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AFI

BC

CGAP

CSR

DEG

EU
FASECOLDA
FENACOR

FMO
FUNENSEG
GDP
GDV
IAIS
ICP
IETS
IFC
ILO
IRDA
KW
KPI
KYC
MFI
MNO
NAFTA
NGO
OECD
PACE
PPP
RSBY
WTO

Alliance for Financial Inclusion

Before Christ

Consultative Group to Assist the Poor

Corporate social responsibility

Deutsche Investitions- und Entwicklungsgesellschaft
European Union

Federacion de Asegurados Colombianos

Federacé@o Nacional dos Corretores de Seguros Privados e
de Resseguros

Entrepreneurial Development Bank

Escola Nacional de Seguros

Gross Domestic Product

Gesamtverband der Deutschen Versicherungswirtschaft e.V.
International Association of Insurance Supervisors
Insurance Core Principles

Instituto de Estudo do Trabalho e da Sociedade
International Finance Corporation

International Labour Organization

Insurance Regulatory Development Authority
Kreditanstalt fir Wiederaufbau

Key Performance Indicators

Know Your Customer

Microfinance Institution

Mobile Network Operators

North American Free Trade Agreement
Non-governmental organization

Organisation for Economic Cooperation and Development
Product, Access, Cost, Experience

Public Private Partnerships

Rashtriya Swastya Bima Yojana

World Trade Organization
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Learning Outcome

Understanding the concept of insurance and its economic and social
role in development is a prerequisite to the study of microinsurance in
particular. This unit will introduce the key features and main players.

Introduction and Overview

In this first model we will give an introduction to the concept of
insurance, how it works, how it evolved and its economic and social
role. This first chapter of Unit 1 shall provide you with a sound
foundation for your study of the special topic of microinsurance
throughout the rest of this course. The second chapter will introduce
you to the subfield microinsurance and is based on the assumption that
microinsurance is not separate from insurance in general, but rather an
integral part of it. The historical evolution of microinsurance as part of
microfinance programmes in developing countries is described and
recent statistics illustrate growth trends.

Furthermore, the typical growth path of a developing insurance market
and the important role of microinsurance are introduced. The discussion
of real cases serves to illustrate the presented material. Additionally,
special attention is given to long run profitability for the provider in a
market that is characterised by small premiums and low levels of
funding. Large scale and cost effectiveness are paramount elements.
The unit concludes with the topic of consumer protection and elaborates
on three key elements: a strong regulatory framework, responsible
industry conduct, and empowerment of the consumer.

© 2016 Frankfurt School of Finance & Management 3
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1. Insurance

1.1 Introduction

Risk and the insurance mechanism

Whether we are aware of it or not, risk pervades our lives. We are
threatened every day by events that can have severe social, human or
financial consequences: property damage, natural disaster, sickness,
disability, accidents in their countless forms, and of course death. As a
result humans instinctively seek security, often right after the most basic
needs like food, clothing, and shelter. Risk arises from the possibility of
losing economic security and usually stems from the likelihood of
unexpected and adverse outcomes. The best we can hope for is to
diminish the consequences and thus ease our fear of such events
occurring. Insurance addresses these two fundamental and the
interconnected human emotions of fear and hope.

The following saying illustrates well the inextricable relationship
between risk and insurance: “If risk is like a smouldering coal that may
spark a fire at any moment, then insurance is our fire extinguisher”.
Insurance in this context can be understood as any attempt to control
and diminish risk, i.e. from the informal reciprocity obligation of a tight
community that helps each other out in hard times, to the highly
formalised and commercial insurance sector. In its most obvious
expression, insurance eases the financial burden of sudden adversity
and loss for individuals and businesses in the form of monetary
compensation or services. For people and businesses this can
sometimes mean the difference between financial security and
destitution or bankruptcy. Think of the following examples: providing for
a family after the breadwinner dies, seeking medical help without fearing
the expense, assisting a homeowner in rebuilding his property after a
fire or flood, protecting both consumers and manufacturers against a
defective product.

Some definitions for insurance:

A promise of compensation for a specific potential future loss like ]
damage, illness, or death in exchange for a periodic payment.

Insurance protects individuals from risk of uncertain outcomes. It
is a two-party contract that transfers the risk of financial loss from
an individual or business to an insurer.

Insurance is a social device for spreading the chance of financial
loss among a large number of people.

© 2016 Frankfurt School of Finance & Management 5
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How insurance works

At its most basic and fundamental level, the insurance mechanism
involves individuals or entities that form a group of policyholders. They
pay a fixed amount at regular intervals (premium) into a common pool,
from which money is drawn (claim payment) to compensate one or more
policyholders, who are victims of a predefined event under specific
circumstances. Normally, only a small percentage of policyholders suffer
losses and thus, the entire pool compensates the unfortunate few.
Essentially, insurance preserves the original social goal of risk sharing
and also the human dimension, trust and individual responsibility of
mutual assistance, while reflecting the development and growing
complexity of society. Insurance companies also defer risk through
reinsurance, through which a company insures the risk of insurance
companies, thus allowing the insurance companies to offer higher levels
of protection to the policyholder, since they do not have to worry about
covering the full losses.

The fundamental concepts of insurance for it to work are:

Q = risk pooling to distribute the risk of adversity to hit over as many

policy holders as possible;

= mathematical probability calculation to assess the likelihood of
an adverse outcome to occur; and

= |arge and reliable data is paramount for accurate calculations.

© 2016 Frankfurt School of Finance & Management 6
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Here are some basic key concepts you might already be familiar with. Please review them and use them as a glossary throughout the course:

Figure 1: Basic key concepts of insurance

Key Concept

Definition

Example

penetration

Adverse An imbalance in an exposure group created when | The tendency of those in dangerous jobs or high risk lifestyles to get life
selection persons who perceive a high probability of loss for | insurance.

themselves seek to buy insurance to a much

greater degree than those who perceive a low

probability of loss.
Insurance Total premium/total population Insurance density is calculated as the ratio of total insurance to total
density population.
Insurance Total premium/ GDP Penetration rate indicates the level of development of the insurance

sector in a country. Penetration rate is measured as the ratio of total
premium underwritten in a particular year to the GDP.

Law of large

This law states that when a large number of

Car insurance, which aggregates widely varying risk exposures in terms

numbers people face a low-probability event, the proportion | of gender, age, type of car, driving habits and experience, etc., has
experiencing the event will be close to the | relatively reliable statistics with regards to frequency and severity of
expected proportion. For instance, with a pool of | accidents.
100,000 people who each face a 1 percent risk,
the law of large numbers says that 1,100 people
or more will have losses only one time in one
thousand.
Moral The risk that a party to a transaction has not | Insurance companies worry that by offering payouts to protect against
hazard* entered into the contract in good faith, has | losses from accidents, they may actually encourage risk-taking, which
provided misleading information about its assets, | results in them paying more in claims. Insurers fear that a "don't worry,
liabilities or credit capacity, or has an incentive to | it's insured" attitude leads to policyholders with collision insurance
take unusual risks in a desperate attempt to earn | driving recklessly or fire insured homeowners smoking in bed.
a profit before the contract settles.
Probability Probability theory is a branch of mathematics to | Probability theory allows for an insurer to calculate the premium to insure
theory predict random events by analysing large | a potential risk based on the probability ratio that it occurs.
guantities of previous similar events. The

! investopedia.com

© 2016 Frankfurt School of Finance & Management



http://www.investopedia.com/

cooperation

giz

Frankfurt School

of Finance & Management

£

German Excellence. Global Relevance.

probability ratio expresses the likelihood that the
event will occur.

Reinsurance

Reinsurance is insurance purchased by insurers
from re-insurers to limit the total loss the insurer
would experience in case of a disaster.

In cases like natural catastrophes or a plane crash it is evident that a risk
can cause a loss amount which no single insurer could bear and which
therefore renders risk reinsurance absolutely indispensable.

Risk Risk is a form of uncertainty about outcomes that | The risk to die from the Ebola virus is very high compared to the risk of
are expected to have a potentially adverse effect | dying from a plain cold. The undesired outcome here is death. It can be
on an individual or an entity. quantified in terms its financial repercussions to survivors for example.

Risk pooling | To distribute the risk of adversity to hit over as | If many household nationwide insure against the damage of a hurricane

many policy holders as possible and thereby
diminishing the singular impact on one individual
or entity.

occurring, the individual financial impact if it would occur is marginal
because very few will actually be affected. The premium in this case is
the cost of pooling one's own risk with that of others via an insurance
company and includes the insured's share of expected claims costs,
administrative expenses, sales and marketing expenses, and a profit for
the insurer.

Risk transfer

A risk management technique whereby one party
pays another, usually an insurer, to assume a risk
that the insurer is better equipped to deal with
than the actually affected party.

When someone purchases home insurance, he is essentially paying an
insurance company to take the risk involved with owning a home. In the
event that something does happen, such as property damage from a fire
or natural disaster, the insurance company will be responsible for dealing
with any resulting consequences.

Underwriting

Underwriting is the practice of calculating risks
and determining a premium based on client data
and probabilities.

Typically insurance companies are in the business of underwriting.

© 2016 Frankfurt School of Finance & Management
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1.2 The Historical Evolution of Insurance

The insurance mechanism is an intrinsic part of society and social
behaviour. It has been around for a long time, and it is fascinating to
see how it developed over millennials and in many different societies.
Obviously, the need to protect ones livelihood and mitigate the impact of
uncontrollable risks has always been a prime concern of mankind.
Below is a brief history of insurance with some important milestones of
the last 5,000 years.

China

The earliest recorded descriptions of insurance date back to the third
millennia B.C. Chinese merchants divided their goods evenly among
several ships, so that each boat carried a mix of cargo, and not just that
of one merchant. In case of a shipwreck a slight loss for all occurred
instead of a crippling loss for one — the principle of pooling risk.

"Hammurabi Code"

Around 1790 B.C., the Babylonians enacted the "Hammurabi Code"
which was one of the first forms of written insurance laws. The law
allowed merchants to finance their shipping through loans from lenders.
These loans were paid back, with interest, only after the safe arrival of
the goods. But, if the merchandise was lost in transit, they did not. Thus,
it offered basic insurance in that a debtor did not have to pay back his
loans if some personal catastrophe made it impossible (disability, death,
flooding, etc.). Similarly, also first signs of liability laws were found in
the so called "Codex Hammurabi": “If a builder builds a house for a man
and does not make its construction firm, and the house which he has
built collapses and destroys property, he shall restore whatever it
destroyed, and he shall rebuild the house which collapsed from his own

property.”
From Ancient Rome to Guild Coverage

In ancient Rome we see people joining together in burial societies
"collegia funeratica" that paid funeral costs out of monthly dues.
Although these associations began as purely religious groups, they
gradually became broader in scope as the benefits of the sharing
principle became steadily more apparent. Health and burial insurance
evolved extensively under a mutual plan without profit considerations in
the Anglo-Saxon and German guilds of the middle ages. As successors
to their Greek and Roman counterparts, the guilds combined the
characteristics of trader associations, unions and fraternal societies.
Members had to pay dues to the guild and the wealthier ones had
reserves that acted as a type of insurance fund. If a master's practice
burned down, for example, the guild would rebuild it using money from
its coffers. Similarly if a master were robbed, the guild would cover his
obligations until money started to flow in again. In case of sudden
disabled or death, the guild would support him or his widow and family.

© 2016 Frankfurt School of Finance & Management 9
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This safety net encouraged more and more people to leave farming and
take up trades. The insurance used by guilds is still existent today in the
form of "group coverage”.

Shipping insurance in Italy

The very first insurance contract was signed in Genoa, Italy, in 1347. Its
principles were similar to ancient Babylonian ones. With a written
agreement merchants could take out loans guaranteeing safe arrival of
shipments. For the first time these were stand-alone and separate from
investment. In the next century maritime insurance developed widely
and premiums were intuitively adjusted with risks.

Colonial trading in England: Lloyds Coffeehouse

In the late 1600s, shipping was just beginning between the New and the
Old World as colonies were being established and exotic goods were
ferried back. A coffeehouse, Lloyd's of London, was the primary meeting
place for merchants, ship owners and others seeking insurance. It is
there, that the practice of underwriting emerged, i.e. in London
coffeehouses operated as the unofficial stock exchange for the British
Empire. Once a voyage was secured, the merchants and ship owners
would go to Lloyd's and hand over a copy of the ship's cargo to be read
to the investors and underwriters, who gathered there. The people
interested in taking on the risk for a set premium would sign at the
bottom of the manifest beneath the figure indicating what share of the
cargo they were taking responsibility for (hence, underwriting). In this
way, a single voyage would have multiple underwriters, who would try to
spread their risk as well by taking shares in several different voyages.
As Britain established itself as a leading economic power through the
exploitation of the slave trade, the shipping industry was at the heart of
this economic boom. As slave trading was a high risk trade (1,053 slave
vessels are recorded as having been lost between 1689 and 1807) the
insurers of Lloyd’s also were in high demand. Lloyd’s continued to grow
and insurance moved from being desirable to essential in just a few
centuries. If you were in shipping you needed marine insurance.

© 2016 Frankfurt School of Finance & Management 10
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Figure 2: Probability calculation

In 1654, Blaise Pascal, a Frenchman discovered a way to express
probabilities and, thus, calculate levels of risk. Pascal's triangle led to
the first actuary tables that were used when calculating insurance rates.
These calculations formalised the practice of underwriting and made it
possible for insurance companies to anticipate the likelihood of claims,
and this made the business of insurance reliable and profitable.

London’s Great Fire: the introduction of fire insurance 17"- 19" century

In 1666, the great fire of London destroyed around 14,000 buildings.
Over 70,000 of London’s 80,000 inhabitants lost their homes in this
tragic blaze. It was from the shock and devastation caused by this fire
that underwriters, who had dealt exclusively in marine insurance, started
to offer fire insurance, a first form of property insurance. Similarly, as a
result of large fires in German cities, mandatory fire societies were
founded to protect against losses as for example in 1676 in Hamburg.
Also in the U.S. great fires in New York (1835), and Chicago (1871)
called attention to the need for adequate reserves to meet unexpectedly
large losses through fires in dense urban areas. Mandatory reserves
and reinsurance, whereby losses are distributed among many
companies, developed as a result, in order to respond to a potential
claim of this magnitude. Interestingly the insurance industry has often
responded to disasters with innovative products, such as flood
protection, climate change, renewable energy, and terrorism to name a
few.

© 2016 Frankfurt School of Finance & Management 11
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Birth of modern insurance

By 1693, the first mortality table was created and life insurance was
introduced. In the U. S., however, insurance had a slow arrival due to
religious prejudices and the particular dangers of colonial live that no
insurance company would cover. Only in 1735, the first insurance
company in the American colonies was founded at Charleston, S.C.. It
took more than 100 years for insurance to establish itself. When it finally
did, it brought the maturity in both practice and policies that developed
during that same period in Europe.

Two phenomenon of the late 17th and 18th century in Europe mark the
birth of modern insurance as an independent economic sector:

= the development of distinct insurance types

= the founding of actual insurance companies

From mutual assistance to insurance

As described earlier in the chapter, people have often pursued risk
protection by grouping themselves in communities (e.g. families,
villages, trade organisations) and paying into a common fund from
which any member suffering a misfortune could draw. These systems of
mutual assistance are still common in some developing countries, where
there is no formal insurance mechanism and people rely on traditional
values of kin solidarity, family support, craft or trade organisations.

Mutual assistance schemes, however, have a decisive shortcoming: the
members of the communities present a similar exposure to similar risks
and are usually limited in numbers. Family members often fall sick
together or within a very short time frame; or, fire in a factory will put all
workers out of work and under financial strain at the same time.
Weather patterns exist across regions and a flooding will devastate
most people who live there. In these cases, the common fund is not
enough to cover all individual losses. The pool of participants is too
small and the risk is not transferred but only shared among a small and
homogenous group that experiences the same exposures. It therefore
does not protect reliably enough against the effect of the very hazard
that the community was attempting to control. This is where the
importance of insurance companies comes in. Insurance companies can
much more effectively calculate and spread risk over a large and
diverse pool. Today insurance companies have therefore largely
replaced mutual assistance programmes.

Insurance in modern times — the rise of social protection schemes

By the late 19th century, however, governments began to initiate
national insurance programmes against sickness and old age. Germany
built on a tradition of welfare programmes in Prussia and Saxony that
began as early as in the 1840s. In the 1880s, Chancellor Otto von
Bismarck introduced nationwide old age pensions, accident insurance
and medical care that formed the basis for Germany's welfare state and

© 2016 Frankfurt School of Finance & Management 12
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was eventually implemented in some form all over Europe. The key
structural principles of the system are solidarity, benefits-in-kind, equal
financing by employees and employers, self-administration and plurality.
Insurance companies thrived in Europe, especially after the industrial
revolution. Statutory health insurance for example, is one of the five
branches of German social insurance and originally stems from
Bismarcks 1883 social laws.

In the box below you can find a summary of the most important features
that characterize social insurance schemes:

Principal elements of social insurance:

normally shared between employers and workers, often with

= social insurance is financed by contributions which are @

state participation in the form of a subsidy;

= participation is compulsory, with few exceptions;

= aperson’s right to benefit is secured by his contribution record
without any test of need or means.

Source: ILO: Social Protection

Insurance and globalisation

Insurance and the insurance industry has grown, diversified and
developed significantly ever since. Insurance companies were, in large
part, prohibited from writing more than one line of insurance until laws
began to permit multi-line charters in the 1950s. From an industry
dominated by small, local, single-line mutual companies and member
societies, the business of insurance has grown increasingly towards
multi-line, multi-state and even multi-national insurance conglomerates
and holding companies. The chart below illustrates the increasing global
scope of insurance services.

© 2016 Frankfurt School of Finance & Management 13
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Figure 3: Global scope of insurance services

Worldwide trade in insurance services*

bilions USD

*measured by exports
Source: WTO, own calculations
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Source: GDV/WTO: Globalization of insurance markets: Present
situation and trends in the German market, 2011

The insurance sector is deeply tied to trends in globalisation. The
outcomes of trade agreements, environmental problems, global health
pandemics, volatility in financial market, terrorists attacks and security
problems, and basically any worldwide trend, will impact individuals,
companies, and governments, all of whom own insurance policies. The
reduction of legal barriers to cross-border activities of financial services
companies, the opening-up of new markets to foreign providers (e.g.
Eastern Europe, China, India) and a deregulation of many national
markets have played a key role. The internationalisation of the
insurance market has also been favoured and propelled by multilateral
agreements, such as the WTO, EU and NAFTA. Last but not least
technological developments like the internet have of course changed
how insurance is sold and administered.

Summary

According to Figure 1, since the 1990’s, we have predominantly
seen the following major developments which continue to be
important trends also for the future:

= Concentration and centralisation among financial service
providers to form transnational financial groups: e.g. mergers
between small and medium insurance companies or banks.

= New insurance products, e.g. increasing insurer participation in

© 2016 Frankfurt School of Finance & Management 14
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pension insurance and reduced participation of governments;
new insurance products against political, military, climatic, and
informational risks.

= Technological innovation, e.g. internet sales of insurance
products and mobile phone applications.

Increasing liberalisation of insurance markets worldwide has
facilitated international sales volume.

1.3 The Socio-Economic Role of
Insurance

1.3.1 Protecting Citizens

As we will explain further below, insurance is of value to society in
several ways, but foremost its goal is to protect the citizens and in
consequence lend stability to society.

Enhancing personal financial security and peace of mind

Enabling families and businesses to remain financially stable in the face
of adversity has many positive spill overs and facilitating effects:

= It can help maintain a decent standard of living and quality of
life after retirement in the case of certain life insurance products
and long-term care insurance.

= |t can prevent business interruptions that could otherwise lead to
bankruptcies, which cause job loss and economic hardship for
employees and their families.

= Financial security offered by insurance removes the risk of
destitution if someone falls ill for any length of time or their
house burns down.

= Also commercial entities that are exposed to claims for
damages benefit from insurance when they face liability claims
for defective products. If a business were unable to transfer this
risk to an insurer by taking out insurance, the company would
need to reserve capital for potential liability claims resulting from
a defective product. The company would, therefore, have less
capital available to invest in new technologies and product
innovation. In this way, insurance supports economic growth by
taking on risks, which normally the commercial entity would
need to bear.

= Insurance may actually lower the total risk the economy faces
since insurers have incentives to measure, price and manage
the risks to which they are exposed, as well as promote risk
mitigation activities. Insurers develop expertise in measuring

© 2016 Frankfurt School of Finance & Management 15
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risks because it determines the calculation of the premium as
well as the necessary reserves. By charging a premium that
reflects the underlying risks it acts like an “invisible hand” and
provides signals in the form of incentives and disincentives. A
concrete example is the “bonus-malus” system in motor
insurance. It has a concrete impact on drivers’ behaviour
because prudent behaviour is incentivised and risky behaviour
and losses are at a higher cost to the insured.

= Insurers also give risk management advice and services to
individuals and companies in order to promote risk averse
behaviour and hence lower the risk they face themselves (e.g.,
health insurances engage in health education and preventive
measures to have a healthier pool of clients, that cost less in
health expenditures).

1.3.2 Promotion of Economic Stability and Growth

The insurance sector plays a critical role in financial, economic and
social development. It contributes to economic growth by facilitating
investment and promoting more efficient economic activities through the
provision of risk-mitigating tools. Insurance can protect against
uncertainty and severe losses among the population and therefore gives
peace of mind in a critical area. Furthermore, higher risk economic
activities with a low frequency of occurrence but that offer higher returns
can be mitigated through insurance and, hence, become engines of
growth. Agricultural insurance, for example, allows farmers to invest
more in production and better seeds because insurance helps them to
mitigate the potentially devastating consequences of adverse weather
during crop seasons. Similarly, insurance facilitates lending and
commercial transactions by protecting the lender against loss of money
and the borrower against bankruptcy (such as life insurance connected
to business loans or mortgages).

Insurance and economic growth: the empirical link
It has been proven that there is a reciprocal relationship between
insurance market size and economic growth. There is a circular

relationship between insurance sector growth and economic
development, i.e. the growth of one facilitates growth of the other.

© 2016 Frankfurt School of Finance & Management 16
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Figure 4: Interrelation of Economic growth and insurance sector
development

Insurance

Economic
Sector

Development

Growth

Not only that a growth of the insurance sector in developing countries is
to be expected as their economies expand (as individuals and business
seek to manage their new risk exposures) but also that an increase in
the presence and availability of insurance should be actively
encouraged in order to stimulate economic growth. Empirical studies
have highlighted this positive correlation between insurance
development and economic growth. As countries become wealthier the
demand for non-life insurance increases. This means that a country with
a higher level of income would be expected to have a higher level of
non-life insurance coverage. It is well documented am