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Chapter 5.

“Price Is Right.” Or Is It? Pricing of Risk in the Russian Insurance Industry.

Insurance is a backbone of a modern financial system. It is sometimes referred to as sine qua non of credit transactions. Lenders require property insurance (and often accidental death and disability too) as a condition for providing mortgages or car loans. Without insurance there would be little private financing of business properties, airplanes, vessels and cargos (Long and Gregg 1965). In Ancient Greece and Rome, marine insurance closely resembled credit. The owner of the ship borrowed money at a much higher than usual interest rate. If the ship was lost, the loan was not to be repaid at all (a practice called “bottomry,” see Zartman and Price 1954). This emphasizes close affinity between insurance and credit.

The Russian word for “insurance” – strakhovanie – originates from strakh or “fear.” It is uncertainty that is feared – a possibility to incur future loss that might be very expensive or even catastrophic in its consequences.  Thus, I pass my fear to another party in order to protect myself from it. I sell my fear to an insurance company, which, though not able to prevent damage or loss from happening, promises to compensate me if they occur. Insurance manages this uncertainty by exchanging an uncertain and possibly large loss for a certain and smaller one (insurance premium).

Fear is unlike any other good one sells. It is undesirable, thus, it is the seller (an insured or a policy holder) who pays in this case, while the buyer (an insurance company) is being paid. But how much is the fear worth? In other words, what should the insurance company charge for taking on someone’s fear and how can these rates be determined? 

While chapter 3 focused on the strategies of the Russian credit card issuers to reduce uncertainty inherent in lending, this chapter investigates strategies of Russian insurers in handling uncertainty. Similar to credit, insurance is an example of a market that involves a great degree of uncertainty. Contrary to banks that create their own uncertainty because of what they do (lend money on the expectation it will be repaid in the future), insurers take on and manage their customers’ uncertainty. The advantage of insurance companies is that when dealing with a large number of losses, they can convert uncertainty into risk by using past observations to look for stable patterns and to predict future losses. Although they would not be able to predict specifically which of their insureds will incur losses in the given year, they can predict the proportion of losses among the insured population, and to distribute it among many policyholders to reduce the amount of premium each of them pays. In this sense, insurance diffuses the financial burden of loss between many policyholders. 

Similar to banks, Russian insurance companies have difficulty converting uncertainty into risk because there are no institutions that could deliver reliable data in a form suitable for probability calculus. Yet unlike banks,Russian insurers do not rely on trust when issuing insurance policies, but on market signaling and guess-work.

A. Comparison of credit and insurance markets.

Both credit card and insurance markets are faced with two kinds of uncertainty – strategic and ecological. Strategic uncertainty is a result of adverse selection and moral hazard. In response to adverse selection, banks ration loans trying to avoid borrowers who apply for a card or another type of loan in bad faith, not intending to pay off (“lemons”).
 In this regime, some borrowers would not be able to obtain credit no matter how much they are willing to pay (Stiglitz and Weiss 1981). In fact, willing to pay a higher interest rate signals to the bank “unreliability” of the applicant.
 Insurance companies also ration their services, but have an additional advantage of being able to investigate claims and deny payments a posteriori if they find any evidence that the policyholders concealed important information. 

Moral hazard (or incentive effect) in business lending can be brought up by raising interest rates: This would induce firms to engage in projects “with lower probability of success but higher payoffs when successful” (Stiglitz and Weiss 1981:393). In consumer lending, individuals can also be a subject to moral hazard: For example, they can perceive credit cards as free money and spend more than they can repay.
  In theory, moral hazard in the credit card market can be controlled by limiting the size of the revolving credit limit. In practice, individuals can have credit lines open by several banks. In addition, banks usually open credit lines that are much bigger than individual cardholders’ monthly earnings to allow for occasional big purchases. 

In insurance, moral hazard is “a condition where an insured deliberately brings about the event insured against” (Huebner, Black and Cline 1976: 636). As a rule, it is a consequence of moral weakness and/or financial difficulty. Although insurance manuals teach that when insurance company suspects that moral hazard is present, the application for insurance should be rejected outright because no rate would be considered adequate in this case, in practice moral hazard is a real possibility in many if not all lines of insurance (but especially fidelity and disability). Some insurers also distinguish the morale hazard – a situation where the applicant is suspected to lack any desire to prevent the event insured against from happening (such as taking care of one’s health or safeguarding property). To reduce the effect of moral hazard, insurers introduce deductibles and co-payments, and can deny payments if the fact of moral hazard is indeed confirmed.

In addition to adverse selection and moral hazard (strategic uncertainty), both loan and credit card defaults and future losses are subject to ecological uncertainty. For example, defaults can result from two additional scenarios, which give rise to ecological uncertainty:  1) unexpected life circumstances, which negatively affect earning capacity, such as illness, disability, job loss, birth or death in the family, etc.; 2) macro-economic changes that affect earnings or assets. Although defaulters themselves would most likely blame adverse life circumstances (stressing their inability to pay), bankers would argue that no circumstances automatically lead to defaulting: some borrowers would continue paying while others might not.

Historically, the U.S. banks have been paying much more attention to strategic uncertainty, believing that reliable people would pay irrespective of the circumstances, or, possibly, that they would be able to renegotiate the conditions of repayment with such a person. For example, early forms of (business) credit relied exclusively on the information about the borrower’s character. In fact, moral character was a more important indicator of creditworthiness than even financial situation (Olegario 1999). The underlying assumption was that one’s norms and values are consistent (that is someone who does not cheat on one’s wife would also be a good borrower), fundamental to the person (do not change, in other words, are not a subject to moral hazard), and that reputations are an important asset to be maintained. Modern rationalized means of ascertaining one’s creditworthiness (scoring models) also focus on solving adverse selection and moral hazard problems by relying on reputations. But here reputations no longer reflect one’s moral character, but their previous (financial) behavior. To protect themselves from ecological uncertainty stemming from changes in the life circumstances of borrowers, lenders often require them to purchase insurance coverage against some of these circumstances (unemployment, death or disability) as a condition of getting a loan. Thus banks shift ecological uncertainty to insurance companies. Uncertainty about systemic changes is usually unaccounted for by the banks because the reliability of scoring models rests on the assumption of overall stability.

If the banks have been historically mostly concerned with strategic uncertainty (arguably because ecological uncertainty is more difficult for them to handle), insurance companies (at least with respect to a priori means) have been mostly focusing on ecological uncertainty, designating a posteriori claims adjustment and the regulation of policyholders’ incentive structure (deductibles, co-payments) to manage strategic uncertainty (moral hazard and adverse selection).

When lenders face uncertainty, they can either convert it into calculable risk, or they can handle it by embedding exchange in relations of trust (depending on whether necessary institutions are available or not). Reliance on trust in the credit card market is possible because the agreement between a bank and a customer is an explicit promise of the latter to pay the loan back. The amount of exposure (size of loan or credit limit) is straightforward, the necessary step to complete the contract is clear (paying back) and both favorable and unfavorable outcomes are transparent (the borrower either pays back or does not). Besides, credit card programs are only one (usually relatively minor) of the many sources of banks’ revenues. Thus in the absence of means to calculate risk they can call credit card programs their side project and issue cards to a limited number of their most trusted (VIP) clients. 

For the insurance companies writing policies (albeit for different lines of insurance) is all they do. They need to generate volume of premiums. Thus, they cannot limit themselves to a few trusted clients, but need to expand beyond the inner circles. Besides, the promise that underlies the insurance policy is anything but explicit. The policyholder does promise that the information he or she provided to the insurer is true, and that he or she is going to take reasonable precautions with respect to what has been insured and not to bring the insured loss deliberately. If information is false or incomplete, the insurer faces the adverse selection problem, while causing the loss deliberately leads to moral hazard. Yet, the customer never promises not to file any insurance claims. It is absolutely inevitable that some policyholders will experience losses at some time. Moreover, if nobody did (which is obviously unrealistic), the very business of insurance would simply be eliminated as unnecessary. When the claim is filed, it is not at all transparent whether the policyholder indeed did what he or she implicitly promised, namely took all the precautions and did not intentionally bring about the loss. As a result, insurance companies solve the problems of adverse selection and moral hazard via a posteriori verification and denial of insurance payments. Therefore, selling of insurance based on trust (even if only to handle adverse selection and moral hazard) should collapse: a posteriori verification of filed claims would erode and undermine trust, while skipping verification would make insurance companies vulnerable to abuse. Even though the means to calculate risk are absent in both markets, trust plays a less important role in the Russian insurance market than it does in the Russian credit card market. While it is essential in the relations between insurance companies and between insurers and reinsurers, it should not be very important in the insurers’ treatment of policyholders. Thus, in insurance markets, calculation of risk is the only option for dealing with uncertainty.

It is policyholders rather than insurance companies that need to rely on trust. In generally, the choice of insurance coverage is hardly a subject to calculative approach. Price comparisons are particularly difficult to make because of a great variety of products, comparisons of quality in advance of purchase are difficult because the service that insurance companies offer are intangible. As John Ise remarked, “there is generally no knowledge or rationality at all in the purchase of … insurance” (1946: 167). Besides, insurance companies are selling future promises -- the insureds pay now for the compensation of what might occur in the future. Thus the latter can be understandably uncertain whether the insurance company in fact carries on its promise. Such uncertainty is especially high in long-term lines of insurance (life), and it can only be breached through public trust in the institution of insurance (and this is done through a combination of measures: strict regulation of the insurance industry by monitoring, including rating agencies such as AM Best
 and the state, by careful “impression management” conducted by individual insurance companies, etc.) Here customers of insurance companies are in the same position as bank depositors that also have to place their trust in the competence of the bank management, and in the infallibility of national financial system and the state.

Credit card market that are successful in converting uncertainty into risk (such as the US market) accomplish this with the help of institutions that gather, verify and categorize data to make it suitable for probability calculations. 

There are four major types of insurance coverage: life, personal (health and casualty), property (for example, auto, fire, flood, and marine) and liability (for example, of drivers, doctors, ship and aircraft owners and operators, etc.). If insurance is about calculating risk and redistributing it among a large number of insureds, life assurance does it the best. It stands out as a type of insurance most successful in calculating and pricing risk. Rates are more precisely calculated because calculations rely on mortality statistics, which are gathered for the whole population, and thus yield more valid probabilities than the insurance company’s own observations from previous years; probabilities that they generate are also more reliable because mortality is a phenomenon that is relatively stable overtime. In addition, mortality statistics are also especially suitable for risk calculation because the population they describe possesses several well-identifiable characteristics and can be categorized into a number of large but homogeneous groups or rating classes (for example, by occupation or age). Nevertheless, life assurance differs significantly from other insurance lines. The primary goal of many forms of life assurance is savings rather then the organization of risk-spreading to compensate losses. Certain kinds of life assurance are in essence an alternative to a bank deposit. In endowment assurance the sum insured is payable upon the policyholder reaching certain age or a certain stage in life, such as graduating from high school or college. There is no uncertainty (probability of insured loss occurring equals 1 because the time-frame is known in advance), thus this is not insurance in the traditional sense of the term. Besides, calculation of premiums in life assurance is more complicated compared to other forms of insurance.

B. Rating and Decision-Making in Insurance.

One of the fundamental principles of insurance is that insurance premiums should be in agreement with the cost of risk that insurance companies take on behalf of their policyholders (Burrow 1996). Calculation of premiums should meet several conditions (Blanchard 1965:160; Denenberg et al. 1974: 515-516): 

(1) Rates should be adequate despite competitive pressure to lower them to attract more customers. As the primary goal of any insurance is to provide security, premiums should be priced at such a level as to allow the insurers to meet their obligations for the payments of losses.

(2) Rates should be reasonable and not excessive, which would run against the interests of policyholders, and could result in possible pressures to establish government protection to substitute for private coverage. In addition, rates that are too high can lead to the problem of adverse selection (Stiglitz 2000): they will invariably attract bad risks, those that would need insurance at all costs, while good risks will decide to go elsewhere, self-insure or forgo insurance all together. This might lead to a rate spiral, as insurance companies would raise premiums in response to a bigger pool of bad risks, again driving better risks away and ending up with even worse ones. This is what has been happening in the US health care system, where the healthiest age group (those between ages 18 and 24) was disproportionally uninsured in 1998 (Campbell 1999).

(3) Finally, rates should closely approximate the real cost of risk (probability of loss) taken on by an insurance company to make the coverage suitable for reinsurance. In other words, risks should be properly measured in terms of their monetary value so that they can be partitioned, exchanged, sold and bought on the reinsurance market, which is an insurance industry equivalent to a secondary market for credit card debts.

Gross premium that policyholders are charged comprises of net premium plus an expense loading factor: administrative expenses and costs of preventative measures (measures that decrease risks of fires, crashes, and other accidents and disasters) (see Figure 5.1). Sometimes, premiums can also include profit of insurance companies (alternatively, interest on investments of collected premiums or reserves can comprise profits) (Denenberg et al. 1974:528; Sukhov 1995:84-92). Net premium (also called “pure premium” in property and liability insurance) is the cost of risk and a source of insurance payments to policyholders. It is calculated as a product of insured sum (v) and probability of insured loss (q):

PN=qv, 

In practice, the above equation is used to determine the so-called “risk rate” of the net premium, to which “risk loading” is added. Risk loading can be 1, 2 or even 3 standard deviations of the risk rate, calculated the following way (Burrow 1996):
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 where v is sum insured under one policy, n is number of policyholders, q is probability of loss.

Risk loading is necessary for two reasons. First, risk is a probabilistic notion, and it can be thought of as a distribution of probabilities around the mean plotted on a graph where probabilities are on y axis, and the number of losses in a specified population of insureds are on x axis (Long and Gregg 1965: 21). Risk rate only reflects an average loss for the analyzed period. If the premium is set at the risk rate level (even assuming that it has been calculated well), there are equal chances (50%) that the sum of collected premiums will cover all claimed losses or that the losses would exceed premiums. If it is assumed that risk distribution follows normal curve, and in order to increase the chances that the insurance company will be able to pay on its obligations, actuaries operate with confidence intervals. For example, adding 1 standard deviation to risk rate means agreeing to reduce the 50% chance down to approximately 16% (1 in 6 chance). In other words, an insurance company is likely to be in the red once every six years.
 The second reason for adding the risk loading is a suspicion that risk rate was not calculated correctly. To compensate for this, risk loading might be more than one standard deviation –more likely 2, 3 or even 4 standard deviations (Burrow 1996). 

Determination of net premium is the most important yet the most difficult part of underwriting in insurance. There are two ways to set premium rates: statistical data and judgment.

A. Statistical Data.
Except in some forms of life assurance where premiums are calculated differently, net premium is the probability that the insured loss will take place. Just like in credit scoring, this probability is calculated based on past empirical observations of similar cases. Many similar observations must be grouped together and classified for rating purposes. The goal of classification is to establish a relatively large group of broadly homogenous events and phenomena -- those of similar loss-producing characteristics. In line with Knight’s theory (1957[1921]),  it is important for insurers to pool enough observations so that after classification in each class has a large enough number of observations to permit the application of the law of large numbers and to yield reliable probabilities (Huebner, Black and Cline 1976: 668). These calculations allow insurers to convert uncertainty into risk. The products of these calculations are called manual or class rates, and they are based on the average expected loss for each classification.

Class rating is appropriate for those lines of insurance that deal with risks with a high enough degree of similarity to make unwarranted differentiation between individual risks. It is usually practical to stop short from perfect homogeneity in differentiating between different classes, because otherwise it would be necessary to gather an enormous amount of additional of data. In the words of a fire insurance authority (F.C. Moore, quoted in Huebner and Black 1957:185): “There are more than a hundred features of construction in a single building which should enter into the consideration of its rate, irrespective of nearly forty features of its city or environment, nearly forty more different features of the fire appliances, to say nothing of more than a thousand possible hazards of occupancy.” Clearly, subdividing insurance rates into classes based on all of these characteristics would be a formidable task.  In part for this reason, and also as a result of exogenous idiosyncrasies or bad luck, two risks in the same class can have very different loss experience. This is especially true in mercantile and manufacturing risks. This is where merit ratemaking comes in. It attempts to measure the extent to which a particular risk is different from the average one from its class. Broadly, there are two kinds of merit-based rating: 1) experience rating; and 2) schedule rating.

Experience rating is based on the analysis of loss experience of a particular object of insurance. It can be prospective (in this case rate is determined in advance based on the insured’s loss for some period) or retrospective (rate is determined on the basis of the loss experience for that period – usually calculated post factum, but within limits determined in advance). Of course, the data are only useful to the extent to which they are reliable and credible. 

Schedule rates are based upon physical characteristics of the risk. Such a rate begins with an average rate, and it is then modified and fine-tuned, “based on the analysis of the individual characteristics of a given risk as compared with a standard established for the class producing a specific rate for that individual risk” (Huebner, Black and Cline 1976: 669). Schedule rates are common in property insurance, where each individual property is carefully examined to establish fairly its relative hazard.

Insurance companies must be careful not to base their rates on one-year records only because annual loss varies from year to year. In one year, fire can effect only 1 in 1000 houses one year, but in another year there could be 4 or 5 effected houses out of 200. To account for this, underwriters can use loss ratio measure – a comparison of actual losses with expected losses for the same period. Loss ratio is a percentage of collected premiums (excluding of the insurance company’s expenses) applied to the payments of insured losses, usually calculated annually (Denenberg et al. 1974:528). 
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For example, if out of collected $10,000 in premiums $8,500 were paid in insurance payments, the loss ratio is 85%. 

The rate level modification is determined the following way:

M=
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, where M is the rate level modification, A is actual loss ratio (assuming that all 100% of losses were accepted as credible, which is rarely the case; in reality, actual loss ratio is smaller, which effects rate level modification), and E is expected loss ratio.

Insurance companies can increase or decrease premiums depending on whether M is positive or negative. Once M is determined, the adjustment needs to be distributed across different classes of insureds for the change to be reflected in individual premiums. This approach borrows from Bayesian logic, according to which new probabilities are arrived at by using new information to recalculate probabilities used previously. This flexibility makes insurance companies sensitive to empirical changes in levels of risk. 

The use of loss statistics insures neither validity nor reliability of risk calculations, as it does not speak to how empirical data was initially classified and how weights were assigned to different classes (Huebner, Black and Cline 1976: 671).

Just like the US banks, some insurance companies in the US today make extensive use of credit scoring when underwriting auto or homeowners’ insurance. Studies have found that such scores are a good predictor of what kind of risk a person is, in other words, how many claims he or she is likely to file. The way scores are used varies: some companies use them to decide whether applications have to be accepted or rejected, others also use them to determine rates (good credit histories can mean lower rates), yet others only consider them as “second opinions” -- when other factors suggest they are dealing with a poor risk (Insurance Information Institute 2002). Insurance companies’ use of credit reporting and credit scoring is regulated the same way it is regulated in the banking industry – by the Fair Credit Reporting Act and state laws. Just as banks, insurance companies are prohibited from using demographic attributes such as religion or race in scoring and decision-making. Interestingly, unlike banks, insurance companies do not use income information in underwriting. 

The use of statistics differs by line. Where risks are more suitable to homogenization, or where there have been accumulated a substantial amount of data (life or automobile), statistical means of rate-making prevail. It is probably about those lines that London assurance societies said: “The progress of insurance has mainly consisted in replacing mere guess-work and the haggling of the market by a scientifically worked-out system of probabilities” (from the 200 year anniversary of “London assurances,” quoted in Burrow 1996). 

B. Judgment.

Numerous insurance textbooks admit that in addition to thorough and sophisticated statistical analysis, both class and schedule rates rely to a considerable degree on human judgment. Judgment is defined as empirically- based “knowledge, wisdom, and general “feel” of the ratemaker… Judgment is used to some extent in virtually every line of ratemaking and is used almost exclusively in a few, particularly in the “uncontrolled lines” … where mass statistics are not available” (Long and Gregg 1965, 37). Examples of such coverage include: (1) objects that are rare or unique (such as space stations, nuclear facilities and oil platforms); (2) new lines of insurance; (3) insurance lines where factors that affect losses change frequently (as they are in automobile or health even in overall stable economies). In these cases rates have to include a particularly substantial element of human judgment. 

Judgment can be seen as an insurance industry’s equivalent of trust used in credit markets when “hard” data is missing. For example, developing credit card markets are akin to new lines of insurance: both lack past observations, necessary for rational calculation (Knight 1957[1921]). While banks can resort to trust, insurance companies have to use judgment in setting premiums. Similarly, insurance of rare or unique objects, which has to rely on judgment precisely because the objects are unique, is comparable to venture capital and small business lending, where social networks and trust are extremely important because of a low degree of homogenability among projects seeking funding and a high degree of uncertainty regarding their success.

Human judgment effect in insurance is traditionally associated with underwriting. Underwriters determine what risks to accept and under what conditions; they play the role similar to that of credit officers in banks. Upon receiving an application for coverage, they conduct all necessary investigations and analysis, and frequently make a decision based on their judgment. One of their primary goals is risk selection in order to avoid the problem of adverse selection. Underwriters have a saying: “Select or be selected against” (Crane 1980: 402).

There is slight disagreement in insurance literature on whether judgment is desirable, and if not, whether it is avoidable. Some argue that “sound underwriting requires human judgment,” and even computers would not be able to fully replace it (Crane 1980:410), and that “insurance rate-making is not and never will be an exact science” (Denenberg et al. 1975:533). Others insist that “the aim of the rate maker should be the elimination of judgment and the substitution of statistical experience as a basis for rates,” but admit that it is unavoidable in some lines of insurance (Blanchard 1965: 162-163).

C. Cooperation Between Insureres and Reinsurance.

No business has more incentive to cooperative effort or more to lose by failure to cooperate [than the insurance business]. 





(Kulp 1956: 533)

Although underwriter’s judgment continues to play a role, statistical data is traditionally considered a ground for determining the size of insurance premiums. The accuracy of measures of the relative probability of loss and expense, other things being equal, increases with the number of insured risks represented by the data, and if  insurance companies do not have enough past observations to rely upon, they can cooperate with others. Thus, as opposed to other industries, insurance companies are exempt from the restriction on cooperation to set up prices. Moreover, it is recognized by the federal government that in many cases only an organization receiving information from many companies could have the amount of data necessary to make rates reliable. Insurance companies working in some lines of property and liability insurance (fire, workmen’s compensation, theft, personal liability and some others) are permitted to form rate-making bureaus, which calculate rates using statistical information supplied by the cooperating companies (Crane 1962, 1980; Denenberg et al. 1974:514).

In the US automobile insurance market those bureaus are: National Bureau of Casualty Underwriters (organized in 1980s; bases its rates on the experience of its members), the Mutual Insurance Rating Bureau (1929), and the National Automobile Underwriters Association (1930). At the same time, a large group of companies do not use these bureaus preferring to develop rates themselves. The majority of them belong to the National Association of Independent Insurers.

In the workers’ compensation insurance market California rating bureau WCIRB claims to maintain a record of every California workers' compensation insurance policy written since 1958. Data submission is mandated by the California Insurance Code (http://www.wcirbonline.org). The expenses are covered by membership fees and assessments. Sometimes insurance companies licensed to write certain lines of insurance are required to hold membership in appropriate rating bureaus and finance their work from collected premiums.

Besides sharing information for the sake of more reliable rates, insurance companies are also linked together through the reinsurance and co-insurance market. Reinsurance is defined as “the practice whereby one underwriter (the original insurer) transfers his liability under a policy, either in part or in while, to some other underwriter (or a group of underwriters) known as the reinsurer” (Huebner, Black and Cline 1976: 639). The company buying the reinsurance is called the ceding company or the reinsured, while the one selling it is the reinsurer or the assuming company. Co-insurance is a method of mutual insurance practiced by one or several insurance companies without the use of professional insurance services. Co-insurance pools are organized for the purpose of sharing among the members the premiums and losses of usually one but sometimes several lines of insurance. 

Reinsurance and co-insurance allow individual insurance companies to take on risks that otherwise would be too large for them to handle. They protect insurance companies in the case of a single catastrophic event (natural disasters or single liability charges that lead to multiple claims), and also allow insuring risks that no single company at all would be able to insure on its own, such as cosmic ones. Finally, reinsurance and co-insurance can help insurance companies with advice on risk pricing (Phifer 1996:6-8). Thus, at the market level, they help spread risk better, and also have a capacity for equalizing rates among different insurance companies. In a way, they show “very well what a risk can be from the insurance point of view: an abstract quantity that can be divided at will, one part of which an insurer can hand over to reinsurer in Munich or Zurich, who will balance them up with risks of a similar kind but located on the other side of the world” (Ewald 1991: 200). 

Even in the absence of rating bureaus and other data-sharing mechanisms, co-insurance and re-insurance tie insurance companies together and promote information exchange even if in an implicit form. The need of insurance markets to take on risks larger than any insurance company can handle individually thus provides for compulsive inter-company cooperation of a kind that credit card markets are missing. The equivalent of reinsurance in the credit card market is the secondary market for credit card debt, which, just like in the quote above, bundles, divides and partitions risks associated with individual cardholders. However, contrary to reinsurance, secondary credit card debt markets are not necessary for primary credit card markets to operate. On the contrary, the condition for the secondary market existence is the rationally functioning primary markets, those that are based on the banks’ ability to issue credit based on calculated risk rather than trust.


When data are not available (such as in the case of an emerging market or a new kind of insurance coverage), insurance companies are facing a serious challenge not knowing how to price risk. Sometimes, however, even though statistical data are available, they don’t serve a direct basis for setting up rates. Consider the following example. Statistically, accident-related deaths are 2-2.5 times lower in women than in men in Britain, and 4-4.5 times in Germany. Nevertheless, women are not offered lower rates; in fact, in Germany they are even higher for woman than for men with same occupations. This is done so that men do not get interested in collecting on their wives’ accidental death insurance (Markuzan 1925). 

D. The Russian Market.


Insurance business has been developing in tsarist Russia beginning with Catherine the Great’s reign, who introduced marine and fire insurance in the second half of the 18th century. By the beginning of the 20th century Russia had quite vital and very diverse insurance market. There were at least a dozen of companies that were selling fire insurance; many of them were also involved in accident and life assurance. There were also several reinsurance companies. In addition to commercial insurance, mutual insurance societies began to appear in several cities starting in 1862. They were usually organized by large industrialists, and land and real estate owners, and limited their activities to one city only. In addition, insurance was also provided by mutual insurance societies organized by zemstva – elective district councils, and overseen (including setting insurance rates) by the provincial zemstvo assembly. Personal insurance in Russia mostly covered well-to-do individuals. For instance, in 1913, life assurance policies were only issued to 400 thousand people (Gvozdenko 1999: 10-13). 

This diversity in types of insurance providers was eliminated by the Soviet regime. In 1925, the Central Executive Committee passed a decree, which made insurance a state monopoly. There were two insurance companies in the Soviet Union, both state-owned, both gigantic in size, each responsible for a different sphere: Gosstrakh insured individuals’ life and agricultural risks (such as harvests and farm animals), and in 1987 it started insuring against damages to state property; Ingosstrakh (founded in 1947) covered all foreign-related issues, such as commercial activity with foreign partners domestically and abroad, property interests of the Soviet state abroad and of foreign missions in the Soviet Union (for instance, cars registered to foreign diplomats, etc.). 

Insurance in the Soviet Union had a peculiar formalistic character to it. Although in Chapter 2 I argued that there was a lot of uncertainty present in the lives of people (first, as a consequence of a political terror, and then as a result of the inefficient distributive system and in general unpredictability of state policies), this was not uncertainty of insurable kind because it was originating with the state and its institutions (a state-own insurance company cannot insure against the arbitrariness of the state). Besides, many kinds of losses (loss or damage to property, health or ability to work and liability) in the Soviet Union were routinely remedied by the state (such as through free and comprehensive medical care and disability and pension payments). There was one major economic actor that owned most of the property and employed majority of the people – the state (though formally state property was deemed to belong to the people), while individuals owned little beyond their own lives. As a result, life assurance (including endowment assurance) policies became the most popular type of insurance under the Soviet rule.

Gosstrakh has allegedly issued about 80 million life assurance polices,
 most of which completely lost their value in the early 90s as a result of hyperinflation. Their combined value was 24 billion rubles in 1990 prices, equal to tens of trillions of rubles in 1997 (Reznik 1997). This dramatically undermined popular trust in the institution of insurance, financial organizations and the state.
 

The situation has changed radically when demonopolization and legalization of entrepreneurship led to the creation of multiple economic actors pursuing various competing interests and subjects to multiple economic, financial and commercial risks. First commercial insurance companies were organized as insurance cooperatives, following the 1988 “Law on Cooperation.” This was essentially the first step towards undermining the monopoly of the state in providing financial services.
 Soon the Russian insurance market featured a variety of competing entities that provided insurance services, among them state-owned and joint-stock companies, cooperative and mutual insurance societies. 

Within a very short period of time around three thousand insurance societies were organized. Such growth in the insurance business was similar to the situation with commercial banks, which also grew in the late 80s - early 90s like mushrooms after rain. The reasons were the same: lax or no regulations,
 no control over the quality of services provided, minimal requirements for start up capital, no capital expenses and, of course, lure of potential profits. The ills of the insurance market were also similar to those of the banking sector – low level of capitalization, lack of experience and unprofessionalism mixed with avarice and the absence of long-term goals. Some of the pioneers of Russian insurance switched from other types of business because insurance at the time seemed the most profitable venue. Many of them viewed insurance as pure gambling. First commercial insurance companies did not concern themselves with reserving funds to cover future losses. Accumulated financial resources were invested in buildings, computers, and staff, and even used to finance high living expenses of companies’ owners. Nobody at that time heard about reinsurance (the only insurance company in Russia that had substantial experience with foreign reinsurance and might have warned new commercial companies – Ingosstrakh – did not, letting them learn the lesson the hard way
). And they did, when they were hit with a wave of claims. More than 1600 registered insurance companies lost their licenses in the 90s, making the number of those with valid licenses 1532 by January 1, 2000.
 This number included the very first insurance company, ASKO, which was very successful for the first several years. Some insurance companies disappeared.

The majority of the insurance companies licensed in the late 80s and early 90s were organized by recently formed commercial banks, and were involved in insuring the latter against non-payments on loans, the so-called “creditor borrower’s insurance” (especially popular in 89-92; in 1993 this type of insurance yielded almost 10% of collected premiums [Shakhov 1999:99]. According to one of my informants, in 1991-1992 this rate could be close to 50%
). Initially, when most loans were repaid, this line of insurance was extremely profitable (premiums reaching 10-15% of the size of the loan). But soon it proved very risky as economic crises 1994-1996 initiated several waves of defaults. Those companies that realized this soon enough and withdrew from this line of business, such as ASKO, managed to accumulate enviable amounts of capital.
 Those that did not paid dearly. Creditors’ insurance was eventually prohibited by Rosstrakhnadzor (Ryabinin 1998:2; Polyakov 1998:4).

Currently, the Russian insurance market exhibits several features. First similar to Russia’s banking sector there are too many insurance companies, many of which have insufficient paid-up capital and are therefore financially unstable. Rosstrakhnadzor issued several rulings intended to increase capitalization requirements. The whole Russian market is very small. In 1999, the total volume of premiums collected by all Russian companies comprised 96.6 billion rubles or $3.4 billion,
 a small amount compared to $638 billion collected (net premiums) in the US market in 1997.
 At the same time, there is a high degree of concentration. For example, in 1999, the first 10 companies collected 66% of all premiums in life insurance (the highest degree of concentration), while in non-life lines this number is 44%; the first 100 companies collected 97% in life and 82% in non-life lines (OECD 2000).

Second, Russian market has a low degree of saturation. By different estimates only between 5 and 14% of potential risks in Russia are insured (Converium 2001). Compared to 1990, when total combined premiums collected comprised 3% of the GNP, and following a drop in the mid-90s to 1.3%, in 2000 this parameter grew to 2.16% (OECD 2000:2). Yet, annual costs of natural disasters, technological catastrophes and accidents in Russia comprise 12-15% of GNP (Glushenko 1999:272). Premiums per capita in Russia in 2000 reached $42.8 (up from $27 in 1999, see OECD 2000:2), while in the US they comprise $3000, in Western Europe – between $1200 and $2000, and even in Slovenia -- $350 (Converium 2001).

Most of newly organized insurance companies are young and inexperienced. They have not accumulated enough statistics on issued policies and associated losses, which is one the necessary conditions for the calculation of risk (Knight 1957[1921]).  The other condition – stability over time – is also missing. In addition, most of them are too small to create necessary reserve funds – “an extra layer of fat” to protect themselves and their policyholders in years when losses are higher than average. Inability to calculate risks and unavailability of resources to form reserves make Russian insurance companies vulnerable to unfavorable circumstances if they arise. This makes insurance an especially risky business in Russia.

The fact that most insurance companies are small is hardly surprising given that they are young. After all, some of the English insurance companies are more than 300 years old. In their quest to grow, Russian insurance companies actively engaged in several popular lines of insurance that promised to yield high earnings. First, it was credit borrower’s insurance prevalent in the early 90s and eventually prohibited by Rosstrakhnadzor. Combination of high premiums and overall relatively favorable economic situation delivered impressive profits and allowed growth for some insurance companies. 

Another popular form of insurance among Russian companies was compulsory insurance, which up to 1997 accounted for about 40% of collected premiums, much higher than in countries with well-developed insurance markets (Ryabinin 1998:3, Shakhov 1999:99, Glushenko 1999:272). Participating in compulsory insurance allows insurance companies to claim a substantial market share and provides them with large premium volumes even if the size of each premium is small.

By far the most profitable line among compulsory ones is health insurance. From the point of view of individual policyholders current system is no different from the Soviet-style health care system, which delivered care to everyone free of charge. What the new system did was it placed a middleman – insurance company – between hospitals and consumers of health care. Previously budget resources went directly from the Ministry of Health to hospitals and clinics.  Now, premiums and health expenses are still financed by federal and municipal budgets, but insurance companies licensed to work with compulsory insurance now redistribute these resources and balance payments. What makes this arrangement especially beneficial for the insurers? Their ability to control and sometimes obstruct the flow of money to make inflation-based profit.
 This resembles a similar quest of Russian commercial banks in the early 90s for the access to federal and state budget resources (discussed in Chapter 3). Examples of other forms of compulsory insurance are passengers’ accident insurance, liability insurance of personnel in the army, police, customs, tax agencies and the federal security service (FSB, descendent of KGB), and property insurance of municipal housing in Moscow.

In 1999, the rate of compulsory insurance dropped to 22% of collected premiums (31% of insurance payments) as a result of a surpassing growth rate of non-compulsory lines. Most of this growth occurred in life assurance, making it the leader among all other lines of insurance by the amount of collected premiums (more that 36% of the total volume of premiums collected in 1999) (OECD 2000:3). In 2001, life assurance policies brought $5 billion in premiums, which comprised half of all premiums collected for that year. Meanwhile, Russian Ministry of Finance estimates that more than 70% of this volume comes from semi-legal schemes dressed as group life insurance but intended to minimize employers’ payroll taxes and employee’s income taxes. After a series of not very complex transfers of money between the enterprise, the bank and the insurance company, employees receive life assurance policies and can start receiving monthly annuities, which until recently have not been taxable. Instead of a regular 35.6% payroll tax levied on employers and a 13% income tax to be withdrawn from the employees’ paychecks, such schemes cost employers 6-12% and employees – 1.5%. As a result, federal budget collects dozens of billions of dollars less in taxes. These schemes gained in popularity in mid-90s. It is argued that they are responsible for capital accumulation of all today’s large Russian insurance companies (with an exception of previously state-owned Ingosstrakh). Unlike Western markets, where endowment assurance policies are usually issued for no less than 3 and often as long as 10 years, and where the insureds are paid at the end of the policy period, in Russia majority of these policies are for year or even a quarter of a year, and annuities are paid in equal increment during the policy period.

Over the course of several years Rosstrakhnadzor and Russian tax authorities have been passing several orders and regulations trying to limit this practice. In response to these obstacles, insurance companies were just changing the trajectory of money transfer to take advantage of other existing holes and inconsistencies in laws (Andreev 1999). In April 2002 Russian Parliament passed corrections to the Tax Code, which would make life assurance annuities taxable for the first five years. This step essentially closes this line of business for insurance companies because it makes such schemes expensive for the employees (and it is unrealistic to expect people to wait 5 years to have their salaries paid). If Ministry of Finance is correct in its estimations of the extent of the spread of such schemes, Russian insurance companies will lose $3.5 billion in total premiums (Grishina 2002).
 

Now that profitability and popularity of life insurance policies will inevitably decline, the rate of compulsory insurance could go back up again, especially when laws widening the sphere of compulsory insurance to include several other kinds are passed and become in effect. Personal liability insurance of vehicle owners will become compulsory in July of 2003, according to the Law of Russian Federation # 40-FЗ “Ob obyazatelnom strakhovanii grazhdanskoy otvetstvennosti vladeltsev transportnyh sredstv” (About compulsory third party liability insurance of vehicle owners) (signed by President Putin on 25.04.2002). Although not yet legally mandatory, many licensing agencies already require applicants to acquire liability insurance as part of license application process (for example in the case of judges and notaries).There is also a recognized need to make compulsory liability insurance of professionals (doctors, lawyers, accountants, real estate agents) and employers.
 Some companies are on the lookout for new forms of compulsory insurance. During one of the interviews I was told that responding to rumors about doctors’ liability insurance becoming compulsory the company got a license for this kind of coverage “just in case.”
 The reason for this perspicacity is a pragmatic recognition that this market has an enormous economic potential in a country with almost 700,000 doctors
 (not including other health professionals) and the desire to be one of the first to enter it.

This discussion demonstrates that only a fraction of an already small Russian insurance market pursues the classical goal for the organization of insurance, namely risk-spreading. Compulsory insurance redistributes resources of the federal and municipal budgets. Most of life assurance policies with monthly annuities also pursue goals unusual for insurance -- minimizing of taxes. Popularity among the insurance companies of compulsory insurance is a consequence of their inability to effectively reduce uncertainty. When near everyone is covered, risk is more transparent. The disappointing penetration of life insurance (once the tax evasion schemes are taken into consideration) is a result of the low level of trust in Russia, specifically the lack of trust in financial organizations and the credibility of their long-term commitments.
Russian insurance market is similar to the Russian credit card market: in reality, neither of them is what they seem to be. Salary projects boost the official statistics on cards issue (and thus are beneficial at least in this sense given the complementarity problem of attracting cardholders and merchants simultaneously), and allow banks to attract resources in the form of salaries directly deposited by the enterprises (discussed in Chapter 4). Yet, few of those cards provide any credit and pose any uncertainty, and if they do it is always the enterprise that vouches for individuals. Similarly, up to 60% of the insurance market in Russia has nothing to do with risk, and is only about ways for insurance companies to make money, while also adding to the official aggregates of total collected premiums. This situation makes any estimation of the real size the insurance market in Russia an difficult task (Rubin 2002).

But the problems of the emerging insurance market are not at all unique to Russia. Marc Schneiberg (1999) is telling a similar story of easy market entry that attracted “wildcats” and fly-by-night Lloyds, unrestrained competition, withholding of loss experience information, price dumping, pure guess-work with respect to rates and resulting market failure in the 19th century American fire insurance. But his story has a happy end – creation of associations that promoted regulatory and price-control measures and helped form over 1,000 data-pooling bodies and rate-making bureaus (Schneiberg 1999:17). The energy that fueled these reforms came primarily from insurers but also from public officials and the state. Success of market reforms (especially those with respect to information pooling and establishment of statistically sound rates) depended largely on how well insurers managed to replace opportunism and competitiveness by trust and cooperation.

E. How Do Russian Insurance Companies Set Their Premiums?

Size of insurance premiums in Russia is controlled and monitored by Rosstrakhnadzor. Every emerging insurance company has to prepare a document that in detail calculates and justifies premiums that are going to be collected to make sure that they are in line with the “real cost of risk.” In practice, however, insurance companies that are getting their licenses copy these calculations and justifications from other companies that are already working on the market. There are even special firms that are specializing in preparing documentation for licensing of insurance companies, including premium justification. These elaborate calculations are only a façade necessary to legitimize a new insurance company in the eyes of the state agency and an example of institutional isomorphism. Moreover, as one of my interviewees and a keen observer of the current state of the Russian insurance market mentioned, it is impossible to work if you actually follow the rules written out in license application.
 Declared premiums are determined by following rigid formal procedures yet in practice they are set by some other means. Why are formal calculations not followed in practice and what are those other means by which premiums are set?

The reason that formal calculations are not used in practice is that there is little or no statistical information available. Old timers remember that in the Soviet period statistics was forwarded to Gosstrax (Soviet-period state-owned insurance monopolist) from the state agency Goskomstat (State Statistical Committee). This data included mortality, personal accidents and theft and damage to personal property. It is hardly usable today because the context has changed so greatly. Thus, the two necessary conditions for the calculation of risk are missing, namely a large number of past observations and overtime stability. Moreover, many types of data have never been collected on a mass scale, such as information on theft and damage to property of enterprises, cargo, transportation, liability statistics, data on financial services and many others. Post-socialist period also brought some changes to practice of data collection: there are fewer specialists-statisticians, and there is less data being collected. What is collected by state agencies might not always be available for insurance companies to use, or even if it is, it might not be valid or reliable. For example, data on automobile vandalism and theft comes from police reports. Yet apparently police departments do not want to have many “unsolved” cases, so they do not register all of the claims or even destroy some of them to boost their own effectiveness statistics. 

As a result, insurance companies have to rely on their own statistics. Data has to be accumulated for at least 3 but better 5 years to be usable, but many Russian companies are young. Moreover, most of them do not specialize in any particular lines of insurance, but in an effort to capture the market they provide many different kinds of coverage. As a result, in each of the insurance lines they have modest portfolios. Again, not having enough empirical observations hampers insurance companies’ ability of transforming uncertainty into calculable risk (Knight 1957[1921]). This situation could be remedied if rating bureaus are organized to pool loss statistics from many companies and to produce reliable measurements of risk. However, up until now, the Russian insurance companies refrained from pooling their loss statistics together, similar to the way that the Russian banks resisted the creation of credit bureaus.
As one of the conditions of risk calculation is stability over time, Russian insurance companies just like Russian banks face additional difficulties. If future is radically different from the past, it is questionable whether probabilities calculated based on the past experience of card- or policyholders would be even useful. Unstable economic situation can make empirical data that has already been accumulated unreliable and therefore virtually unusable. In addition, often unpredictable changes in tax policy make it difficult for insurance companies to take into consideration their own expenses.

Besides overall stability and a large number of past observations, the third necessary condition for risk calculation is classification and categorization of accumulated data into more or less homogeneous clusters with similar loss exposure (Knight 1957[1921]). A company that starts accumulating its own loss statistics has to answer an important question: how to categorize and code the data? The answer to this question is consequential for future usability of this data and predictability of models. Yet it has to be answered 3 or more years prior to the usage of this data. Raw data has to go through a primary processing: some characteristics will inevitably be made more prominent than others while some others would be completely erased. In this sense, data recording already entails an element of analysis. The question of what to record and how was raised in an interview with a representative of a daughter-company of a big foreign insurer.
 The company decided to record customer-level data separately for each type of insurance (as opposed to recording data based on policies issued or benefits paid, for example). This information is later used for post factum premium adjustment with loss ratio analysis. 

How do insurance companies deal with adverse selection and moral hazard? Adverse selection problem arises because it is in the interest of actors with higher than average likelihood to incur loss to actively seek insurance coverage. (The problem is especially serious when high premiums price low-chance-of-loss insurance seekers out of the market). Classical ways to solve the problem is by rationing insurance (denying coverage to some applicants altogether irrespective of the price they are willing to pay). Another (partial) solution to the adverse selection is issuing coverage to pre-existing groups of insureds (working collectives, for example), because of the law of large numbers.
 The bigger the group is, the less likely it is that it will contain disproportionate number of “bad risks.” Adverse selection is completely eliminated (if the premiums are adequate) in compulsory insurance because it provides coverage to everyone or everything in a particular category. Moral hazard is partially reduced by setting deductibles and co-payments (this prevents policyholders from “overclaiming” losses; for example, this reduces the number of unnecessary doctor visits).

Thus a sure way to reduce adverse selection is not to issue individual policies but only group policies. Just like Russian banks that are wary of issuing cards to “people from the street” – individuals who come in without any recommendation or affiliation, who do not already have a salary project card, etc, insurance companies also prefer wholesale over retail (group over individual policies).
 For example, one subsidiary of a foreign insurer only insures vehicles owned by companies, rather than private citizens. The next step would be to insure cars privately owned by the employees of these companies. This would allow accumulation of a substantial statistical database, which then would be used to calculate risks for other individual car owners. This logic is similar to salary projects – cards to enterprises, then individual accounts to those who had salary project cards, and finally to all others. Thus, the “snow-flake” market model (Figure 4. 3) is applicable to the insurance market as well: corporate auto insurance give insurance companies access to volume at a reduced uncertainty, and also provide them with information that can be later used to calculate individual risks inside and then outside of the organization. The decision to extend group auto insurance to an organization could be influenced by its economic and social standing (prestige or visibility), which could be a matter of a characteristic-based transferred trust (foreign subsidiaries are trusted more than domestic companies) or a preference for a customer able to pay a higher price. 

Similar to banks, insurance companies pursue a strategy of minimizing the ratio of the number of ties to the volume of operation they bring. In the absence of means to calculate risk, mass individual types of insurance coverage are associated with most uncertainty -- each additional tie increases uncertainty without a substantial increase in the volume of business. On the other hand, for large-scale programs – group life insurance, corporate vehicle insurance, compulsory health insurance, etc. or high price-tag commercial property insurance – minimize the ratio of the number of tie to the volume of collected premiums. 

The important difference between strategies employed by banks and insurance companies is in their reasoning. For banks, salary projects reduce strategic uncertainty by allowing for embedded ties (with an enterprise) and the ability to indirectly monitor the behavior of cardholders. It is the quality of ties (embedded) and the intermediation of an enterprise (a more accountable actor compared to an individual) that matter. For insurance companies it is not the quality of their ties to the enterprise that is important, but the access to a large stable group of individuals, where a few “money losers” or “bad risks” for an insurance company would be offset by a large number of “money makers.” 

If objective, statistical methods of premium assessment cannot be used because of the lack of statistical data, while trust is not a means to handle ecological uncertainty, what do insurance companies do? A priori methods of determining the price of risk that my interviewees mentioned could be separated in three groups: market-driven, intuitive and psychological (or customer-driven).

According to market-driven methods it is suggested to copy the size of premiums from average for the market or use information of other, bigger and more established companies that are willing to share their information (Sukhov 1999: 91). In practice, the former strategy is much more common because insurance companies in Russia, very much like Russian banks, are very protective of their information so much so that a few years ago some of them even refused to publicize their premiums. The problem with relying on average market rates is that consistency across the market does not guarantee validity. In the several years since the early 90s, premiums dropped on average 5 to 10 times – partly because of competition, partly as a result of gained experience (in a group of many similar risks each risk can be priced lower than in a group of fewer risks), but partly also because they were unreasonably high initially. Moreover, there are market-wide responses to the amount of losses claimed. If the market is “soft,” in other words there are few loss claims filed, premiums are lowered to attract clients. If the market is “hard” (following substantial losses), the size of premiums increases. 

Market competition also drives premiums down, and frequently leads to price dumping, when insurers operate below any reasonable premium levels. In fact, market pressures can even make insurance companies ignore existing data. Automobile insurance, one of the most popular lines in Russia today, is well suited for calculating risks due to its mass nature. Yet, several interviewees claimed that it is a loss-making line, often subsidized by other lines. 
 Insurers offer policies that are dirt cheap as a bate hoping to also sell life or accident insurance. Another interviewee admitted that their company withdrew from auto insurance altogether not willing to keep up with competitive pressures that were ruining company’s portfolio.
 

Finally, reinsurance (primarily foreign) and foreign markets in general play a very important role in transmitting information about the “real cost of risk.” One of the pioneers of Russian insurance claimed that his company did develop ways to ascertain risk based on its own empirical data (in auto insurance), but what they used in practice was premiums of the German market multiplied by a factor of 10. Foreign insurer subsidiaries consider premiums charged by their mother-companies as anchors.

The role of human judgment and intuition in estimating insurance premiums has already been discussed. Subsidiaries of foreign companies perceive judgment as a legitimate element of underwriting, while in many domestic companies it is seen more as a not very legitimate but inevitable consequence of working in a developing market in an unstable economy without reliable statistics. In Russian companies the use of human judgment is likened to pursuing association risk analysis -- assigning premiums based on comparisons to other known risks. For example, in accident insurance of soccer players, where statistical data is absent, insurers can make guesses using general population accident data and adjusting it to reflect their ideas of the difference in exposure between soccer players and everyone else. Other labels for human judgment include common sense, expert evaluation and even a variety of mannerisms associated with guess-work, such as “head scratching” (repu chesat), staring at the ceiling or the floor and “sucking out of a finger” (vysasyvat iz paltsa), the latter may even have a meaning of making something up.

Finally, there is a substantial psychological dimension to setting premiums in non-mass lines of insurance.  In the above example, multiplication of German premiums by 10 was accompanied by a guesswork whether the customer would pay that much or go to a competitor (insurers try to appraise how much can be gotten from a particular client).

After the first year, premiums (either based on average market rates, “sucked out of a finger” or decided upon some other way) can be revised based on the company’s own loss experience.


The difference between banks and insurance companies – selection versus price.

To complement these a priori methods, insurance companies can also rely on a posteriori verification. If financial transactions are likened to a game of chess, insurance companies (unlike banks) always have one extra move after their customers made theirs (had a loss and filed a claim expecting the payment of insurance benefits). Thus insurance companies can check everything before opening their wallets. One western insurer admits: “We scrutinize every claim down to even few dollars; in the West it would be a few hundred dollars” (“Russian Insurance,” Economist, (Oct. 17, 1998): 88). Although this would not solve the adverse selection problem, it can reduce moral hazard problem by weeding out some of the policyholders who did not take on required precautions and also those who acted dishonestly -- attempted to exaggerate loss, to receive compensation for the loss that did not happen, or for the loss that they themselves caused.

As a result insurance companies sometimes reject claims, and deny payments. One insurance company argued that claim denials also play a “prophylactic” function – in order that other policyholders do not harass the company with poorly grounded claims.
 The company often blamed the fact that the loss was not properly documented as grounds for claims denial.
 

As explained earlier, insurance companies cannot rely on trust when issuing policies. Nevertheless, because of the nature of insurance contract (it sells a promise), trust is important in the relation of the policyholders to the insurer. In addition, it plays out in two other dimensions. First, trust has to be a major player in the intraorganizational relations – between companies’ administration and employees doing actuarial or underwriting work. Just like lending decisions that are not formalized but rely on networks, premiums that are not a result of statistical calculations are difficult to verify or justify except post factum. Although several leading educational institutions recently began to prepare specialists in actuarial economics and insurance business, educated and most importantly, experienced specialists are very much wanting. Second, trust is important in the relations between insurance companies and their willingness to cooperate might be a necessary condition (while the lack of it – the reason for a failure) to pool loss data and to organize rating bureaus that would signal to the market the “real cost of risk,” and promote financial stability of the overall market.

F. Conclusion.

Russian insurance market is new and it is developing in a situation of macro-economic transition, and legal and regulatory vacuum. Whatever state-collected data is available to commercial insurance companies might be of questionable quality. Yet, because most companies do not specialize in a particular line of insurance, they do not have enough data of their own in any of the lines. Fierce competition and little rate regulation prevent data sharing and pooling between companies. Together with the lack of control over the quality of insurance services this makes many companies engage in price dumping when they offer premiums that are below any reasonable levels. In fact, unrestrained competition in a market where rates are not regulated make insurance companies ignore data even where it has been accumulated. 

Thus, Russian insurance market features little economic rationality. Unlike a credit card market that in the absence of means to calculate risk can rely on trust, an insurance market has few options. Trust is of little help when the main source of uncertainty is indeterminacy or multiplicity, interconnectedness and poor specification of causes of events. Consequentially, Russian insurers shadow-price each other, and resort to guess-work when determining premiums. They also sometimes take into consideration their customers’ perceived ability to pay, offering higher premiums to “more able” ones.
















� Banks can also require collateral for some kinds of loans (or security deposits for some credit cards). Alternatively, they can charge those that they believe more likely to default higher interest rates and annual fees. 





� Thus, raising interest rates can actually reduce bank’s profits a result of selecting borrowers with a lower probability of repayment.





� For a historical account of moral hazard in the first credit card programs in the U.S. see Chapter 4.


� � HYPERLINK "http://www.ambest.com/" ��http://www.ambest.com/�


� For more complex calculations that account for partial loss, 1 is substituted for  � EMBED Equation.3  ���, where α is rate of loss.





� Since the main concern is for the insurance industry to be safe for policyholders, companies form reserve funds intended to help honor the claims in the years when actual risk turns out to be higher than in was estimated.


� See, for example, Mississippi rating bureau (� HYPERLINK "http://www.msratingbureau.com/" ��http://www.msratingbureau.com/�).


� Interview on September 11, 1999.





� Long-term life assurance premiums as well as individual deposits in Sberbank were eventually considered Russia’s internal debt. The 2001 Russian federal budget allocated 2 billion rubles to compensate former clients of Gosstrakh. Small compensations under 1000 rubles ($40) will be given to several categories of individuals: participants of the WWII, those over 73 year old, handicapped and parents of handicapped children (Lisa 19(2001), Special Edition on Insurance, p.33).





� Interview on November 5, 1999.





� Rosstrakhnadzor, the main regulatory authority, was formally found in 1991, three years after the first insurance cooperatives appeared. The name was changed to the Department of Insurance Supervision of the Ministry of Finance in 1998.





� Interview on November 12, 1999.





� For a comparison, 364 insurance companies lost their licenses in 1999 alone, while only 57 new companies were registered in that year (Society of Insureds website, � HYPERLINK "http://user.cityline.ru/~kozlitin/s_99info.html" ��http://user.cityline.ru/~kozlitin/s_99info.html�).





� Interview on October 22, 1999.





� Interview on November 10, 1999.





� Exchange rate for 1999 taken from the Central Bank of Russia website, � HYPERLINK "http://www.cbr.ru/statistics/credit_statistics/print.asp?file=macro_94-97.htm" ��http://www.cbr.ru/statistics/credit_statistics/print.asp?file=macro_94-97.htm� on July 8, 2002).





� Downloaded from the US Census website, � HYPERLINK "http://www.census.gov/prod/ec97/97f52-ls.pdf" ��http://www.census.gov/prod/ec97/97f52-ls.pdf�, on July 8, 2002.





� Interview on September 20, 1999.


� Recently the U.S. Treasury Department also banned a method of using life insurance to evade gift and estate taxes by the wealthiest Americans (“U.S. Bans a Scheme to Avoid Estate Tax,” by David Cay Johnston. New York Times, August 17, 2002. Downloaded from � HYPERLINK "http://www.nytimes.com/" ��http://www.nytimes.com/� on August 23, 2002.





� See “Kontseptsia razvitiia strakhovaniia v Rossiiskoi Federatsii” (Conception of the development of insurance in the Russian Federation) prepared by the All-Russia Insurers Union, downloaded from � HYPERLINK "http://ins-union.ru/concept.htm" ��http://ins-union.ru/concept.htm� on May 31, 2002.





� Interview on November 3, 1999. Many companies I interviewed held licenses for many more forms of insurance coverage than they actually practiced.





� Information from http://info.cis.lead.org/cis/Russia.htm downloaded on July 15, 2002.


� Interview on November 5, 1999.





� Interview on September 22, 1999.





� Interview on October 14, 1999.





� This is true only if the insureds were not self-selected into the group for the purpose of getting the coverage. In practice, job descriptions often come with prepackaged health benefits, possibly opening opportunities for some self-selection.





� Individual policyholders are avoided for several other reasons as well – among them are administrative expenses per policy, the need to employ insurance agents, and advertising expenses.


� Interviews on September 20 and November 5, 1999.





� Interview on November 3, 1999.


� Interview on November 5, 1999.





� There is a fine line between insurance companies that are careful and strict and those that are unscrupulous and deny payments for no good reason. The task of distinguishing between the two kinds is for a regulatory agency that should monitor the quality of services delivered. 
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