example):
· Government may compensate them for political reasons even if it is under no legal obligation to do so.

· Hence widespread under-insurance for flood damage, etc.

· Those exposed to the risk assume government provides de facto insurance for nothing.

(iv) Banks – the problem of ‘too big to fail’.
Another case where governments provide free de facto insurance for political reasons.

Examples: 

· Depositors with BCCI were compensated by the British government at a higher rate than they were entitled to under the deposit insurance scheme then in force.

· Continental Illinois bailed out by FDIC in 1984.

· Large depositors were compensated as well as small ones / over limit.

· Large banks subsequently took on greater risks than small ones.

· Current bailouts (Sept-Oct 2008).

5  Compulsory full insurance and its limitations
As a result of the problem of under-insurance, much insurance regulation revolves around the issue of compulsory full insurance. However, compulsion in turn gives rise to a number of problems:
The problem of market capture:

Compulsion may provide insurance companies with a captive market.

(Compare the case of pension mis-selling.)

How to ensure that insurance is being provided at actuarially fair rates?

Presence of non-profit-making mutual insurance societies may help in this respect.

Compulsion and Moral Hazard:

National insurance schemes (medical, social, etc.) are also profit-free, but:

· They offer a standard level of cover to high- and low-risk individuals alike.
· High-risk individuals benefit from ‘pooling’ with low-risk into this way.

· Moral hazard problem may result.


Compulsion and monitoring:

National schemes do not have the benefit of ‘natural’ monitoring and informal sanctions as in the case of close-knit communities / mutual insurance:
· Monitoring thus relies on government officials.

· These may achieve low social acceptance and be seen as intrusive.

Government insurance agencies and disincentive effects:

Government insurance agencies fund disbursements out of taxation:

Problem: disincentive effects of linking taxation to income.

6  Limited liability and prudential regulation

The insurance market and limited liability

As far as clients are concerned, mutual insurance societies appear much the same as insurance companies, but:

The financial resources remaining to mutual insurance societies after meeting claims are owned by the members, as in the case of fund management (W1).

An insurance company, in contrast, is owned by its shareholders under limited liability; excess after claims is company profit / dividends.

· Regulation therefore has to ensure that sufficient resources are retained (‘prudential insurance’).

· This is one reason why legislation tends to be tighter in the insurance market than in the case of other financial services.

Asymmetric gearing and excessive risk-taking:

· Total amount of shares may be small relative to total amount of assets managed.

e.g. Balance sheet of all US commercial banks (%), December 2004.

	Assets
	Liabilities

	Reserves and cash items
	4
	Checkable deposits
	9

	Securities
	25
	Non-transaction deposits
	63

	Loans
	63
	Borrowings
	21

	Other assets
	8
	Bank capital
	7

	
	100
	
	100


· Effect of capital gains on profitability of shares is consequently amplified – ‘capital gearing’.

· Conversely, consequences of downside loss are restricted by limited liability.

· Result is encouragement for excessive risk-taking.

Preview: Convexity: open-ended upside profit and limited downside risk of shareholders.

· Limited liability companies predominate over mutual schemes in the insurance market.

· This is a further reason why the insurance market is more tightly regulated than other retail financial services.

Prudential regulation in insurance and banking.

Prudential regulation: Balance-sheet controls to prevent excessive risk-taking by managers.
· Specification of reserve requirements to meet potential insurance losses, deposit withdrawals, etc.

· Shareholders thus share risk with clients – stand to lose as well as clients / depositors; counters asymmetry.
· Reserve requirements typically buttressed by regular inspection of balance sheets.

Preview: Prudential regulation is also a central feature of banking regulation.
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