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ABSTRACT

INSURANCE MARKET DEVELOPMENT AND ENTREPRENEURSHIP, WITH A
FOCUS ON LATIN AMERICA AND BRAZIL

Pietro Masci,
George Mason University, 2013

Dissertation Director: Dr. Jack High

This research describes the relationships between insurance, economic activity and
entrepreneurship; it develops a theoretical framework and a testable hypothesis to verify
the impact of insurance coverage on entrepreneurship as well as the impact of “social
insurance” (e.g., health and unemployment insurance provided by government programs)
on entrepreneurship. The relationship between insurance and entrepreneurship is tested
with panel data from Brazil. The findings indicate that policy makers should pursue the
development of insurance markets to strengthen entrepreneurship and spur economic

growth. The study opens up a number of opportunities for future work and research.
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1. INTRODUCTION AND SUMMARY

There are several meanings of insurance but the simplest one is that of shifting
risk from one person to another in exchange for a price, or premium. In this respect,
insurance constitutes a market exchange that allows allocating risk to those that can bear
it more efficiently.

Insurance is a well-established service that helps to reduce the overall level of
uncertainty. Powers (2011, pp. 83—86) articulates the interactions between acts of gods
and humanity and insurance and, following the insights of Knight(2012), links together
risk, uncertainty and insurance and hints at the related role of the entrepreneur.

Insurance is routinely available in advanced economies and especially in the
United States of America for individuals and businesses. Individuals buy insurance on
their health, houses, automobiles, and other valuable goods. Businesses insure against
accidents, lawsuits, fire and the like. However, insurance markets are not well developed
in the Emerging Market Economies (also called emerging/developing countries), where
individuals are less likely to insure their wealth; and insurance is not available for
entrepreneurs (start-ups and small businesses) at affordable rates. The limited availability

of insurance in the emerging market countries' fails to decrease the level of uncertainty

1 The 2007-08 global financial and economic crisis has blurred the distinction between developed and
emerging economies. Economic growth seems to come from the so-called BRICs (Brazil, Russia, India,
and China), while the advanced economies have suffered the worst crisis since the Great Depression. In
November 2009, a report from Everest Capital said, “Distinctions are disappearing between emerging and
developed markets. Emerging markets represent half of the world’s economy; they are large and liquid with
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and reduces the chances of people starting up a business, thus slowing down economic
growth.

The variables that drive the evolution of the demand of insurance are three:
availability of insurance, propensity to buy insurance and knowledge of insurance. In
particular, propensity to buy insurance and availability of insurance are two connected
concepts, in the sense that the propensity to buy insurance supports the conditions for the
availability of insurance products® (see Chapter 10 on measures). In turn, these two
aspects prompt entrepreneurship.

The background within which the research develops is that of institutions that
favor the deployment of entrepreneurship, i.e., “the adoption of certain institutions ...
channel and encourage entrepreneurial aspect of human activity in a direction that spurs
economic growth” (Boettke and Coyne 2003, 3) also see (High, 2009a, p. 5), and
insurance markets prompt productive actions and economic growth, Thus, insurance can
be seen as a market institution.

The study looks at the relationships between the availability of insurance and
economic activity and entrepreneurship; it develops a theoretical framework and a
testable hypothesis to verify the impact of insurance coverage on entrepreneurship, as
well as the impact of “social insurance”, which the Actuarial Standards Board

(Committee on Social Insurance of the & American Academy of Actuaries, 1998, p. 1)

volatility similar to that of developed markets; and their corporate governance and government policies are
no worse than, and in some cases superior to, those of developed markets” (Everest Capital, 2009, p. 2).

2 The propensity to buy insurance is equivalent to the propensity to save, which is higher among the rural

poor than the urban poor stressing the argument that developing countries — the paper makes the case of
Ethiopia- should introduce products to mobilize savings (Getahun, 2001, p. 3).
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defines as a government sponsored program, like health and unemployment
contributions, established by statute and with a given level of subsidy.

This study examines the conditions under which entrepreneurship operates, i.e., “Why,
when and how different modes of action are used to exploit entrepreneurial
opportunities” (Shane & Venkataraman, 2000, p. 218).

The association between insurance and entrepreneurship is tested using panel data
for Brazil to exploit both the time-series and cross-state variations in insurance and
entrepreneurship.

The findings and results indicate that in Brazil, and possibly in other Emerging
Market Economies, there is a need for a public policy agenda that includes the
development of inclusive and independent insurance markets to support entrepreneurship.

The study develops along these lines: Chapter 2 provides indications about the
purpose of the study and defines a conceptual framework of analysis. Chapter 3 considers
the relationships between risk aversion, uncertainty and entrepreneurship and economic
activity. Chapter 4 examines the history of insurance. Chapter 5 reviews the status of the
insurance markets in advanced countries - countries that belong to the Organization for
Economic Cooperation and Development (OECD) and the United States - that constitute
a benchmark for the countries of Latin America including Brazil. Chapter 6 reviews
various aspects of the literature. Based on theoretical considerations and literature,
historical review, status of insurance markets, Chapter 7 spells out the considerations
related to the areas of study. Chapter 8 articulates the research questions and hypotheses,

and their importance. Chapter 9 reviews the measures for the main variables and

16



particularly entrepreneurship and insurance. Chapter 10 displays results and findings, and
Chapter 11 presents conclusions, policy implications and potential directions for future
research. Appendix 1 spells out some of the more technical and theoretical aspects related
to risk aversion; Appendix 2 expands the chapter on measures and lists the data used for
the analysis and their sources and provides the design of a global database to test as part
of future work, at the global level, the relationship between insurance and
entrepreneurship. Appendix 3 articulates the methodology. Appendix 4 includes Stata

code and procedures. Appendix 5 examines research on policy uncertainty.

17



2. PURPOSE OF THE STUDY: A CONCEPTUAL FRAMEWORK

The historical and literature reviews, along with Chapter 3 on risk aversion and
entrepreneurship, intend to prove that insurance can decrease uncertainty and facilitate
entrepreneurs to undertake economic activities.

Insurance interacts with economic activities and initiatives and has the function of
serving and supporting these activities and in turn favors economic growth and
development. However, the state of insurance in emerging markets mainly in countries of
Latin America presents shortcomings like flaws of institutions and excessive level of
premiums. This situation is not conducive to economic activity and entrepreneurship and
insurance cannot accomplish its institutional market function.

The study reviews several areas, mainly economic growth, financial markets,
insurance markets and entrepreneurship. Researchers found that these areas are linked,
e.g., financial sector and economic growth; financial sector and entrepreneurship; and
entrepreneurship and economic growth, the development of the financial sector is thought
to be a decisive factor for entrepreneurship and growth; entrepreneurship and growth are
strictly associated, in that entrepreneurship stimulates growth. However, the connection
between insurance and entrepreneurship and the role of insurance markets in relation to

entrepreneurship have to be further studied and tested.
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Framework for Entrepreneurship and Insurance

Financial Marlest=

Productivelactor

Figure 1: Framework for Insurance Markets

The conceptual framework for the study (Figure 1) displays the interactions among
economic growth, financial markets, insurance and entrepreneurship. The interactions
between insurance and entrepreneurship and economic growth (i.e., the pink dotted line
in Figure 1) are uncharted territory and constitute the focus of this study.

Theories, definitions and measures of entrepreneurship are strictly connected (i.e.,
different theories and definitions of entrepreneurship refer to different measures) and
entail different implications for public policies (Iversen, Jorgensen, & Malchow-Moller,
2007). The exploration of the relationship between insurance and entrepreneurship

enriches the analysis and enhances the role of policies.
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Several researchers (Congregado, 2010; Iversen et al., 2007) stress that the best measures
of entrepreneurship are those of Small and Medium sized Enterprises (SMEs), start-ups
and self-employment. In this respect, large firms and low-income people do not measure
entrepreneurship, but play a role in the economy. For entrepreneurs and businessmen, the
availability of financial services, and particularly insurance, is crucial to operate.
However, insurance and other financial services have to provide an effective service: the
greater the effectiveness, the more uncertainty will be reduced.

The relationship between the concept of entrepreneurship and the different types
of companies implies that the contribution of entrepreneurship to economic growth
depends on the circumstances in which entrepreneurship operates (Sorensen & Chang,
2006). Along these lines, the measures of entrepreneurship most appropriate are those
related to the distinction between entrepreneurship by necessity and entrepreneurship by
opportunity (Wong, Ho, & Autio, 2005). In this respect, particularly notable are the
measures of total entrepreneurship activity or Total Early-Stage Entrepreneurial Activity
(TEA) - and the related measures of opportunity TEA and necessity TEA - developed by

the Global Entrepreneurship Monitor (GEM; http://www.gemconsortium.org/). This

analysis is not possible for the study of Brazil since the distinction between opportunity
and entrepreneurship is not available at the level of state.

Table 1 — deduced from empirical research— portrays the availability of
insurance policies in emerging markets in parallel with that in advanced markets, e.g., the

United States. As Table 1 shows, there is a great difference between the insurance
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policies available in developed countries with respect to emerging countries. The access

to insurance products varies greatly.

Table 1. Availability of Financial Services
Particularly Availability of Insurance to Various Forms of Economic Activity in the United States and Emerging
Markets

Availability of Financial Services and Insurance

Type of Activity Emerging Markets - Latin

America and the Caribbean
Large Firm Easily available Available
Small and Medium-

United States

Sized Enterprises Easily available Scarcely available
Ent - . . .
pirepreneurs Easily available Scarcely available
Startups
Micro entrepreneurs Available Scarcely available
Poor People Incipient Rarely available

This study intends to link the availability of insurance with entrepreneurship and

provide evidence that emerging countries and particularly Latin American countries and
Brazil should develop an agenda to strengthen the delivery of insurance products.
In this respect, Susan L. Segal, president and chief executive officer of the Council of the
Americas/Americas Society, puts emphases over that increasing the availability of
insurance would help promoting business environments that foster entrepreneurship for
any type of entrepreneurs from the owners of a store to the creators of technology
(Council of the Americas, 2008). It constitutes a supply side approach for insurance.

Within this background, the study reviews the association between insurance and

entrepreneurship looking at the history and the literature, to define the hypothesis,
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testable for empirical verification, of the connection and the causality between insurance

and entrepreneurship.
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3. RISK AVERSION, ENTREPRENEURSHIP, AND ECONOMIC
ACTIVITY

This section reviews the rich literature on risk, uncertainty, insurance (Bernstein,
1998) and entrepreneurship, economic growth and development (Schumpeter, 1982)* and
tries to link those various concepts with regard to developing countries.

The immature status of the insurance markets in developing countries does not
provide any help to reduce uncertainty and thus does not encourage risk taking. In other
words, the underdevelopment of insurance markets in developing countries does not
reduce uncertainty and thus limits the potential of entrepreneurship and economic
growth.*

Players in the economy (i.e., individuals or firms) are risk-neutral if they are
indifferent between choices with equal expected payoffs even if one choice is riskier.
Players are risk-averse if, facing two choices with the same expected monetary value,
they would prefer the smaller and more certain of the options. In other words, possessing
X dollars is worth less than losing X dollars.

Risk-seeking or risk-loving are individuals who have a preference for risk. The utility of

risk-seeking individuals rises as they take more chances, i.e., if offered either $50 or a

3 Schumpeter wrote The Theory of Economic Development: An Inquiry into Profits, Capital, Credit,
Interest and the Business Cycle in 1911.
4 This section articulates the background and the theory behind the research. It is based on an extensive

literature review (see also Section 6). The technical aspects of this section draws from various sources
(Nicholson and Snyder 2011); (Pratt, 1964); (Shavell, 2007).
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50% each chance of either $100 or nothing, a risk-seeking individual would choose the
gamble even though the gamble and the sure thing have the same expected value. Along
this reasoning, entrepreneurs—including people who own SMEs—seize chances, creating
economic worth and therefore come across as risk-neutral or less risk-averse™
The so-called prospect theory (Kahneman & Tversky, 1979) emphasizes physiological
motivations and provides a description of preferences compared to the theory of expected
utility (Lenfant & Pradier, 2008). The fundamental point for the prospect theory is that
the behavior of individuals varies with the circumstances, i.e., the attitude towards gains
(risk averse) is different from the attitude in case of losses (risk seeking). (Baumol 2006)
argues that innovative entrepreneurs are risk lovers.

Frank Knight is his book Risk, Uncertainty, and Profit (Knight, 2012, p. 37)° laid
out the difference between risk and uncertainty:

... Uncertainty must be taken in a sense radically distinct from the familiar notion
of Risk, from which it has never been properly separated. The term “risk,” as loosely
used in everyday speech and in economic discussion, really covers two things which,
functionally at least, in their causal relations to the phenomena of economic organization,
are categorically different. ... The essential fact is that “risk” means in some cases a
quantity susceptible of measurement, while at other times it is something distinctly not of
this character; and there are far-reaching and crucial differences in the bearings of the
phenomenon depending on which of the two is really present and operating. ... It will
appear that a measurable uncertainty, or “risk” proper, as we shall use the term, is so far

different from an immeasurable one that it is not in effect an uncertainty at all. We ...
accordingly restrict the term “uncertainty” to cases of the non-quantitative type.

5 Behavioral economists follow the so-called prospect theory (Kahneman & Tversky, 1979). Kahneman
and Tversky argue individual’s approach towards profits involving risk may differ from their approach
towards losses involving risk. Kahneman and Tversky (1979, pp. 264-5) present various examples that, if
given the option of acquiring $1,000 for sure as opposed to having a 50% possibility of acquiring $2,500,
people will likely opt for the certain option despite the possible rewards of the uncertain option being
greater, i.e. $1250.This is risk aversion. This attitude is considered as risk aversion. Kahneman and Tversky
discovered that the same participants often chose the riskier option when faced with a confirmed loss of
$1,000 as opposed to a 50% chance of no loss or a $2,500 loss. This is risk-seeking.

6 Knight wrote his main book in 1921.
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Hence, Knightian uncertainty cannot be measured or calculated while risk can be. Risk
unlike uncertainty can be covered by insurance.

Whereas business failure or success cannot be insured, pure risks’ - like industrial
mishaps, product faults, health and, to a certain extent, also natural disasters- could be
insured (Knight, 2012). Insurance, when feasible, converts uncertainty into risk, thereby
reducing the effect of uncertainty in business®. Powers articulates the relationship among
risk, uncertainty and insurance (Powers, 2011, pp. 28-34,83—-86). Although insurance
coverage can be obtained at affordable prices in developed markets, the same cannot be
said for emerging markets.

Insurance markets in Emerging Market Economies, particularly in Latin America
and Brazil, are undeveloped. Insurance’s rate of penetration or penetration ratio, i.e.,
total premiums as percentage of gross domestic product (GDP) gauges effective
insurance markets, and indicates that insurance markets in developing countries are
immature and risk aversion is high because of the insufficient institutional framework and
lower levels of wealth. For instance, currently, the average Brazilian spends less than
USS$ 350 in insurance per year and the insurance penetration is only 3.5 percent or just
above 50 percent of the OECD countries’ average (IMF, 2012a, p. 6). Hence, in emerging
countries, there is under provisioning of insurance and inefficient forms of insurance.

Subsequently, entrepreneurs shun away from business activities and prefer less daring

7 Pure risk is a category where loss is the only possible outcome; there is no beneficial result.
8 The function of uncertainty in economic activity has taken prominence with the financial crisis of 2007-8
and the ensuing crisis of the European debt in 2011-12.
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undertakings; i.e., entrepreneurs may be directed to unproductive activities, thereby
reducing economic growth (Baumol 1968, 1990, 2006).

Public policy should concentrate on improving the conditions of the supply of
insurance particularly for entrepreneurs, who are at the center of economic growth.

L. Risk Aversion in Developed and Emerging Market Economies

Insurance consumption, i.e., demand for insurance, depends on the type of
insurance (e.g., life, business) and various factors, e.g., risk approaches, wealth, amount
covered, level of premiums, wealth, probability that the event occurs, demographic
structure and composition of the population, influence the demand of insurance.

Insurance’s need is linked to the individual’s utility function and aversion of risk,
which persuade him/her to buy insurance. Literature and logic dictate that, in general,
diversity across individuals in the composition of the portfolio mirror risk preferences in
the sense that individuals who are less risk averse are more inclined to start uncertain
enterprises. Individuals who are more risk-averse will have less fluctuating earnings;
however, they would find themselves, on average, poorer than less risk-averse people.
Guiso and Paiella (2005, p. 14) ascertain that “our measure of risk preferences has
considerable explanatory power for individual decisions (e.g., occupation, job,
disposition to risks and to become an entrepreneur)”. Guiso and Paiella (2005) also
demonstrate that individuals are not willing to buy insurance if they perceive it as too
expensive and if they observe that supervision is deficient. The reasons are that
overpriced insurance and poor supervision disturb the link between risk aversion and

coverage. Hence, insufficient transparency and mispriced insurance products results in

26



people, who may want to take a risk like undertaking an enterprise, being more averse to
risk than what they would normally be.

In other words, differences in risk-aversion are compounded when individuals mistrust
the environment, be it lawful, regulatory and administrative, in which insurance
companies operate. Under these circumstances, risk-averse people tend not to buy
insurance policies.

Evans and Leighton (1990, pp. 520-525) argue that people having larger wealth
and resources are considerably more prone to move to self-employment and accept risk
and uncertainty of a business activity. Baur et al. (2004) recognize several significant
aspects that ascertain the development of the insurance industry, which include the level
and allocation of wealth, the legal structure and property rights, regulation and
supervision, trust and risk awareness. Religion, culture and education termed as
noneconomic factors also affect the growth of insurance.

For instance, people in emerging market economies owning $10,000 remain considerably
more wary about risk than people in advanced economies also owning $100,000.
Furthermore, natural disasters like fire in a house are more likely to occur in emerging
market economies than in developed countries. In a developed economy, the chance of a
fire in a house is, say 5%, and can lead to lose roughly 80% of the worth of the asset.
Conversely, in a developing market economy, the probability of the fire occurring is
greater, say 15%, which would be equivalent to losing 100% of all capital and so

enduring poverty for the remaining of his or her life.
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IL. Insurance in Emerging Market Economies

In the event of the house fire, the risk premium in developing countries represents
a high percentage of wealth, whilst it is a lot smaller in advanced economies (see
Appendix 1). Thus, individuals in developing countries face a larger variance among
utilities than individuals in developed economies, i.e., the utility of buying insurance.
Usually, getting insurance leaves people who are risk-averse richer in terms of expected
utility. However, in emerging countries, due to the level of wealth and the cost of
insurance as a share of wealth and institutional ineffectiveness, encompassing insecurity
with claims and indemnities, people are not favorably inclined to buy insurance products
and are more risk-averse than an individual in advanced economies.
Hence, people in emerging market countries do not feel better off buying insurance and
they buy less insurance and bear risk inefficiently. In different words, in developing
countries there is a condition of under provisioning of insurance and people hesitate
taking initiatives like those that an “entrepreneur” would take.

III. Entrepreneurs, Small and Medium-Sized Enterprises and

Insurance
Different authors (Acs, 1999, 2010; Acs & Szerb, 2009, 2010; Wennekers &
Thurik, 1999) describe the relationship between entrepreneurship and the level of GDP.
The function has a U-shaped form, i.e., entrepreneurship is high at low levels of GDP per
capita, declines at middle levels of GDP per capita and then picks up at upper levels of

GDP per capita.
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In developing countries, the opportunity cost to start business is particularly high
and people prefer to keep their job. This circumstance is in line with the characterization
of “entrepreneurs by necessity rather than by opportunity.” The unreliable institutional
setting and the low level of “wealth” cause an undue uncertainty that discourages
businessmen (e.g., start-ups, SME). Quite the opposite happens in advanced economies.
The United States represents an example of a country where the institutional situation
normally functions correctly, profit is recognized as a legitimate outcome of talent and
initiative, and insurance is extensively employed as an efficient market institution to
cover a variety of events related to business and personal activities. In developing
countries, an “additional premium” is required to remunerate entrepreneurs who are more
risk-averse for the increased uncertainty (Hamilton, 2000, p. 605). Due to the fact that
wealth is low, people are not in position to bear the additional premium.

The significant amount of risk premium indicates that developing countries present
favorable prospects for insurance to be exploited, i.e., sale of insurance that would reduce
the current level of under provision.

Empirical evidence (Masci, Tejerina, & Webb, 2007) shows that economic actors in
Latin America tend not to buy insurance because of a number of inadequacies (e.g., level
of premium; level of wealth; level of uncertainty; judicial system; satisfaction,
transparency and reliability of claims; level of trust; cultural factors; social factors related
to the recognition of profit), see also (Erbas, 2004). All these factors, in emerging
markets economies, reduce the demand of insurance and individuals refuse buying

insurance and select inefficient forms of shield.
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If the insight of De Soto (2002, 2003) is recognized and properties in developing
countries and in Latin America are appropriately priced, people would see a wealth uplift
and go towards the right of the curve of utility (i.e., utility index on the y axis and wealth
on the x axis), and the curve’s shape becomes less concave as well since the risk aversion
would be lower and individuals would be more willing to undertake initiatives.

IV.  Risk Aversion and Firms

The attitude that firms assume toward risks mirrors that of their managers and
shareholders. So much so that managers in a company are averse to risk and the rewards
are linked to the performance of the company, they would like the firm to act in a fashion
that is risk-averse, i.e., avoid risks that are jeopardizing profitability. Even so, in
developed economies, firms that work within greater competition will need initiative and
innovation. Furthermore, shareholders normally have portfolios that are well diversified,
and they might not be particularly worried with regards to the risks that a firm faces. As a
result, shareholders would frequently want companies to operate in as close to risk-
neutral manner as possible, and companies would work that way as long as shareholders
oversee managers and through selling and purchasing the companies’ stock cast the vote
of confidence (Sharpe, 1964; Shavell, 2007). In this respect, shareholders play the role of
role of monitoring and disciplining the markets (Borio & Conference on Market
Discipline: The Evidence across Countries and Industries, 2004).

However, in developing countries with weak financial markets, it is difficult for
stockholders to exercise an impact over management; and therefore, the inclination of

firms in a relatively uncompetitive atmosphere is to act in a fashion that is more risk-
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averse instead of being less risk-averse or risk neutral. As a result, in emerging market
economies, companies shun “entrepreneurial” attitudes aimed at “grabbing”
opportunities.

V. Negative Externalities and the under provisioning of Insurance

The under provisioning of insurance products offered at above fair actuarial prices
contribute to three negative effects: reduced economic growth, instability of jobs and
increased informality.

Schumpeter (1982) argues that innovation and entrepreneurship lead to economic
growth. In the United States, Baumol (2004) finds that entrepreneurs and small firms
provide a share of radical innovations proportionally greater than what large companies
make available. In developing countries, uncertainty, under provision and level of wealth
constitute negative externalities that make entrepreneurs, start-ups and SMEs less willing
to undertake new initiatives and purse innovation.

Therefore, the negative externalities reduce economic growth that entrepreneurs would
favor. In other words, in developing countries’, ceteris paribus, it is reasonable to think
that entrepreneurs contribute less to economic growth than they would do in advanced

economies with mature insurance markets and less risk-averse entrepreneurs.

9 While old definitions such as those of developed and underdeveloped countries are disappearing, a
country like Brazil is still to be considered a strong emerging country that will become an advanced
economy. Sean Williams states: “In spite of its recent success, Brazil’s goal of becoming an advanced
economy has not yet been met. It must continue to diversify its economy, reduce regulatory and legal
inhibitors to efficiency, and fight poverty through social spending and education. President Rousseff must
also find a way to balance the country’s budget without slowing growth. In spite of these issues, Brazil is
still capable of becoming an advanced economy, and certainly deserves its position among the BRIC
countries” (S. Williams, 2011).
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Entrepreneurs and SMEs provide a big portion of jobs in an economy. IBGE
“Instituto Brasilero de Geografia e Estatistica” of Brazil says SMEs are responsible for
45 percent of job opportunities in the formal sector and most of the informal jobs that
make up 40 percent of all the jobs in that country. Better availability of products of
insurance and greater propensity to buy insurance contracts would create stronger
companies, more stability and more jobs created. Furthermore, entrepreneurs and SMEs
that are insured are less likely to go bankrupt as they transfer some of the risks they do
not want to bear. Thus, entrepreneurs and SMEs are in control of a large share of jobs in
the economy.

A third negative “externality” is the shadow economy. In 2011, according to
IBGE data, in Brazil, micro-companies involve jobs for 10 million people and 92% of
people get less than R$1,000'° monthly and are below the lowest income tax bracket.
Thus, about 8% of the micro-companies are eligible to pay taxes. However, informal
companies start to pay taxes when some external situation takes them to formality, e.g., a
micro-company must open an account, to give a receipt, or indeed borrow. In this respect,
insurance products with reasonable premiums could push firms out of the shadow.

On the three grounds cited above, economic growth, jobs and reduction of
informality, it is crucial that public policies favor entrepreneurs, start-ups and SMEs that

introduce innovations.

10 The real is the present-day currency of Brazil. Its sign is RS, and the code for the International Standards
Organization (ISO) is BRL.
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VI. Risk Aversion and Social Welfare

From the point of view of the overall society, the difference among categories of
attitudes regarding risks connotes that the risk allocation among less risk-averse and risk-
averse people would itself have an impact on welfare of society (Shavell, 2007, p. 190).

Assuming that social welfare is summation of utilities of the various parties, the
shift of risk from the risk-averse to risk neutral or less risk-averse would increase welfare
of society. This is owing to the fact that risk bearing by more risk-averse will lead to a
bigger decrease in the expected utility than the risk bearing by the not so risk-averse. Of
course, owing to this particular cause, those more averse to risk would pay those less
averse to risk for the assumption of risk, to leave both parties much better off with
regards to the anticipated utility."" Appendix 1 describes the mechanics of the transfer of
risk for social welfare.
Social welfare is increased also by risk sharing among the parties that are risk-averse as
well. Dividing risk lessens the expected loss magnitude that an individual could face.
Hence, for instance, someone might decide to start a business with other partners with
whom he can divide the risks and rewards.

Even so, the risk shift for the welfare of the society might not help in the creation
of incentives for supplying risk-neutral people: policies of redistribution might decrease
the incentive to behave in a risk-neutral fashion, and entrepreneurs may not have the

inclination to undertake initiatives that are risky.

11 The source of this section is (Shavell, 2007, pp. 186—193) and
http://cyber.law.harvard.edu/bridge/I awEconomics/risk.htm.
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Ilmakunnas and Kanniainen (2001) suggest “economic risks shape the allocation of
human capital between entrepreneurs and the labor supply.” With a panel data for various
OECD countries, [lmakunnas and Kanniainen (2001)study the interactions among the
birth of private companies, entrepreneurship, and social insurance. The results ascertain
the Knightian perception of businessmen as risk-takers and that “business risk” cannot be
insured. Another discovery is that the presence of “differential social risk insurance”
implies rises in public spending and social regulation that produce ramifications that are
detrimental to entrepreneurship and the willingness of taking risk. The research applies to
developed countries. However, emerging market countries have in place several forms of
social welfare and social protection and the model of IImakunnas and Kanniainen could
provide similar results for them. Following the logic of the article (Ilmakunnas &
Kanniainen, 2001), the risk transfer in the social welfare context might have damaging
effects on emerging markets as incentives for going ahead with risky and productive
business activities would be reduced and as a result the supply of risk-neutral or less risk-
averse individuals might wither, since they might feel utilized for the transfer of
cumulative risk instead of taking risk that is private. This kind of policy might punish the
businessmen willing to start economic activities and hence favor economic growth.
However, the role of social insurance on entrepreneurship is not a settled issue.
The research in this field is complex (see section on Social Insurance in the Literature
review). It is important to continue to define the issue, present a theory, use appropriate
data and measure it. This study tests the role of social insurance on entrepreneurship in

Brazil.
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VII. The Basic Theory of Insurance

Insurance assumes that there exist a multitude of risk-averse individuals who are
insured and face independent, identical loss risks that can be covered through insurance
that makes the pooling of risks possible. There are three ways to take care of the risks:'
retain the risk; avoid the risk; or transfer the risk.

Retaining is self-insurance, i.e., bearing the cost of the loss in its entirety.

Avoiding is the decision not to face risk.

Transferring risk takes place when one purchases a policy of insurance that makes
the insurer party responsible for payments in case of the occurrence of the event, i.e., the
insurer must pay the amount agreed according to the contract signed (on the evolution of
contracts with particular attention to those related to gambling and insurance, Kreitner
20006). Supposing that there are no expenses of administration linked with the operations
of the insurer, the insurance theory implies that the insurer can practically be certain of
giving coverage to costs by mustering from every party the expected amount to be paid.
If each party faces 10% chance of losing $10,000 and would be given that sum in case
there is a loss according to a policy of insurance, the insurer through premium of $1000
can cover the costs. This premium is called “actuarially fair premium”. It represents the

expected value of the amount the insurer has to pay the insured party. However, the

12 Existing risk is what distinguishes gambling from insurance. Gambling introduces risk where none
exists. Insurance mitigates risk where risk exists. Gambling creates a risk situation that offers an
opportunity for gain as well as for loss. Insurance deals with “pure” risk. With pure risk there is the
possibility that a certain event will occur, e.g., accident or sickness. In addition, the purpose of insurance is
to restore the insured to his original position, not to afford the injured person the possibility of making a
profit. Gambling can provide a gain, while in insurance there is no possibility of gain. Mises underscores
the differences among insurance, betting and gambling in a perspective not related to probability (Mises,
2007, pp. 115-19).
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insurer will have to insure several peoples to pool the risks and act as an insurer. If the
insurer enters one single contract, then he would make a gamble. According to Shavell
(Shavell, 2007, p. 192), “if the premium equals the actuarially fair amount plus some
minor additional amount (i.e., say, 0.0001), then the probability that the insurer will cover
its costs approaches 100% as the number of insured entities grows. Thus, the insurer
covers its costs by charging the actuarially fair premium.”
Hence, the goal of the insurer is to meet claims, and to that end insurers face the so-called
solvency risks, i.e., the insurer might not be able to pay his obligations (e.g., indemnities
for claims).

Besides technical and investment risks, the insurer has to face the potential default

of a partner (e.g., a reinsurer), unprofessional conduct, and systemic risk.

VIII. The Limits of Insurance

This section reviews two models that explain the relationship between insurance
and GDP: a. the S-curve of Enz and b. the BRIP Model.

a. A review of insurance’s role suggests the presence of an “optimal point” of
insurance markets’ development after which insurance might be available easily and
there could be negative externalities linked with insurance. The optimum point is reached
at about the GDP per capita level of about $15,000 for life insurance, and at about
$10,000 for non-life insurance. At that point the income elasticity of the demand for

insurance reaches its maximum.
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Zheng, Liu, and Deng (2011) and Zheng, Liu, and Deng (2009) state that there are
three insurance growth models: the simple linear model; the logarithmic linear model;
and the logistic model. Carter and Dickinson (1992) and Enz (Enz, 2000) formulated the
logistic model to illustrate the connection among penetration of insurance and GDP
labeled “ordinary growth model.” Utilizing massive data amounts, the “ordinary growth
model” permits estimation of insurance growth. Enz (Enz, 2000) identified the “S-
Curve,” which is the relationship between insurance and GDP that constitutes a measure
of acceptance by the public of a particular product of insurance and of insurance
demand’s income elasticity. The Enz curve shows the relationship between penetration
ratio (Premium/GDP) (Y axis) and GDP per capita (X axis) (Swiss.Re, 2012, pp. 10-12).
Generally, the “S-curve,” predicts that income demand elasticity would be highest at
approximately $10,000 to $15,000 of income per capita.

Many countries do not exactly follow the path of the “S-Curve” owing to institutional
arrangements, high catastrophe risk and insurance regulations. The expression of the

ordinary growth model is the following:

Ci+Cy(Cy)*
Where Y is the insurance penetration (penetration ratio, Premium/GDP); X is GDP per
capita; C;, C, and C; being three parameters; and e being the residual. Enz (2000) utilizes

this formula.
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Against this background, insurance penetration, i.e., Premiums/GDP, or premium
as a share of a country’s GDP, constitutes the measures or degree that a certain insurance
product is assimilated in the country (CEIOPS, 2010), i.e., usually insurance penetration
ranges between 0.4% and 15.5%. In 2011, average insurance penetration worldwide for
life insurance policies was at the level of 3.8% and for non-life at 2.8%. The level of
penetration tends to rise as income increases, particularly in life insurance (Swiss.Re,
2012, p. 39).

Data on penetration show that access to insurance products fluctuates around the globe.
Among the 4 billion people all over the world who earn less than $2 per day, merely 10
million get insurance. According to Swiss.Re (2012), in 2011, global per capita
expenditures on insurance, i.e., insurance density, calculated as the ratio of total
premiums over population (or specific premium, e.g., life premiums, over population)
was on average at US$661, of which US$378 was spent on life insurance and US$283 on
non-life insurance. The industrialized countries spent between US$1,500 and US$8,000
per capita on insurance, whereby the share of life insurance was often over half of the
total expenditures. In the developing countries, the typical insurance expenditure in 2011
was less than US$50, with, in most cases, more than 75% spent on non-life insurance,
(i.e., around US$30) (Swiss.Re and Swiss.Re Sigma Reports various Years).

As in Figure 2, insurance penetration is an increasing S-Curve as GDP per capita
increases and then becomes asymptotic. This implies that income elasticity is initially on

the up and then declines. The conclusion derives from Enz (2000) and can be interpreted
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that the increase in insurance penetration (life insurance and non—life insurance) has a
limit as GDP grows.
For the purposes of the study, the “S-curve” prompts the following
considerations:
1. the asymptotic behavior of the S-Curve might imply that we will not reach a
situation where “uncertainty” is eliminated, which would make the function of the
Knightian entrepreneur disappear.
i1. It underscores that at low levels of GDP, insurance has no relevance. However,
the S-Curve points out that insurance has growth potential, especially at lower
income levels, that is precisely the poor segment’s demand in emerging markets.
i1i. Even so, with the increase of GDP, the need of insurance becomes more
significant.
This raises the causality question: Is insurance resulting in economic growth? Or
is the other way around? Or do the two forces, insurance and economic growth,

reinforce themselves in a process that is endogenous?
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Figure 2 Insurance Penetration Curve

iv. The S-Curve connection between GDP and insurance helps in the
identification of four insurance market development stages, which are followed
by most markets of insurance: “dormant, early growth, sustained growth and
mature growth”(USAID, 2006). One could visualize vertical lines that delineate
the 4 development stages that most markets of insurance experience.

v. The S-Curve and the data on insurance penetration ascertain that there is a
massive scope for the development of market of insurance to serve the low-
income people particularly in emerging markets where poor’s concentration is
high (Outreville, 2011; Swiss.Re, 2011b).

According to Munich.Re (2006, pp. 80—86—118), there are three reasons for an

untapped world insurance market: a. low-income unable to get insurance; b.
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infrastructure needed to give people access to insurance, especially in rural areas;

c. notion of insurance unknown in some cultures (Churchill, 2006, pp. 39—40).

b. In the context of insurance penetration at various levels of economic
development, the Benchmark Ratio of Insurance Penetration (BRIP), whose calculation is
based on the “insurance growth model” (Zheng, Liu and Deng 2009, 2011), presents a
different approach to assess the role of insurance at different stages of economic growth.
Insurance penetration measures the degree that a certain insurance product is assimilated
in the country, the BRIP evaluates the relationship between a country’s insurance
penetration and the world’s average penetration at an economic level equal to that of the
country’s GDP per capita (Zheng et al., 2011, p. 4). The “world average insurance
penetration at the same economic level” constitutes the “benchmark penetration”. BRIP
can be calculated as follows:

Actual penetration

BRIP = 100%

Benchmark penetration
The denominator, “benchmark penetration,” refers to “the world average insurance
penetration at a country’s economic level” and the numerator, “actual penetration,” is the
country’s actual penetration, i.e., Premiums/GDP (Zheng et al., 2011, p. 4).
BRIP is a “benchmark™ that adjusts insurance penetration to recognize that different
levels of insurance penetration correspond to different stages of economic development.

Therefore, the BRIP represents the comparable “economic-adjusted insurance growth
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level” and constitutes an indicator for the international comparisons of insurance among
countries more convincing than the traditional measures, i.e., premium, insurance density
and insurance penetration (Zheng et al., 2011, p. 8). The calculation of the BRIP of a
country follows three steps. '

The results of the exercise (Zheng et al., 2011, pp. 22-3) are quite interesting.
Comparing the BRIP indicator to the traditional indicators (i.e., premium, density and
penetration) the authors show that the level of development of insurance is overestimated
in advanced economy and underestimated in emerging economies (Zheng et al., 2011, pp.
9-12). According to the new indicator “BRIP”, the rankings of the insurance industries of
developed countries fall relative to those under traditional indicators. On the contrary, the
rankings of emerging countries rise. The results for the USA are reported in the
footnote'*.

Also the BRIP model stimulates important considerations for the study (Zheng et

al., 2011):

13 First, use an appropriate model to calculate the “benchmark penetration” for the country, which is the
“world’s average penetration at a country’s economic level.” Second, calculate that country’s actual
penetration. Third, divide the actual penetration by the benchmark penetration and obtain the value of
BRIP.

14 (Zheng, Liu, & Deng, 2011, p. 10): “Taking the U.S. for instance, in 2006, its BRIP, premium income,
insurance density, and insurance penetration are respectively ranked the 26th, the 1st, the 6th, and the 14th
in the world. As is revealed from these numbers, although the premium of the U.S. is the largest in the
world (the Ist), the insurance density (the premium per capita) is ranked lower (the 6th) due to the
relatively large U.S. population. At the same time, the ranking of the insurance penetration (Premium/GDP)
is even lower (the 14th) due to the high economic development level. Furthermore, if taking into
consideration the rule that “the benchmark insurance penetration will be higher when the GDP per capita is
higher”, the ranking of the BRIP descends further (the 26th). This is to say, for the U.S., the ranking of the
BRIP declines compared with the rankings of those traditional indicators like premium income, insurance
density, as well as insurance penetration. Japan and the U.K. share similar characteristics. Among the BRIC
countries, the ranking of Brazil would be very similar under the BRIP indicator or the traditional ones (e.g.,
penetration and density).”
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It endorses the relationship between insurance penetration and economic
growth. With respect to the factors that contribute to the increase of
insurance, the authors stress the importance of factors specific to a given
country (and the BRIP indicator allows considering the specificities of
countries).

It shows a quite important finding that the level of development of
insurance is sensitive to economic factors in advanced countries and to
institutional factors in emerging countries. Moreover, as countries
develop, the importance of the institutional factors diminishes and that of
economic factors increases.

It confirms , in connection with the new ranking of individual countries,
the potential for insurance in emerging countries and chiefly in Russia,
Brazil and China (in that order), and also indicates that a potential for
growth of the insurance industry exists in mature markets like the United

States as well.

However, the main contributions of the study of (Zheng et al., 2011) are the

following:

A.

“It is extremely important for the insurance industry in the emerging
countries to upgrade its growth strategy to attain a sustainable
development”(Zheng et al., 2011, p. 23). This conclusion supports the idea
that insurance market needs to speed up their development to become

responsive to the needs of the economy and reach a sustainable path.
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B. Institutional factors — defined as social security system that affects life
insurance; legal system that affects non-life insurance; culture; and
religion- constitute the main obstacle to the development of the insurance
industry in emerging countries.

Hence, public policy should make the development of the insurance market a priority and
identify and implement appropriate policies.
IX. Considerations

Under the circumstances described above, individuals in emerging market
economies lose on all fronts: they are more risk-averse than individuals in developed
economies; they have to pay a higher risk premium with respect to their wealth; they
have to resort to inefficient forms of insurance; and in the case of the event occurring,
their wealth can be wiped out.

From the point of view of companies, the lack of sophisticated capital markets
and the limited role reserved to stockholders suggest that companies as well are more
risk-averse than risk neutral. From the point of view of entrepreneurs, start-ups, SMEs
and micro-companies, the under provisioning of insurance creates negative
“externalities” in terms of economic growth, jobs and formality and favors the use of
inefficient forms of insurance. Also, transfers due to social welfare may reduce the
incentives for entrepreneurs.

The relevant point is that risk aversion is greater in emerging market economies than in
developed markets due to the unsatisfactory institutional setting and the lower level of

wealth. This happens up to a level of income per capita as indicated by the penetration
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ratio, or the new BRIP, which, however, also shows the potential those emerging market
economies present for insurance development.

Against this background, it is expected that the development of insurance markets
in Emerging Market Economies, i.e., more responsive, effectively and fairly priced
insurance, would smooth the shape of the utility function with respect to risk (shifting of
the line) and help to create the conditions to undertake business activities and initiatives
and encourage entrepreneurship. This policy also constitutes a push for capital formation,
as institutional investors like insurance companies would represent a potent instrument to
transfer savings into productive purposes and also operate to discipline and monitor the
functioning of the markets. These considerations are in line with Leibenstein (1968, p.
83), who suggests that developmental economists focus their attention on studying the
gaps, obstructions and impediments to the initiatives—gap fillings, as he calls them—of
the potential entrepreneurs.

The relationship among risk aversion, institutional setting, wealth, and
entrepreneurship prompts the question (Evans & Jovanovic, 1989): does an individual
have to be wealthy start a business?

Knight (2012) and Schumpeter (1982) held different views on this question (see Chapter
6 for the literature review). The empirical findings (Evans & Jovanovic, 1989) support
the view of Knight that the entrepreneur must bear most of the risk inherent in his
initiative. This also confirms the reasoning with the utility functions that risk aversion
declines at higher levels of wealth. The data (Evans & Jovanovic, 1989) show that

wealthier people are more inclined to take risks and become entrepreneurs, i.e., wealth is
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an important determinant of business start-ups, and therefore wealthy people are more
likely to undertake initiatives. Evans and Jovanovic (1989) stress the role of liquidity
constraints: capital is essential for starting a business, and liquidity constraints tend to
exclude those with insufficient funds at their disposal. Other authors (Cramer, Hartog,
Jonker, & Van Praag, 2002) believe that entrepreneurship is associated with risk bearing.
The data (Cramer et al., 2002) support the supposedly negative effect of risk-aversion on
entrepreneurship choice and show that a high degree of risk aversion and lack of personal
contacts reduce the probability of starting one’s own business. According to Wagner who
studied the German experience (Wagner, 2002), a favorable “regional entrepreneurial
milieu” (proxied by higher levels of current start-up activity and larger shares of
unemployed among the starters in a region) has a positive effect on the propensity of
individuals to move from unemployment to self-employment, which Wagner finds
statistically significant and economically relevant. Kamhon and Tsai (2006) empirically
examine the effect of wealth on the transition into self-employment; and Ozer and Mitra
(2012) the role of social and human capital and financial capital on entrepreneurship.
Their findings confirm that wealth and social and human capital have a positive effect on
business start-ups, allowing for the confounding effects of risk aversion (Evans &
Jovanovic, 1989).

In this respect, as mentioned, if the argument of De Soto (2002, 2003) is pursued
and “dead or hidden” capital is valued, the increased value would uplift wealth and then
individual would become more predisposed to entrepreneurship and to use insurance

products and increase the demand for insurance (Enz, 2000).
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Moreover, looking at the U-shaped relationship between start-up rates of
enterprises and levels of economic growth (GDP per capita), various authors (Wennekers
& Thurik, 1999), (Acs & Amoros, 2008, p. 13) (Amoros, Fernandez, & Tapia, 2011), in
different fashions, argue that particularly the most advanced countries in Latin America
(i.e., Argentina, Brazil, Chile, Colombia, Mexico and Venezuela) are at the bottom or just
over the bottom of the U-shaped curve and ready for an entrepreneurial drive.

Putting these analyses together, it looks that in Latin American countries there is a
large and not exploited potential for entrepreneurship, and the existing insurance market
does not satisfy the demand.

Following these considerations, there is some evidence that a link between
insurance and entrepreneurship exists. Thus, public policies leading to an entrepreneurial
society should include the support of the establishment of insurance markets with
measures aimed at improving transparency and institutional setting for insurance;
recognizing property rights and unleashing the value of properties that will in turn uplift
wealth and lead to more supply of entrepreneurship and more demand of insurance

products.
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4. THE HISTORY OF INSURANCE: THE BATTLE TO CONTROL
UNCERTAINTY

I. Introduction

The brief historical review of insurance gives a perspective of the industry;
elaborates its development, stressing recent history; and deepens the analysis of the
connection between insurance and entrepreneurship.

The analysis starts from the distinction between uncertainty and risk (Knight,
2012)," with risk including circumstances where an individual who has to take decisions
faces unknown outcomes but known ex-ante probability distributions. Instead,
uncertainty encompasses situations where the probability distribution of an outcome is
unknown. Hence, insurance covers risk but not uncertainty. It also highlights that
insurance can take place in formal insurance markets or using self-insurance and risk
avoidance (Mises, 2007, pp. 105-18; Rothbard, 2011a, pp. 552-57) .

Within this background, the review focuses on the evolution of insurance in
advanced and emerging markets, with special attention to Latin America and Brazil. The
historical review will investigate two major aspects of insurance: whether or not
insurance and entrepreneurship are associated; and whether or not the availability of
insurance implies a decline of uncertainty and favors entrepreneurship. Considerations

linked to the two aspects form the foundation to test if insurance market development

15 Knight wrote Risk, Uncertainty and Profit based on his Ph.D. dissertation at Cornell University, in 1921.
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provides support to and favors economic activity and entrepreneurship and ultimately
economic growth. The related question has to do with the direction of causality, e.g.,
which comes first, insurance or entrepreneurship? (Chapter 8 - Research Questions and
Hypotheses -reviews these issues in more details).

The framework of the analysis as developed in Chapter 2 follows the view that the
emergence of market institutions such as insurance derives as an unintended consequence
from human activity including entrepreneurship (High, 2009a, p. 5). Further, in line with
Boettke and Coyne (Boettke & Coyne, 2003), the proposition to test is whether insurance
markets lead to productive entrepreneurship and economic growth.

The history of insurance outlined here is a revised and updated version of an
article by the author (Masci, 2011). The section refers to and draws from various authors
(Bernstein, 1998; Ferguson, 2008; Franklin, 2001; Prudential Insurance Company of
America, 2009; Roover, 1945; Trenerry, 2009), Sachit (2009) and Klein (1995) and from
Abreu and Fernandes (2010) and Bester, Chamberlain, Hougaard and Smit (2010).

Celebrating the importance of the bourgeoisie for American capitalism,
McCloskey (2011, 8-9; 2007) argues that the role society attributes to markets, enterprise
and invention affects growth. Equally, Landes and other authors (2010) focus on the role
of private initiatives. Roberts (2011, pp. 2, 125-31) shows that the rise of an
entrepreneurial market system together with modern models of markets, currency and
business started in Athens, along with the emergence of banking practices, in an
environment that was conducive to profitable economic activities. Then these practices

expanded in the Mediterranean and the Middle East.
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The literature on the economic history of emerging and Latin American countries is
enormous. Bulner and Thomas (2003) cover the economic history of the continent from
the 1820s when the countries got independent to modern times; they emphasize
differences among the countries while at the same time recognizing influences from the
Portuguese and the Spanish and also the French systems that shaped the social, political,
cultural and economic development of the continent. Particularly in the 20" century, the
North American systems influenced the countries of Latin America.
Several contributors give ground for comprehending economic growth and institution
development in Latin American countries. Haber (2000) reviews the institutional changes
and economic growth in Latin America in the 19th and 20th centuries. Other relevant
work includes that of Williamson and Kuczynski (2003) regarding the economic policies
of the Latin American countries after the “lost decade of the 1980s” (Fraga, 2004) that
brought about crises, slow growth, skewed distribution of income and living standards.
Teichman (2001) monitors the reforms in Argentina, Mexico and Chile, and their
implications for democracy. Gwynne and Kay (1999) elucidate the continent’s economic,
social, cultural and political changes and their links with globalization, modernity and the
impact on people. Arias (Foreign Affairs, 2011 2—-6) holds that cultural constitute the
obstacles to the development of Latin American countries.

With respect to insurance, while the Portuguese and Spanish impacts were
systemic, the British system also influenced the evolution of insurance in South America
(Jones 1984). Nevertheless, insurance matters have not been completely addressed

(Baughman, 1965); and not a lot of work has been done with regards to the insurance
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industry’s development in Latin America, with noteworthy exceptions, for instances
Westall (1984) who highlights the advances of fire insurance in Argentina and British
insurers’ role; Consorti-Minzoni (2005, 2006) who reports the history of insurance and
that of supervision in Mexico since 1789; Contador and Ferraz (2004), Bernstein
(Bernstein, 1998), Levy and Pereira (2007), Cummins and Venard (2007), Abreu and
Fernandes (2010) and Bester et al. (2010) who review the history of the insurance
industry in Brazil. Comparatively the literature on social insurance programs and social
security is larger (Kay & Kritzer, 2001; Mendelsohn, 1954; Mesa-Lago, 1978; Santiso,
2007; Uthoff, 2011) and registers a significant influence from Spain and also from
fascism (Paxton, 2004).

Various studies provide a picture on Latin American entrepreneurship (Acs &
Amoros, 2008; Amords, 2011; Brenes & Haar, 2012; Tiffin, 2004). The business history
group in Harvard Business School’s Entrepreneurial Management Unit has developed a
research program on Latin American business history, especially the Southern Cone
countries. http://www.library.hbs.edu/hc/laoh/research-on-globalization.html

Various authors (Jara, Moreno, & Tovar, 2009; Rojas-Suarez, 2010; Rojas-Suarez
& Montoro, 2012) show that the impact of the global crisis of 2007—8 on Latin American
countries has been less damaging compared to that of previous crises, thanks to the
resilience of the domestic capital markets and to better supervision and regulation of
banks (IMF, 2009b)."¢

The considerations and findings on insurance are derived primarily from Western

experience applied to Latin America. During the centuries, in particular three countries

16 IMF stands for International Monetary Fund (IMF).
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have shaped up insurance development: Italy, in Middle Ages and Renaissance; the UK,
from the 16th to the 19th century; and then the U.S.

The historical review illustrates that the development of insurance is connected to
that of financial market and linked to entrepreneurship; and underscores how people
motivated by innovation and entrepreneurship have fought to overcome uncertainty and
shaped rules and institutions for insurance and finance. It is a battle of individuals to
control uncertainty.

Contextually, the part of government in the economy is critical and especially
important in Latin America.

The chapter covers the historical phase of insurance including its role in the
financial crisis of 2007-8; provides considerations resulting from the review that help
understand current practices; outlines motivations and factors for insurance development;
explains the connection among uncertainty, human action, insurance, entrepreneurship
and economic growth; highlights insurance’s significance; and the features of Latin
America and the role of public policy.

IL The Evolution of Insurance

The history of insurance and entrepreneurship evolved together and is a part of a
journey into the KuU (Known, unknown and Unknowable) (Diebold, Doherty, &
Herring, 2010, p. 18) to conquer uncertainty.

Insurance’s history can be classified into 7 periods.

The first period can be regarded as the prehistory of insurance, stretching from

ancient times till the 14th century. It shows at the outset that human action operates and
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seeks to protect his/her work and the result of his/her work in various forms. The second
period lasts from the 14th century until the end of the 17th century still shows how
individuals operate and try to find appropriate forms of protection. This period witnesses
the birth of the insurance policy. The third period, which includes the 18th century and
first half of the 19™ century, sees the extension of insurance products and the emergence
of insurance companies to respond more effectively to an increased need of protection.
The fourth period - from the second half of the 19th century until World War I -
underscores the development of professional financial management, the first insurance
groups, and the start of the intervention of government with programs of social insurance.
The fifth period between World War I and World War Il is an era of business
rationalization and mergers. The sixth period -from the end of World War II until the end
of the 20th century- is the period of big changes, revolutions and reforms in the World
and in Latin America countries and Brazil. This period witnesses greater sophistication
and globalization of financial services; closer integration of insurance, capital markets
and banking; increasing significance of supervision and regulation in a global setting;
larger government intervention in various activities of the economy and particularly with
programs of social insurance; privatizations after the renaissance of the doctrines of the
private sector and the crisis of the welfare state; appearance of new events and new
uncertainties; and improved access to financial services.

The autonomous history of insurance in the countries of Latin America initiates

during the third period, at the beginning of the 19th century, when countries of Latin
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America become independent from colonial powers. The review of insurance history in
the continent shows the government’s intense role in market in various forms.

At last, at the turn of the 21st century, the current period begins with the

September 11, 2001 attacks on the U.S. along with tragic natural catastrophes that led to
an increasing government role for protecting against risks and uncertainties like terrorism
and natural disasters. The global financial crisis of 20078 and its continuation in 2011-
12 in Europe warrants attention because it provides uncontroversial evidence of the
crucial role of financial and insurance markets to allow the operations of economic
actors. It also reveals the limitations of rational expectations, “Efficient Market
Hypothesis” and techniques of modeling of risk that are not able to define human and
social behavior and hence transform uncertainty into risk. The crisis also highlights how
wrong formulations of risk, shortcomings of supervision and regulation, and a general
situation of uncertainty (e.g., determined by human and social behavior, terrorism,
catastrophes, policy uncertainty) may break the working of financial and insurance
markets, reduce initiatives and lead to more intervention of the government in the
economy. In other words, the 21* century uncertainty in its various forms comes at the
center stage.
III. Human Action: Entrepreneurship and Uncertainty

The idea of insurance is ancient; it is linked to the deployment of economic
activities; and attempts to control uncertainty. As Ferguson (2008, p. 18) indicates
“premodern agricultural societies relied much more on efforts to propitiate the gods who

were believed to determine famine, plagues and invasions and explain uncertainties”.
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The first records of insurance date several thousand years before Christ. Chinese
merchants devised a system to shield a cargo from losses due to hurricanes, pirates or
anything else that could go wrong at sea (E. J. Vaughan & Vaughan, 2007). The
technique was to spread the cargoes among several ships, to make sure that whatever
might sink a ship on a particular day would not destroy a fleet of ships sailing for
numerous days. This is the first available case of risk reduction through diversification.

The roots of insurance originate in Babylon where traders extended loans for a
caravan. These loans were repaid only after the safe arrival of the goods (Sachit, 2009)
(Franklin, 2001, p. 259) (Buckham, Wahl, & Rose, 2010, p. 2). A record of risk sharing
is found at the time of King Hammurabi of Babylon (ca. 2250 B.C.). This practice, called
bottomry, was recognized in Hammurabi’s code (ca. 2100 B.C.) and constitutes a clear
evidence of insurance (Niekerk, 1999). According to Hammurabi’s code, bottomry
entailed a loan made by A (lender or insurer) to B (merchant or insured) on B’s ship’s
content and security. The stipulation was that in case the trip successfully terminated, B
would pay back the loan with a premium as contractually agreed; but A would have to
forfeit the loan in case the ship was lost and A would be left with the ship’s empty bottom
(i.e., the bottomry). The premium A paid was to cover the risk of loss but also the
interest. Bottomry was a system to handle events wherein it was not possible to identify
the chance of occurrence. With bottomry, those who travelled by caravans organized
themselves to share help against pillaging (i.e., a form of risk mitigation). Merchants
gave some of the money to a venture’s risk capital. In case the ship sank, the loss of the

loan would be shared among several parties that constituted a form of diversification of

55



risk (Buckham et al., 2010). The significant feature of bottomry was the bundle of
insurance and loan, which implies that bottomry is a form of maritime loan that is not a
stand-alone contract of insurance. The bundle of loan and insurance requires that lenders
and investors have to put managerial attention to peril, market and business risk. With
bottomry, borrowers were able to obtain a loan and buy a form of property insurance at
the same time. This old instrument presents the connection between insurance and
finance that constitutes a topic especially in micro-insurance. Sophisticated versions of
bottomry exist, e.g., the so-called cat-bonds linked to natural disasters for which the
lender does not get the loan repaid if a natural disaster of a certain magnitude occurs.

Practices of insurance can be found in other civilizations. Phoenicians in their
trades used an instrument comparable to bottomry. In ancient Egypt, survivors’ legacies
were organized cooperatively. In Greece, the owners of slaves could obtain an insurance
of the departure or disappearance of slaves against periodic payments. The law of the
Romans did not recognize insurance as distinct from loan. However, contingencies in
relation to death existed as far back as two thousand years before. Romans utilized
societies that made payments for the funerals and burial and to the survivors against the
payment of a monthly premium (Millett, Pearce and Struck 2000; Buckham, Wahl and
Rose 2010, 4-5).

Already in early times merchants and traders used to protect themselves against
happenings that might generate damages and inhibit initiatives (Mises, 2007, p. 105).
However, in ancient times an insurance contract did not exist. Also, the coverage

provided was not based on probabilities of occurrence of the events (Kriiger, Daston, &
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Heidelberger, 1987). Despite these limitations, the concept of insurance existed and was
operational (Franklin, 2001, p. 273).
IV.  The Birth of the Insurance Policy

In ancient societal structures, the extended family was the place for the reduction
of uncertainty and for the construction of associations that shared risks. During Middle
Ages, the guild played that role; increased of importance; and permeated large part of
medieval life (Sachit, 2009).

Following the expansion of European trade and towns, the guilds protected the
members from losses, ransom, and burial. Membership to the guild relates to specific
characteristic (Dasgupta, 2010). Guilds played a distinct role in the evolution of
insurance, as an association created from the need of mutual assistance among people of
similar characteristics (e.g., people from the same activity). For example, Danish and
Anglo-Saxon guilds in the 11th century provided that losses from fire, shipwreck, or the
theft of cattle were compensated by the organization and contributions were made
accordingly. Slowly, it was normal to include provisions of “social welfare” to members’
benefit, for example, the operation of a fund for burial.

The guilds respond to the criteria already articulated (Boettke & Coyne, 2003, 2009;
High, 2009a) of institutions that are created as response to human needs and in this case
to support the initiative and the economic activities as well as the spirit of
entrepreneurship. Institutions, like the guilds, evolve, change, and disappear.

Proximity among members is the guilds’ feature that allows people to be aware of each

other’s dispositions and characteristics as well. Hence, there are not a lot of problems of
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adverse selection. Proximity permits people to observe each other, so they can see what
they are about, and hence moral hazard is not a substantial problem. Similar associations
exist today for the coverage of micro-insurance, for example among people who are in a
particular poor area in large cities mostly in emerging market countries (Vosburg, 2011).
In these areas, individuals pay premiums jointly for coverage and obtain indemnities in
favor of the people who live in that area.

During Middle Ages, Italy was where numerous arrangements with features of
insurance took place, aimed to help economic activity. The first example of a marine
insurance contract is dated 1347 and kept at “Genoa Records Office.” Early insurance
policy samples are traced from Pisa (1384) and Florence (1397). An emblematic contract,
like the one with Francesco Datini (ca. 1355-1410), stated that insurers had the
agreement for the assumption of the “risks of god, of the sea, of men of war, of fire, of
jettison, of detainment, by princes, by cities or by any other person, of reprisal, of arrest
of whatever loss, peril, misfortune, impediment or sinister that might occur with the
exception of packing and customs, until the insured goods were safely unloaded at their
destination”(Roover, 1945, p. 18f) also see Franklin (2001).

Burglary insurance is a noteworthy contract available in early Middle Ages
following Pope Gregory IX’s decree in 1170. It functioned on a restricted scale, limited
to the area of Rodez in southern France, a place where that form of insurance survived up
to 1789 (Manes, 1942). That contract of burglary insurance is an example of the

separation of insurance from financing.
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By the 14" century’s, marine insurance was widespread among the European
nations that had a naval and maritime interest (Winter, 2010). This insurance was the
origin of other insurance branches and of the law of insurance. First rulings for marine
insurance began in 1435 in Barcelona. In 1549, Emperor Charles V issued requirements
for marine insurance. Spain and Italy were ahead in the law of marine insurance during
the 15th and 16th centuries, while in the Northern European countries, insurance started
to develop at the time of the great discoveries and overseas trade. Consequently, the
leadership on insurance activities and legislation moved from Spain and Italy first to
Netherlands, then France and in the 17" century to England, and then finally to the U.S.
and Germany in the 19th century.

All these different types of agreements of insurance were considered legal during
the Middle Ages (Brenner, 1996). Nevertheless, near the end of the Middle Ages, owing
to the influence of religion (Franklin, 2001, p. 240), the rules contrary to gambling were
stricter so that every insurance transaction was considered a gamble."” The attitude was
so vehement that insurance agreements were null and void unless the party insured had a
veritable insurable interest. The centrality of the insurable interest represents the start of
the present policy of insurance. To highlight the significance of the rule, refer to the
“credit default swaps” that were at the heart of the current financial crisis. They are in
contrast to the rule of insurable interest that disallows disinterested parties from
benefitting from an insurance policy. In reality, anyone could purchase derivatives of

credit and credit default swaps, which would result in the company’s destruction, while

17 As indicated in the previous chapter, gambling introduces risk where none exists, while insurance
mitigates risk where risk exists.
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supervisors and regulators were not able to comprehend and supervise the intricacies of
credit default swaps and derivatives of credit (Lowenstein, 2011, pp. 158-9).

The evolution of insurance from the first forms of coverage and protection to
basic contracts and then to the definition of insurance policy can be regarded as the move
towards establishing property rights and dealing with externalities (Demsetz, 1967). In
fact, as the possibility of coverage becomes more widespread, insurers intend to delimit
their responsibility in a way that is defined in a contract or policy. In addition, contracts
and policies reduce transaction costs (Coase, 1937; Demsetz, 1967). Contracts and
policies also imply setting prices to reflect the value of the service of insurance so that
exchanges are mutually advantageous and are facilitated. Here the issue of the fair price
of insurance arises, i.e., the price that assures mutual advantages from the exchange. The
argument is that setting an unfair price — as happens in emerging country economies- will
lead to under provision of insurance. This issue is discussed later.

Researchers have studied the early growth of insurance. Bernstein (1998, p. 95)
argues that “the profit on an investment in goods that must be shipped over a long
distance depends on many factors and forecasting was a necessity for the insurer (e.g.,
using statistical and mathematical models to assess probabilities)”. Nevertheless, history
displays abundantly that insurance products do not wait for a model (Buckham et al.,
2010, p. 5). Franklin (2001, p. Preface) indicates that “humans have coped with
uncertainty without the benefits of advice of mathematicians before (and after) Pascal’s
discovery of the law of probabilities.” Hence, insurance contracts are introduced before

the support of researches and assessments of the risks, but depend on human action of
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individuals who assess risk based on operational experience and opportunities of
implementation (Kriiger et al., 1987).

This shows that entrepreneurship relates to insurance as well, and people start a
business like the provision of coverage. They do so following alertness of (Kirzner,
1985), grabbing market opportunities (High, 2009a, p. 25) and selling protection in favor
of other peoples (Reinmuth & Lewis, 1970). Entrepreneurs act in the face of uncertainty,
the source of their reward (Mises, 2007).

V. Organization and Transaction Costs: the Insurance
Companies

In the 15th century, the action moved from the Mediterranean to North of Europe
where economic activity and innovation flourished and businessmen found it easier and
cheaper to undertake projects. A support structure for these activities started to shape up
and insurance companies came to the fore.

The motivation of the further evolution of the insurance business and the creation
of companies is found in the work of Coase (1937). In fact, in line with the reasoning of
Coase, firms emerge in the insurance business to reduce the transaction costs -search and
information costs, bargaining costs, keeping secrets- -that the individual players, e.g.,
brokers, merchants individually had to bear. These costs are handled better using a firm.

Before the corporations’ formation devoted only to writing insurance contracts,
numerous persons were underwriting insurance products assuming risk in an amount
indicated below the proposal of insurance, leading to the term “underwriters” (Sachit,

2009). At an earlier stage, groups, loosely connected as the opportunity arose, or more
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structurally united into companies, or societies, started to operate and offer policies.
William Gibbons of London, in January 1536, was the first beneficiary of a life insurance
contract, i.e., a 1-year policy that meant that Gibbons beneficiaries would get £400
sterling in case of his death for a £32 sterling premium (Buckham et al., 2010, pp. 1-7).
Probabilities were not the bases for that contract, i.e., the initial tables of mortality were
produced a century later. This circumstance supports the view that man acts under
situation of uncertainty, i.e., “the uncertainty of the future is already implied in the very
notion of action”(Mises, 2007, p. 105). Gibbons died and underwriters paid the
indemnity. The example illustrates that insurance operations are complex and have costs
that a firm could handle and manage in a more effective way than single individuals (e.g.,
merchants/traders) who underwrite the risk (Coase, 1937).

In passing, the example of the life insurance for Gibbons shows that the line
demarcating insurance from gambling is thin, especially when the contract is not based
on a clear understanding of the event and knowledge of the probability of its occurrence;
and the insurance of life is not completely recognized on moral grounds (G. Clark, 1999;
Zelizer, 1983). Sandel (Sandel, 2012) understands that the purpose of life insurance is to
ease the economic consequences of death for the survivors. However, Sandel argues that
in many European countries life insurance was not easily accepted and regarded as even
illegal as it was held a form of betting against other people's lives and thus close to

gambling (Sandel, 2012, pp. 131-62)"®. A deeper analysis of various types of life

18 The Workmen’s Compensation Act of 1897 in Britain (see section below on Insurance Activities)
required employers to insure their employees against industrial accidents. However, the beneficiaries were
the survivors of the employee and not the company that in the cases cited by Sandel becomes the
beneficiary of the death of its employee.
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insurance policies even in contemporary times like "viaticals", “dead peasants insurance"
or “janitor’s insurance” (Sandel, 2012, pp. 144-9) shows that the insurable interest was
missing.

In the UK, traders and owners of ships started to have meetings at a coffeechouse,
in London, near the dockyards that Edward Lloyd named Lloyd’s (A. Brown, 1987).
They decided to divide gains and costs. There were people more interested and willing
than other people to put more money on potentially dangerous trips. They would find a
way to gauge the risk and then underwrite the trip. Even though insurance was first
created for the cargo of a ship, merchants in London started to cover other activities and
events, e.g., fire. These people were forerunners of the international insurance that
nowadays provides coverage to almost everything. At the end of the 18" century, Lloyd’s
became a leader in the sector and hence a market of insurance started developing in
London. Thus, the logic of Coase on the role of the firm was fully applied: as the
complexity of the business of insurance increased, a more efficient approach was
necessary.
Hence, in 1667, the first insurance company was created, in Paris. The Great Fire of
London that the year before had destroyed some 13,000 homes and left hundreds of
people homeless gave the impulse to make the business of fire insurance more efficient
and responsive (Pearson, 2004). In the mid-18th century, the first company operating in
the field of life started in England. Towards the end of the 18th century the development
of agriculture motivated the emergence of the insurance of livestock. In Scotland, in

1745, two churches set up the first account grounded on financial and actuarial standards
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and the calculus of death expectancy. A relevant circumstance was that premiums were
invested and beneficiaries would be compensated based on the proceeds of the
investment. This is the first case of investment of the premiums (Ferguson 2008, 191—
95).

In the New Continent, in 1735, in Charleston (SC), the first insurance company
was created in North America (Wertheimer, 2006). The company was an owners
‘association to share the losses to their houses due to fire (Cummins & Venard, 2007).
The company stayed in business for five years. In 1752, Benjamin Franklin instituted the
Philadelphia Contribution for the Insurance of Houses from Loss by Fire to spread the
risk and develop perpetual insurance against fire. The company made several
contributions on the area of prevention (particularly in the area of fire). The company did
not provide coverage to houses and buildings that did not follow standards and where the
risk of occurrence of the event (fire) was too high, like wood houses. In 1787, fire
insurance was formed in New York and in 1794 in Philadelphia (Sachit, 2009). In 1759,
the Presbyterian Synod of Philadelphia created the first life insurance corporation in
United States, which operated in favor of the minsters of the Synod and their families
(Sachit, 2009; Zelizer, 1983). Similar groups witnessed formations and split into several
firms. Many were based in Hartford (e.g., Aetna, Travelers).

As these firms grew in resources, credibility and comprehension of the practices
of sharing risk, they started to present insurance coverage in different areas. As insurance
companies wanted to meet people around the county and sell them policies, they

appointed agents to operate insurance on their behalf. This started the system of agency

64



for insurance, still operating in the US nowadays (McCosker, 1945). In addition, as the
business of insurance was becoming more complex, the first regulations were issued.
During this period, regulation of insurance emerged, for example, in 1681 the French
Ordonnance was issued and constitutes the first government regulation in the field of

marine insurance (Manes, 1942).

In Latin America, Spain imposed its system on the Latin American countries
including its model for insurance (Oszlak, 1981). Maddison indicates that the “significant
differences between the growth trajectories of Latin and North America are related to the
impact of colonialism on institutions and social structure”. He adds: “Spain focused its
colonial activity in Mexico and Peru, i.e., the most densely populated places at the time
of the invasion. Aztec and Inca elites and their priesthoods were eliminated; old gods,
calendars, records, property rights and indigenous institutions wiped out; churches and
convents built on the ruins of Aztec and Inca temples. Land was assigned to the
privileged elite of Spaniards who was given the control of the Indian population, which
supplied labor to mines and agriculture. There were rigid social distinctions between the
ruling elite and the indigenous population, which had no legal rights, access to education
or land. The main aim of this tribute imperialism was to transfer a fiscal surplus (in
precious metals) to finance government aspirations in Europe.” (Maddison, 2007, pp.

493-4)
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By the year 1825, all Spanish-American colonies with a total of 14 million people
became independent states. The new states got the deep inequalities of the period from
colonialism.

Portugal had a more rational approach in Brazil, creating export agriculture
dependent on plantations of sugar, with only loose imperial control. As there were few
indigenous workers, slaves were shipped from Africa. Between 1500 and 1870, 3.6
million slaves arrived in Brazil. Towards the end of colonialism, 50 percent of the
population was in slavery. Brazil ended slavery and became a republic in the year 1889.

The Netherlands and U.K. followed the same approach in the islands of the
Caribbean they got from Spain in 17th century. The colonies specialized in production of
sugar, and were importing most of the food. By the year 1820, 3.7 million African slaves
arrived in the Caribbean islands. In the 17th and 18th centuries insurance developed
rapidly along Dutch and British commercial expansion (Martin, 2010).

The expansion of insurance in Latin American countries started with insurance
covering trade undertaken by sea with Europe. It was taking place with the creation of
local companies connected with their counterparts in the European country.

Insurance as it stands today began around the mid of the 17th century, when the
theoretical bases for insurance started and the importance of the support of research for
insurance operations began to be recognized. Stigler (Stigler, 1990) underscores the role
of research and measurement, and dedicates a large part of his analysis to how
probabilities, throughout history, have been dealing with uncertainty. However, he also

recognizes the intuition of the insurer.
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Research and studies on mathematics, statistics, and probability and their
relationship with insurance were developed by towering individuals that between 1650
and 1800 create the basis to define insurance policies and products based on assessments,
expectations and calculations (Bell, 1986). In this respect, Franklin (2001), Ferguson
(2008, pp. 189-201) and Bernstein (1998) outline several individuals and breakthroughs,
especially in the areas of mathematics, statistics and probability. In the mid of 17th
century, Blaise Pascal, together with the mathematician Fermat, constitutes a landmark in
the discoveries of the theory of probability (Bell, 1986, p. 86). Another key individual,
John Graunt (1620-74) (Graunt, 1975), created the science of demography, i.e., human
populations’ statistical study. He analyzed critical statistics, especially the birth and death
compilations in London between 1604 and 1661 that would result in the life expectancy
tables. In 1693, following Graunt’s work, the astronomer Edmond Halley (1656—1742)

formulated the first life expectancy and mortality tables, (http://www.pierre-

marteau.com/editions/1693-mortality.html) (Henderson, 2009).

In 1756, Joseph Dodson (1696—1772) rectified the tables and made it possible to adjust
the insurance premium according to the person’s age, while before people paid the same
premium, irrespective of the age. Edward Wigglesworth (Vinovskis, 1971) - considered
one of the founders of the actuarial science- prepared the first table of life expectancy in
the U.S. The work of Jacob Bernoulli was very relevant as he presented the ‘Law of
Large Numbers’ and then formulated a mathematical confirmation, included in Ars
Conjectandi (The Art of Conjecturing), in 1713 and later was named the “Bernoulli’s

Theorem”. Abraham De Moivre enunciated the normal distribution (“de Moivre,
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Abraham,” n.d.) (Walker, 2006). Subsequently, De Moivre investigated infinite series,
the application of probability to mortality statistics, and the creation of the theory of
annuities (Stigler, 1990). Gauss defined the normal curve (Gauss 1809). Daniel Bernoulli
(1954) presented the theories of utility and risk. Thomas Bayes (Joyce, 2008) set the basis
for further statistical development in the area of probability.

Against this background, while recognizing the role of research, Austrian
economists consider that uncertainty is inherent in human action. Insurance is the transfer
and pooling of risks based on a whole class of probability and insurance is undertaken
even in situations of uncertainty (Mises, 2007, p. 109; Rothbard, 2011a, pp. 552—6,
2011b). In fact, history shows insurance policies were issued in absence of knowledge; it
also shows that pioneers of insurance and entrepreneurship encountered failures and
difficulties. This gives evidence that it takes some time before an insurance operation
becomes widespread and accepted (High, 2009a).

However, during this time, key concepts of insurance appear: “the event of misfortune to
a thing can be sold independently from the thing itself; the premium of an insurance
policy represents the quantification of the risk involved; the profit can be made from
estimating the risk correctly; the premiums are invested” (Franklin, 2001, pp. 273-4). It
will take time for these practices to become principles.

VI. Growth, Management and Social Insurance

In the 18th century, Anne-Robert-Jacques Turgot (1727—-81) and Frangois
Quesnay (1694—1774) — labeled the physiocrats (Buck, 2010) - reassessed the role of the

individual in opposition to the dominant mercantilism. The disappearance of guilds led to
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a revaluation of the role of the individual. The realization of the individual became a
driving force that encouraged people to trace new protections and insurance forms.
Increase in activities that were insured encouraged the necessity for a management
approach that was more professional. By the 19th century’s end, political and social
issues became evident and the greater role of workers prompted the intervention of
government in the economy with special provisions and social programs.

In this period, substantial developments took place around the world, and
economic activity and insurance advanced together.

The experience of the last decades of the 1700s and during the 19th century,
particularly in the U.K. and also in the United States, provides an opportunity to
researchers to monitor the relationship among financial services including insurance,
economic activity and growth (Lee 1987; Barras 1986, 1990; Cain and Hopkins 1993;
Rubinstein 1994; Lee 1990). Huge capital amounts would not have been invested without
removing some of the risks by recourse to insurance. Hence, large-scale industry,
insurance and finance have been interacting in their way ahead and the insurance
policies’ availability facilitated investments. In the 19th century, the expansion insurance
firms kept up with the rise of banking. Large increases in insurance amounts, an amazing
capital asset growth and development of trade were the main characteristics, particularly
towards 1875 (Manes, 1942, p. 43). The advance of insurance favored the expansion in
transportation and industry while better communications and knowledge speeded up the
process. Under these circumstances, for the insurance business, the model of the joint

stock company became more apt than that of the private company.
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i. Expansion of Insurance Activities

During the 18th century, there was a further expansion of the role of insurance.

Around 1830, risks started to be better defined and classified (Manes, 1942).
After 1840, several factors including less attention to religion helped the boom of life
insurance. At about the same time in relation with the development of railroads, accident
insurance acquired popularity in Europe. Cuthbert Heath (1859-1939) formulated non-
marine insurance at Lloyd’s and is given credit for as the father of non-marine insurance
(A. Brown, 1980). He went on to bolster Lloyd’s reputation in the U.S through the
payments of all claims coming from the San Francisco’s earthquake and fire of 1906,
regardless of how the policies were written.

The year 1876 saw the introduction of liability insurance. Damage insurance to
plumbing and plate glass followed, and then other branches emerged. New types of
insurance coverage were added, primarily for the protection against losses due to acts of
people, like burglary. The ‘Workmen’s Compensation Act of 1897 in the U.K made
compulsory for employers to cover employees against accidents. Public liability
insurance appeared in the 1880s, and got major significance with the diffusion of the car.
Hence, insurance products were issued for natural calamities, and actions related to
human choice like negligence. These policies prompted the coverage of a great number of
risks.

Insurance activities also grew in Latin America. According to Levy and Pereira
(2007), “insurance is one of the oldest fully regulated economic activities in Brazil,

beginning among the Jesuits in the 16th century with Father Jose de Anchieta, who
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funded “means of assistance” without a proper policy by using mutualism” (A. Levy &
Pereira, 2007, p. 782). The first published insurance law was a document dated 1791 by
the Portuguese king that officially began the activity of insurance in Brazil submitted to
Portuguese regulation.

Even so, the “independent” history of insurance in Latin America begins in the mid-
1800s. According to Abreu and Fernandes (2010), “the history of insurance companies in
Brazil began in 1808, when two insurance companies were founded in the province of
Bahia: the Companhia de Seguros Boa F¢ and Companhia de Seguros Conceito Publico.
The development of the insurance business was slow, due to limited economic
opportunities and political and institutional instability, e.g., Brazil became independent
from Portugal in 1822, and inherited a weak institutional and political framework from
Portugal. The first activities were in maritime insurance linked to the traffic of coffee and
also related to the traffic of slaves, which were very popular in Brazil” (Abreu &
Fernandes, 2010, p. 6).

During the 19th century, insurance expanded in Latin America and foreign
companies could open and operate through the agency system. In that form, British,
Swiss and German firms began operations in South America. This was owing to the
promising Latin American market, and to the trade with European Continent; e.g.,
Argentina was a fertile ground for U.K. commerce (Daudin, Morys, & O’Rourke, 2008).
Local insurance companies, like Estrella in Argentina, reacted negatively against foreign

insurance companies.
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At the beginning of 1900, following independence, Latin American governments
took nationalist attitudes and in the insurance sector imposed restrictions and limitations
on foreign insurance firms, e.g., purchase and deposit of local securities. At the root,
there were local companies that lobbied congress (C. A. Jones, 1984, p. 114).
Furthermore, following the interventionist attitude that was ubiquitous in the continent,
many governments of Latin America decided to control insurance firms. For example, in
1924 the ‘National Insurance Bank’ was formed in Costa Rica as a monopoly of the state
for the provision of insurance and banking services.

At the end of the 19th century, governments had assumed a bigger role in insurance. In
Brazil, tight regulations were issued to limit insurance operations and hence profitability,
e.g., obligation of retention of funds in the country. Regarding government intervention
in the economy, the example of Argentina is illustrative. Despite modeled after a free
country'’, the political reality moved Argentina as well as other Latin American countries
toward protectionism and state intervention, which did not support development (C. A.
Jones, 1984, p. 120).

The expansion of insurance and the new requirements and demands move the
insurance industry and governments into two main directions: better management and
more programs of social insurance.

ii. Management
Development of the industry of insurance needed a robust professional

management from operational and financial viewpoints, i.e., insurance firms began to

19 The 1854 Argentinian Constitution was formulated along the lines of the U.S. Constitution.
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organize themselves in a sound way to react to the requirements of an expanding
economy.

From a financial viewpoint, New York Fire Company stresses the prerequisite of
adequate reserves to meet needs and liabilities (1835). Following that move,
Massachusetts is the first state where firms were required to post reserves for losses
(1837) (Sachit, 2009). The 1871’°s Great Chicago Fire caused destruction and highlighted
the fires’ costly nature in compact cities and hence the significance of prevention and
appropriate reserves. In those years, reinsurance constituted a growing activity (Gastel,
2004) that was crucial to the further expansion of insurance. Reinsurance began in several
insurance lines and was introduced to avoid financial problems in case of catastrophes
and disasters (Doyle & Ericson, 2004, pp. 35-6).

From an operational viewpoint, associations among insurers and the
reorganization of firms intended to put the industry in position to satisfy the demand. The
main forms were insurance trusts that often operated globally (Manes, 1942). Moreover,
insurance business’s rationalization takes place in various ways: under the two
alternatives of the agency and the branch systems, standardization, specialization and
stock firms.

With respect to the operational transformation, two different systems are: the insurance
brokerage and the insurance agent (or branch-office system). The insurance brokerage
system is the so-called system of canvassing that was initiated in the U.S. and foreign
companies introduced it in Latin America. The broker is not linked to an insurance

company but represents the customer.
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The agency system implies that the insurance agent is an insurance company's
representative by way of agent-principal link. The agent's primary loyalty is with the
insurance carrier. The system of agency or branch-office system basically assumed two
forms: big firms (mostly European reinsurance firms) established branches engaged in
the business of insurance; or numerous organizations, apparently different but connected
by personal bonds, came to the fore to work on different insurance branches. The two
forms of organizations of the insurance business have established themselves during this
period and supported the growth of insurance. In United States as well as in other Anglo-
Saxon countries both systems operate and increase competition. In European and in Latin
American countries the agency system prevails.

During this time, insurance firms moved towards a progressive specialization
through combination of several products, and also through the combined working of
different divisions of insurance, and the result was a noteworthy overhead cost reduction.
Along these lines, one sees the customers’ progressive classification in line to the social
status, and as a consequence insurance firms specialize to particular professional
categories. Rates of premium and other conditions differed from firm to firm, depending
on the category of people served.

As insurance firms were managed more efficiently, they started the
standardization of provisions for the premium level, including periodic payment (Manes,
1942). This gave incentives to insurance firms to cater to certain professional categories,
which were thought to have the similar needs. However, standardization of insurance was

not widespread, which made it difficult to compare prices and services that various
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companies offered. Standardization is still relevant among the “mutual”, cooperatives and
organizations that are community-based operating in the field of micro-insurance and
strive for standardization. Stock firms started to adopt some principles of mutual firms,
e.g., paying dividends to policyholders (Manes 1942), while incorporating into their
statutes some of the advantages offered by stock firms.

Coase and Desmetz (1937; 1967) help to explain the transformation and
rationalization of insurance companies in this period. Given several technological
changes, and a greater demand for coverage, insurance companies reduced transaction
costs in the delivery of their products. In addition, they delineated property rights around
the insurance contract and hopefully arriving at offering coverage at fair price.

ili.  Social Insurance

Toward the 19th century’s end, the rise of the working class and its expanding
political significance created more standard requirements; thus, programs of social
insurance started with the support and resources of the public sector. At the same time,
insurance plans suitable for small businessman were introduced. During the 19th century,
“friendly” and “beneficence” organizations materialized to protect health and lives of
members, and several of these organizations provided members-only, low-cost insurance
(Bernstein, 1998; Sachit, 2009). Nowadays, labor organizations and friendly societies
continue offering insurance coverage and many employers back policies of group
insurance for employees, including life insurance as well as health, and other forms of

coverage.
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In Germany, the first chancellor, Otto von Bismarck formulated the first welfare
state operations. Bismarck implemented social legislation to preempt socialist programs
(Eghigian, 2000). The goal of Bismarck was to approve the minimum features of the
programs, tolerable to the German government, without any visible socialistic pieces,
suitable to increase productivity and achieve political consideration. These programs
involved health insurance, accident insurance (workmen’s compensation), disability
insurance and old-age retirement pensions. The Reichstag approved legislation to deal
with health insurance (1883); accident insurance (1884); and retirement pensions and
disability insurance (1888) (Ferguson, 2008, p. 203). With the legislation of social
insurance of Bismarck set the stage up for greater state intervention.

However, while Germany started government intervention in social legislation, it was the
Japanese who generated an enormous welfare state (Shibata, 2008).%°

Social programs in Latin America were modeled after those of Portugal and
Spain, which had influences from the French system.? In 1819, Simone Bolivar strongly
advocates social security as a way of achieving happiness, social security and political
stability and influenced substantially the social programs of Latin American countries.

With insurance becoming more established, there existed a trade-off between the
benefit of uncertainty reduction and promoting economic initiatives, and the people’s

tendency to become less active and entrepreneurial and instead depend on the

20 Cutler and Johnson (Cutler & Johnson, 2004) identify key factors (e.g., strain from expanding
capitalism; need for political legitimacy; increased wealth; and the outcome of leviathan government) that
led to the adoption of national old-age insurance and health insurance programs. They find weak evidence
that these factors explain the adoption of old-age and health insurance and conclude that social insurance
can be politically expedient for many different reasons.

21 As mentioned, the English influenced the development of insurance markets in Caribbean counties.
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government: “There is nothing to gain by idleness . . . . Men must be active persevering
and energetic” (Hunt, 2003, p. 775). However, it is interesting to know that the social
security programs of Bismarck and the ideas of Bolivar (Ferrara & Tanner, 1998) were
politically driven and there is little concern and opposition (except some opposition
inside Bismarck’s party quickly dismissed) to the introduction of social programs similar
to what comes almost 200 years later, i.e., the possibility of obtaining low-cost insurance,
e.g., Social Security, reduces the incentive to pursue entrepreneurial activities
(Ilmakunnas & Kanniainen, 2001).
VII. Rationalization and Internationalization

From 1919 to 1923, the years of hyperinflation were destructive for the business
of insurance (Evans, 1987) that cannot properly function if the currency of reference is
not trusted. Devaluations hit hard insured and insurer: they faced an impact on claims
paid and on accumulation of reserves. As a matter of fact, the period associated with
reimbursements for the war was less disruptive than one could have thought (Butt, 1984,
pp- 155-72). Despite the massive number of deaths, none of the life insurance firms
postponed payments. The difficult situation created a series of impacts: insurance firm
combinations to increase funds available and reduce costs; realization of research as a
relevant field and also as a tool to increase funding. These constitute powerful
motivations for rationalizations in the form of mergers, combinations and integrations
(Barr et al., 2006; Bouwens, 2007; Cheffins, 2003; Lipton, 2006).

Combinations intended to achieve rationalization of insurance operations

produced (Pearson 1997a, 2004): (a) an increasing tendency toward risk specialization
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and individual judgment gradually substituted the collective experience of insurance
companies; (b) an inclination toward integration of several insurance branches within one
firm; and (c) an attractiveness for group policies. The same process of rationalization
with integrations and combinations was taking place at the global level.

In most countries, as Barr and other authors (2006) indicate, the wave of
integrations was such that the control of the financial apparatus became concentrated in
the hands of few people who had multiple functions (e.g., with finance and with the
industry). According to Barr and other authors (2006) those who achieved an
extraordinary level of power and prestige, for instance, the Rothschild family, included
multiple interests: bullion brokering and refining, commercial bills, commodity trading,
foreign exchange trading and arbitrage, insurance, personal banking, in more than one
country.

Progresses in research and studies of insurance continued and started to
complement the improvement made in the operations of insurance particularly during the
second half of the 20th century. Discovery especially in the natural science, statistical and
mathematical fields increasingly influenced the operations of insurance. The German
Insurance Association (Gesamtverband der Deutschen Versicherungswirtschaft) — with
members from more than 40 countries- promoted the role of science for the insurance
sector since 1900 and established a link with universities where new findings were
announced. Japan took a similar strategy of linking research and insurance operations

(Pearson 1997a, 1997b).
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The continuous expansion of insurance companies required more government
intervention.

VIII. The Era of Big Changes: the Second Part of the 20™

Century

A. Role of Government: Overview - Advanced Countries

Since late 19th century, government has kept on entering the insurance field,
especially with the goal of safeguarding workers with respect to sickness and disability,
unemployment and old age (Sachit, 2009). Political motivations were behind this
intervention that had also the goal of reducing uncertainty. The First World War and The
Great Depression government intervention in the economy amplified the amount of
governments’ securities that insurance firms among others subscribed. In World War II,
the US government gave life insurance to armed forces, pensions for government
employees and veterans. Government tried various forms of crop insurance, until
Congress introduced the ‘Federal Crop Insurance Act of 1938” (Kramer, 1983).

From World War II through the early 1980s, intervention of government was
widespread, resulting from Keynesian policies (Pugh, 1996). Private-sector doctrines of
the early 1980s and the tumble of communism of late 1980s started a new era.

Social insurance and reinsurance were the main forms of the direct intervention of
Government in the insurance markets. Indirect intervention involved supervision and
regulation. Direct intervention was typical in European and emerging markets, while

indirect intervention distinguishes Anglo-Saxon countries. Governments also intervene
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by means of the tax code with tax deductions for particular policies. Social insurance
constituted the main area of intervention, especially in Latin America and Continental
Europe.

In the 1980s, the application of private-sector doctrines led to a progressive
reduction of the role of government in the economy (Cerny, 2008; Giddens, 2000) and to
the formulation of private alternatives that gave a fresh foundation to capitalism (Doyle
& Ericson, 2004, pp. 6-7). The policies started in Great Britain and in the U.S., and then
spread into other countries, including emerging markets. In the financial markets, the
1980s saw a theoretical revolution (Fama, 1965; Lintner, 1965; Markowitz, 1991; Sharpe,
1964) that stimulated deregulation, and liberalization (Cassidy, 2010, p. 86). Efficient
market theories created innovation and owing to technological advances sophisticated
models to operate especially in financial markets.

Following the devastating crises of the 1980s, the privatization policies reached
Latin America in the 1990s. To recuperate for the “lost decade” (Fraga, 2004;
Korzeniewicz & Smith, 1996), many Latin American governments went at the forefront
in the liberalization and privatization of their economies. In that context, it took place the
introduction of pension plans based on personal contributions, with limited government
cost.

B. The Intervention of Government: Latin America

The government intervention in the economic activity in Latin America took

place in various forms since independence and basically lasted till the end of the 1980s

(Santiso, 2007). “The political theory of the state and the role of government in Latin
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America derive from colonial countries, i.e., Spain and Portugal and Continental Europe
in general, which regarded government as good, natural and necessary for the welfare of
society” (Wiarda & Kline, 2010, pp. 59—61). This is in stark contrast to the American and
Anglo-Saxon viewpoint that government is an evil that is necessary, but must be limited
(H. L. A. Hart, 1982).

The intervention of the government on the economy was in line with the policy
recommendations of CEPAL (Comisién Econdmica para América Latina)*: “Many Latin
American governments adopted policy recommendations of CEPAL in an attempt to
speed industrialization ...protection and subsidies for local industry and political
representation and welfare for the masses” (M. Reid, 2008, pp. 78, 118-20). Government
intervention reached its peak in the 1960s. Protectionism, heavy government
interventions along with a weakly diversified export sector dependent on primary
commodities and the swings of their prices, made Latin American countries also
dependent on foreign savings. However, the economies were always fragile and volatile
and foreign loans could drain at the first signs of crisis. Moreover, the recurrent crises
made low-income people to suffer significantly more (Miguel Braun & di Gresia, 2004).

The countries of Latin America have always been inclined to introduce programs
of social insurance to safeguard the population’s poor segments. The programs were
enacted primarily for political reasons after the European models, with no attention to the
financial impact on a region exposed to economic crises. In this regard, Brazil is a

relevant example of government intervention that influences market development.

22 In English, CEPAL’s name is the Economic Commission for Latin America (ECLA), which was
established by the United Nations Economic and Social Council Resolution 106(VI) on February 25, 1948,
and began to function that same year.
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Public policies toward insurance fluctuate between direct intervention and
regulation and supervision.

i. The End of the 19th Century

The Brazilian economy, highly dependent on coffee and exports, suffered
recurring crises in the world markets. However, from 1850 and until the 1920s the
Brazilian development was quite substantial. Significant industrialization occurred in the
1890s, urbanization and modernization of the infrastructure and diversification of coffee
planters.

With respect to insurance, despite the dependence on coffee, insurance of crops
did not occur in Brazil at that time (Graham, 1972, p. 91). The price of coffee was
volatile owing to the conditions of the weather and the characteristics of the crop, and
insurance was used only for coffee trade business, i.e., maritime insurance. According to
Abreu and Fernandes (2010), Joaquim Murtinho played a significant role as finance
minister of Brazil (1898—-1902) with relevant impact on the insurance sector. At the end
of the 19th century, he implemented a program of stabilization that arrested the
devaluation of the currency and led to the recovery of external credit; introduced the first
comprehensive legislation regulating insurance.

Among the crucial parts of the legislation was the establishment of the General
Superintendence of Insurance Companies (Superintendéncia Geral de Seguros), under the
Finance Ministry, which was split into the Superintendence of Maritime and Non-
Maritime Insurance (Superintendéncia de Seguros Maritimos e Terrestres) and the

Superintendence of Life Insurance (Superintendéncia de Seguros de Vida). The
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superintendence supervised insurance firms, gave advice to the ministry on charter
issuance (cartas-patentes), i.e., all insurance firms must apply for a license. Fees paid by
the insurance firms are the primary sources of funding.” The legislation envisioned to
make the operations of insurance safe by instituting a supervisory body; establishing
limits to the issue of insurance products (i.e., up to 40% of the company’ capital); and
ascertaining that funds would not be drained to other markets. Insurance companies could
not enter reinsurance activities. The specific goal was to maintain funds in Brazil.
However, the provision reduced the possibility of spreading risks and was discriminatory
vis a vis foreign insurance companies. Abreu and Fernandes (2010, pp. 22-3) argue that
the domestic financial market was not developed enough to absorb all funds from
insurance companies.

The negative attitude toward foreign companies was widespread in Latin America.
The dominant view (Abreu & Fernandes, 2010, p. 10) was that overseas firms kept
“impenetrable secret about their processes, reserves and capital”’—a sentence attributed to
Joaquim Murtinho, the Brazilian finance minister. Foreign companies were accused of
tax evasion, and unlawful transfers of funds. In addition, there was the lobby of domestic
insurance companies and many believed that the departure of foreign companies would
leave more room to Brazilian companies, e.g., in this respect, during 1901-02 as overseas
firms exited the market, Brazilian firms enhanced their capital. Following the

introduction of the new regulations, overseas firms restarted working in Brazil; their

23 Companies were also asked to deposit 200 Contos de Reais—the local Brazilian currency at that time—
to guarantee compensations from possible losses.
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overall market share was 8.6 percent, and the size was smaller than that of Brazilian
companies.
ii. The First Half of the 20th Century

Up until 1925, the Brazilian economy performed relatively well. Then the Great
depression and War World II came and had negative impact on the economy. After 1942,
an era of high economic expansion started (GDP growth of 7 per cent per annum,
population expansion of 3 per cent per annum) and lasted for two decades.

Inflation has always been a problem; it rose in the last War years to touch twenty
percent annually, followed a decrease in the period immediately following the War, and
became chronic in the 1950s and 1960s. The lack of independence of the Central Bank
of Brazil from the government and the ensuing printing of money to finance
government’s deficit constituted the structural problem at the root of the massive
inflation.

The other relevant point for Brazil was that despite its strategy towards
manufacturing, the economy was based on agriculture with little export diversification.
Balance-of-payment’s issues were aggravating the situation as the cyclical fall of coffee
prices resulted in difficulties of balance-of-payments, grave debt service payments during
the years 1961 and 1962 and subsequent rescheduling (Abreu & Fernandes, 2010).

The Great Depression of 1929-32 had a severe impact on Brazil. Loans to Brazil
plunged in the middle of the year 1928 after the financial squeeze encompassed by FED

of the United States, which ended in 1930. Exports of Brazil plummeted as price of
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coffee dropped. The end of the gold exchange standard had negative repercussions on
devaluation, foreign exchange availability, public accounts and coffee prices.
During the Great Depression, a new wave of nationalist rules favored autarky and
intervention of the government in regulation and supervision and also in the market as
direct provider of goods and services. As part of the escalating nationalism, and
following the Constitution of 1934 and that of 1937, foreign firms in water resources,
mining concerns and mineral were nationalized. Shareholders of insurance firms and
banks had to be of Brazilian nationality.
The government started to intervene in the market for foreign exchange, setting an
“official” overpriced rate of exchange and rationing foreign exchange access by
establishing foreign exchange controls. The policies of intervention in the foreign
exchange markets remained in place for more than 60 years, into the ‘90s.
In line with government intervention in the year 1953, the new Banco Nacional do
Desenvolvimento Economico (BNDES) was partly funded by transfers from an increase
in social insurance institutions’ technical reserves and the reserves of saving societies
(caixas econOmicas), and insurance firms.

With respect to insurance, using data from (Abreu & Fernandes, 2010), Table 2
shows the evolution of the insurance activity in Brazil between 1900 and 1925. Table 2
displays the prevailing role of maritime insurance and the relative few number of life
insurance companies. Table 2 also illustrates that foreign companies were not relevant in
Brazil until the first quarter of 1900. The trend of the level of premium until 1925

confirms that maritime insurance constituted the core of the business.
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Table 2-Development of Insurance Activity in Brazil

Development of Insurance Industry in Brazil (1900-1925)

Total Companies of which Brazilian of which Foreign Total Premium USS Millions
Type of Insurance - - - -
1900 1918 1025 1900 1918 1925 1900 1918 1925 1900 1018 1925

Life Insumance g E3| 19 7 30 18 1 1 1 6 6

Maritime and non 57 4 45 20 5 12

Manfime
=
Total 88 93 7 30 o3 1 1 30 385 11 18
T d
Overall Market Share 7890% 76.80% 21.1% 232%

Source: (Abreu & Fernandes, 2010). Values converted from Contos de Reais into US Dollars.

There was no contraction of insurance business in the whole period until 1942.
After 1942, Premium to GDP was moderately moving up ((Abreu & Fernandes, 2010, pp.
20-1).

During World War I, the government issued the Civil Code that came with an
entire chapter devoted on insurance. It covered all insurance branches, i.e., “maritime and
non-maritime insurance,” “life insurance” and “mutual insurance”, and constituted an
improvement over the previous 1850 “commercial code,” limited to maritime insurance.
In 1919, insurance received a boost with the introduction of work accident insurance.?* In
1920, foreign and domestic insurance companies were placed on an even ground without

discriminations; and the control over the insurance market was lessened.

24 Employers’ judicial responsibility for work accidents was legally defined to protect mostly urban
workers. The legislation defined the type of policies insurance companies could offer: “death,” “total or
permanent handicap,” and ‘total or permanent handicap for work; compensations for “death” and “total or
permanent handicap” was equal to the sum of three years of the employees ‘wages.
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The nationalist attitude led to the creation of the state-owned Instituto de
Resseguros do Brasil (IRB; Brazilian Re-Insurance Institute), which had hegemony over
the reinsurance and the insurance business for more than 50 years. The government’s
intervention in the market of insurance was aimed at containing the outflow of funds
abroad due to payments for reinsurance (Abreu & Fernandes, 2010). In 1939, Decree
Law 1186 of 3.4.39 gave IRB the total domination on reinsurance and redistribution of
business; imposed operational limit to insurance companies; established that the tables of
retention needed the approval of the Departamento Nacional de Seguros Privados e
Capitaliza¢do (DNSPC). # In early 1940s, it became mandatory to reinsure with IRB
part of the coinsurance business. The decree also imposed limits and restrictions on
insurance companies operating in Brazil.”® Restrictions to acceptances of insurance
depending on assets were discriminatory toward foreign firms.

iii. Stabilization and the Economic “Miracle”: 1964-Early 1980s

The coupling of inflation and the downfall in the economic activity in a politically
unstable situation led to 1964°s coup. The new military regime remained in power more
than 20 years and implemented bold economic reforms: reorganization of the public
sector and public finances; reduction of expenditures; financial reforms with creation of
government debt denominated in domestic currency. Important legislation was issued
concerning housing, job stability, social security and foreign exchange regime

simplification. Despite reduction in anti-export prejudice and lesser restriction over

25 The IRB was not under the DNSPC’s supervision since it was a government-controlled institution.
26 The criteria to classify an insurance company as foreign were not made public.
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Foreign Direct Investments (FDI), Brazil remained a closed economy with considerable
intervention by the government.

In the insurance business, various institutional changes were implemented, with
the primary objective “to avoid the drain of foreign exchange.” In 1996, the legal
framework was changed with the creation of the Private Insurance National System
(Sistema Nacional dos Seguros Privados, SNSP) comprising the National Private
Insurance Council (Conselho Nacional dos Seguros Privados, CNSP), the IRB, the
Private Insurance Superintendence (Superintendéncia de Seguros Privados, SUSEP), and
insurance companies and brokers.

CNSP’s duties include definition of insurance and reinsurance policies, regulation, and
oversight of entities operating inside the SNSP. SUSEP is in charge of implementing
policies set by CNSP’s, supervising firms, processing applications and approving
coverage of premiums and contracts. The IRB remained responsible for reinsurance both

domestically and abroad and the placement of overseas insurance.
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Table 3 Development of Insurance Industry in Brazil

Development of Insurance Industry in Brazil (1940-1990)
Years
Companies
1940 1960 1980 1990
of which Brazilian 73 158 161 172
of which Foreign 32 35 29 18
Total 105 193 190 190
L L
Premmm/GDP Ratio| 0.44% 0.77% 1% 1.3%

Source: (Abreu & Fernandes, 2010).

Table 3 above provides a picture of the development of the insurance industry in
Brazil during the period after World War II until 1990. It shows the slow but significant
development of the insurance activity in Brazil as the penetration ratio indicates. Table 3
also suggests that after World War II there was a limit to the role of foreign insurers in
Brazil.
The business of insurance in the 1980s was skewed toward the Southeast—the area with
the most dynamic economic activity—with about 81 percent of premiums. More recent
data (2007) say that Southeast’s share GDP was 56 percent (see
http://www.ibge.gov.br/home/estatistica/economia/contasregionais/2003 2007/
tabela02.pdf). The premiums/GDP ratio was in the 0.9—1.0 range, with the growth of

GDP at about 8% yearly in 1964—80.
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Compulsory automobile accident insurance began in the year 1966, and had a lot of
influence on total premium. Auto insurance share more than doubled, to 32.4 per cent,
whilst insurance of fire dropped to 23.9 per cent and insurance of life stayed at about 18
per cent. In 1995, Mercosur — Mercado Comun del Sur- countries introduced a mandatory
auto insurance called Carta Verde, a third party liability coverage of cars for accidents
occurring in any of the Mercosur countries (A. Levy & Pereira, 2007).”

The IRB in Brazil constitutes an example of the typical Latin American pattern of
intervention by the government in the economy. (Abreu & Fernandes, 2010) report that
the continuous negative insurance account in the balance of payments (outflow of about
US$10 million yearly from 1947 to the mid-1970s) determined to put IRB in charge to
seek international reinsurance operations abroad. An IRB office was opened in London,
and the United Americas Insurance Company, controlled by the IRB, conducted business
from New York. This allowed a significant rise in the IRB’s revenues and outflows
related to insurance. However, the initiative led to severe losses in the early 1980s and
brought down the IRB.

C. Economic Stagnation and High Inflation: 1980-93

The 1980s and early 1990s were periods of inflation, stagnation, high debt and
financial crisis in Latin America. Following 1979’s oil shock and the ensuing rise in
global interest rates, inflation accelerated from 40 per cent annually to 80 per cent

monthly in the early part of the 1990s that several plans of stabilization did not correct.

27 There are maximum coverages for the various events. In order to proceed to payment, there should be a
cross-border agreement among insurance companies so that payments are in local currency. In Brazil, only
five insurers offer this coverage. Their written premiums are R$1.1 million in 2004 and they have a 0.02%
loss ratio.
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The economic stagnation prompted serious objections regarding the economic and social
strategy followed for more than 60 years centered on a prevailing role of government in
the economy. Following brilliant performance in terms of economic growth until the
1970s, i.e., Brazil was in the same league than Japan and South Korea, the Brazilian
economy witnessed stagnation in the 1980s. During 1980-93, average annual GDP
growth dropped to 1.6 per cent; the annual inflation jumped to 426 per cent.

In insurance, regulations pertaining to price indexation were critical for figuring
out insurance profitability owing to the asymmetrical revenue and expenditure
indexation. In 1987, SUSEP made it mandatory to use monetary correction to adjust
payment of claims.

Towards the end of the 1980s, the losses of IRB became unbearable, i.e., the IRB
suffered massive losses due to its London and New York offices. In addition, there were
other losses pertaining to export credit insurance. In the month of February in 2000, the
government returned 900 million US$ owed by Seguro de Crédito a Exportagdo, under
IRB’s operation, to Finex (Fundo de Financiamento a Exportagdo).

FDI in insurance rose gradually in the period 1980-93, doubling to 160 million US$ as
cumulative FDI tripled. The increase of FDI in insurance was related to the regulations,
in 1986, opening to more foreign participation.

Due to the problems with the country’s balance of payments, the 1988 Constitution
restricted foreign access to Brazil’s insurance market further ** i.e., the incorporation of
new branches and subsidiaries of foreign insurance companies and the increase in the

percentage of the participation of foreign persons and firms in the capital stock of

28 Regulation of the financial system was to be defined by constitutional amendments.
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Brazilian insurance institutions with headquarters in Brazil were not permitted. Imports
could be insured only with companies established in Brazil; exports had to be insured in
Brazil when the sale included the insurance cost (Trade Compliance Center, 1996).
D. The Reforms of the 1990s

In the 1990s, Latin American countries reexamined the role of government, and a
number of radical reforms took place following a neoliberal agenda: privatization,
liberalization and deregulation were enacted in efforts to create more competition;
improve efficiency by transferring the state-owned sector into private hands (Kent, 1987);
obtain cash for the national Treasury; strengthen financial markets, among them the
insurance market. In 1994, Brazil launched the Real Plan (named after the real, the
country’s currency) to reform the economy. It incorporated a conventional
macroeconomic policy approach embracing fiscal discipline, a floating exchange rate and
inflation targeting. After the Real Plan, the East Asian financial crisis in 1997 spilled over
into Brazil in the following year and in the whole Latin American continent. Since then,
there have significant economic improvements (OECD, 2011).

i. Privatization

In 1990s, government reduced substantially the market enterprises directly
owned. Although going for more efficiency and cash relief, privatization was viewed as a
way of jump-starting markets by broadening the ownership of securities. The
privatization of social security systems deepens capital markets and social security’s
privatization created private saving pools that would finance investments. Individual

regimes of capitalization were supplanting regional pensions, starting with Chile (1981);
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Peru (1993), Colombia and Argentina® (1994), Uruguay (1996), Mexico and Bolivia
(1997), El Salvador (1998), Costa Rica (2001), and finally the Dominican Republic in the
year 2003. Pension reforms may have not produced universal coverage, but they
permitted a better integration between pension and life insurance and fostered the
development of annuity markets—particularly in Chile—allowing retirees to take out life
insurance as annuity rather than pension benefits.

In the insurance sector, other than the Colombian state-owned insurer La
Previsora and the IRB’s Brazilian reinsurance hegemony, not a single major player in the
region’s insurance markets remained owned by the state. Moreover, private insurers in
Colombia and Argentina provide workers’ compensation; and the private sector in Chile
runs unemployment insurance (Swiss.Re, 2005).

If insurance in Latin America is juxtaposed with East Asia, a prominent feature — until
the year 1990 at least — is the incredibly smaller share of life when compared to non-life
counterpart I Latin America and to the shares of life and non-life in East-Asia.

il Liberalization

Latin American financial markets’ liberalization and that of the capital account
had lagged in the 1980s but they were very strong in the 1990s (Figure 3) (Lora, 2006).
Figure 3 shows how in the 1980s Latin American countries were underperforming with
respect to the index of financial liberalization (vertical axis) and then were at the top in
the 1990s. The aim was to open up the gate to foreign capital to sponsor local

investments that in turn would give more efficiency and discipline to local markets.

29 In 2008, the president of Argentina announced the renationalization of private pensions, which implies
the automatic transfer of the subsidiaries of the Pension Fund Administration Company (AJFP) to the state
system.
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Source: (Lora, 2006)

With respect to insurance, foreign global insurers contribute capital, know-how
and proficiency and more sophisticated policies and products as well as channels of
distribution to reach more people. With the reduction of the barriers to entry, many global
insurers got inside Latin America’s markets of insurance, mergers and acquisitions
increased, and competition reinvigorated. By the mid of 2000s, foreign insurers had a

market share of up to 75% in Latin America, as shown in Table 4.
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Table 4 Market Share Foreign Ownership

State and Foreign Ownership, Tariffs and Entry B arriers -2004
Market share of =~ Market share of Entry Barriers for a Foreien
Country State-owned Foreign-owned Obligatory Tariffs g lsurer =
msurers msurers
Brazil 3% 1% 32% 43% None none
No branch offices allowed; 100%
. : . . : foreign ownership allowed for
Mexico 0% 0% 75% 58% None - .. i
‘ ? ° ° NATFTA members (limited to 49%
for non-NAFTA members
Chile 0% 0% 62% 63% None No branch offices allowed
Argentina 0% 0% 53% 35% None none
Venezuela| 0% 0% 39% 50% None No branch offices allowed
) Motor third party .
Colombia 1% 12% 38% 46% ]iabi]it\'p - No branch offices allowed
Source : Swiss. Re: Exploiting the growth potential of emerging insurance markets, 2004
iii. Regulatory Reform

Significant and sweeping reforms in the functioning of various markets,

infrastructure and supervision took place in the ‘90s (Figure 4). In financial markets, the

goal was to strengthen the role of stock exchanges and increase the participation of

investors, reduce transaction costs and create effective regulation and supervision that

would favor investments. By 2003, the region looked much more market-oriented.
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Brazil was a latecomer to the market revolution, and after 1990 there were signs
of some limited liberalization of regulations in Brazil.

The reforms introduced in almost all the Latin American countries proved to be
initially effective. However, the crisis of 1998-2003 that hit most countries in the region
showed that, with the exception of Chile, the reforms introduced had not benefited
citizens and not created the conditions for growth headed by the private sector. In fact,
the reforms facilitated new forms of oligopoly, greater government spending with little or
negative impact on the population (Powell, 2007, pp. 201-5). This situation led many to
criticize the so-called neoliberalism and evoke the old good days of economic
nationalism. This outcry of public opinion led to the rise of a new populism that in some

case became extreme.
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iv. Global Regulation

Following the Second World War, the economic activity picked up and the world
witnessed a tremendous period of economic growth. The economy expanded particularly
in the 1980s and 1990s in a global environment. In the year 1999, the American Congress
repealed the banking law that had prohibited banks from taking part in the business of
insurance. That legislation — the Glass Steagall Act of 1993 — had been at the center of
the financial system of the United States for 70 years. Its abolition meant that times had
changed. The new legislation brought about a series of mergers and combinations that
reinforced the need of regulation and supervision at global scale.

In the 1980s, insurance activities grew; combinations and mergers increased;
leading companies provided multiple-line of businesses and operated in various parts of
the world. In the late 1980s and 1990s the growth of insurance policies and products and
the increase of failing insurers (Gardner & Grace, 1993) posed serious questions over the
suitability of the regulatory oversight. Magnitude of the risks, costs, global scope of the
operations and the spreading of activities in various countries forced governments to
design a new regulatory framework. The undertaking started in an international context,
within globally approved standards.

The global standardization emerged under the auspices, among others, of the IAIS
- International Association of Insurance Supervisors- established in the year 1994. IAIS
represents regulators of insurance in 190 jurisdictions in almost 140 states, and

constitutes 97 percent of the global premiums of insurance. IAIS globally intervenes in
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the realms of supervision of insurance and issues global regulations (IAIS, 2012; IAIS-
Microlnsurance Network, 2010).
The objectives of the IAIS are to:

o Promote the development of well-regulated insurance markets;

o Favor improved supervision of the insurance industry on domestic and
international levels to maintain efficient, fair, safe and stable insurance
markets for the benefit and protection of policyholders;

o Contribute to global financial stability.

At the dawn of the 21* century, the activities of insurance had increased together
with the economy; premiums had steeply gone up around the globe, but still leaving an
unparalleled number of people uninsured (Community 2005;Community 2009).
Conversely, insurance companies had to face lawsuits that lead to big financial awards.
Even so, in a sophisticated, innovative competitive environment, the industry remains
robust and provides products mostly catering to the needs of advanced economies.
Several insurance providers and 200 global reinsurance firms attest to the industry’s
health. Insurance is more and more becoming part of an interconnected financial sector.

IX. The Current Period

The September 11 2001 terrorist attacks, natural disasters, the global financial and
economic crisis of 2007-8 and then the crisis of the European debt in 2011 and 2012 still
unresolved in 2014 showcase that natural and human shattering events constitute the
source of vulnerabilities and further uncertainties for the insurance industry (Doyle &

Ericson, 2004).
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i. Terrorism and Natural Catastrophes
There exist events that are unpredictable and result in massive losses. However,

these events cannot be part of a rational model, and hence uncertainty is not converted
into risk (Kunreuther & Pauly, 2010, p. 235). It is a market failure and insurance is not
available. However, it happened that despite the damage’s intensity from natural disasters
and terrorism insurers were well prepared to counter the financial impact. Almost every
one of the insurance firms was able to meet promises (Standard's and Poor's Rating
Direct, September 2009), and government intervention has been pivotal for overcoming
several problems (Barry, Doyle and Ericson 2003; Doyle and Ericson 2004; Dixon et al.
2004) . Hence, the role of government is crucial to introduce some form of incentives in
the design of insurance products and operate as the insurer of last resort in case of
unpredictable events.

ii. The Global Financial Crisis

The global financial crisis - here identified as the crisis of 2007-8 and its

continuation with the crisis of the European debt of 201112 and still lingering on -
started at the end of 2007 in the United States and prompted a series of government
interventions in various countries to save the financial systems and stimulate the
recovery.
Following the banking crisis of 2007-8 in the United States, a crisis about the
sustainability of government debt erupted in Europe affecting various countries, i.e.,
initially Greece, Spain, Ireland and Portugal and then in 2011 and 2012 spreading to other

major countries like Italy. The crisis has not been surmounted and is badly affecting
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European countries, particularly those with a high level of government debt and slow or
no growth so that the overall architecture of the European Union and the future of the
euro is questioned.

The literature on financial crises is large and growing and Martin Wolf has
recently published a book that constitutes not only an history of the crisis up to the days
of this research but also an in-depth analysis of the many issues that the crisis has
unleashed, e.g., the structure of the Euro, the debate of austerity versus stimulus, the role
of finance, the rich political dimensions particularly important in European countries
(Wolf, 2014). Given the perspective of this study, the relevant issues that emerge from
the crisis are those that stress the role of the financial sector for the economic activity
(Bordo, Eichengreen, Martinez-Peria, & Rose, 2001; Kindleberger, Aliber, & Solow,
2011; Reinhart & Rogoff, 2011).

The crisis presents various implications for the finance and insurance sectors.

iii. Financial Markets

The financial crisis showed its effects in the middle of 2007 and into 2008, when
mortgages started to face large scale defaults, the U.S. housing market crumbled; world,
stock markets plummeted; large financial institutions collapsed; and governments had to
come up with rescue packages to bail out their financial systems as well as private
companies (e.g., automobile sector in the USA). In turn, various governments in Europe
deal with dramatic debt crisis and negative growth.

There are several views about the specific causes of the financial crisis of 20078

and the list is long: “accommodating monetary policy; excess savings with unbalances in
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some emerging market countries; financial innovation; regulation and supervision failure;
inability to deal with the so-called shadow banking, i.e., finance companies that were able
to build huge liabilities without having the necessary capital and access to central
liquidity or public-sector guarantees” (Cassidy, 2010, pp. 272—75; Frydman & Goldberg,
2011, p. chapt. 4-10; Overtveldt, 2009; Pozsar, Adrian, Ashcraft, & Boesky, 2010);*
perverse incentives; lack of transparency; accounting rules, e.g., mark to market that
reinforce the pro-cyclicity of Basel II;*' deregulation, role of credit agencies, housing
lending and mortgage securitization with little scrutiny of creditworthiness; credit
derivatives (Kroszner, Shiller, & Friedman, 2011, pp. 52-5). Posner (2010b, 2011) relates
the crisis to excess savings from Asia and to the low US interest rates; public policies
directed to facilitate house ownership fueled aggressive mortgage marketing and the
housing bubble; deregulation of financial markets of the Bush era that exacerbated the
relation between executive compensation, short-term profit goals, and risky lending; low
savings rate of American people; and the highly leveraged balance sheets of large
financial institutions.

With respect to the crisis in the United States, a report from the Financial Crisis
Inquiry Commission USA (2011) identifies the causes of the crisis as an unprecedented
confluence of multiple complex matters, including securities backed by subprime

mortgages issued by Wall Street firms and speculators.

30 Just to give an order of magnitude, derivatives to insure against loans went from US$866 million in
1987 to US$454 trillion in 2007 (Fox, 2009, p. xiii).

31 Basel II is the second of the Basel Accords, initially introduced in 2004. The accord enacts
recommendations on banking laws and regulations issued by the Basel Committee on Banking Supervision.
The goal of Basel I is to establish agreed international standards for the capital of banks to face financial
and operational risks.
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A dissenting view (Wallison, 2011) puts the causes of the crisis mainly on government
housing policies, in particular those of the Federal Department of Housing and Urban
Development, which extended political housing goals to all lenders, including mortgage-
backed securities, and open the gates to affordable housing lending to subprime
borrowers. Fannie Mae and Freddie Mac boosted the availability of housing finance
using the implicit government guarantee; bank regulators and supervisors that were
unable to recognize the risks involved in the system of securitization with implicit
government guarantee (Morgenson & Rosner, 2011).

About the root causes of the financial crisis, basically two main views emerge: the
first believes that the financial crises of 2007—8 and 2011-12 are a “perfect storm”
(Financial Crisis Inquiry Commission (FCIC) USA, 2011) an unknown unknown (Marsh
& Pfleiderer, 2012); the second holds that the financial meltdown of 2007-8 and its
extension to 2011-12 were no accident but the consequences of wrong policies. About
the crisis of the subprime mortgage borrowers, senior regulatory officials around the
world knew that their policies were destabilizing the global financial system (Barth,
Caprio, & Levine, 2012).

With respect to the European debt crisis, wrong policies at the European and
national levels, bad allocation of resources caused the high level of debt and the sluggish
growth of several European economies, which in turn prompted the reaction of financial
markets about the prospects of solvency of various sovereign borrowers (Zingales, 2011).
The most recent dramatic events of the crisis focus on Europe and represent an offspring

of the 2007-8 crises. In fact, the crisis of 20078 resulted in the further deterioration of
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government budgets and finances as governments employed public expenditures to save
the financial system and provide a stimulus to the economy. At the outset of the crisis,
there were also European countries, e.g., Italy, with already an extremely high public debt
and public expenditure. Under these circumstances, countries of the euro zone began to
face very severe fiscal distress due to heavy borrowing practices, property bubbles, high
political intermediation in economic sectors, living above their means and ultimately a
lack of growth. The accessibility of easy credit led to an overreliance on external credit
sources to fund domestic debt (Lim, 2012), and the atypical situation of the euro put great
pressure on the spreads of government bonds of some major countries (e.g., [taly) that
jumped to more than 400 basis points over the German benchmark. As one observer
noted, “We are now experiencing severe tensions, which are coming after the events of
2007-2008. At that time, private institutions and markets were about to collapse
completely. That triggered a very bold and comprehensive financial support by
governments. And now we see the signature of some governments put into question”
(Trichet, 2010, pp. 20-2).

A more general explanation of the financial crisis touches the fundamental
principles and theory and articulates that risk was inappropriately modeled following the
myth of rational markets (Fox, 2009; Kroszner et al., 2011, pp. 20-2). In addition, wrong
incentives were in place to allow upfront fees and profits and shift long-term risk to other
players and supervisory authorities have not been able to prevent or repress these
practices. The history of crises over the last two centuries also show that financial crises

occur when systems are designed based on political and partisan interests that influence
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regulation and supervision of banks and also determine access to credit not on the basis
of efficiency and market rules(Calomiris & Haber, 2014).

Once the first defaults appeared and the crisis started, uncertainty about the future
became widespread.
The unraveling of the crisis takes us back to the distinction between risk and uncertainty
(Skidelsky, 2010; Skidelsky & Wigstrom, 2010) in line with the insight of Minsky (1992,
2008) that uncertainty of cash flows from investments has negative repercussions for
businesses. The global financial crisis of 2007—8 has strengthened “the distinction
between risk and uncertainty helps explain the financial markets from the late summer
2007 onward” (Roubini & Mihm, 2010, p. 94). The crisis of 2007—8 and its continuation
in 2011 and 2012 have verified that financially integrated markets have provided better
access to capital and have contributed to risk management but have not fully capable to
assess uncertainty, and reduce it (Tonveronachi, 2010).

Early on the International Monetary Fund (IMF) and the European Central Bank
(ECB) as well as the European Commission (EC) intervened with special programs to
restore the situation of some European countries (e.g., Ireland, Portugal) and reschedule
public debt (Greece). Accommodating monetary policies in USA and then in Europe that
include purchase of Government debt were undertaken to reduce interest rate and
stimulate demand for credit (Labonte, 2014) and to circumvent skyrocket interest rates
particularly for various European countries as well as avoid sovereign defaults.

Given the gravity of the situation, governments around the world coordinated

interventions in two directions: for stimulus, and for regulation and supervision.
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The first intervention - so-called stimulus (e.g., unemployment benefits, infrastructure
financing, lower interest rates) - is intended to reduce individuals’ uncertainty and restore
consumers’ and investors’ confidence. The second intervention, i.e., better regulation and
supervision, is needed to restore confidence and discipline in an integrated market and
deserves attention. Claessens (2010, pp. 2, 18) indicates that the main lesson to emerge
from the crisis is “the need to balance regulation with the role of self-governing markets
and to establish a sustainable and effective financial architecture” and eliminate the
excesses of financial markets and its participants so that financial markets maintain and
reinforce their fundamental role of providing financing to economic and entrepreneurial
activities. Globally, there is a need for greater cooperation. While developed markets
have to restore their credibility and reputation, emerging markets need to complete the
reforms of their financial sectors and create a reliable regulatory and supervisory setting
in a global, competitive market.

A regulatory environment should favor healthy financial innovation. In fact, advances in
computational science and increased freedom of action prompted a wave of positive
innovations in the financial markets - a form of entrepreneurship in financial markets - of
the 1980s and 1990s (F. Allen & Yago, 2010). However financial innovation played a
key role in facilitating and transmitting the financial crisis of 2007-8. U.S. Federal
Reserve chairman Bernanke acknowledges the role of financial innovation but cautions
with respect to its implementation: “Innovation that is inappropriately implemented can
be positively harmful.” He later added: “the difficulty of managing financial innovation

in the period leading up to the crisis was underestimated” (Bernanke 2009) (Blair, 2011).
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Therefore, regulation and supervision play a crucial role. The chairman of the Financial
Stability Board (FSB), Mario Draghi - appointed President of the European Central
Bank- says: “regulation must not prevent innovation, which is necessary if we are to
improve product choices for consumers and an expanded access to credit” (Draghi, 2009,
p. 5). Furthermore: “The goal will be to strengthen the resilience of the system without
hindering the processes of market discipline and innovation that are essential to the
financial sector’s contribution to economic growth” (Financial Stability Forum, 2008, p.
0).

Of course, in the case of Europe, where the financial crisis continues particularly in the
southern countries with an extremely high social and political toll, the main issue is that
of incomplete political union among European countries that leads to the situation of one
monetary policy of the ECB and many uncoordinated fiscal policies under the
responsibilities of member states. This situation is such that the political institutions in
some countries (e.g., the Southern countries) have incentives to run deficits and borrow
up to the point where this behavior is not sustainable also because the inefficient use of
resource compounds the problem with inefficient and uncompetitive economies with a
strong political constituency opposed to any change that would eliminate rents. Only
structural changes at the EU level and at the member states levels can fix the fundamental
deal that holds diverse countries (Draghi, 2014; Ghani, 2011; Weisbrot & Jorgensen,

2013).
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iv. Insurance Markets

The insurance industry has overcome the costs derived from recent natural and
human events (e.g., terrorism and natural catastrophes and terrorism). Insurers had made
correct reserves and have been able to fulfill their obligations and thus they have played
their role properly. Of course, the support of government to the industry has been very
valid.

The financial crisis of 2007—8 and the ensuing crisis of the European debt are
related to the theme of this study and deserve consideration. Harrington (Harrington,
2009) and Cummings and Weiss (Cummins & Weiss, 2010) argue that the financial crisis
of 2007-8 hit the insurance industry hard as it affected the American International Group,
Inc. (AIG). However, while the credit default swaps of AIG Financial Products (Nissim,
2010, pp. 35-6) (Vereen, 2010) stimulated the crisis, insurance policies of regulated
insurance subsidiaries did not. While AIG is certainly responsible for being highly
leveraged and exposed to the value of mortgages securities, regulators and supervisors
are equally responsible for bad regulation and supervision (Harrington, 2009).

According to the OECD, “Deteriorating economic conditions and rising corporate
insolvencies resulting from the financial crisis have led to worsened conditions for some
lines of insurance business, most notably director and officer liability and trade credit
insurance. Trade credit insurance has been particularly hard hit, with retrenchment by
insurers in this sector affecting business transactions and bank lending, further

aggravating the business environment” (OECD, 2009b, p. 5).
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Under these circumstances, the main point for the insurance sector is: does the
insurance industry present a systemic risk? The FSB, the Bank for International
Settlements and the International Monetary Fund has assumed the definition of systemic
risk that the Group of Twenty’s finance ministers and central bank governors** supported.
The FSB’s definition uses three criteria to assess the systemic risk presented by an
institution: size, interconnectedness and substitutability. The IAIS (2011b) has added a
fourth criterion: time. The speed of the transmission of losses to third parties is
particularly relevant because insurance claims, differently from bank debt, do not rapidly
generate cash outflows (The Geneva Association, 2010a). The view of the insurance
industry is that the activities of insurers and reinsurers do not cause systemic risk.
Insurance activities are not relevant for systemic risk, for at least one of the following
reasons:

e limited size, which would not have disruptive effects on financial markets;

e slow speed of their impact, which allows insurers to absorb them, e.g.,
raising capital over time or, in a worst case, engaging in an orderly
shutting down;

In addition, the characteristics of insurance institutions’ relations imply that contagion
risk would be small.

Historically, insurance has never caused major financial crises. Only two, noncore,
activities of insurers could have the potential for systemic relevance, if undertaken in

large scale and with poor risk-control frameworks and mismanagement (The Geneva

Association, 2010a):

32 This part draws from the documents of the IAIS (2011b, 2012) and of the Geneva Association (2010a,
2010b).
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e derivatives trading on non-insurance balance sheets; and

e Short-term funding (commercial paper or securities lending).
Various experts (Bank for International Settlements, 2012; Ueda & di Mauro, 2011) favor
the application of rigorous regulation and supervision for the “systemically important
financial institutions” (SIFI) as the U.S. Dodd-Frank Act defines the financial institutions
judged systemically important to the global economy in the sense that the failure of one
of them could trigger a global financial crisis. However, the application of the SIFI rule
to insurance companies is questioned (Harrington, 2009; The Geneva Association,
2010a). An additional question is whether existing regulation adequately mitigates
potential systemic risk from noncore insurance activities or whether with new measures
are needed (The Geneva Association, 2010a).

As mentioned, according to the Geneva Association (The Geneva Association,
2010a), banks and insurers played different roles in the financial crisis of 2007-8; e.g.,
banks and investment companies were the source of the crisis that affected them very
hard. In fact, excluding insurers with large quasi-banking operations (e.g., AIG),
insurance companies received less than $10 billion in direct government support during
the financial crisis, compared with more than $1 trillion given to banks.

The Geneva Association (The Geneva Association, 2010a) argues that the insurance
industry is strong and supports measures of the type of the so-called Solvency 11, i.e., the
prudential regime for insurance and reinsurance introduced in the countries of the
European Union. Solvency Il is a principle and economic-based regulatory and

supervision framework, which constitutes the equivalent to Basel II for the banking
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sector. In this context, insolvencies need not be avoided at any price. Faced with a very
large event, an insurer can fail; but in contrast to the banking sector, closing down an
insurer constitutes an orderly process that does not generate systemic risk (The Geneva
Association, 2010a).
The experts and the insurance industry (Harrington, 2009; TAIS, 2011b; The Geneva
Association, 2010a) argue that in closing gaps in the supervisory framework, regulators
should not put burdens on insurance companies and distort the market and also create
moral hazard in “too big to fail” institutions. In this regard, these measures recommended
by the Geneva Association (2010a) seek to address gaps in regulation and industry
practices (measures a and b), strengthen financial stability (measures ¢ to €) and enhance
cooperation (measure f):
a. Implement comprehensive, integrated, and principle-based supervision for
insurance groups;
b. Strengthen liquidity risk management;
c. Enhance the regulation of financial guarantee insurance;
d. Establish macro-prudential monitoring with appropriate insurance
representation;
e. Strengthen risk management practices;
f. Reinforce cooperation among supervisors for cross-border crisis
management.

The measures constitute the insurance industry’s commitment and contribution to
the discussion on systemic risk, to the stability of the overall financial system, and to
performing its enabling role in the real economy. The issues of the insurance and banking
industries are constantly reviewed and debated. The testimony of William J. Wheeler,

President of Americas MetLife, Inc., expressed the opinions of the insurance industry in

front of the United States House of Representatives Financial Institutions and Consumer
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Credit Subcommittee and argued against the possible designation of systemically

important financial institution for an insurance company (Wheeler, 2012).

The Financial Stability Board (FSB), following on the work of the G-20 to avoid
future financial crises, identifies global systemically important financial institutions (G-
SIFIs) as “institutions of such size, market importance, and global interconnectedness
that their distress or failure would cause significant dislocation in the global financial
system and adverse economic consequences across a range of countries.”(Financial
Stability Forum, 2013) G-SIIs -Global Systemically Important Insurer- are one class of
G-SIFIs. On July 18, 2013, IAIS designated nine large insurance groups as Global
Systemically Important Insurers (G-SIIs), three from the United States-American
International Group, Inc.; MetLife, Inc.; and Prudential Financial, Inc.-along with Allianz
(Germany), Assicurazioni Generali (Italy), Aviva (U.K.), AXA (France), Ping An
(China) and Prudential plc (U.K.).

The International Association of Insurance Supervisors (IAIS) established the G-
SII criteria on July 18, 2013. The G-SII designation implies enhanced supervision and
regulation of the companies and, eventually, significant changes to the capital structure of
each company.

The TAIS framework is based on the position that IAIS articulated in November
2011 () concerning the role of insurance in the financial crises. The designation of G-SII
for an insurer is based on the following criteria (IAIS, 2013, p. 12) :

e “Size: The importance of a single component for the working of the financial system
generally increases with the number of financial services that the component
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provides. It should be recognized, however, that in an insurance context size is a
prerequisite for the effective pooling and diversification of risks.

Global Activity: The methodology is aimed at identifying components of the financial
system whose failure can have large negative externalities on a global scale.
Interconnectedness: Systemic risk can arise through direct and indirect inter-linkages
between the components of the financial system so that individual failure or distress
has repercussions around the financial system, leading to a reduction in the aggregate
number of services.

Non-traditional and non-insurance activities: as described in Insurance and Financial
Stability paper (IAIS, 2011b), the TAIS considers that non-traditional insurance
activities and non-insurance financial activities are potential drivers of the systemic
importance of insurers and thus have the greatest impact on failure.

Substitutability: The systemic importance of a single component increases in cases
where it is difficult for the components of the system to provide the same or similar
services in the event of failure.”

Therefore, according to the TAIS, systemic risk in insurance is pertinent when

insurers significantly deviate from the traditional insurance business model and

participate in non-traditional insurance or non-insurance (NTNI) activities or interconnect

with other financial firms. Thus, effective recovery and resolution will take into account

plans and steps needed for separating non-traditional or non-insurance (NTNI) activities

from traditional insurance activities.

The implications for an insurer designated as G-SIIs are:

e Enhanced Supervision. In order to focus on the unique risk profile and possible
risk concentrations of G-SlIs and lessen the probability and impact of failure,
enhanced supervision generally requires specifically tailored regulation, greater
supervisory resources and bolder use of existing supervisory tools. This also
means a direct approach to consolidated and group-wide supervision, including
the holding company, the development of a Systemic Risk Management Plan
(SRMP) and enhanced liquidity planning and management.

o Effective Recovery and Resolution. Included in this are elaboration of recovery
and resolution plans (RRPs), establishment of Crisis Management Groups
(CMGs), the conduct of resolvability assessments and, most significantly, the
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adoption of institution-specific cross-border cooperation agreements by
regulators.

e Higher Loss Absorption (HLA). Increased HLA capacity should reduce the
probability of distress or failure and also the expected impact of distress or failure
by making G-SIIs more resilient to low-probability, high-impact events.

http://www.martindale.com/banking-financial-services/article Duane-Morris-

LLP_1916644.htm

However, the process will be rather long. Recovery and resolution plans,
including liquidity risk management plans, have to be developed and agreed upon by
Crisis Management Groups (CMGs) in 2014. The implementation of the Systemic Risk
Management Plans (SRMP) should be completed within 12 months after designation as a
G-SII. The implementation of the SRMP should be assessed by national authorities in
2016. Finally, the Higher Loss Absorption capacity will begin to be implemented in 2019

for all G-SIIs designated by 2017.

It is important to underline as the NAIC — National Association of Insurance
Commissioners- clarifies that the action taken by the FSB is advisory only and is non-
binding. State insurance regulators and the NAIC have been engaged through the
International Association of Insurance Supervisors (IAIS) Executive and Financial
Stability committees in this work, and domestic state regulators have been involved on a
company-by-company basis.

http://www.naic.org/cipr_topics/topic_global sys insurers.htm
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In addition, U.S. Department of Treasury's Financial Stability Oversight Council
(FSOC) designates Insurers as Non-Bank Systemically Important Financial Institutions
(SIFIs). In June 2013, the Financial Stability Oversight Council (FSOC) designated three
non-bank Systemically Important Financial Institutions (SIFIs): AIG, General Electric
Company's GE Capital unit and Prudential Financial, Inc. AIG and GE have accepted
SIFT status; Prudential is contesting the designation. On July 16, 2013, MetLife was
alerted that it will move to Phase III of the SIFI designation process. The FSB's July
designation of MetLife and Prudential as G-SIIs does not resolve whether those
companies will be designated as SIFIs in the United States. In fact, while the G-SII and
SIFI designations derive from the financial crisis, and FSOC and FSB share common

interests, the SIFI designation process is independent of the G-SII designation.

There are open questions as to relationship of the G-SII designation and the
potential SIFI designation. The enhanced supervision measures contemplate extensive
cooperation between international insurance regulators, under the leadership of a group-
wide supervisor, in cooperation with functional supervisors who regulate specific
insurers. This will necessitate a high degree of cooperation by U.S. insurance regulators -
operating at state level- many of whom have in the past evidenced reluctance to adopt
international regulatory standards; non-U.S. insurance regulators; and the controlling
regulator under the rules for SIFIs, which may have greater experience in banking than in

insurance. http://www.martindale.com/banking-financial-services/article_Duane-Morris-

LLP_1916644.htm
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Designations as a G-SII and as a SIFI will have consequences for insurers and the
insurance market generally. As pointed out by Steven Kandarian, CEO of MetLife, in a
July 16, 2013 (Douglas, 2013) statement in response to MetLife being pushed to the third
phase of consideration for designation as a SIFI: "If only a handful of large life insurers
are named SIFIs and subjected to capital rules designed for banks, our ability to issue
guarantees would be constrained. We would have to raise the price of the products we
offer, reduce the amount of risk we take on, or stop offering certain products altogether."
The statement argues that the G-SII and SIFI designations lead to competitive imbalances

and/or market disruptions.

Following financial crisis of 2007-08 and the subsequent interventions,
particularly in the United States, e.g. The Dodd- Frank act, as well as the decisions of the
IAIS and then the FSB and the FSOC focusing on the designation of S-GIlIs and SFIs,
respectively, various studies and analysis have been undertaken with a focus on the status
of the insurance industry and its regulation and supervision(Government Accountability
Office- GAO, 2013; T. M. Vaughan, 2009). Daniel Schwarcz and Steven L. Schwarcz
(Schwarcz & Schwarcz, 2014) highlights that correlations among individual insurance
companies could contribute to or cause widespread financial instability and constitute a
source of systemic risk. Daniel Schwarcz and Steven L. Schwarcz (2014, pp. 1, 62—4)
show that there are often substantial correlations among individual insurance companies

with respect to both their interconnections with the larger financial system and their
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vulnerabilities to failure. As a result, the insurance industry as a whole can pose systemic
risks that regulation should attempt to identify and manage. In this respect, Daniel
Schwarcz and Steven L. Schwarcz (2014) argue that traditional state-based insurance
regulation in the USA is not adapted at undertaking the mismatch between state
boundaries and systemic risks and states’ limited oversight of non-insurance financial
markets. The uneven nature of state regulation often prevents regulators from seeing
overall risk, e.g., the risks of an insurance holding company that operates through
multiple out-of-state subsidiaries. States also have insufficient incentives to act against
those risks. In this respect, Daniel Schwarcz and Steven L. Schwarcz (2014) suggests
enhancing the power of the Federal Insurance Office — a federal entity currently primarily
charged with monitoring the insurance industry — to supplement or preempt state law
when states have failed to satisfactorily address gaps or deficiencies in insurance
regulation that could contribute to systemic risk. It should be noted that the NAIC, in
February 2009, adopted a set of principles for a nationwide system of insurance
regulation. In those principles, the commissioners acknowledged the need for greater
uniformity and reciprocity as well as the role of state regulators (T. M. Vaughan, 2009, p.

15).
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S. STATUS OF THE INSURANCE MARKETS IN THE WORLD:
DEVELOPED, EMERGING MARKETS AND LATIN AMERICAN MARKETS

I. Overview

Spence (2011) supports the view that developing countries constitute a
progressively important driver of growth in the world economy. These countries bring
about a global system with multiple centers and constitute evidence of convergence of
GDP per capita and living standards.

Following the crisis of 20078 and the crisis of the European debt of 2011-12 and
beyond, the International Monetary Fund (2011, 2012c, 2012d, 2014a) believes that the
global economy expands asymmetrically, with projections for growth continuously
reduced and with emerging market economies growing faster than advanced economies
(Lanzer & Davidson, 2010). However, these trends, in 2013 and 2014, present signs of
weaknesses also on the side of emerging economies. The situation is worrisome for
European countries as a result of the sovereign debt crisis and a general loss of
confidence, financial institutions unresponsive to the demand of financing and negative
short-term effects of fiscal consolidation to ease the tensions on the government debt
market (IMF, 2012d). In the United States and other advanced economies, production
remains below the potential. Real GDP growth in the emerging market and developing
economies was about 5.75% in 2012 and is expected to be less strong due to various

factors including macroeconomic policies and foreign demand. In Latin America, the
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recovery from the crisis in 2007-08 has been faster; commodity prices and financial
conditions remain favorable in 2012 and 2013, but then the several countries of the
region (e.g., Brazil and mainly Argentina, Venezuela) starting to show economic
vulnerabilities (e.g., decline of commodities prices and FDI) as well as social and
political problems and inflationary pressures.

With a long-term perspective, the IMF (IMF, 2011, 2012¢, 2012d, 2014a) argues
that emerging market populations are growing and maturing; becoming richer and more
financially knowledgeable; banks and insurers are reasonably well-funded, well-
capitalized and profitable, with loans, deposits, premiums and assets under management
growing at significant rates compared to developed countries where deleveraging is under
way, profits are low and growth is sluggish.

Under these conditions, two key growth drivers for the insurance industry
particularly in emerging countries are identified: demographics and financial market
development. These two factors are expected to facilitate the penetration of financial
products including insurance.

IL. World Insurance Drivers: Population

The overall demand for all goods and services is a function of the size of
population. By 2050, the world will have more than 2 billion additional consumers, and
98% of that growth will come from emerging markets (United Nations, 2011b).

The main driver of growth of population is the rapid rise in life expectancy, which
for the developing world as a whole has increased from 41 years to over 65 since 1950

and is estimated to rise to 75 by 2050 (United Nations, 201 1c; United Nations
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Development Program, 2011). Developing countries are also witnessing that the pyramid
of age is becoming skewed towards older cohorts and birth rates are not the main
component of a growing population. As a result, more people expect to live beyond
retirement and this leads to higher saving (Kinugasa & Mason, 2007). Worldwide, the
cohort 40-65 is expected to increase its share of the total population (e.g., the 40—65
cohort is expected to more than double in size for the developing world). These
developments explain the growth of financial products, e.g., deposits, savings and
investments, and insurance, especially life insurance.

Savings by this age cohort in developing countries will be growing due to the
absence of well-developed pension systems and state protection against catastrophic
health or long-term care costs. In many emerging market countries, private pension plans
are encouraged, e.g., there are already voluntary plans in Hong Kong and Singapore;
China is encouraging private pension savings, i.e., only a third of the population is
covered so far (D. Bloom, Canning, & Fink, 2011).

III. World Insurance Drivers: Penetration of Financial Services

The different composition of population particularly in emerging countries
influences the diffusion of financial products that are also expected to grow. In addition,
urbanization, industrialization and the expansion of communications will prompt greater
access to financial services; the growth of deposits will create the basis for more lending
and expansion of the financial sector. These structural changes should lead to stronger

financial sector development and economic growth.
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As of 2012, penetration rates in Emerging Market Economies (Figures 5 —
Insurance Penetration ratio on the vertical axis) are low for almost all financial products,
the main exception being personal bank accounts. Markets for insurance (especially life),
mutual funds, credit cards and mortgages are small with respect to developed countries.
Lanzer and Davidson (2010) stress that penetration rates for insurance and loans

constitute key factors.

Chart 50: Insurance Penatration: Total Promiums as a Percentage of GDP (%)
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Penetration Ratio Selected OECD and Latin American countries 2003-2012
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Figure 6 Penetration Ratio Selected Countries

Source: OECD and Asociacion de Supervisores de Seguros de América Latina (ASSAL)

Penetration ratios in advanced economies are consistently above those of Latin American
countries (Figure 6). However, penetration in most developing markets and for most
financial products has optimistic perspectives. Because the denominator (GDP) is also
growing, higher penetration implies the numerator (i.e., demand for financial services

including insurance) increasing faster than the economy. GDP per capita is expected to
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grow at around 6% a year in emerging market and developing countries, compared with
around 3% in advanced economies (IMF, 2012c).*”* This suggests that insurance
penetration should grow rapidly in a number of areas, with Latin America being a region
where insurance penetration should outpace GDP per capita growth in coming years.
Increased penetration is part of the evolution of the financial system (E. P. Davis, 1996):
as countries get richer, the orientation towards financial systems increases, i.e., increase
of stock market capitalization, ownership of financial assets, and consumer credit.
IV. Advanced Economies

According to the IMF’s World Economic Outlook October 2012, April 2014 and
October 2014 (IMF, 2012d, 2014a, 2014b), in most advanced economies, the average
expected real growth of GDP in 2015 and 2016 remains at less than 1.5%, with greater
growth for the United States above 2%. Output remains below potential; unemployment
is substantial and growth is slow. However, structural reforms and policy uncertainty —
mainly in Europe due to the crisis of the euro zone- characterize the outlook (IMF, 2011,
2012c, 2014a, 2014b) . are the two main obstacles to healthy economic environment The
IMF’s World Economic Outlook October 2012 (IMF, 2012d) articulates in a stronger-
than-usual fashion that the risks of a delayed recovery are significant; stresses the need to
pursue structural reforms, particularly in the countries affected by the crisis, i.e., the

European Union member countries and the United States; and discusses the role of policy

33 Emerging and developing economies tend to have faster GDP growth than advanced economies, but
they also have higher population growth. The World Economic Outlook of October 2014 presents the most
recent and sophisticated analysis and projections of economic growth in various regions of the world.
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uncertainty**. The IMF’s World Economic Outlook October 2014 shows a similar but
more somber view (IMF, 2014b).

The IMF’s World Economic Outlook October 2012 (IMF, 2012d) as well as the
IMF Outlook April 2014 and October 2014 (IMF, 2014a) underlines that structural
problems contribute to global imbalances and intensify the crisis in the euro area (IMF,
2012d). Failure to undertake structural reforms will increase even more the reaction of
markets. The structural changes that the IMF strongly advocates center on the creation of
an open, competitive and entrepreneurial economic environment. IMF warns (IMF,
2012d) that the challenge for policymakers -especially in Europe and the United States -
is to move away from an incremental approach and move aggressively with strong
medium-term fiscal and structural reforms in order to rebuild confidence. The impact of
structural reforms on economic growth is expected to be significant. The World
Economic Outlook for October 2012, April 2014 and October 2014 stress various points
very relevant for economic growth that are at the root of the present study: efficiency of
the system; competition and competitiveness; innovation and entrepreneurship; and the
role of a solid and responsive financial sector. France, Italy and Spain® are the countries
that are expected to introduce radical reforms to boost free market, competition and
competitiveness. The wording of the World Economic Outlook for October 2012 is

extremely clear with respect the mix of policies to be followed: “For countries currently

34 According to the World Economic Outlook of October 2012 risks have risen appreciably and appear
greater than in April 2012 and September 2011, e.g., escalation of the euro area crisis.

35 The IMF stresses that countries like France, Italy and Spain could realize gains from reforms that create
a favorable business environment: favoring stronger competition and lower barriers to entry; reducing
procedures and costs that weigh on businesses; streamlining bankruptcy proceedings; and facilitating the
exit of inefficient firms to boost innovation and entrepreneurship. In the euro area, action is also needed to
address the responsiveness of the financial sector to the real economy and complete the monetary union.
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struggling with high public debt burdens, the historical record offers both instructive
lessons and cautionary tales. The first lesson is that fiscal consolidation efforts need to be
complemented by measures that support growth: structural benefiting from historically
low sovereign interest rates. A second lesson is that consolidation plans should
emphasize persistent, structural reforms over temporary or short-term measures. Belgium
and Canada were much more successful than Italy in reducing debt, thanks to the focus
on structural changes rather than short-term measures. Moreover, both Belgium and
Canada put in place fiscal frameworks in the 1990s that preserved the improvement in the
fiscal balance and mitigated consolidation fatigue” (IMF, 2012d, p. 126).

Under these circumstances, for the first time the World Economic Outlook for
October 2012 articulates the issue of policy uncertainty, its measure and its impact (see
Appendix 4 on policy uncertainty) and underlines that the elevated uncertainty constitutes
an essential feature of the sluggish recovery. Policy uncertainty affects business decision
and is regarded as the main, immediate cause of financial stress and recession in the euro
area and labor markets in the United States. Policy uncertainties — mainly deriving from
interventions or lack of in the area of unemployment and debt- in Europe and the United
States have remained high since the outset of the global financial crisis and the sovereign
debt problems in the euro area. The continuous current high level of uncertainty is very
different from the level of uncertainty during past recessions when uncertainty declined
steadily and fast. The IMF estimates that the increased policy uncertainty between 2006
and 2011 has delayed growth in advanced economies by 2'5 percentage (Baker, Bloom,

& Davis, 2013; IMF, 2012d; Kose & Terrones, 2012).
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The inaction of policymakers may have negative effects on economic activity and
the World Economic Outlook for October 2012 stresses: “policy uncertainty is unusually
high, and it contributes significantly to macroeconomic uncertainty. By implementing
bold and timely measures, policymakers can reduce policy-induced uncertainty and help
kick-start economic growth”(IMF, 2012d, p. 53; Kose & Terrones, 2012).

V. The United States

In line with the overall assessment for the advanced economies, the United States
has to deal with fiscal issues that contribute to policy uncertainty. The outlook for the
United States (IMF, 2012d) for 2014 and beyond is moderately favorable, with signs of
recovery in the housing market and in the labor market and a declining deficit. The IMF
Outlook of April 2014 see a decline of the debt-to-GDP ratio given that deficit is
expected to be below nominal GDP growth (IMF, 2014a, p. 7). In October 2014, the
IMF sees that growth in the United States and Canada is getting stronger still with some
significant downside risks and “monetary policy normalization should be gradual to
sustain the recovery and avert negative domestic or global spillovers. Medium-term
growth should be strengthened by upgrading infrastructure and human capital.”(IMF,

2014b, p. 45)

i. The Structure of the U.S. Economy
The U.S. is the leading industrial power: it has the more diversified service sector

in the world, and the third-largest agricultural producer behind China and India. In the

125



United States, agriculture and the industrial sector make up 1.2% and 19.6% of United
States’ GDP in 2010, respectively. Services constitute 79.2% of U.S. GDP.

Agriculture is a vital part of U.S. economy and society. The last Census of
Agriculture in 2007, states that there are 2.2 million farms in the U.S.—covering an area
of 922 million acres and responsible for the country’s food demands. The industrial
sector is highly diversified and technologically advanced, comprising industries such as
petroleum, steel, motor vehicles, aerospace, telecommunications, chemicals, electronics,
food processing, consumer goods, lumber and mining. In the services sector, the U.S. is
home to the largest and most influential financial markets in the world, including major
stock and commodities exchanges like NASDAQ, NYSE, AMEX, CME, and PHLX,*
i.e., the NYSE alone is more than three times larger than any other stock market in the
world. The crisis of 2007—8 has been a major blow to the financial industry and to the
real estate industry.

ii. Entrepreneurship in the United States

Entrepreneurship is among the most vibrant and important parts of the U.S.
economy (Reynolds, 2007). The literature reviews the role of entrepreneurship (Chapter
6). In the U.S., entrepreneurship is particularly developed and constitutes part of the spirit
in which the U.S. has been built (Lipset, 1997).

This section refers to the status of entrepreneurship in the United States and draws
from Reynolds (2007), the Kauffman Index of Entrepreneurial Activity (Fairlie, 2012)

and the statistics of the Labor Department (Bureau of Labor Statistics, 2012) that

36 National Association of Securities Dealers Automated Quotations (NASDAQ); New York Stock
Exchange (NYSE); Chicago Mercantile Exchange (CME); Philadelphia Stock Exchange (PHLX).

126



continuously provides a comprehensive picture regarding the dynamics of the activity of
the entrepreneurs in the U.S.

As the main information source regarding the U.S labor market, the ‘Bureau of
Labor Statistics’ (BLS) musters data on job creation and new businesses (Bureau of
Labor Statistics, 2012). BLS ‘Business Employment Dynamics’ (BED) program provides
understanding regarding the contribution of businesses to jobs. BED series on the
establishment age monitors cohorts of latest business establishments with same year birth
and provides insights on related employment.*’
Figure 7 shows new businesses in the U.S. economy. New business establishments’ (i.e.,
establishments that are less than one year old in any given year) number rises and falls in
synchrony with the overall economy business cycle. In this respect, the number picked in
2006-7 and then declined due to the financial crisis, and in March 2010 the number of

new establishments was lesser as compared to any other years since the beginning of the

series (Bureau of Labor Statistics, 2012).

37 The BED data series on the age of establishments tracks cohorts of new business establishments “born”
in the same year and reports on their related employment.

127



Chart 1. Number of establishments less than 1 year old, March 1994—-March 2010
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Figure 7 Number of Establishments Less than one Year Old, March 1994-2010

New businesses contribute significantly to job creation as Figure 8 indicates. The
BLS Report of November 2012 (Bureau of Labor Statistics US Department of Labor,
2012) shows that from December 2011 to March 2012, gross job rises from opening and
expanding private-sector establishments were about 6.9 million, an increase of 26,000

from the previous quarter™,

38 According to the Bureau of Labor Statistics and the Michigan Department of Technology, for the period
December 2011- March 2012, gross job losses from closing and contracting private-sector establishments
were 6.1 million, a decrease of 399,000 from the previous quarter. The difference between the number of
gross job gains and the number of gross job losses returned a net employment change of 814,000 jobs in the
private sector during the first quarter of 2012 (Michigan Department of Technology, Management and
Budget 2013).
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Chart 2. Components of private sector gross job gains and gross job losses
at expanding and contracting establishments, seasonally adjusted
March 2002 — March 2012
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Figure 8 Components of Private Sector Jobs, March 2002-2012

Reynolds (2007) underlines the importance of new firms for job growth,
productivity enhancements, and innovation, as well as for social mobility. Reynolds
(2007) shows that a large portion of the U.S. population is involved in some form of new
business activity in line with the entrepreneurial nature of the US society. Moreover,
Reynolds (2007) links entrepreneurship with innovation and thus with investments in
research and development (R&D) and underscores the importance for the United States to
make investments in R&D and higher education to maintain the leadership in the world

cconomy.
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The Kauffman Index of Entrepreneurial Activity (Fairlie, 2012) complements the
information of the Labor Department with a leading indicator of new business creation in
the United States. The Index identifies new business owners in their first month of
significant business activity, the earliest measure of new business development across the
United States. The percentage of the adult, non-business-owner population that starts a
business each month is measured using data from the Current Population Survey (Fairlie,
2012). The Kauffman Index provides the only national measure of business creation by
specific demographic groups. The Kauffman Index reveals important shifts in the
national level of entrepreneurial activity and the demographic and geographic
composition of new entrepreneurs across the country™.

Figure 9 shows the Kauffman Index during the period 1996-2011.

39 Main findings for 2011 (Fairlie 2012, 3-4)
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Kauffman Index of Entrepreneurial Activity

0.004
0.0035
0.003
0.0025
0.002
s |ndex
0.0015

0.001

0.0005

0" T I I T T i i T 1
1994 1996 1998 2000 2002 2004 2006 2008 2010 2012

Figure 9 Kauffman Index of Entrepreneurial Activity in the United States

iii. The Informal Economy in the United States

Drawing from various authors (Blades & Roberts, 2002; Dell’Anno & Solomon,
2008; Feige & Cebula, 2011; Feige & Urban, 2008), the informal sector constitutes the
part of an economy that is not taxed, monitored by any form of government or included
in the GNP, (gross national product) differently from the economy that is considered
formal. According to the International Labor Organization (ILO), the term “informal
economy”’ refers to “all economic activities by workers and economic units that are—in
law or in practice—not covered or insufficiently covered by formal arrangements. Their
activities are not included in the law, which means that they are operating outside the

formal reach of the law; or they are not covered in practice, which means that—although
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they are operating within the formal reach of the law—the law is not applied or not
enforced; or the law discourages compliance because it is inappropriate, burdensome, or
imposes excessive costs”™*

There is growing sub-set of literature on entrepreneurship that looks at the
informal economy and entrepreneurship (Guha-Khasnobis, Kanbur, & Ostrom, 2007; J.
W. Webb, Tihanyi, Ireland, & Sirmon, 2009). Informal employment is negatively
correlated with income per capita and positively correlated with poverty across countries.
This suggests that as GDP increases and poverty declines across countries, workers
become aware of legal and social protections and worker benefits (ILO, 2011).

Schneider, Buehn, & Montenegro (2010) look at the so-called shadow economy and use a
Multiple Indicators Multiple Causes Model - a structural equations model - to analyze
and estimate the shadow economies of 162 countries around the world.

The relationship between informal economy and entrepreneurship is complex and
politically and socially sensitive; a number of entrepreneurs undertake activities in the
informal sector; important variations exist from a social point of view (e.g., many
different groups from professional to unskilled workers can be regarded as participating
in the informal economy) (C. C. Williams & Nadin, 2010).

Although informal economy is often associated with emerging market countries,
where up to 70% of the labor force (with as much 40% of GDP) work, informal

economies -‘“underground,” “shadow,” “invisible” and “black” economies - exist also in

some form in advanced market countries. A recent study reports that worldwide the

40 http://www.ilo.org/public/english/support/lib/resource/subject/informal.htm
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“informal economy” amounts to about $10 trillion annually, or about 12.5% of the world
economy (Neuwirth, 2011).

In 2007, the World Bank estimated that the informal economy in the United States
accounts for 8.8% of GDP, one of the smallest shadow economies in the world, i.e., the
World Bank ranks the United States 102nd, while Brazil ranks 33rd, with an almost 40%
informal economy (see the next chapter), and Italy ranks 67th, with about 27%.

According to the statistics, the size of the informal sector in the United States is
low. In the early 1980s, Tanzi studied extensively the problem of informal sector in
United States (Tanzi, 1982, 1983, 2002). Currently, there are not many studies about the
informal sector in the United States and informality seems associated with undocumented
workers (Richardson & Pisani, 2012).

The size of the informal economy is relevant and it shows the potential for some
form of independent activity and for entrepreneurship that is mostly income generating
and with a low content of innovation.

The level of informality also constitutes an indicator of an underserved insurance
market; see the section on Brazil and the analysis of Acs and Virgill (2009).

iv. The U.S. Insurance Market

In the United States, the charter for an insurer to operate is granted at the State
level. State laws require insurers and insurance-related businesses to be licensed before
selling their products or services. State legislatures establish policies for the regulation of
insurance, i.e., they oversee state insurance departments, review state insurance laws, and

approve regulatory budgets. The National Association of Insurance Commissioners
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(NAIC) is the institution created by the State commissioners to coordinate their activities

and share resources.(National Association of Insurance Commissioners (NAIC), 2010)

The Insurance Information Institute (2011) stresses that the insurance industry in the
United States has a significant impact on the nation’s economy that goes beyond
collecting premiums and settling claims. Insurance companies employ professionals,
invest in fixed income, bonds and other instruments and serve people in time of
significant stress and need. The Insurance Information Institute (2011) presents the role
of the insurance industry in the U.S. in 2009 as follows:

e The U.S. insurance industry’s net premiums written totaled $934 billion, with
premiums for life/health (L/H) accounting for 55% and premiums for
property/casualty (P/C) accounting for 45%.

e P/C insurance (auto, home and commercial insurance). Net premiums $423
billion.

e The L/H insurance (annuities and life insurance). Net premiums $511 billion.

e 2,737 P/C insurance companies and 1,106 L/H insurance companies in the
United States.

e Insurance carriers and related activities totaled $464 billion, or 3.2%, of U.S.
gross domestic product.

e The U.S. insurance industry employed 2.2 million people with a wide variety of
careers.

e Total P/C cash and invested assets were $1.3 trillion. L/H cash and invested
assets totaled $3.1 trillion. The majority of these assets were in bonds (69% of
P/C assets and 75% of L/H assets).

e P/C and L/H insurance companies paid $14.7 billion in premium taxes, i.e., $48
for every person living in the United States.

e P/C insurers paid out claims for $10.6 billion in property losses related to
catastrophes.

Tables 5 and 6 present the details of the insurance industry’s contribution to the
GDP of the United States, which reached the level of 2.8% in 2009 and about 2.6 % in

2011. The insurance industry (property/casualty and life/health) is a key player in the

134



capital markets, with holdings of nearly $5 trillion in corporate and foreign bonds,

corporate stocks, municipal securities and U.S. government securities in 2009.

Table 5 Contribution of the Insurance Industry to the GDP in the United States

Insurance Sector' Share of Gross Domestic Product (GDP)-2007-2011 (S billions)

Insurance carriers and related activities
Year Total GDP
Insurance _
o Percent of Total GDP (%)
Contribution
2007 14,028.70 388.8 2.8
2008 14291.50 345.6 2.4
2009 13.973.70 388.1 2.8
2010 14.498.90 383.8 2.6
2011 15.075.70 397.6 2.6

Economic Analysis

Source: Insurance Information Institute and U.S. Department of Commerce, Bureau of

Source: “A Firm Foundation: How Insurance Supports the Economy” (Insurance Information Institute,

2011, p. 3).

Table 6 Insurance Industry Participation in the U.S. GDP

Insurance Employment and Activities in USA - 2003-2012 - (Annual averages, 000)
Insurance Catriers
Insurance agencies, brokerages and related
Direct Insurers services
Insurance and
. Total )
Year . Emplovees benefits
Reinsurers Tatal Industry fund
Life, Health P iC - Insurance, Agencies Other Insurance tal unds
and Medical * TOPTTH - asA and Brokers related activities o
2003 789.0 710.0 310 1530.0 628.5 2089 8374 23674 471
2004 764.4 678.5 208 14727 6433 216.8 860.1 23328 47.0
2005 761.9 639.0 288 14297 650.1 2235 8736 23033 464
2006 787.4 6354 28.0 14309 659.9 2309 890.8 23417 47.8
2007 784.0 633.2 27.0 14441 6753 2345 909.8 23539 486
2008 797.6 632.7 27.9 1458.1 669.1 2304 908.5 2366.7 49.0
2009 799.7 619.1 275 1446.3 650.8 236.0 886.7 23330 49.1
2010 801.0 600.9 26.8 14286 639.9 2353 75.2 2303.8 487
2011 7859 5983 256 14097 646.8 2434 8902 22999 469
2012 807.9 5913 256 14248 6584 2538 9123 23371 474
Source: Insurance Inform ation Institute and U8, Department of Commerce, Bureau of Economic Analysis
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Insurance companies account for 7 of the 50 largest corporate foundations in the United
States.

The insurance markets are open and competitive; table 7 and table 8 show that in the
United States there is no dominating company in the two main segments of the insurance
markets (life and non-life, or property and casualty (PC). In addition, the market is open
to foreign companies, e.g., Zurich is the second most important player in the property and
casualty insurance. However, US insurance companies have a very large part of the

market.

Table 7 Top Insurers in the United States

TOP TEN WRITERS OF PROPERTY/CASUALTY INSURANCE BY DIRECT PREMIUMS
WRITTEN (1), 2009 (USS 000)
Rank Group Direct p_remiums Market share
written (%)
1 State Farm Mutual Automobile Insurance 51,063,111 10.60
2 Zurich Financial Services Ltd 28.979.692 6.00
3 Allstate Corp. 26,153,440 5.40
4 American International Group 26,108,637 5.40
5 Liberty Mutual Holding Co. 24,772,894 5.20
6 Travelers Cos. 21.409.548 4.50
7 Berkshire Hathaway Inc. 16,056,324 3.30
8 Nationwide Mutual Group 15,405,668 3.20
9 Progressive Corp. 14,200,294 3.00
10 Hartford Financial Services 10,473,026 2.20
(1) Before reinsurance transactions, excluding state funds. (2) Based on U.S. total including territories.
Source: SNL Financial LC, Insurance Information Institute. 2011.

Source: Information Institute
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Table 8 Top Insurers in the United States

TOP TEN WRITERS OF LIFE/HEALTH INSURANCE BY DIRECT PREMIUMS WRITTEN
(1), 2009 (USS$ 000 )
Rank Group Direct g Market share (%)
written
1 MetLife Inc. 88,003,977 16.70
2 Prudential Financial Inc. 48,359,584 9.10
3 Manulife Financial Corp. 25,704,483 4.80
4 New York Life Insurance Group 25,096,306 4.70
5 American International Group 24,196,141 4.60
6 ING Groep NV 22,455,707 4.20
7 AEGON NV 19,288,714 3.60
8 Lincoln National Corp. 18,371,493 3.50
9 Hartford Financial Services 15,083,712 2.80
10 Jackson National Life Group 14,483,672 2.70
(1) Includes life insurance, annuity considerations, deposit-type contract funds, other
considerations; excludes accident and health insurance from life/health insurers. Before reinsurance
transactions, excluding state funds.
Source: SNL Financial LC, Insurance Information Institute. 2011,

Source: Information Institute

The penetration ratio in the United States, according to the OECD, is at about

12% in 2011, http://stats.oecd.org/Index.aspx?Queryld=25437

VI. Emerging Economies
In 2012, according to the IMF (IMF, 2012d), emerging market economies find
themselves in a favorable situation with high commodity prices and available and
inexpensive global financing and are in position of leading the global recovery. The
IMF’s World Economic Outlook of April 2012 (IMF, 2012c¢) and that of October 2012
(IMF, 2012d) stress that in many emerging market economies, including in Latin

America, the recovery has been much faster than in developed countries, even though the
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World Economic Outlook of October 2014 indicates that the prospects for emerging
markets and for the so-called BRICs (Brazil, Russia India and China) have worsened
since April 2012. In 2014, the situation of emerging economies appears less promising
with decelerating economic growth in Asia; commodities prices falling, new fears of
inflation, and with countries that have not diversified their production and exports and
present a number of social, political and institutional problems particularly for various
Latin American countries (IMF, 2014a, 2014b).

In any event, as has already been pointed out, emerging markets are expected to
have a significant economic growth and favorable prospects particularly for the banking
and insurance sectors.

The banks in emerging market countries are well capitalized and will benefit from higher
savings that will provide funding for loans in support of economic activities. In addition,
economic growth will improve asset quality and profits should be retained to enhance
capital ratios. Banks that issue credit cards have good prospects as technology and
penetration expands in a situation where transactions (85% in China, over 70% in Brazil)
occur in cash or barter (Lanzer & Davidson, 2010, p. 5).

Insurers are expected to benefit from strong penetration based on the S-curve and
also from diversification in household asset holdings, with life insurance particularly
significant as retirement savings increase.

i. Insurance in Emerging Markets
The sustained public-sector investment in infrastructure and trade have been the

two main factors of the growth of premiums in Asia, the Middle East (2010: +7.7%) and
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Latin America (+4%) (Swiss.Re, 2011c).

From a financial point of view, (Fenton, Scanlon, & Iver, 2011) indicate that
improving investment yields, despite low interest rates, have benefited insurance
companies, particularly life insurers. Low inflation has also helped the profitability of
Non-life insurance. Under these circumstances, the capital base of insurance companies
of emerging market insurers is at pre-crisis levels.

In 2010, premiums of non—life insurance in the emerging markets increased by
7.4% (2009: +2.9%) to US$243 billion, compared to a long-term trend rate of 8.9%
(Table 9). Growth is strong in Asia (+17.7%), particularly in China (+22%), Vietnam
(+13%) and Indonesia (+8.6%). Over the next decade, non—life insurance premiums in
emerging markets are expected to increase more rapidly than those in industrialized
economies and the share of emerging markets in global non—life should increase to 24%
(from 16%).

In 2010, emerging markets life insurance premiums in emerging markets
expanded by about 17%, to US$361 billion, compared to a growth rate of about 13.5% of
the previous decade. Strong growth is reported in Asia (+21.7%). Moderate growth took
place in the Middle East (+7.0%) and Latin America (+8.5%). In life insurance, the
projections of growth for premiums are almost three times those of the mature markets.
The share of emerging countries in the global life insurance market is expected to
increase from 15% in 2010 to 27% by 2020.

Looking forward, strong economic performance and rapid growth of per capita

income will ensure that the growth of premiums in emerging markets outperforms that of
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industrialized countries (Table 9). Emerging market countries in Asia are expected to
outperform all other regions in absolute and relative terms (Table 9). Swiss.Re (2011c¢)
reports that in 2010 the market share of emerging markets moved from 10.5% to 16.7%.
In an assessment of the prospects for insurance market in 2014/15, Swiss Re’ Report for
2014 and 2015 concludes that “global economy is gaining strength, but very slowly”,
which will in turn support premium growth in the non-life primary market, as well as
reinsurance (Swiss.Re, 2013, p. 2).

However, in absolute terms, over the next 10 years, industrialized countries will have a
larger share of the additional premiums generated worldwide.

Life insurance and personal non—life insurance are expected to benefit from
strong economic and income growth, urbanization and aging populations. The so-called
longevity products (e.g., annuities, retirement products linked to insurance) are estimated
to rise. In life insurance, the Asian region is expected to expand by an annual average real
rate of about 10% within the next 10 years, superior to the corresponding increases in
other emerging regions (Swiss.Re 2011b, 2011c).

In the non—life sector, higher incomes are supposed to push the demand for property and
car insurance. Increasing formal employment should prompt more health, accident and
liability coverage to employees. Demand for commercial lines insurance should continue
to increase thanks to government-sponsored infrastructure project. In this respect, there is
a strong pipeline of infrastructure projects of about US$900 billion per year to support of
insurance products, e.g., engineering and surety lines and trade-related lines of business.

In non-life insurance, Asia will also outperform the rest, but by a smaller margin.
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Table 9 Worldwide Premiums

World Wide Premium Forecast
Premium growth in life and non-life
Regions insurance by regions, forecast
2010-2020
Life Non Life

Emerging Markets 9.20% 6.80%
Emerging Asia 10.30% 9.70%
Middle East 8.30% 7.30%
Latin America 8.00% 4.60%
Africa 0.00% 4.80%
Central & Eastern Europe 7.50% 0.00%
Industrialized Countries 3.10% 2.60%
World 4.20% 3.30%

Source: Global Insurance Review 2010, Swiss.Re Economic Research &

Consulting, 2011

The resilience of the insurance industry in emerging markets during the financial
crisis and the positive outlook are stimulating the interest of international insurers. In
fact, many international insurers pursue opportunities in the fast-growing emerging
markets; local insurers are likely to face strong foreign competition; and banks will use
their branches to penetrate local insurance markets.

The financial crisis (e.g., AEGON, AIG, AXA) has prompted some international
insurers to restructure their global operations and domestic insurers in emerging markets
have taken the opportunity to increase their market shares. Thus, mergers and

acquisitions activities expanded in emerging markets and should continue, e.g., in Brazil,
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Itau merged with Unibanco, creating one of the largest financial conglomerates in Latin
America.

The global financial crisis has also triggered a renewed focus on solvency and
supervision of group activities (O’Brien, 2010) International Association of Insurance
Supervisors 2011a, 2011Db).

Within this logic, emerging markets have been upgrading their supervisory
standards to international best practices (International Association of Insurance
Supervisors 2011a, 2011b), i.e., in Asia and Latin America, and there is a trend toward
higher minimum requirements, the adoption of risk-based-capital-solvency systems, the
introduction of dynamic stress tests and scenarios. Solvency II in the European Union has
influenced countries in Eastern Europe; Mexico is implementing a version of Solvency II
that will increase solvency capital to take advantage of growth opportunities.

Regulators are pushing for better consumer protection, e.g., establishment of
policyholder protection funds and simplified sale processes.

VII. The Latin American Economy

In the past, inflation has afflicted Latin America countries (Bernanke, 2005).
Today, most countries in the region have the single-digit inflation even though various
countries witness a recurrent danger of inflation (e.g., Argentina, Venezuela and to a
certain extent Brazil). The countries in the region have ben reforming their political and
governmental institutions and recovered from past dictatorships, and almost all Latin
American countries are now democracies. A process of integration is slowly under way;

i.e., Latin America countries have two regional associations: (1) the Mercosur, which
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includes Argentina, Brazil, Paraguay and Uruguay; and (2) the Free Trade Area of the
Americas, which includes all the countries in the Americas except Cuba. Both
associations are intended to improve the business environment, encourage free trade and
economic cooperation, and foster political integration, including a possible single
currency for its member countries (Cummins & Venard, 2007) (Levy and Pereira 2007).
In addition, various Latin American countries that look the Pacific are part of the Trans-

Pacific Partnership (TPP), a proposed regional free-trade agreement among Asian and

Latin American countries facing the Pacific. As of 2014, twelve countries throughout the
regions have participated in negotiations on the TPP
(Australia, Canada, Chile, Japan, Malaysia, Mexico, New Zealand, Peru, Singapore,
the United States, and Vietnam).

With respect to the financial crisis of 2007—8 and the crisis of the European debt
of 2010-2012 and beyond, some authors (Pineda, Pérez-Caldentey, & Titelman, 2009)
believe that the impact of the financial crisis is not going to be different from that of past
crises. A common view, e.g., Jara, Moreno and Tovar (2009); Rojas-Suarez (2010);
Porzecanski (2009); and recently (Rojas-Suarez & Montoro, 2012), however, is that the
impact of the global crisis on Latin America has been less severe than in previous crises.
This is mainly due to the development of domestic financial and bond markets, which
have provided an incentive to retain local savings issuing bonds in local currencies and
attract external financial inflows; and to the reform of supervision so that banks - foreign
and domestic — operating in Latin American countries are aligned to standards in line

with the international norms (IMF, 2009b) shielding the financial system against external
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shocks. The World Economic Outlook of October 2012 (IMF, 2012d) recognizes that
almost all the Latin American countries have undertaken significant reforms in the
economic and financial arenas that put the region in a position overcome the global crisis.
The World Economic Outlook of October 2012 (IMF, 2012d) had a positive stance for
Latin America with the prices of commodities (Yu, 2011)* and domestic demand driving
growth. The risks for Latin American countries are: spillovers of the euro area crisis (e.g.,
related to Spanish banks); and uneven global growth prospects. Policy uncertainty that
affects European countries and the United States is of limited concern for Latin American
countries (IMF 2012b).The positive macroeconomic scenario attracts foreign capital, i.e.,
private capital flows have somewhat declined due to the global situation but remain
strong in the sector of raw material.** However, the IMF Outlook of October 2014 shows
GDP of Latin America as a whole grew at around 4.5% in 2010, 4% in 2011 and about
3% in 2012 and 2.5% in 2013 and it is expected to be little above 1% in 2014 and 2% in
2015 (IMF, 2014b, pp. 67, 2014b, pp. 56-8). High commodity prices and easy external
financial conditions have given good prospects for growth in the last 10 years, but could
be reversed in the years ahead with stagnant commodities prices, reduced capital inflows
and still uncompetitive economies with limited efficiency and innovation. Some Latin
American countries (particularly Mexico, Colombia, Peru, and Chile) present also weaker
growth with respect to the previous outlook of April 2014, but strong fundamentals,

robust fiscal accounts and contained inflation (IMF, 2014b, pp. 2, 8,56-58). In this

41 Export receipts are expected to remain strong over the next five years and beyond.

42 Despite the dramatic positive changes and reforms, due to the still high level of debt, past economic and
financial crises, bureaucracies that do not facilitate to open and operate local businesses, and relatively low
levels of education, Latin American countries do not attract foreign investors to the same extent as the
Asian countries do.
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respect, Talvi (2014, pp. 27-8) argues that there are three Latin Americas: the first one
includes Argentina and Venezuela with bleak performances and uncertain political and
social situations; Mexico, Chile, Colombia and Peru (countries that face the Pacific) are
in the second group and present a much better picture and favorable perspectives; and the
third one, Brazil, with a great potential, but with a critical need of undertaking reforms to
improve the functioning of the economy and the society.

Overall, the perspectives of growth and improvement of the standards of living in
Latin American countries remain uncertain. The 2014 Macroeconomic Report of the
Inter-American Development Bank indicates that “growth rates are insufficient to meet
the many social demands in the region and reflect low underlying productivity growth
that will not allow the countries to maintain relative income levels with other emerging
economies or close the income-gap with advanced economies. A key priority going
forward is to find ways to enhance potential growth” (Inter-American Development
Bank, 2014, p. 55). Along this lines also the analysis of experts of the International
Monetary Fund stresses that “fostering TFP (Total Factor Productivity) growth would
remain a key challenge and priority for the LAC region”(Sosa, Tsounta, & Kim, 2013, p.
15). In addition, the imperative of Latin America remains export diversification (in
products and markets) to reduce dependence from the prices of commodities. Also
structural reforms to support growth are necessary, e.g., investments in infrastructure to
ease bottlenecks; changes to favor technology innovation and entrepreneurship (Brenes

& Haar, 2012).
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In this context, the region’s strongest and most resilient economy — namely Brazil,
a world player with the largest country in terms of population and GDP in Latin America-
has still positive prospects, but several hurdles to overcome (e.g., inequality, inflation,
institutional reforms, corruption).

VIII. The Latin American Insurance Markets

High inflation experienced in the region in previous decades is one of the reasons
for the low level of insurance penetration® especially life insurance (e.g., the demand for
life insurance is more sensitive to inflation than the demand for non—life insurance)
(Swiss.Re, 2009).

However, over the last few years, favorable economic developments have permitted the
expansion of middle class and entrepreneurs. Insurance companies contribute by
developing simple products at lower costs and by using cost-efficient distribution
channels such as banks, retail stores and the Internet (Swiss.Re, 2011c).

With respect to_life insurance, given the strong economic performance and good
fundamentals, life insurance market has been growing significantly in the last few years
and presents a favorable outlook. Despite the recession, in 2009, life insurance premiums
grew by 7.8%, to US$44 billion. Mexico and Brazil are the two largest regional markets
(Swiss.Re, 2010) that witness solid growth. The expansion of VGBL6 (Vida Gerador de
Beneficios Livres, or Redeemable Life Insurance), which offers group life and credit
insurance, has lifted the Brazilian life market. Similarly, in Mexico, individual and

collective life insurance has balanced the reduction of group life business. In the

43 Corporations, upper-middle-class households and high-income individuals are the buyers of insurance in
Latin America.

146



remaining markets, growth slowed in Argentina due to the nationalization of the pension
system. In Chile, the annuity business fell sharply. In Colombia, sales of life products
slowed while annuities performed well. Life premium’s growth in Peru has been
increasing. The devaluation of the bolivar fuerte in early 2010 penalized the volume of
premiums in Venezuela. In 2011 and 2012, as the economies in the region recovered, life
premiums returned to large double-digit growth, while non-life premiums slowed due to
the financial crisis (Swiss.Re, 2010).

With respect to non-life, after a 10-year period of robust growth, in 2009, the
growth of premiums for non-life decelerated to 4.3%. The Brazilian insurance market,
which accounts for more than 35% of the region’s non—life premiums, declined slightly
as a result of decreases in transportation and credit insurance, due to the global recession.
However, this decline was partially offset by the double-digit growth of premiums for
financial, rural and special risks. Auto insurance premiums fell as sales of new cars
slowed, except in Brazil due to tax breaks for the purchase of new cars. Chile’s non-life
market was affected by the economic crisis, falling by 8.4%. Instead, the non-life
markets in Mexico, Colombia and Peru accelerated. In Colombia, the transfer of public
workers’ risks to private insurers and sales of surety insurance related to anti-cyclical
fiscal spending on infrastructure determined a double-digit growth in 2009. Argentina
grew at double-digit rates in the last 5 years.

In the future (IMF, 2012c, 2014a), positive growth is expected for Latin American

countries, and insurance penetration should grow faster than GDP per capita.* Data from

44 As seen in Chapter 2, GDP per capita and insurance penetration are not related linearly, e.g., penetration
increases slowly in countries in an early stage of economic development, and moves faster in emerging
economies, but again slowly in developed economies.
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Assal (Asociacion de Supervisores de Seguros de América Latina,

http://www.assalweb.org/) and Swiss.Re (Swiss.Re, 2004, 2011b, 2011¢, 2013) show a

steady improvement of the penetration of insurance in most Latin American countries
(Figure 10). Insurance premiums are expected to outperform economic growth due to the
demand for insurance related to infrastructure and energy investments. Personal lines of
insurance are also expected to grow as insurers develop simple products and use cost-
efficient distribution channels to reach untapped markets, e.g., low- and medium-income
households.

According to Swiss.Re (2013) , the figures of the growth of insurance (life and
non-life) for emerging markets in recent years (2011-2013) have been robust and this
trend is expected to continue. In Latin America, in life insurance there has been about
18% growth in 2011 - 2013 and 10% growth is expected for 2014 and 2015. In non-life,
the growth in Latin American countries has been above 5% in the years 2011-2013 and is

expected to grow slightly below 5% in 2014 and 2015.
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Figure 10 Insurance Penetration in Latin America
Source: Asociacion de Supervisores de Seguros de América Latina (ASSAL)

The report of Swiss.Re (2011c) argues that greater insurance awareness,
enforcement of compulsory covers and opening of the Brazilian reinsurance market (i.e.,
Brazil’s reinsurance market opened to direct competition in 2007, see below) constitute
additional drivers of the growth of insurance in Latin American countries. Given the size
of the Brazilian insurance market (i.e., population of 200 million; GDP of nearly US$2.5
billion; premiums written in Brazil constitute more than 40% of the insurance premiums
written in Latin America), the opening of that market provides a competitive insurance
field. Mexico and Colombia present similar potential.

Under these favorable conditions, the insurance industry in the Latin America
region is undergoing a process of concentration, expansion, and competition for market

share: foreign insurers put their bases for the region, or for the Mercosur in Brazil,
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Brazilian insurers are opening subsidiaries in other Latin American countries where they
can operate also as reinsurers. Marcela Abraham, Karla Estavillo and Mauricio Ruiz
concur with the favorable prospects for insurance in many Latin American countries that
present differences in many respects (e.g., regulation, mandatory insurance, literacy and
awareness) and argue that “the Latin American insurance market has become attractive to
new entrants. Nevertheless, insurance awareness, regulation, tax considerations and
distribution challenges demand attention. A key challenge is lack of insurance awareness,
a deficit that can be offset with financial education. Inadequate regulation hinders market
development by failing to establish the necessary parameters and stability, but
overregulation (e.g., high capital requirements) discourages new entrants.” (Abraham,
Estavillo, & Ruiz, 2014, p. 22)

Under these circumstances, there is the expectation of a greater supply of
insurance in Latin American countries.

IX. Brazil

Brazil’s population is around 195 million (2011); GDP of Brazil in 2011 is
US$2,476,651 million (World Bank); Brazil is the Sth-largest in the world (World Bank
2008; http://siteresources.worldbank.org/DATASTATISTICS/Resources/POP.pdf). The
country’s growing, diverse and mostly urban population, i.e., 85% of all Brazilians live in
urban areas, constitutes an amalgamation of settlers and immigrants, indigenous people
and descendants of slave that have a common single Brazilian-Portuguese language.
Brazil is a federal state. The majority of Brazilian people live in the wealthier South and

Southeast regions.
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In early 1990s, prolonged inflation was put under control with the execution of
the Real Plan. As a consequence, financial stability and opportunities for long-term
savings supported the development of private insurance industry. Under prudent fiscal
and monetary policies, liberalization and privatization, the Brazilian economy overcame
the crisis of 1998 (i.e., caused by the fall in commodity prices and crisis of the balance-
of-payments). The introduction of policies to make the national currency a reliable value
reference boosted economic stability. As the credibility of the system increased,
economic agents were inclined to make investments including foreign investments.
Greater openness and competition allowed companies to improve their efficiency. In
addition to the sound macroeconomic policies, there were important new oil findings that
make the country energy independent.

However, in 2002, at the time of Luiz Inacio Lula da Silva’s election as President,
Brazil was on the brink of failure. The country suffered speculative attacks against its
currency, as the world feared that Lula might turn out to be a communist. The 2002
presidential elections subjected Brazilian economic policy to a crucial credibility test.
With the date of elections approaching, uncertainty concerning future macroeconomic
policy led to a sharp devaluation of the real. To avoid tensions, all the presidential
candidates subscribed an agreement that there would be no sharp reversal of prudent
macroeconomic policies whatever the elections’ result. The IMF backed the agreement
with a loan of US$40 billion. This constituted a critical departure of Brazilian politics
from old-fashioned ideologies to market discipline. President Lula’s government

continued the fiscal and monetary policies and the stabilization program of President
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Fernando Henrique Cardoso. Privatization of the financial sector proceeded at a slower
pace, e.g., the planned privatization of the IRB in 2000 suffered delays due to judicial
disputes.

As Lula’s government took office, the prices of mineral and agricultural
commodities started to boom: the output remained almost the same, but its value
increased by about 30% and so increased the budgetary revenues deriving from exports to
the booming economies of China and India. Lula initiated a strategy based on financing
infrastructure and domestic demand in both cases with significant reliance on
Government intervention and resources. The revenues from taxes on commodity exports
were generally directed to finance initiatives in infrastructure and welfare (e.g., the Bolsa
Familia). With taxation revenues in Brazil around 40% of GDP, government spending
around 38% of GDP, and public debt to GDP about 36%, the government started to
modernize the economy, spur domestic demand and employment as well as growth and
reduce the population living below poverty and misery lines.

In the industrial sector, local manufacturing and services industries are relatively
protected by the Government and also due to information asymmetries, e.g., language and
culture, and therefore Brazilian companies captured most of the gains. As a result, local
manufacturing companies of automobiles, computers, televisions aircrafts and other
consumer goods have contributed to high employment levels, given also the flexibility of
the country’s labor legislation. Housing and construction boomed due to greater access to
credit and mortgages; i.e., the share of domestic credit to GDP is at about 45%, which is

still low compared with that of developed countries, but higher than 20% in the 1990s.
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The industry has been suffering recently from the overvaluation of the Brazilian currency
(e.g., in 2002, before Lula’s election, the Real was at R$4.5 to $1 and at R$1.5 to US$1 at
the beginning of 2012).

The Brazilian monetary authorities pursued successfully the policy of inflation
targeting. Consumer prices reached the level of 5.25% in 2002, which is a dramatic
achievement given past levels of hyperinflation (e.g., average inflation at 760% per year
between 1990 and 1995, with peaks at 2,500%). The rate known as the Sistema Especial
de Liquidacao e Custodia (Special System of Settlement and Custody)—set by the
Comité de Politica Monetaria (Monetary Policy Committee)—constitutes Banco Central
do Brazil, BACEN’s benchmark for performing open market operations in the execution
of monetary policy.

Starting in 2010, the economy becomes characterized by high real interest rates,
though interest rates fell during the global economic crisis of 2007—8. The benchmark
rate indicated above was reduced from 13.75% to 8.75% in January 2009 and then moved
up to 9.75% in April 2012.

Brazil has a young population, with a low birthrate and growing life expectancy.
There is also a significant inflow of human capital, e.g., from Italy, Portugal and Spain.

Under these circumstances, in the last 5 to 10 years, Brazil has grown
significantly and has reached the role of world player. Some macroeconomic indicators
illustrate the performance of Brazil: GDP per capita (PPP adjusted) as measured by the
World Bank’s World Development Indicators for 2011, US$11,640. Real GDP grew at

5.4% (4.2% per capita) from 2006 to 2007, before declining slightly to 5.1% in 2008.
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Next to China, Brazil is the emerging country with the highest FDI, totaling more than
US$45 billion in 2008 (Economist Special Report, 2009; Oliveira, 2010). According to
the World Competitiveness Report (Sala-i-Martin, Dervis and Hausmann 2010), access to
electricity as measured by the electricity rate is 97%. According to the National Sample
Survey of Households of the IBGE, 98.8% of the population had electricity in their
homes in 2009. Furthermore, according to the World Health Organization and United
Nations International Children's Fund- UNICEF, 96% of Brazilians have access to water
and 77% of Brazilians have access to piped water, i.e., at least 75% of Brazilian
households receive utility bills and can be reached with insurance products. Many
multinational companies intend to enter Brazil with new or expanded existing FDI, due to
Brazil’s market size and prospects. In terms of infrastructure, Brazil has achieved near-
universal access to electricity.

The origin of the success of Brazil is the undertaking of the strategy to use the
proceeds from commodities and raw materials to sustain and finance infrastructure
building and to support domestic demand with transfers mainly directed to the poor
segments of the population®. This implies a relevant government intervention. In the last
10 years, there has been an enormous increase in the income of poor people*, even
though the most recent changes in commodities prices and the social revolts are

questioning the strategy as well as the preservation of the achievements.

45 These measures also protect the local companies not ready to compete in the global markets yet.

46 There are two ways of considering poverty in Brazil: relative to the international poverty lines defined
by the World Bank; i.e., $1.25 per day (PPP adjusted) or $2 per day (Bester et al. 2010). Using the national
poverty line, 23% of the population is classified as poor. Absolute poverty is much lower when using the
international poverty lines; only 5% of Brazilians live on less than $1.25 per day and 15% below $2 per
day, which is low compared with some other large developing countries, but high compared with selected
Latin American peers.

154



Given the favorable circumstances, the crisis of 2007—8 and the crisis of the
European debt of 2011-12, had a mild impact on Brazil, i.e., the economy in Brazil
shrank for only two quarters in 2009 with negative growth of 1.8% in the first quarter of
2009 (http://www.bcb.gov.br/?english; Banco Central do Brazil, BACEN). Brazil has
been one of the first countries to emerge from the recession, and growth resumed in the
second half of 2009 (Economist 2009).

Various authors have recently written about the rise of Brazil. Naiman (2010)
gives credit to President Lula. Rohter (2012) argues that Brazil is becoming a great
economic power, but is also a country with a long and complex history. Along the same
lines, Roett (2011) tells the story of the largest country in Latin America and its evolution
and the challenges it has overcome evolving from an isolated Portuguese colony into a
regional and world leader. Both Rohter and Roett look at Brazil as one of the key BRIC
countries that in this time of crisis constitute the only spots that provide growth for the
world. Roett (2011, 2—14) indicates that Brazil “was one of the last emerging market
economies to be affected by the 2008—9 world financial and economic crisis” and was the
first to emerge with little harm. Brainard and Martinez-Diaz (2009, p. 4) reiterate that the
rise of Brazil is due to the convergence of various elements: strong global demand—
particularly from China and Asia—for the country’s major raw material products;
successes for its major corporations (e.g., in agribusiness and energy); steady results from
its economic policies, including inflation targeting and maintenance of an autonomous
central bank; government debt management; and social investments that are building

confidence and reviving dreams of the greatness that has proven elusive in the past.
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Serrano and Summa (2011) report that since 1999, the strategy of Brazil has rightly
focused on three main targets: low inflation; floating exchange rate regime; and primary
budget surplus. The authors, however, underscore the weaknesses of Brazil, e.g., endemic
inequality; ambivalence towards free market and global economic integration as opposed
to Government intervention and protectionism; and a relatively high dependence on
export of raw materials.

In fact, there are a number of challenges that the Brazilian authorities need to
tackle to continue the economic expansion and the institutional development. A recent
study by the World Bank (Canuto, Cavallari, & Reis, 2013) stresses that the terms of
trade have been particularly favorable for Brazil. However, there are concerns about the
competitiveness of the Brazilian economy not only due to a strong currency but also, and
more importantly, to low productivity performance and real wage increase that
significantly reduces competitiveness. Under these circumstances, the authors underline
the importance to continue reforms, increasing the ratio of investment to GDP, and
advancing toward better-skilled human capital, innovation and entrepreneurship (Canuto
et al., 2013). Along these lines of great accomplishment but unfinished job,
Matthew(2014) says:” Brazil fared well in the aftermath of the 2007-2008 global
financial crisis. Due to the 2009 stimulus package and subsequent spending initiatives,
economic growth was maintained, jobs were created, and poverty continued to decline.
Stimulus spending has had mixed effects on the well-being of the underprivileged
primarily because the quality of distributed services and goods has been overlooked. If

established socioeconomic successes are to be sustained, attention must be turned
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towards improving the quality of human capital building services for all members of
society, including the underprivileged”(Matthew, 2014, p. 4). A critical point that Brazil
has to undertake is the issue of corruption that many studies relate to the growth of
government intervention (Ioan, 2009; Rose-Ackerman, 1999; Sahu & Gahlot, 2014).

Brazil is the largest and most powerful country in Latin America with a very
strong economic performance. However, with respect to social indicators despite the
efforts, Brazil remains one of the countries with the largest inequality, with a Gini
coefficient of 0.56 at the same level that Guatemala; high level of poverty; and significant
corruption (de Souza, 2012). The mass demonstrations in 2013 and 2014 and particularly
those in early 2014 and in May and June before the Soccer World Cup against the cost of
transportation, corruption, high taxes question the progresses attained and show the
vulnerabilities of the country. Fundamental issues reduce the prospects of growth for the
Brazilian economy (IMF, 2014b, p. xiii), e.g., competitiveness, corruption, efficiency and
improvement of services including social services, productive investments including in
infrastructure, education; and the government — in an environment less favorable than
that of the early 2000 (e.g., declining commodities prices) - has to take action
(UNCTAD, 2012b) and particularly the new President to be elected in October 2014.

i. The Structure of the Brazilian Economy
The structure of the Brazilian economy in 2010 (Figure 11) is moving toward the

tertiary sector*’ (services), which accounts for 64.5% of GDP, industry and

47 For comparative purposes, agriculture contributes 3.6% to GDP in Mexico, 4.1% in Chile, 10.5% in
Colombia and 8.4% in Argentina. Brazil’s tertiary and services sectors have a much larger share in the
economy than in other large emerging economies such as India and China, where agriculture contributes
respectively 26.1% and 18.1% to GDP (World Bank, 2009—various “Country at a glance” factsheets).
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manufacturing account for about 31%, and agriculture contributes about 5% (e.g.,
poultry, beef, sugar, coffee, paper, and iron). Agribusiness remains the core of the
economy contributing about 40% to export earnings. Forests are the source of much of

the world’s pulp and Brazil could supply the world with ethanol to fuel cars.*
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Figure 11 The Structure of the Brazilian Economy
Source: Bester et al. (Bester et al., 2010, p. 6).

The Brazilian economy has grown significantly over recent years generating

employment, i.e., unemployment is at around 8%.

48 See “Condemned to Prosperity: Brazil Has Learned to Love Its Commodity Sector,” Economist,
November 12, 2009, http://www.economist.com/specialreports/displaystory.cfm?story id=14829525.
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ii. Entrepreneurship in Brazil

Under the macroeconomic strategy, since 2004 and up to 2010, the growth of the
Brazilian economy was more than twice its annual growth during the period 1999-2003.
According to the IMF Outlook of April 2014, in the last few years there has been a
slowdown of growth rates in a few large emerging market economies including Brazil.
For Brazil, economic growth is expected to be at about 1.8-2% in 2014 and 2015(IMF,
2014a, p. 61). Despite the present perspectives, economic growth has allowed reducing
poverty, extreme poverty and inequality significantly. In addition to effective
macroeconomic policies, the Brazilian government has undertaken a series of actions in
favor of business activity and entrepreneurship.

A 2008 report - released by the Planning Department and the Instituto Brasileiro
de Geografia e Estatistica (IBGE) under the auspices of the President of the Republic,
Dilma Rousseff - underlines the importance of innovation and entrepreneurship for the
economic growth and development of Brazil. IBGE and GEM have studied the case of
Brazil (Global Entrepreneurship Monitor, 2013; Instituto Brasilero de Geografia e
Estatistica, 2011).

The IBGE 2011 report considers the period 2005-9 and shows that high-growth
companies (Global Entrepreneurship Monitor, 2011a) have been growing at an
impressive 172.4%, on average. High-growth companies accounted for 57.4% of the
generation of new jobs during the period 2005-8. High-growth companies created a gross

value added of 18.0% in the sectors of industry, construction, trade and services.
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The average age of high-growth companies ranges from 10.4 to 18.7 years for
those companies in activity; the average age of the “gazelles” (i.e., companies that have
an annual growth rate in revenues of 20% or higher), is from 4.1 to 6.9 years. The
distribution by size is 51.6% of the high-growth companies are small, 39.0% medium-
sized and 9.3% large. In terms of sectors, high-growth companies appear in all sectors,
although their distribution is not uniform for all activities. The construction sector
appears the main activity with 2.9% of high-growth companies, followed by industry
(2.1%), services (0.7%) and trade (0.4%). In the construction sector 37.0% of revenues
come from high-growth companies; services, 22.4%; industry, 18.4%, and trade, 14.4%.
Geographically, high-growth companies seem to favor the Center-West region.

Recent GEM studies on Brazil (Global Entrepreneurship Monitor, 2011c, 2013)
recognize the country’s progresses towards an entrepreneurial society: about 27 million
adults between 18 and 64 years of age create or already run a business, which represents
more than 25% of the adult population. Brazil has the third-largest entrepreneurial
population, in absolute numbers, among the 54 countries that GEM has studied so far.
The GEM study shows that TEA, i.e., total early-stage entrepreneurial activity for women
(49%) is the fourth largest, among the 54 countries studied. With respect to the age of
entrepreneurs, a high number of young people, between the age of 25 and 34, create a
new business (established entrepreneurs’ range between 45 and 54 years of age). Brazil’s
TEA is proportionally higher in lower-income groups, which reinforces the role of

entrepreneurship in the process of social inclusion.
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The GEM study gives a very encouraging picture and stresses that Brazilian
people consider starting a new business a desirable and viable career option. Moreover,
the substantial number of entrepreneurs implies that the country needs to have a
permanent strategy aimed at creating an environment favorable to businesses and
entrepreneurship. The number of entrepreneurs prompts the government to undertake of
policies and actions towards an entrepreneurial society.

The GEM includes Brazil in the second level, i.e., in the group of countries that
still need to improve efficiency as opposed to the next, third level, of those countries that
have to focus on innovation (United States falls in this category). GEM recommends a
series of policies and actions that would support the move to the innovation stage. The
recommendations focus on reducing constraints and obstacles to innovation and
entrepreneurship (tax system, acquisitions of new technologies); supporting education
and training; facilitating institutional functioning; establishing a friendly cultural
environment; and favoring access to financial resources and services.

A missing recommendation is that the analysis of entrepreneurship should also
focus on data on each of the 27 Brazilian states and also on municipalities and set the
basis for a future spatial analysis.

iii. The Informal Economy in Brazil
Figure 12 shows the structure of the population by economic activity and

highlights the role of the informal sector in Brazil.
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Formal and Informal Sector in Brazil - 2007
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Figure 12 Composition of the Population in Brazil

The level of informality has important implications for entrepreneurship and
insurance.®
From the point of view of entrepreneurship, a high level of informality is related

to entrepreneurship with a smaller content of innovation. In addition, high level of

49 For a full review of the informal sector (Schneider, Buehn, & Montenegro, 2010) and the ILO Web site
(ILO 2010, 2011, 2012).
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informality implies greater difficulty in measuring entrepreneurship (Acs & Virgill,
2009).

From the point of view of insurance, Bester (2010) stress that operators in the
informal sector have incomes less certain than those in the formal sector; and they are
also more difficult to reach. The level of the labor force considered “formally employed”
is 62%. However, from the point of view of the distribution of insurance, not all of them
can be reached easily, e.g., through employee groups. For instance, domestic workers™
and unremunerated employees cannot be targeted for insurance through their employers.”!

The data related to access to electricity and water (see previous section) imply
that a large majority of Brazilian people receive regular utility bills and has a profile and
an account as a customer. That account constitutes a tool for effectively providing
financial services including insurance. In this respect, the 2003 government’s Program
Luz para Todos (Light for All Program), with the goal to provide free installation of
electricity in the homes of 10 million rural inhabitants by the end of 2010, can be credited
for the increase of the expansion of insurance product and insurance penetration.

iv. The Brazilian Insurance Market

This section draws heavily from various authors (Abreu & Fernandes, 2010;
Bester et al., 2010; Deloitte, 2011; IMF, 2012b; A. Levy & Pereira, 2007) who have
studied and updated the status of the insurance markets in Brazil and from the reports

and data of the Brazilian Supervisor SUSEP (2013). Their work shows the strength of the

50 Note, however, that not all domestic workers will be “informal,” as government actively encourages the
registration of domestic workers and extending benefits such as pension plans to them.

51 Bester et al (2010, p. 201) report estimates of 30 million union members that represent only 34% of the
employed market, suggesting that 66% of employees would be in the unorganized sector.
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insurance industry in Brazil (IMF, 2012b) and the opportunities for insurance
development in Brazil, prompted by a greater stability, a rising middle class as well as the
need of the lower segments of the population and the incipient micro-insurance market
(Deloitte, 2011). The government considers access to finance and insurance a priority and
the market is implementing new products targeting low-income customers.

As mentioned in previous sections, government direct intervention and regulation
- designed to favor domestic companies and crowd foreign firms out of the market - has
characterized the development of insurance in Brazil. In the 19th century, the insurance
business grew in importance and in the absence of regulation. However, as a result of the
deficit of the balance of payments, there was a move toward stricter controls on the
activities of foreign firms and legislation that discriminated against them was issued. The
economic programs of the various governments were firmly rooted in old-fashioned
nationalism and protectionism and state intervention. The interventionist stance lasted
until mid-1990s.%* As Abreu and Fernandes (2010, pp. 27-34) indicate, in the early
1990s, the model of autarchy and heavy state intervention started to be revised. Measures
undertaken include: reduction of protection, regulatory overhaul, deregulation and
privatization of state-owned concerns (e.g., industrial firms and the providers of utilities);
significant opening of the market to foreign competition.

These reforms derive from the commitments with which Brazil had to comply
under the General Agreement on Trade in Services (GATS, a treaty of the World Trade

Organization, WTO), which include access to foreign capital in insurance, reinsurance

52 On the other hand, the opposition was strongly aligned with the socialist ideology.

164



and brokerage activities. The Brazilian Congress approved legislation with some delay
(WTO 1997, 157-63).

The expansion of the insurance industry in Brazil since the mid-1990s has been
also the result of the combination of favorable macroeconomic and microeconomic
factors and the intuition of insurance companies — including global insurers(Deloitte,
2011, pp. 17-20)- to expand their supply.

The economic reforms introduced in the last 10 years, i.e., economic stabilization
plan, deregulation process, opening of the market to foreign insurers and privatization
program, and the performance of the economy have had a profound impact on the
insurance market. The ensuing stable economic conditions, growing business activities
and good economic performances of the economy and the large Brazilian population (A.
Levy & Pereira, 2007) offer a favorable environment for life and non—life insurance lines,
e.g., the end of high inflation prompted the expansion to new areas of activity, e.g.,
private pension funds, and opened new opportunities for the insurance business. Under
these circumstances, the insurance sector has evolved from a small participation rate of
0.8% in the GDP in 1994 to 2.55% in 2008, and the penetration ratio is at 3.2 % in 2008
(up from 0.7% in 1995)(SUSEP, 2007)** and 3.4 % and 3.5% in 2010 and 2011,
respectively(IMF, 2012b, p. 15).

Following the reform of 1996, the Insurance Council (Conselho Nacional dos
Seguros Privados, CNSP) constitutes the main authority in the insurance sector. SUSEP
is in charge of implementing the policies that the CNSP established at the Federal level.

In particular, SUSEP reviews the application to operate as insurer and grants licenses.

53 However, insurance penetration in Brazil is smaller than in Chile.
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Therefore, insurance companies, in Brazil, obtain the charter as insurer at the Federal
level. The improved regulation and supervision and particularly the strengthening of the
solvency requirements including the implementation of the capital surcharges make the
industry stronger and consumers are more confident to buy insurance products

Following the opportunities of the period 2005-2010, the insurance industry in
Brazil still presents good prospects, but still faces significant problems related to
inefficiency and barriers to competition. In addition, several important issues remain to
be tackled, e.g., complete liberalization of reinsurance(IMF, 2012b, p. 9); workers’
compensation; reform of the public pension system, following the example of other Latin
American countries (A. Levy & Pereira, 2007); low-income people that do not have
access to financial services; big Brazilian commercial banks control the principal
insurance companies(IMF, 2012b, pp. 6-7).

There are two developments that are expected to have a significant impact on
insurance business in the longer term. First, in 2008, there have been major offshore oil
discoveries in Brazil, which will transform the country - now self-sufficient- into a major
oil exporter. Second, the impact of redistributive policies as well as the regulation of the
micro insurance market issued in 2011 makes the market for “popular insurance”, i.e.,
micro insurance, more attractive.

e Main Events in the Last 15 years
Table 10 below shows the evolution of the Brazilian insurance market and its role

in the economy across the 20th and 21st centuries.
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Table 10 Main Changes and Events in the Brazilian Insurance Market 1995-2008

Measures of Insurance Market in Brazil 1995 - 2008
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Table 10 shows that the penetration ratio doubled since the early 1990s.

Moreover, the progressive opening of the insurance market to foreign companies not only

has favored the growth of insurance in the country but also has significantly raised the

participation of foreign companies in the Brazilian insurance market that in 2008

represents almost 40% of the market. In this respect, the FDIs in insurance even if a small

percentage of the overall FDIs in Brazil almost doubled in the insurance industry since

1995.

The main reforms and events related to the development of the insurance markets

in Brazil during the period 1993-2007 include the following (SUSEP, 2007):**

i. ~ 1993: the public sector contract insurance services through tenders opened to all
insurers operating in Brazil.
ii.  1996: foreign capital can enter health insurance.

iii.  1996: IRB’s reinsurance monopoly is ended.
iv.  1997: the IRB is part of the privatization program to be sold under an auction.
v.  1999: the PGBL—Plano Gerador de Beneficos Livres, or Plan Generator of
Benefits, a private pension Plan inspired to the 401-k of the US, precursor of
VGBL (Vida Gerador de Beneficio Livre; see below) is introduced.

54 These events are important to define the periods for econometric analysis.
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vi. ~ 1999: SUSEP becomes responsible for the supervision of reinsurance and
retrocession operations previously undertaken by the IRB*

vii. ~ 2001: VGBL - a life surrender benefit product that unites the character of the
annuity with the investment-oriented feature of the variable life insurance- is
introduced.

viii. ~ 2003: SUSEP starts a modernization process and introduces international
standards adopted in the most developed markets, i.e., IAIS Core Principles.*
ix. ~ 2007: the reinsurance sector is opened to foreign-owned and foreign-based
companies. IRB-Brazil Re (successor of the IRB) ceases to be the sole provider of
reinsurance”’.

The events listed above are part of the commitment of the Brazilian Government

with the WTO (2009a, pp. 9-13).
e Market Structure

Following the reforms of the 1990s and 2000s, the Brazilian national insurance
system is composed of the National Council of Private Insurance (CNSP), the
Superintendence of Private Insurance (SUSEP), reinsurers, private insurance companies
and authorized brokers (SUSEP, 2007; WTO, 2009b, pp. 121-2).
The CNSP is the main policy setting body responsible for the private insurance industry,
the definition of the characteristics of different insurance contracts; and the regulation of

the national insurance system.

55 Up to 1999, SUSEP was responsible for the control and supervision of insurance, open private pension
funds—which had been created by new legislation in 1997—and capitalization operations, while the IRB
supervised the reinsurance and retrocession operations. The main opposition party—which would win the
presidential elections in 2002 and again in 2006—successfully argued in the Supreme Court that this was
unconstitutional.

56 Since the beginning of the modernization process, more than 500 rules were revised and a great number
was published, focusing mainly on corporate governance and internal controls, accountability of directors,
roles of actuaries and auditors and certification of employees. A great number of changes were made in
order to stimulate saving plans’ consumers.

57 Consequently, at the end of 2008 there are 21 reinsurance companies operating and there is increased
reinsurance capacity, more specialization in the reinsurance market, new products and potential price
decreases due to greater competitiveness.
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SUSEP is an autonomous body under the Ministry of Finance. SUSEP is the industry
regulator; executes the policies of CNSP; it has the responsibility for control and
supervision of insurance, reinsurance, private pension funds and capitalization operations.
SUSEP adopts a risk-based supervisory regime in line with international standards and
practices (IAIS, 2012; WTO, 2009a). SUSEP is also responsible for creation and
development of insurance products directed to lower segment of population.

Supervision of the health insurance business is the responsibility of the National Health
Agency, under the Ministry of Health (WTO, 2009b, pp. 125-8).

As of 2008, Brazil’s insurance market became the largest in Latin America, with
total premiums of R$64.6 billion (US$29.6 billion) and technical provisions of R$128.4
billion (US$60 billion). The market is composed of almost 160 companies, i.e., 72% are
insurance companies; 17% are entities that provide private pension plans; and 11% are
companies devoted to capitalization plans. Few life insurance companies may also offer
open private pension plans (SUSEP 2009; http://www.susep.gov.br/). A number of banks
own both insurers and capitalization companies. The top 10 insurers (some of them from
the same group) account for 52% of all industry premiums. Figure 13 shows the top

insurer ranked by market share.
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Figure 13 Market Share of Insurance Companies in Brazil

Figure 13 illustrates that there are four large insurance providers in Brazil -(Bester et al.,
2010) - (i.e., Bradesco, Itat, Brazil Prev and Porto Seguro). However, the 10 largest
companies serve less than 50% of the market. Small insurance companies serve a large
part of the market, over 50%. In this respect, the market for insurance in Brazil can be
considered competitive and is similar to the insurance market in United States (see Tables
7 and 8).

Bank-led groups dominate the insurance market, i.e., Banco Bradesco and Itai Unibanco
are the largest private banks in Brazil and are the parent companies of insurance
companies and/or other entities that collect 32% of the gross premiums paid in the

Brazilian insurance market.>®

58 The largest companies concentrate on life insurance and sell VGBL; e.g., Bradesco Vida e Previdencia
sells individual (71%) and group VGBL (8%); Itau Vida sells individual VGBL (83%); and Brasilprev
Seguros E Previndencia sells individual VGBL.
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There are big independent insurers—like Mapfre, a Spanish insurance company—that do
not have direct relationships with banks. Mapfre is interested in the low-income market
and in using alternative distribution channels. There are also small insurance companies
focusing on niche products and channels to compete with the larger companies, e.g.,
SINAF Seguros focuses on door-to-door sales of funeral policies. Funeral parlors and
cemeteries make up another category of informal providers (Bester et al. 2010).
Corporate brokers, e.g., AON and Marsh, sell insurance through utility companies,
telephone networks, call centers, etc., and control more than 90% of this specific market.

Various authors (Abreu & Fernandes, 2010; Bester et al., 2010; A. Levy &
Pereira, 2007) report the evolution of premium, claims, costs and insurance products in
Brazil. This information illustrates the recent evolution of the insurance market in Brazil
and provides evidence of how insurance products are offered to be responsive to existing
or latent needs of potential clients and particularly the lower segments of the population;
and how a favorable response creates a compounding positive effect for further
development of the insurance market in Brazil.

e Low-Income Insurance Market

The Lula and the Rousseff governments have given priority to the issue of access
for low-income people and micro-insurance is a specific topic on the agenda. Against
this background, in the last 5 to 10 years, an increasing number of players have been
focusing on the low-income market to provide various insurance products, i.e., personal
accident; life insurance (including funeral coverage) (e.g., the VGBL and the PGBL are

expanding in the low-income population); health; extended warranties; credit life;
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property insurance; fire; burglary and theft; bundled products. However, the largest
insurers follow a “wait and see” attitude as far as micro insurance is concerned, given that
opportunities for growth exist in the higher end of the market (e.g., traditional corporate,
employee group and high-end retail market).

Bester and other authors (2010) offer a complete analysis of the micro-insurance
market in Brazil, including the objectives of public policies, development of the market,
regulation, failures and opportunities.

The realization of untapped opportunities in the low-income market is
increasingly taking root. However, a concern for the micro-insurance in Brazil is that
providers could focus on short-term profit rather than meeting the needs of the clients,
1.e., a typical trade-off in microfinance. The profit motivation would develop a push
towards selling insurance products and policies rather than meeting the needs of micro-
entrepreneurs (Bester et al., 2010, p. 39). On this issue an important literature is
developing, e.g., the experience in India (Akula, 2010, pp. 162—64) enlightens this point.
In this respect, organizations and entities close to the clients such as member-owned
entities, e.g., cooperatives play an important role given that their motivation is aligned
with the traditional model of microfinance and micro-insurance, i.e., meeting the needs of
the clients rather than profit motivation. However, these organizations have a low
penetration in the Brazilian insurance market and with low-income people.

Under these circumstances, to assure that the original nonprofit motivation grows and
develops, it is necessary that in some way there is a governmental subsidy or a

government program. This is the strategy that the government of Brazil intends to follow:
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provide support and subsidy to nonprofit organizations and entities to experiment and to
establish themselves as effective providers of micro insurance in Brazil.

X Insurance and Entrepreneurship in U.S. and Brazilian States
The status of insurance and entrepreneurship in advanced countries and

particularly the United States represents a benchmark for emerging market economies
and especially Brazil. At the end of this chapter, it is important to provide a comparison
between the insurance sector in the U.S. and the insurance sector in Brazil.

In this respect, two comparisons are made: a. the comparison between salient
features of insurance in the two countries; and b. the comparison at the level of states of
the U.S. and those of Brazil between measures of entrepreneurship and measure of
insurance;

a. The more relevant aspects of the US and Brazilian systems are the following:

o From the institutional point of view the most important difference is that in Brazil
the authorization to operate as an insurer is granted at the federal level. Regulation
and supervision are performed at the Federal level. In the United States, the State
grants the charter for an insurer to operate and regulation and supervision is at the
State level. Coordination among states occurs at the national level with NAIC, the
National Association of Insurance Commissioners.

o The share of the insurance industry over GDP is similar between the two
countries (in 2011, the share of Insurance industry/GDP is 2.6% in USA and 2.5%

in Brazil).

173



o Both the U.S. and the Brazilian insurance markets are open and competitive with
several players. However, in Brazil, insurance companies and banks are very
much connected and the largest banks control the main insurance companies. The
situation in the U.S. is much different and insurance companies are pretty much
independent from banks. The association between banks and insurance companies
reduces competition and also threatens the independence of the insurance and the
possibility of insurance companies being involved in financial crises.

o The participation of foreign insurance companies in the domestic insurance
market is significantly greater in Brazil than in the U.S.

o Penetration ratio in the United States is much greater than that of Brazil, i.e., 12%
vs. 3.3% in 2011. This suggests that there is an uneven distribution of insurance

products in Brazil, which also implies that an untapped market exists.

With respect to entrepreneurship, comparing the findings of the Kauffman
research on entrepreneurship in the United States with the GEM findings related to Brazil
(see Chapter 5, below), it is interesting to note similarities across the two countries. For
instance, it appears that construction and services are sectors that worldwide attract new
entrepreneurs; necessity entrepreneurship, particularly in times of crisis, constitutes a
feature increasingly important for developed economies like the United States as people
who lose a job start some form of business activity as the best alternative. During the
recession of 2008—12 many individuals decided to start a business, i.e., individuals have

started sole proprietorships and other non-employee firms.
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b. The comparison at the level of states of the U.S. and those of Brazil between measures
of entrepreneurship (new establishments) and measure of insurance (penetration ratio) is

based on figures 14 and 15.
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Firms and Establishment/Population - USA and Brazil -
2008
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Figure 14 Establishments as Percentage of Population in USA and Brazil (2008)
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Penetration Ratio USA and Brazilian States 2010
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Figure 15 Penetration Ratios of U.S. and Brazilian States
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With respect to entrepreneurship, the Figure 14 shows the percentage of business

establishments over the population for the 27 Brazilian states and the 50 States of the

United States in 2008. There is some caution to provide a complete interpretation of the

data. However, the dynamic Brazilian states of the South of the country have a share of

business establishments over the population similar and at times higher than that in many

states of the United States. However, the poorest Brazilian states of the North have the

lowest percentage of business activity.

With respect to the insurance markets, Figure 15 compares insurance penetration

in the various states of Brazil and of the United States in 2010. The data show how the

Brazilian states rank in terms of insurance penetration with respect to the U.S. states.

Even the best Brazilian states in terms of penetration ratio, e.g., Sad Paulo, rank well

below the lowest U.S. states, e.g., Wyoming and the District of Columbia. In addition,

there are states in Brazil, e.g., Northeastern states and the Amazonia region states, at the

bottom, with an extremely low penetration ratio. The figure provides evidence that the

insurance industry in Brazil is scarcely developed and presents a significant potential.
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The joint analysis of Figure 14 and Figure 15 and particularly the differences in
penetration ratio in Brazil allow making some considerations.

* The most important difference between USA and Brazil is less with respect to
entrepreneurship than in insurance.

* Brazil is a country with one of the highest levels of inequality and where
significant portions of the population still live in poverty. Inequalities are mainly
related to some states and areas of the county (e.g., North-East) as the right figure
shows and are reflected in the low penetration of insurance.

* Better insurance markets would favor economic activity and entrepreneurship and
reinforce the argument that the availability of insurance is a supply problem.

* Public policies should favor open access to financial services particularly for poor
people, promote the availability of insurance products directed to the lower

segment of the market and provide opportunities for growth.
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6. LITERATURE REVIEW

The literature on insurance and entrepreneurship is vast and encompasses various
interrelated fields. The following sections review various aspects of the literature:
entrepreneurship; uncertainty and risk; entrepreneurship, uncertainty and risk;
entrepreneurship in emerging market countries; factors of entrepreneurship; insurance;
insurance in Emerging Market Economies; economic growth and economic development;
financial markets and economic growth; insurance and economic growth; insurance and
financial markets; entrepreneurship and economic growth and development. These
aspects constitute relevant blocks for the study of the relationship between insurance and
entrepreneurship.

L. Entrepreneurship

In the last two decades, with the realization that the private sector is the engine of
growth, there has been an explosion of studies and research on entrepreneurship.
Entrepreneurs —and their innovations—have an enormous influence on the growth and
prosperity of nations, and thus studies of entrepreneurship have blossomed worldwide.

The study of entrepreneurship has been mostly focused on structural changes and
development within economies. Economic historians have concentrated on the reasons of
the transformation of the economies. The concept of entrepreneurship played a relevant

role in the field of economic history. Economic historians have critiqued the static

180



classical and neoclassical theories illustrating how the economic structures changed over
time. This historicism has stressed the ways in which capitalism and industry have
evolved (Hodgson, 2001). Economists, social scientists have developed the links and the
casual effects between entrepreneurship and economic and social variables especially
economic growth and development.

This section concentrates on: a. the definitions of entrepreneurship; b. the
contributions of Schumpeter and Knight; c. the role of institutions; and d. definition of
entrepreneurship appropriate for this research.

a. The concept of entrepreneurship can be traced in the history of economics
(Hisrich, 2014, pp. 3-22). It is a complex concept, and different theories and definitions
have emerged. The various definitions of “entrepreneur”— coming from various authors
(Congregado, 2010; Iversen et al., 2007)— derive from knight and Schumpeter (2012;
1982) and the Austrian School and are mostly based on the environment of developed
countries. As the role of entrepreneurship became widespread, theories and definitions
also covered Emerging Market Economies. In this regard, various authors (Audretsch
2006; Iversen, Jorgensen and Malchow-Moller 2007; Desai 2009; Acs and Virgill 2009;
Acs and Szerb 2009; Naudé 2011) provide contributions in the area of theory and
definitions, to which they attach various measures to reflect different aspects of
entrepreneurship, with the aim of defining relevant and effective policies to support
entrepreneurship.

As mentioned in the introduction, the framework of defining entrepreneurship in

relation to different types of companies does not fully incorporate the idea that not all
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forms of entrepreneurship produce growth (Sorensen & Chang, 2006; Wong et al., 2005).
In other words, the question to address is: what types of entrepreneurship prompt
economic growth? The literature seems to suggest that only innovative entrepreneurship
makes contributions to economic growth. Following these considerations, measures of
entrepreneurship that emphasize entrepreneurial performance, e.g., sales and sales
growth, revenues and revenue growth, and the tenure of a firm, to name a few (Sorensen
& Chang, 2006), would be reliable measures to assess the contribution of
entrepreneurship to economic activity and economic growth. Another possibility is to
capture the distinction between entrepreneurship by necessity and entrepreneurship by
opportunity (Wong et al., 2005). Along these lines, the measures of TEA (Total Early-
Stage Entrepreneurial Activity) and the related measures of opportunity TEA and
necessity TEA - developed by GEM - are important for the study of the relationship
between insurance and entrepreneurship. However, GEM’s measures for
entrepreneurship by necessity and opportunity are available at the country level (i.e., in a
global database), but not at the state and subnational levels, i.e., in a Brazilian database
constructed with the states of Brazil as the unit of reference.

Acs (2010) and Acs and Szerb (2010) constructed a Global Entrepreneurship and
Development Index (GEDI) that captures the contextual feature of entrepreneurship
across countries on the findings that the relationship between entrepreneurship and
economic development is mildly S-shaped, not U-shaped or L-shaped. Their main
findings are: “the stages of development are more varied at the innovation-driven stage

than at either the factor-driven stage or the efficiency-driven stage. Implications for
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public policy suggest that institutions need to be strengthened before entrepreneurial
resource can be fully deployed” (Acs, 2010, p. 1; Acs & Szerb, 2010, p. 1). The findings
suggest that public policies directed to the development of insurance - principally for
emerging countries at an advanced stage and those like Brazil that are entering the
innovation stage- contribute to the full deployment of entrepreneurship.

b. On more theoretical grounds, various authors - (Blaug, 1997; Cassis &
Minoglou, 2005; Congregado, 2010) - review the concept of entrepreneurship from
Cantillon (1730) to Say, Smith, Marx, Marshall, Von Thunen and Mill; the concept
encompasses risk and uncertainty (Knight, 2012), economic development and financial
markets (Schumpeter 1947, 1982, 2008), and discovery (Kirzner 1978, 1985, 1997).%

The theoretical work of Schumpeter is centered on the entrepreneurs as agents of
change. The idea of Schumpeter ascertains entrepreneurship as among the substantive
areas of research and deepens the relevance of the work of economic historians by
connecting entrepreneurship to economic change. Schumpeter (1947, 1982) argues that
the essence of entrepreneurial activity lays in the creation of “new combinations” that
disrupt the competitive equilibrium of existing markets, products, processes and
organizations (Schumpeter, 1947). These new combinations constitute the source of
change in the economies. “Creative destruction” replaces old forms of interactions with
new arrangements (Schumpeter, 2008). Subsequently, Schumpeter stresses that
entrepreneurship’s empirical study represents a fundamentally historical effort and that

entrepreneurship makes a crucial element in the process of industrial and economic

59 The study of entrepreneurship dates back to the work of Richard Cantillon and Adam Smith in the late
17th and early 18th centuries, but it was ignored until the late 19th and early 20th centuries, until a rebirth
in the 1960s and 1970s.
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change (G. Jones & Wadhwani, 2006). Hence, the entrepreneurship’s investigation needs
to study not only businessmen and their companies but also the changes in markets,
industries, societies, political systems and economies in which they operate. In other
words, it requires a wide-ranging approach and history could provide it (McCraw, 2006).

Schumpeter’s contribution is fundamental in many respects. He links
entrepreneurship to change and to economic development, advocating a “supply side”
approach, in the sense that more entrepreneurial activities imply greater supply in
markets: “Producers as a rule initiate economic change and consumers are educated by
him if necessary. . . . The entrepreneurs’ function is to combine the prod