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6.1 Introduction

In the 1980s, during the course of the negotiations on the Generd Agreement on Trade in
Services (GATYS) of the Uruguay Round talks, the liberaization of insurance services began to
draw attention as a key multilatera trade issue.

The nortlife insurance sector had long been a political issue between Jgpan and the
United States, in the context of the bilaterd Structurd Impediments Initiative taks which
focused on structural barriers to trade’.

On December 14, 1996, just before the deadline, the Japan-U.S. insurance talks
were sHtled, after tough negotiations, with Japan pledging to push ahead with deregulation of
its non-life insurance sector, including the liberdization of premium rates, and the United States
preserving the vested interests of mgor American insurers who had a competitive edge
(enjoying favorable trestment that is not accorded to Japanese insurers) in the third sector
aredt.

As exemplified by the Japanese verson of the "Big Bang" deregulaion scheme,
moves are under way toward a dragtic reform of Jgpan's financid markets by diminating
regrictions on the entry into the market by al financid ingtitutions including insurers.

This chapter examines problems in liberdizing trade in insurance services, and
paticularly in the life insurance business. Firg, it looks & the legd trestment of foreign-based

insurersin the latest revison of the Insurance Business Law, and thisis followed by a study on

! It is undeniable that the insurance talks have been turned into a major political issue because of the
strong influence major U.S. insurance companies hold as supporters of the U.S. Clinton Administration.

2 The third sector covers such insurance products as personal accident and medical and cancer policies
that do not belong to the primary life or non-life sectors.
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whether Jgpan's insurance services sector is redly closed and difficult b penetrate. Then, in
Section 6.3, we examine the question of whether a more redtrictive regulatory system resultsin
higher insurance vaue (in other words, alower degree of efficiency) in the life insurance sector.
This is done demondtratively through an international comparison of the relaionship between
insurance vaue and public regulations. This andysds takes into consderation the long-term
nature of life insurance contracts, that are quite different from those of non-life insurance,
which was the main point of contention in the recent Japan-U.S. insurance taks. Lagly, the

conclusons of these examinations are summed up.

6.2 Revison of the Insurance Business Law and the Treatment of Foreign

Insurers

In order to harmonize with internationa iews, foreign insurers who do business in Japan by
seiting up branches should be trested in an equa manner with domestic insurers as much as
practicable®. However, due to the fact that foreign insurers are established in foreign countries
and thustheir operations abroad are not effectively regulated by the Japanese authorities, they
are treated somewhat differently from domestic insurance companies from the viewpoint of
protecting insurance policyholders. This is the basic philosophy of latest revison of the
Insurance Business Law.

Article 186 of the law provides for foreign insurers which do not have branches in
Japan. The problem isthat if a foreign insurer without a branch in Japan concludes a contract
with a policyholder directly, through for instance amail-order direct response method, it could

evade Jgpan's insurance regulations, and ether disrupt the insurance market through unfair

% Comparing regulations on foreign insurers in Japan, the United States (New York State) and Europe,
their regulations regarding foreign insurers have nearly the same characteristics.

First, entry into the market is basicaly permitted under the license system, though there are
discrepancies regarding what kinds of business entities are authorized to enter. There are no regulationsin
terms of the equity capital (for astock company) or fund (for amutual company) which foreign insurers are
required to set aside from deposits for the protection of policyholders. Furthermore, unlicensed foreign
insurers are not permitted to provide direct insurance coverage from overseas.
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competition or cause unexpected loss to the policyholder. For this reason, Paragraph 1 of the
aticle in principle prohibits foreign insurers without any branches in Jgpan from concluding
Insurance contracts with any person who has a resdence or an address in Japan or for a
property that is located in Japan. In order to ensure the convenience of policyholders,
however, Paragraph 2 of the same Article dlows an gpplicant for insurance in Japan , with the
permission of the Minigter of Finance , to conclude an insurance contract with aforeign insurer
without a branch in Japan. Paragraph 3 of the Article sets criteria under which the Minigter of
Finance may not give such permission.

In line with the nationd trestment principle, or the easing of regulaions on foreign
insurers, the revised law removed the regulation on Japanese yern-denominated holdings of
ligbility reserve. Under Article 197 of the Insurance Business Law, foreign insurers are
required to hold the equivdent of liability reserves “in Jgpa’ , but foreign insurers are no
longer forced to hold such “yen-denominated property” of the equivaent.

6.3 IsJapan's Insurance Market Closed?

6.3.1 Modes of Services Trade in Insurance Business

While the Generd Agreement on Tariffs and Trade (GATT) regulates trade in goods, trade in
sarvices is governed by the Genera Agreement on Trade in Services (GATS) in the
Uruguay Round.

GATS assumes the following four modes for the form of supply of services across
borders. cross-border supply (mode 1); consumption abroad (mode 2); commercid presence
(mode 3); and presence of natura persons (mode 4).

Cross-border supply in insurance include reinsurance and providing  directly
Insurance coverage from overseass. An example of consumption abroad is that a employee of
Japanese company conclude an insurance policy with foreign insures, when he goes and works
abroad. However, the line between cross-border supply and consumption abroad is becoming
increasingly blurred with advances in internationa telecommunications technology. For instance,
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if a person concludes a palicy with an foreign insurer viathe Internet, it islittle important to tell
whether it was the supplier or the consumer that moved.

Providing services by establishing branches or local subsdiaries is the prevaent
mode of insurance business. When the focus is placed on the establishment of business
footholds, mode 1 means the "nonestablishment-type" supply of services and mode 3 the "
edablishment-type’ supply. From the standpoint of protecting policyholders, the Insurance
Business Law assumes the "establishment-type" supply of servicesto be the norma mode, and
as previoudy noted, the "non-establishment-type" supply of services comes under more
restrictive supervison. It is difficult to assume the supply of services by the movement of a

natural person as anorma mode of insurance services.

6.3.2 "Market Access'

Under GATT, which governs goods trade, "tariffs’ and "quantitetive restrictions on exports
and imports' are focused upon as trade barriers. In services trade, the issue of "non-tariff
barriers' is more important. The crux of the issueiswe can't fill have common sense that how
far non-tariff barriers should be removed. To put it forcibly, it could be argued that dl kinds of
regulation stand as impediments to services trade. However, it is obvious that regulations
imposed to achieve socid gods®, such as ensuring the public interest and safety of services,
aejudifiable, and that atotd lack of regulations is not necessarily an ided. The financid annex
of GATS, which governsthe financid services sector, excludes from the scope of liberdization
regulations based on "prudentia” reasons, such as measures for sahilizing the financid system
aswell as the need to protect investors and depositors.

"Necessary (gppropriate) regulations' to achieve socid gods must be maintained,
even if they have the effect of redricting trade. Because of the differing stages of ther
devedopment and differences in internationd competitiveness in the services trade, the
obligations which al contracting countries to GATS should meet divides into two kinds of the
obligetion. One is like "mog-favored-nation treatment” and "transparency,” which al

* Ito and Ishiguro (1993) argue that regulations for protection of the environment and protection of
consumers and investors, along with police regulations, belong to the category of "social regulations” and

116



T. Chano

contracting countries should accept for al areas of services trade. Another is like "market
access' and "nationd trestment,” which contracting countries could selectively accept in certain
sarvices aress for which they have pledged to accept obligations, in accordance with their
economic circumstances and internationa competitiveness.

"Mog-favored-nation trestment,” "trangparency,” and "nationd trestment” are al
familiar terms. However, "market access' is a new concept introduced for the promotion of
servicestrade.

This concept was devised to eliminate measures contracting countries may take to
quantitetively or qualitatively restrict the market entry of foreign service providers through
regulations such as qudifications and licensing procedures. In the initia stage of the Uruguay
round, however, the definition of that concept was not completely clear. As a result of the
negotiaions, a digtinction was made between "quantitative regulaions’ (such as limits on the
number of businesses alowed) whose trade-redtrictive effects can be measured objectively
with relative ease, and "quditative regulations’ (such as sandards and criteria businesses are
required to comply with in their operations) that are more difficult to quantify in terms of
trade-redtrictive effects. Thus, the obligation of market access was set to apply to the former,
"guantitative regulations.”

It is of great Sgnificance that the market access has been limited to "quantitetive
regulations,” as there are congtant fears that the "market access' concept, backed by the
argument for aggressive reciprocity, could be used, as seen in the Japan-U.S. insurance talks,
as atool to demand a sort of "reverse discrimination,” or unduly favorable treetment of foreign

new entrants at the expense of domestic firms”.

6.3.3 Assessment on the Jgpan Schedule of Specific Commitments
Contracting countries are obliged to offer market access and nationd trestment in services
areas where they have made commitments. They may retain measures that are not consstent

with these obligations even after the agreements take effect, but to do this, they must give

should be distinguished from "economic regulations," the subject of discussions regarding deregulation.
® See Ito and Ishiguro (1993), pp. 147-150
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advance notifications of measures which restrict market access and nationa trestment, and
enter them in a schedule of commitments which forms a part of GATS. The following teble is
Japan's schedule of commitments for the insurance sector.

As previoudy mentioned, the distinction between modes 1 and 2 of the services
trade is unclear, and there are no internationaly gpplicable common standards. In Japan,
active marketing ® by a services provider makes the service mode 1 and the absence of such

activity indicates mode 2.

Table 6-1 Commitments in the Insurance and Insurance-Rel ated Services’

Modes of supply: (1)Cross-border supply (2)Consumption abroad (3)Commercia presence (4)Presence of

natural persons

Limitations on market access Limitations on national treatment

7.FINANCIAL SERVICES

In addition to Part of this Agreement and the Annex on Financial Services. Japan undertakes its specific
commitments with respect to Financial Services under this Agreement in accordance with the Understanding on
Commitments in Financia Services (hereinafter referred to as the “Understanding”, attached to this schedule.
which forms an integral part of this schedule). Thus, the obligations under the Understanding are incurred in the
sectors of Financial Services additionally to those covered by the provisions of Part of this Agreement and
the Annex on Financial Services.

For prudential reasons within the context of paragraph 2(a) of the Annex on Financial Services, Japan shall not be
prevented from taking measures such as non-discriminatory limitations on juridical forms of a commercial
presence. For the same reasons, Japan shall not be prevented from applying non-discriminatory limitations
concerning admission to the market of new financial services which shall be consistent with regulatory framework
aimed at achieving such prudential objectives. In this context, securities firms are allowed to deal in securities
defined in the relevant Japanese law, and banks are not allowed to deal in those securities unless allowed in
accordance with the said law.

With respect to specific commitments in the sectors of Financial Services. services supplied in the territory of a
Member other than Japan to the service consumer in Japan without any active marketing from the service supplier

are considered as services supplied under paragraph 2(b) of Article| of thisAgreement.

Specific commitments in the market access column with

® Active marketing is the act of encouraging a customer to make a purchase through newspaper
advertisements and other means, in line with the provisions of the Securities and Exchange Law, etc.

" “Liberalization by the end of June 1996 in Table 6-1 was completed by the revision of the Insurance
Business Law. And, there were no entries in the column of "additional commitments" in the insurance
sector.
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respect to the supply of a service as prescribed in paragraph
2(a) and(b) of Article | of this Agreement are unbound excep
for obligations under paragraph 3 and 4 of the Understanding
respectively which are incurred in this sector additionally to
those covered by the provisions of Part  of this Agreement
and the Annex on Financial Services, subject to conditions

and qualifications set out below.

(1) Commercid presence is in principle required for
insurance contracts on the following items and any

liability arising therefrom

(a)goods being transported within Japan;
(b) ships and aircraft of Japaneseregistration.

The cross-border insurance transactions for ships of
Japanese registration which are used for international
maritime transport and aircraft of Japanese registration will
be liberalized by the end of June 1996.

60 per cent of amounts of reinsurance on the compulsory
automobile third party liability insurance is subject to the

compulsory coverage by the Government.

Insurance services are not allowed to be supplied through

an intermediary in Japan.

(2) Commercid presenceisin principle required
for insurance contracts on the following items

and any liability arising therefrom

(a)goods being transported within Japan;
(b) ships and aircraft of Japaneseregistration.

The cross-border insurance transactions for ships of
Japanese registration which are used for international

maritime transport and aircraft of Japanese registration will

be liberalized by the end of June 1996.

(1) None

(2) None
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60 per cent of amounts of reinsurance on the compulsory
automobile third party liability insurance is subject to the

compulsory coverage by the Government.

Insurance services are not allowed to be supplied through

an intermediary in Japan.

(3) Establishment of commercial presence as (3) Foreign life insurance companies
insurance brokersis not allowed until the end arerequired to retain in yen currency
of June 1996. an amount corresponding to their

technical and claim reserves for

60 per cent of amounts of reinsurance on the compulsory| yen-denominated insurance policies
automobile third party liability insurance is subject to the| in Japan until the end of June 1996.
compulsory coverage by the Government.
As indicated in HORIZONTAL
Insurance intermediation services are not alowed to be| COMMITMENTS

supplied for insurance contracts made by an insurance

service supplier who is not licensed in Japan.

(4) Unbound except asindicated in (4) Unbound except asindicated in
HORIZONTAL COMMITMENTS HORIZONTAL COMMITMENTS

On the bass of the schedule of commitments submitted by members of the
Asa-Pacific Economic Cooperation (APEC) forum, the Pecific Economic Cooperation
Council(1995) cdculated the measures of impediments to trade and investment in the services
sector in the following way.

Frgt, commitments were divided into three categories. "none," implying the absence
of redrictions either on market access and nationa trestment for a given sector/mode of
supply; "unbound,” meaning no commitments was made for a given sector/mode of supply;
and "other,"” implying tha there are remaining redrictions for a sector/mode of supply that
otherwise is bound by the GATS. For quantification purposes a 1 is dlocated for "none”
because it means progress in liberdization, while a 0 for "unbound,” and for some of the ratios

120




T. Chano

a0.5 for "other" regardless of the commitmert.

The next step was to calculate the average of the above-mentioned ratings for the
different service sectors. The average was then expressed as a percentage to indicate the
degree of progress in liberdization, and this figure was subtracting from 100 to give the
measure of the level of impediments. Impediments(1) is a Stricter measure that did not count
partia redrictions (0.5 was made equivdent to "none’) in caculatiing the average, and
Impediments(2) is an easier measure that counted in partia retrictions.

Table 6-2 Impediments to Trade and Investment in Insurance Sector
PECC (1995)

Market Access National Treatment

mil m2 m3 4 ml m2 n3 n
Life, accident and health insurance 0.5 0.5 0.5 0.5 1.0 1.0 0.5 0.5
Non-life insurance 0.5 0.5 0.5 0.5 1.0 1.0 0.5 0.5
Reinsurance and retrocession 0.5 0.5 0.5 0.5 1.0 1.0 0.5 0.5
Services auxiliary to insurance* 0.5 0.5 0.5 0.5 1.0 1.0 0.5 0.5
Chano

Market Access National Treatment

ml m2 m3 m ml m2 n3 m4
Life, accident and health insurance 1.0 1.0 1.0 n.a 1.0 1.0 1.0 n.a
Non-lifeinsurance 1.0 1.0 1.0 n.a 1.0 1.0 1.0 n.a
Reinsurance and retrocession 0.5 0.5 0.5 n.a 1.0 1.0 1.0 n.a
Services auxiliary to insurance* 0.5 0.5 0.5 n.a 1.0 1.0 1.0 n.a

Notel;* including brokerage and agency services
Note2;m1:Cross-border Supply, m2: Consumption abroad, m3: Commercid presence, m4:
Presence of natural persons

The above are the PECC (1995) table and its modified version, and the two have
the following three differences.

Fird, the column for the supply of services by the movement of a naturd person is
left blank in the modified table as this mode was consdered quite unlikely in the insurance
business.

The second difference has to do with the criteria for sesgmentetion of the services
sector. The insurance sector can be subdivided into four areas: life insurance, non-life
insurance, reinsurance, and brokerage and other auxiliary services. The first two represent a

classfication by type of insurance, while the third is a form of an insurance transaction and the
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last is an item concerning auxiliary services such as sales channds. Because these segmentation
is not uniformed, there is the possibility that a Specific measure may be doublecounted.

To avoid this, the modified table consders measures on the basis of ther specific
contents. For example, a measure providing for compulsory "reinsurance’ of "compulsory
automobile liability insurance’ by government is a redriction on not non-life insurance but
reinsurance.

The third difference relates to the description of the contents of measures. The clause
that “ Insurance intermediation services are not allowed to be supplied for insurance contracts
made by an insurance service supplier who is not licensed in Jgpan” is said to refer to the
parenthesized provisons of Paragraph 3, Article 275 of the Insurance Business Law®. The
measure covers insurance products, which can be sold through brokers , provided by foreign
insurers that do not have branches or agencies in Japan (dl contracts for reinsurance and
nontlife insurance). Therefore, the measure is a redtriction on brokerages and other services
auxiliary to insurance.

A reassessment based on these factors causes 75 of the Impediments(1) in the
PECC (1995) to fdl aslow as 25. In the case of the Impediments (2), the figure of 37.5 in the
PECC (1995) fallsto 12.5.

The common commitment on research and development subsdies
(“ HORIZONTAL COMMITMENTS’) regarding national trestment for mode 3 is rated "1."
Even when this is raed as "unbound=0" in a way dricter than the PECC (1995), the
Impediments (1) still stands at 58 and Impediments (2) at 29.2.

Looking into the content of the Japan schedule of commitments, the remaining
redtrictions in Japan's insurance services sector involve specific types of nonlife insurance and
reinsurance as well as on brokering for non-life insurance provided by foreign insurance firms
that do not have business footholds in Japan. Therefore, it can be concluded that in Japan's
insurance services sector, legd trade barriers are not particularly high.

Of course, asde from legal aspects, the actud market conditions, including business

® Thanks to Mr. Monbayashi of First International Organizations Division, Economic Affairs Bureau,
the Ministry of Foreign Affairs.
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practices, must be examined separately. Long-term corporate business relationships in Japan
are often recognized as "kearetsu” in foreign countries and criticized as impediments to the
entry into Japanese markets. To our regret, we don't deal with it because we don't have
available data.

The PECC (1995) attempt to quantify impediments to trade and investment in the
services sector is of great interet, but a host of problems will have to be sorted out before it
can be adopted as an indicator for international comparison. They include how to segment
specific areas of insurance sarvices, whether it is redly advisable to give a uniform rating of
"0.5" ("other") to certain redtrictions on market access and nationd trestment regardless of

contents, and how to interpret common commitments gpplicable to al aress.

6.4 The Reationship between efficiency and public regulations in Life

I nsurance Business

As previoudy mentioned, Japan has been under mounting pressure from oversess to
deregulate its insurance market. This section provides a demondrative andyss of the
relationship between efficiency and public regulationsin the life insurance business in particular®,
and offers suggestions regarding whether the foreign pressureis justified.

6.4.1 Method of Andyss

Life insurance companies invet and manage funds collected from a vast number of

policyholders, and must, without fail, pay insurance claims for insured risk. The life insurance

business thus has a high degree of public interest and plays a mgor role as nationa minimum.
For this reason, the life insurance industry worldwide is subject to public regulation

and supervison from the viewpoints of supervisng the management of insurance business,

fostering a hedlthy insurance market and protecting the interests of policyholders. Authorities

° In actuality, overseas calls for deregulation of the life insurance sector are not so strong at present, but
are expected to intensify in the future.
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determine which types of insurance can be underwritten by insurers , make stipulations on
reserves or solvency margin, and have regulation to strengthen financia hedth. In addition,
they take other measures to protect policyholders from fraudulent practices or from failures of
insurers. In some cases, they regulate insurance vaue (premium rates and dividends that are
components of insurance vaue) .

Regulatory authorities differ from country to country in their gpproaches to regulation.
Generdly spesking, there are about three types of supervison in the insurance business

The First approach dlows policyholders to make judgments on the qudity of
management and financia hedth by having insurers disclose ther business performance and
other items of interest. Under the second approach, the authority sets forth a set of standards
which insurance businesses are supposed to abide by, and oversees whether these standards
are being adhered to. The method of the third gpproach provides for the continua supervison
of abroad scope of developmentsin insurance business management.

In England and Netherlands where laxer regulations are accompanied, consumers
are left to make their own judgments about insurance vaue and contract terms, and this is
accompanied by the belief that the solvency of insurers can be guaranteed by accumulating
aufficent levels of ligbility reserves. It is bdieved that in an environment with moderate
regulations, the merits of competition for lower insurance vaue and the variety of insurance
policies among insurers benefit consumers.

On the other hand, in countries like Germany and Jgpan which have drict regulations,
the scope of supervision extends to the contents of insurance policies and their value. The
objective is to protect the interests of policyholders by preventing excessive competition, or to
prevent destructive price competition from damaging the solvency of insurers. It gives greater
weight to market stability. As some point out, though, regtrictive regulations make it difficult for
newcomers to enter the insurance market, and tend to make the industry monopoligtic.

The decison of how far deregulation should be pushed depends on how one
consders the rdative demerits of "inefficiency caused by redrictive regulations’ and "greater
ingability semming from the promotion of competition." When it comes to questioning the
possible aspects of deregulation one aways come back to what we would like to cal the
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magic triangle, stability -(de)regulation efficiency in the life insurance industry (see Figure
6-1)".

Figure 6-1 The magic triangle.

regulation

stability efficiency

There are two gpproaches to solving this problem of the relationship between
efficiency and public regulation.

One method is the estimation of frontier production functions with a parameter of
efficiency, like the approach taken by Gardner and Grace (1993).

They used pand data of U.S. life insurance companies to estimate production
functions, and examined the rdationship between efficiency and public regulation or company
form and so on. They came to the conclusion that insurers based in New York State, which
has relatively strict regulations, have a high degree of efficiency™.

The second gpproach is internationa comparison, usng methods adopted by Fecher
and Pestieaul (1993) and Finsinger (1992).

The former estimated the efficiency of financia indudries in the 11 member States of
the Organization for Economic Cooperation and Development (OECD) with vaue added in
gross nationa product (GNP) as the product. They concluded that in seven European

19 See Lutgart van den Berghe (1991), pp.213-215.

™ Though, the quantitative degree of high efficiency is very small and the impact of reverse causality
should also be taken into account, as insurers with high efficiency choose to do business in New Y ork
State.
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countries, financid industry were more efficient in countries where competition was more
intense and public regulations Stricter.

On the other hand, Finsinger (1992) performed a regresson to find red vaue (after
adjustment for dividends) of term insurance in seven European countries by looking at the
different intengity of regulation (dummy variable set at O for England and the Netherlands and 1
for the other countries), discrepancies in life expectancy, market yidds on five-year
government bonds and differences in digtribution chamds of life insurance. His concluson was
that insurance vaue was 73.6% higher in countries with a higher degree of regulations or that
more inefficient in countries where public regulations was gricter.

These sudies indicate that it is not certain whether a dtricter public regulations serve
to rase or lower the efficiency of insurance busness. In this section, the latter method of
internationa comparison is adopted to examine the relationship between public regulation and
insurance value in Japan and other countries. Unlike the approach taken by Finsinger (1992),
the intengity of regulations is not measured by the dummy variable of 0 or 1. And, given the
long-term nature of life insurance, endowment policy with a 25-year maturity, instead of term
insurance, is the subject of study.

6.4.2 International Comparison of Indudtria Structure

In discussions on indudtrid organization, the characteristics of an indusiry are described using
the concepts of market structure, market conduct and market performance, with the basic
causaity assumed to be expressed in the direction of "market dructure->market
conduct->market performance.'

In international comparison of indudtrid organizations in the life insurance indudtry,
this view could be expressed in Figure 6-2. It can be assumed that differences in the
supervisory gpproaches of the different countries influence the market conduct of life insurers
ether directly or by making indirectly the market structure less competitive, and differencesin
the market conduct, in turn, has influence on the market performance of life insurance

indudtries.
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The hypothesis to be examined is whether policyholders are buying more expensive

life insurance policies as aresult of srict regulations which restrict market competition.

Figure 6-2 International Comparison of Industry Structure

The stricter public The coorporative
regulation business practice to
avoid price competiton

The higher market

concentration by an The higher

entrance restriction insurance value

and so on from inefficient
management

Firg of dl, we mugt define the vaue of life insurance palicy. A life insurance palicy is
a very long-term contract, usualy over 20 years, and has the peculiar characteristic thet its
value can be determined upon the maturity of the contract. The premiums paid each month or
year are not the cost of an life insurance poalicy. In cdculating the vaue of life insurance (VOL),
it is necessary to subtract the matured endowment (S) and dividends (D) from the sum of
insurance premiums paid in (P).

Thus, the value of lifeinsurance is defined as follows',
VOL=(P-S-D) P=1-(S+D) P

Wecancdl” (S+D) P“therate of refund of premiums. The higher this rate, the
cheagper the vaue of life insurance. (In the actua caculation of the rate of premium refund, P
gands for annua premium payments rather than the sum of premiums paid in’) For example, in
Greece, the expected yield of assets is nearly 20%. If te expected yield of assets is not
uniformed, the refund rate based on annua premium payments would so far to as high as

344.7 times. Therefore, in caculating the rate of refund of insurance premiums, the expected

2 For example, see Tsutsui (1988), pp.110-127.
3 This averts the troublesome problem of foreign exchange rates in international comparison.
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yidd of assets is assumed to be 8% in every country. The mortdity rate aso needs to be
adjusted, because life expectancies differ from country to country. Though, the influence of this
factor isnot aslarge asthat of the expected yield of assets.

The following is a lig of life insurance \Alue, intengity of public regulation, market

sructure of the life insurance market and other factorsin Japan and seven European countries.

Table 6-3 Indicators of Insurance Vaue, Etc.

lapan Denmark IFrance lGermany IGreece 1lialy Nﬂhﬂﬂ.ﬁ.ﬂ.dﬁlEﬂﬂlﬁ.ﬂ.d.

\ol - 14 29 1585 19 76 16 10 16 08 22 03 22 57 19 34
Rl 2.35 1.66 2.15 2.35 1.92 2.00 1.28 1.4

| MS1 44 .2 h8.1 29.3 24 .3 38.1 39.5 40.7 26.9
| MS2 9 8 18 40 10 12 9 o
DIST 100 50 oY) 31 59 b6 13 38
|_FMS 161 2.35 208 331 23 47 1.49 7 96 5.1
P 30,69 27,26 35,70 32.84 29,86 30,75 34,72 43.8

Sources; Finsinger(1992),Andersen Consulting(1990) and so on
Note; VOL":the value of life insurance

RI:Intensity of public regulation

MS:Market Structure

DIST:Distribution Channels

FMS:the shre of foreign insurers

P:an annual premium for insured amount 1000

The proxy of insurance value (VOL*) is obtained by multiplying the reciproca™ of
the premium refund rate by 1,000 (a 35-year-old mde teking out a 25-year endowment
policy). The scheduled premium rate (P) is an annua premium for insured amount 1000 (a
35-year-old male taking out a 25-year endowment policy).The intengty of regulations (RI) is
basad on Table 27.3 of Finanger (1992). Japan is assumed to have the same intensity of
regulations as Germany™. For indicators of market structure, we use the concentration of
premium revenues received by the top three insurers (MS1) and the number of insurers that

have a combined share of 80% in premium revenues (MS2).

! Since the price of insurance declines as the premium refund rate increases, the reciprocal of the refund
rate was adopted as a modification.

> The U.S. International Trade Commission (1991) listed Hong Kong, the United States, Britain and the
Netherlands as countries and areas with easy regulations, and Japan and Germany as countries with
stringent regulations.
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In Figure 6-3, the horizonta line shows the intengty of regulations and the verticd
axis indicates the number of insurers with a combined share of 80% in premium revenue
(upward) and the concentration of premium revenues by the top three insurers (downward).

Each horizontal dotted line shows the mean of MS1 and MS2.

Figure 6-3 Intensity of Regulation and Market Structure
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At firgt 9ght, in terms of the relationship between intensity of regulation and market
dructure, we did not discern a tendency for dricter regulations to make the market more
monopoaligtic or less competitive. In other words, as far as indicators such as the degree of
market concentration and number of dominant companies are concerned, it seems inadvisable
to jJump to the conclusion that drict regulations generate a restrictive market structure.

However, the fact that the number of companies which together account for 80% of
premium revenue is large can sgnify two completely different things. One is that redtrictions on

new entries are relatively loose, while the other is that insurer-friendly supervison has dlowed
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inefficient companiesto survive.

Moreover, life insurers sell awide variety of products, ranging from life insurance and
annuities to accident and hedth insurance, and pursue a busness drategy of offering
differentiated products in such policies'®. Therefore, it is also necessary to analyze the market
sructure by taking note of the segmentation of the life insurance market.

A great ded of caution should be exercised to avoid making Smplistic assessments
of the relationship between public regulations and insurance market structures.

Fgure 6-4, on the rdationship between intengty of regulation and market
performance, shows the relationship between scheduled premium rates (P)  life insurance
vaue (VOL*) and the intensty of regulation. The horizontd line shows the intensty of
regulations and the verticd axis indicates the scheduled premium rates (P) (upward) and life
insurance vaue (VOL*) (downward). Each horizonta dotted line shows the mean of P and
VOL*.

Figure 6-4 Intensity of Regulation and Life Insurance Vaue or Premium

® For example, whole life policies with term insurance have high shares for the eight upper-tier life
insurers in Japan (Nippon, Dai-ichi, Sumitomo, Meiji, Asahi, Mitsui, Yasuda and Chiyoda), while among
the eight lower-tier insurers (Taiyo, Toho, Kyoei, Nippon Dantai, Daido, Dai-hyaku, Fukoku and Nissan),
some have diversified into products other than whole life insurance, with Daido focusing on term
insurance and Taiyo on short-maturity endowment insurance. Other smaller insurers (many
foreign-affiliated firms included) have high shares in variable insurance, and some are putting particular
emphasis on accident and health insurance policies.
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In England, scheduled premium rates are high, but insurance vadue is low. In Itdy, on
the other hand, scheduled premium rates are low, while insurance vaue is high. When
asessed by scheduled premium rates done, Itay seems to have more favorable market
performance in the life insurance industry than England. However, because we must look a
market performance using the previoudy noted yardstick of insurance vaue, England can be
sad to have a dightly better performance than Italy's. Generdly speaking, consumers tend to
pay closer atention to the levels of scheduled premium rates, but this way of thinking can lead
to mistaken conclusions.

Neither scheduled premium rates or insurance vaue are corrdated, either postively
or negatively, to theintengty of regulaion. In particular, it sesems highly likely thet the levels of
insurance value in the different countries are totally unrdated to the intensity of regulation.

6.4.3 Wha determines life insurance value?
A regresson andyds of life insurance vaue (VOL*) is made, with the intendty of regulation
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(RI), shares of exclusive sales channds (tied-agents™’ and sales via banks) (DIST), and shares
occupied by branches and agencies of foreign insurers (FMS) as explanatory variables'®.

If the hypothesis of market structure-market performance as noted in Figure 61 is
true, gtrict regulations should result in high life insurance value, and the hypothesis can be
verified by seeing whether the coefficient of the intengty of regulation is positive.

Exclusive sales channels only provide information about products offered by a single
gpecific insurer, and cannot offer independent advice on the choice of insurers. Therefore, a
high share of exclusve sdes channels makes it hard for consumers to obtain @mparable
information and can raise life insurance vaue by regtricting price competition. However, the
kind of influence it can have is not clear a priori. On the other hand, the cost of sales through
excdusve sdes channds is low relative to that of independent sales channels (brokers and
multiple-agents) and therefore this digtribution system tends to lower the vaue of life insurance.

The use of the share of branches and agencies of foreign insurance firms (FMYS) as
an explanatory variable is desgned to shed light on the relationship between market access

and lifeinsurance vdue.

Table 6-4 Determination of the life insurance vaue.

Estimation 1.
explanatory variables coefficients t-vaue
Ordinate 15.11 3.20
RI 7.78 1.87
DIST —0.20 —3.08
Explained variables; VOL*, R® adjusted:0.66
Estimation 2:
explanatory variables coefficients t-vaue
Ordinate 15.89 3.50
R 7.56 1.69

7 A tied-agent is a sales person exclusively retained by an insurer. A multiple-agent, on the other hand,
has contracts with more than one insurer and his function is close to that of abroker. There also isadirect
marketing system, which has a high share in the insurance market in Denmark and the Netherlands.

8 An indicator of the market structure has been excluded as an explanatory variable partly because its
relationship with public regulation is not necessarily evident. An estimation was also made taking account
of the different death rates according to country, but as a whole, the results of those estimates were not
satisfactory.

132



T. Chano

DIST —0.20 —2.87

FMS —0.06 —0.61

Explained variablesVOL*, R® adjusted:0.61

The conclusions obtained by the estimates are as follows™.

Firg of dl, the hypothess of market sructure-market performance has to be
discarded. While coincident conditions are satisfied, t value is low. This indicates thet there is
no recognizable reaionship in which drict regulations impose a burden on policyholders by
pushing up the vaue of insurance.

The cost-saving effect of exclusve sdes channels are recognizable. The U.S.
Internationa Trade Commisson (1991) argued that the introduction of insurance brokers and
new products will be a driving force for the promotion of cross-border competition, but the
results of the estimates show that the value of insurance is higher in countries where more
insurance sales are done via brokers.

Furthermore, the degree of market access does not affect insurance vaue levels. It is
only naturd that the new entry of foreign insurers, even when they are accorded full nationd
treatment, will not bring benefits to policyholders as long as they are subjected to the

regulations of the countries concerned.

6.5 Summary of Conclusions

Our internationd comparison of public regulation and efficiency faled to demondrate that a
policyholder in a country with grict public regulaion must purchase a life insurance policy @ a
higher vaue. This concluson is not necessarily consistent with the generally accepted idea that
deregulation enhances the efficiency and as a result contributes to the benefits of policyholders.

What seems to be important in understanding this outcome is the long-term nature of
life insurance products. Life insurance has a very long contract period, of 20 to 30 years, and

91t must be noted that the limited availability of data, from only eight countries, kept the flexibility low,
and the conclusions were obtained on the basis of extremely limited conditions.
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this nature dways raises possbilities of market failures since the market mechanism cannot be
expected to fully function or a policyholder cannot be expected to show a completely
reasonabl e expectation. Hence, the necessity of regulations by relevant authorities. In addition,
one should take importantly the characteritics of life insurance business under which public
regulations ultimately help enhance the interests of policyholders by ensuring the sability of the
business, thus enabling insurers to pay out higher dividends to policyholders. In the case of life
Insurance business, its sahility is of crucid importance.

For example, whether the promotion of price compstition through deregulation of
premium rates will immediately lead to the improved efficiency of the life insurance indudtry is
not evident. Even when scheduled premium rates decline in the short run, due caution must be
pad to preventing low premiums from prompting risky invesment behaviors in asst
management, with a resultant long-term decline in the rate of dividends (and fallure to pay
insurance clams under the worst-case scenario), to the detriment of policyholders.

This does not, however, imply that dl types of regulations are judtified. Deregulation
of the life insurance indudtry is necessary. In discussng how to proceed with deregulation of
the life insurance market, it is vitaly important to not lose sght of keeping a good balance
between the short-term benefits of the promotion of competition and its long-term
performance. In other words, the main problem which we need to discussisin Japanese life
insurance industry, how far should regulation be maintained, in what respect is deregulation
necessary, and how far can the free market and its competitive game be tolerated.
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