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In Praise of Risky Business

“Lawrence Powell has brought together a wonderful group of leading insurance and risk scholars to produce the most insightful book on property and casualty insurance industry in many years. Risky Business explains why market-based insurance should be celebrated for its innovation and competitiveness. Instead it is a constant target for politically motivated critics and politicians who excoriate the industry. The book critically examines the continual call for ever-more regulation that harms the public by driving up the cost of insurance and limiting competition and innovation.”

—Roger E. Meiners, Goolsby Distinguished Professor of Economics and Law, University of Texas at Arlington

“Did you ever wonder why public officials representing the Gulf Coast states pressured some of the nation's leading property and casualty insurers into paying claims for damage caused by Hurricane Katrina, even though some hazards clearly were not covered? Or why Congress authorized grants up to $150,000 to homeowners on floodplains that were not covered by federal flood insurance even though such insurance is mandatory? Or why the nearly bankrupt National Flood Insurance Program does not cover the cost of replacing real property, but only the borrower's remaining mortgage balance? Many such important questions about property and casualty insurance in the U.S. are asked and answered by the scholars assembled by Lawrence Powell in Risky Business. This superb book traces the serious problems facing consumers in insuring properties against fire, flood, earthquakes and other hazards under the Byzantine and politicized regulatory regimes in which insurance companies operate. Risky Business documents the many problems created by today's regulations, offers and evaluates market-based alternatives, and points the way to reform. It is must reading for anyone interested in the economics and politics of government regulation.”

—William F. Shughart II, J. Fish Smith Professor in Public Choice, Utah State University

“Risky Business is a very timely and important book. Each of its well-crafted chapters examines a distinct aspect of the insurance regulatory debate currently taking place, but all lead to the same conclusion: insurance regulation should not be used to distort a well-functioning private insurance market. As the authors point out, insurance regulation can distort insurance markets in ways that hurt consumers, the very people intended to be benefitted. This book should be read by anyone seriously looking at how to effectively benefit and protect insurance consumers.”

—Lawrence Mirel, former Commissioner of Insurance, Securities and Banking, District of Columbia; Partner, Wiley Rein LLP

“Everyone knows that health insurance is a mess, and many understand that this is the result of government intervention. The insightful book Risky Business shows that health insurance is hardly unique—government intervention imposes costs and inefficiencies on property and casualty insurance (particularly important in areas of storm, flood, fire and other risks). Insurance can seem complex and confusing, leading to misguided calls for regulation, and politicians have been all too eager to respond. Risky Business now charts an essential new course for market-based reform.”

—Paul H. Rubin, Samuel Candler Dobbs Professor of Economics, Emory University

“Insurance is one of the most pervasive and yet least understood industries. The very fine and careful book Risky Business offers in one convenient place clear and compelling explanations of both its economic foundations and its regulatory strengths and weaknesses, with a prudent eye toward sensible and incremental market-based reforms, which should prove of great value to the industry specialist and the concerned citizen alike.”

—Richard A. Epstein, Laurence A. Tisch Professor of Law, New York University

“Risky Business will open your mind to the world of insurance and how interest groups have manipulated the government's regulatory power to pervert market forces. There are many legitimate insurance products, but sometimes when special-interest politics weigh in, risks shift to taxpayers. Protect yourself and read Risky Business.”

—John O. Norquist, President and Chief Executive Officer, Congress for the New Urbanism; former Mayor of Milwaukee
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Introduction

Lawrence S. Powell

DOES YOUR INSURANCE cost too much? To many, this seems like a simple question with an obvious answer. A common response might be, “Of course it costs too much.” In addition, very few people are capable of calculating the value of insurance. Politicians’ awareness of these two widespread truths has led insurance regulation down a troubling path. The political arena pits policymakers against insurance companies in an “us” versus “them” scenario founded mostly in fiction. As a result, we find broad public support for bizarre applications of legislation and regulation to insurance that do not serve consumers’ interests.

For their part, policymakers face moving and sometimes conflicting objectives of serving and satisfying constituents, most of whom know little about the forces at work within an insurance market. Insurance is too important to society and to commerce to be left as a political pawn. The obvious positive action is to inform politicians and their constituents about the mixed bag of modern insurance regulation. Thus, the primary purpose of this publication is to provide clear information and supporting evidence about choices in insurance regulation in a format that is accessible and meaningful to policymakers and consumers.

To this end, the collection of essays in Risky Business pursues two related objectives. In the first six chapters, we explain the case for market-based regulatory reform. In chapters seven through ten, we consider potential changes to the current system of insurance regulation in the United States.

As a preview of our conclusions, we find that heavy-handed regulation of pricing and underwriting is a poor strategy for serving consumers. When regulation forces prices below the competitive market level, private insurers must either implement unfair cross subsidies or withdraw from the market. In the  former case, good drivers, to give just one example, are penalized to benefit bad drivers. In the latter case, reductions in the supply of insurance lead to sharp increases in price.

The economic and political considerations that often drive public policy decisions concerning insurance would improve if consumers and policymakers sought and applied available information. Policymakers have enacted many laws that do not benefit their constituents. One explanation for subpar regulation is that policymakers might not understand the economics of insurance markets and regulation. Another possible explanation is that policymakers are well informed, but they take advantage of the ignorance of their constituents; using insurance regulation to gain favor with certain influential groups. Florida Governor Charlie Crist's political attack against homeowners insurance companies is clearly an example of the latter behavior. In both cases, educating the appropriate party would improve regulatory outcomes.

Finally, we show that the current regulatory system includes unnecessary costs and that it could be improved by increasing uniformity across states and by including select elements of alternative systems. We find the current system of fifty-six separate jurisdictions in the United States adds billions of dollars in duplicative regulation costs. By creating a more uniform system, lower costs will be passed on to consumers. Furthermore, by modeling some regulatory changes after the new system being implemented in Europe, such as a principles-based regulatory approach, we can improve the current system.

The Case for Market-Based Regulatory Reform

Optimal insurance regulation seeks a delicate balance between enhancing industry competition and maintaining appropriate oversight. Competition among firms is the cornerstone of effective consumer protection. When suppliers compete for consumers’ business, the prevailing price shifts from the highest price consumers will pay to lowest price at which providers will participate in the market. Some level of regulation is also desirable to monitor insurer solvency and some types of antimarket behavior.

All too often, crises draw extreme reactions from policymakers. Such reactions almost uniformly involve increasing regulatory stringency, stifling competition, and exacerbating problems they intended to solve.


In Chapter 3, Martin Grace examines the difference in timing considerations between insurance companies and politicians. Politicians are concerned with winning the next election—a relatively near-term event. Insurers are concerned about paying for large catastrophic losses that might happen once in a decade, or even once in a century. Therefore, if a politician can engineer a reduction in rates, even if it leads to a smaller asset pool on which to draw in an emergency, that's a friendly gamble. Insurance companies must profit in years without catastrophic losses in order to fund large losses when they do happen. Elected officials, however, can gain political support by reducing insurance profits in the good years, even at the price of making bad years worse.

As supporting evidence, Grace describes a host of colossal regulatory failures including Florida's market for windstorm coverage; automobile insurance markets in Massachusetts, New Jersey, and South Carolina; and the workers compensation insurance market in Maine. For example, following large losses from hurricane Andrew, regulators in Florida restricted premium increases. As a result, many companies chose not to sell insurance in Florida and the state-owned Citizens Insurance Company found itself underwriting more than 50 percent of houses in the state.

In each case, policymakers responded to increasing prices with suppressive rate regulation. As a result, market problems were exacerbated, prices rose, and the security of these insurance markets was threatened.

Chapter 4 examines a related problem of restricting information used in underwriting and pricing insurance. Insurance regulation can be used to favor groups with strong political influence. Any time regulators restrict the use of accurate rating variables, it creates an explicit subsidy. In automobile insurance, for example, the subsidy takes money from the average good driver for the expressed purpose of paying part of the cost of the average bad driver's insurance premium. One likely example of this behavior is the explicit subsidy Massachusetts regulators afford to Boston residents. Drivers outside of Boston pay substantially more for automobile insurance relative to expected loss than do Boston drivers.1

In Chapter 4, I tackle the subject of credit-based insurance scores (CBIS) in pricing and underwriting automobile insurance. CBIS has been one of the most controversial rating variables for the last two decades. I describe how CBIS is used and review the existing research demonstrating it is among the  most accurate rating variables. The innovation of this research is to measure the effects of CBIS on insurance markets. Using a novel measure of CBIS activity, I show that increases in scoring coincided with decreases in the number of drivers who were considered too risky to buy insurance from private companies and decreases in the cost and price of automobile insurance. In other words, Chapter 4 demonstrates the benefits to consumers from using the most accurate rating information.

In Chapter 5, Professors Patricia Born and Barbara Klimaszewski-Blettner provide empirical evidence of the benefits to consumers from limiting rate regulation. They compare responses in insurer performance measures between personal lines and commercial lines of insurance following unexpected catastrophic losses. This comparison is meaningful because personal lines of insurance (e.g., homeowners and automobile) face many more regulatory restrictions than do commercial lines. An insurer must hold capital in excess of expected losses to ensure claim payment when losses are greater than anticipated. The more capital an insurance company has, the more insurance it can safely sell. After a catastrophic loss, insurers must raise new capital to replenish underwriting capacity, or they must decrease the amount of insurance they sell.

The authors find commercial insurance markets much more resilient to catastrophic losses than are personal lines markets. Because regulation restricts insurers’ ability to charge adequate prices, personal lines markets often face severe shortages of capacity, leading to drastic price increases following unexpected catastrophic losses. In comparison, politicians interfere less with commercial lines, and disruption in those markets is less pronounced.

In Chapter 6, Eli Lehrer provides a political-economic analysis of the National Flood Insurance Program (NFIP). While many scholars and practitioners have historically assumed that NFIP was created to address a market failure, Lehrer shows that NFIP did not emerge because of market failure alone. Lehrer argues convincingly that private markets would have developed flood insurance products but for the government's strong signal that it would offer this coverage at a subsidized rate.

The overarching theme of Chapters 3 through 6 is that consumers pay the price of heavy-handed insurance regulation. While policymakers are sometimes urged by their constituents to interfere in insurance markets, the informed response is to let markets protect consumers.


Assessing Potential Alternatives to Current Regulation

Insurance regulation in the United States is at a crossroads. Various stakeholders in the regulatory system have been clamoring for change relentlessly. Chapters 7 through 10 discuss the current regulatory system and compare it to alternative systems. We also measure the cost of the current system and potential costs and benefits to expect if policymakers implement substantial changes.

U.S. insurance companies are currently regulated at the state level, subjecting multistate insurers to different regulatory requirements from each state in which they are licensed. Should the United States abandon the fifty-state regulatory approach and move to a unified federal regulatory system? Or should insurance be regulated by a competitive federalist system in which insurers may choose one state to regulate them throughout all fifty states, as occurs in corporate law today? Results and conclusions from this project inform policymakers on this important issue and serve as a roadmap to regulatory reform.

Motivated by an array of interests ranging from an economic downturn to the aftermath of gulf coast hurricanes to modernization of global financial services markets, critics of the state-level regulatory system include an uncommon alliance of political actors and financial industry interests, substantially blurring party lines on the ultimate outcome of this national debate. The common thread in their goals is to effect some form of federal insurance regulation; however, there are wide differences in their motives. Politicians and self-titled “consumer advocates” from states with substantial hurricane exposure wish to repeal the McCarran-Ferguson Act of 1945 to subject insurers to federal antitrust laws so that federal officials can regulate insurance prices.2 Financial services firms, including most life insurers and some larger property and liability insurers, reinsurers, and intermediaries, desire the option of a federal charter or some other vehicle to facilitate streamlining of the current fragmented system for efficiency gains. For example, multistate carriers currently are required to seek approval of new products in each state where they will be sold. Many believe this redundancy of approval creates deadweight costs that must be passed on to consumers. Some also suggest this system hampersU.S. firms’ ability to compete in the global market.

Opposition to this move toward federal regulation comes primarily from smaller property and liability insurance carriers and intermediaries.3 These  groups are concerned about potential litigation and information costs expected to follow any change in the McCarran-Ferguson Act of 1945, the current law of the land, which gives states the responsibility of regulating the business of insurance and provides a limited antitrust exemption that allows insurers—especially smaller insurers—to participate and compete in domestic insurance markets. Because McCarran has been in effect for more than six decades, many of the potential uncertainties regarding antitrust issues have been litigated and resolved under the current regime.

Last, but certainly not least, state-level policymakers are concerned about their ability to maintain claims on insurance-premium tax revenues. In most states, insurance-premium taxes are among the largest sources of revenue. These revenues are not earmarked specifically to support costs of insurance regulation. They are often directed to the general state budget, creating a pseudo-hidden tax on all consumers of insurance. Premium tax rates are applied to total written premiums and range from 0.25 percent in Illinois up to 6.5 percent for some lines of insurance in Arkansas and Hawaii. This concern is voiced often by state-level political interest groups, including the National Conference of Insurance Legislators (NCOIL).

As insurance interests tire of waiting for meaningful reform at the state level, many of the current proposals to effect change have begun to involve some form of federal insurance charter, or a competitive regulatory environment that would create choices for insurers facing relatively onerous, innovation-stifling state regulation. However, these proposals carry the potential for both cost and benefit. Chapter 7 through 10 seek to describe these alternatives and estimate the costs and benefits of changes to the insurance regulation system.

In Chapter 7, Martin Grace and Robert Klein provide a thorough description of the history and current structure of the U.S. insurance regulatory system. Building from this foundation, they go on to describe several alternative systems being considered by Congress. The authors compare and contrast the status quo with a federal regulatory system, an optional federal charter, and a system of competitive federalism. While each system has certain benefits, Grace and Klein predict that both practical considerations and politics will encumber efforts to rationalize insurance regulation. Hence, a major revamping of the current system is unlikely to occur in the near future. What we are likely to see are smaller incremental changes at both the state and federal level that have been the industry's historical legacy. These changes will not achieve the objectives of  reformists, but they may help set the stage for more substantive reforms under more favorable political conditions.

In Chapter 8, Martin Eling, Robert Klein, and Joan Schmit compare insurance regulation in the United States to that in the European Union (EU). The authors describe solvency regulation in the U.S. system as a static accounting system. In comparison, the EU system is dynamic and holistic. They also note the strong case for avoiding price regulation in any new regulatory structure. They encourage U.S. regulators to keep in mind a variety of ideas that emerge from the EU's Solvency II process when revising the U.S. system. Among the most important of these is the notion of a principles-based approach.

The last two chapters in this book attempt to measure the costs of the current system compared to alternative systems. In Chapter 9, David Eckles and I measure the cost of multiple regulatory systems compared to one uniform system. We estimate the effects on efficiency and expenses of increasing the number of states in which an insurer operates. We find the cost of multistate regulation to be significant and positive. By creating a uniform regulatory system, regulatory cost would decrease by approximately $1.6 billion per year.

In Chapter 10, Ty Leverty compares the operating expenses of risk retention groups (RRGs) to those of similar insurers operating under a traditional charter. Because an RRG is only regulated by its home state, the difference serves as an estimate of potential cost savings from implementing a competitive federalism system. Using an efficiency methodology, Leverty demonstrates that a system of competitive federalism could save as much as $1.2 billion annually compared to the status quo.

In summary, this book offers a wealth of information to policymakers currently considering changes to the U.S. insurance regulation system. Specific suggestions include:


	Embrace market-based reforms of insurance pricing and underwriting

	Resist the populist cry to respond to disasters with heavy-handed regulation

	Follow a cautious path toward principles-based regulation, learning from mistakes made abroad

	Streamline insurance regulation by implementing uniform regulations across jurisdictions.
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The Economics and Politics of Insurance

Arnold Kling

CAPITALISM IS ABOUT RISK. It's also about insurance. Thirty-eight companies in the Fortune 500 are in the insurance business. Insurance companies are also second only to banks in getting their name placed on major sports stadiums. The latter is an interesting sign of the importance that insurance companies place on signaling solidity and permanence, as well as perhaps a subtle recognition of the role of the state in regulating insurance.1,2 Overall, the insurance industry adds about 3.2 percent to U.S. GDP.3 The raw contribution of the insurance industry to GDP, however, is a significant underestimate of the importance of insurance. Without insurance—that is, without the proper allocation of risk across industries and people—much economic activity would not take place.

The essence of insurance is the transfer, pooling, and subdividing of risk. Transfer reallocates risk to those most able to bear it; pooling reduces uncertainty, and subdividing makes the risk more tolerable for the risk bearers. An Athenian entrepreneur wants to trade Greek olive oil for Chinese silk. He needs to hire a ship to carry the goods across the sea. In the simplest case, there is a “good” state (the ship returns safely) and a “bad” state (the ship sinks and the entrepreneur loses everything). Without insurance the entrepreneur may forgo the trade and invest in a less profitable but less risky business. With insurance, the shipping entrepreneur gives up a small amount (the insurance premium) in the good state in return for receiving large compensation (an insurance claim) in the bad state. The entrepreneur transfers the risk to others and in so doing is able to pursue the more profitable strategy. But if the entrepreneur is not willing to take the risk of a sinking ship, why would an insurance firm? An insurance firm will willingly take on risks that a single entrepreneur would not  because of pooling and subdivision. An insurance firm can insure many ships (pooling), which reduces uncertainty about the average payout, and it can subdivide any losses among all the owners of the insurance firm, so even a large loss doesn't break any individual. As a result, there is an opportunity for a mutually profitable trade between entrepreneur and insurance firm.

If insuring 1,000 ships is expected to result in $10 million in claims, then the actuarially fair premium is $10 million/1,000, or $10,000 per ship. By charging this premium, the insurance company would on average just break even. For a private insurance market to develop, however, sellers must be able to charge more than this actuarially fair premium. This, in turn, means that buyers must be willing to pay more than the actuarially fair premium. Economists say that consumers who are willing to pay more than the actuarially fair premium for insurance are displaying risk aversion. They are behaving as if they value an additional increment of wealth less highly than an equivalent decrement of wealth. If the marginal utility of wealth declines in this fashion, then the consumer should be willing to forgo some amount of expected wealth in order to avoid a large loss of wealth in the bad state.

For the supply of insurance, accurate information about probabilities is important. Life insurance took off after the development of the first usable actuarial tables, for example. With modern computers and databases, the accuracy of statistical computation presumably has risen, which should tend to increase the ability of companies to supply insurance. Because the cost of assessing risk probabilities is falling, consumers may find that the cost of obtaining various types of insurance will fall. This may lead to an increase in the use of insurance in the economy.

One challenge with measuring the importance of the insurance industry is the problem of defining insurance. Many economic activities that involve trading and pooling of risk are not classified as insurance. On the other hand, many activities of insurance companies, particularly in the area of health care, involve more administration than risk sharing. For example, many financial derivatives, including options on commodities or financial instruments, can be thought of as insurance. However, these would not be included in typical measures of the insurance industry. Even if financial derivatives were to be included, it is not clear how to measure the value of what is being exchanged  in the market. The notional value of an interest rate swap might be hundreds of millions of dollars, but the true economic value is presumably much smaller.

Note that two of the largest firms to fail during the financial crisis of 2008, Fannie Mae and Freddie Mac, were in the mortgage insurance business, protecting investors against individual mortgage defaults. In fact, it was losses on this mortgage insurance business that required the firms to be taken over by the Treasury. Yet neither Freddie nor Fannie were classified as insurance companies in either government or private compilations. In fact, many of the financial products that became notorious during the 2008 financial crisis, including private mortgage-backed securities (issued by institutions other than Freddie Mac or Fannie Mae), collateralized debt obligations (CDOs), and credit default swaps (CDSs), can be thought of as insurance products. All of these instruments involved the pooling of risk in order to spread the losses from mortgage defaults. Note that, ex post, it appears that many institutional investors incurred losses that they had thought were highly unlikely to occur. It can be argued that ex ante, risk was often underpriced.

Other noninsurance companies that offer insurance include manufacturers of products that come with warranties. Whether a warranty is bundled with the price of the product or sold separately, the warranty is a form of insurance. Banks and mutual funds engage in risk pooling. However, their activities are not counted as insurance by Commerce Department statisticians. On the other hand, an argument can be made that health insurance companies are not really in the insurance business. In particular, when a large firm contracts with a health insurance company, what the firm receives is mostly administrative services, with little or no actual insurance. The health insurance company will design and administer the employee health plan, but the benefits paid under the plan come out of the corporate treasury. It is true, however, that in many cases, the health insurance company will insure the firm against exceptionally large total health care payouts. In those cases, the firm is the primary provider of health insurance to its employees, and the insurance company is the re-insurer of the firm.

At a deeper level, some economists question whether health insurance as it exists today is really insurance at all. That is because health insurance reimburses for services, even when the amounts are relatively small. Health insurance acts  like a prepaid medical plan, rather than an insurance policy for catastrophic risk.4 John Cochrane has argued that what he calls health-status insurance would act more like genuine insurance for health risk.5 To the extent that health risk turns out to be predictable based on genetic testing, Alex Tabarrok has suggested that the insurable event is the bad draw in a genetic test.6 Much of what health insurance companies do involves negotiating with providers over fees and administering claims. Actuarial analysis and risk measurement are relatively less important.

In summary, we do not have a satisfactory measure of the importance of insurance in the economy. Many activities that pool or redistribute risk take place outside the insurance industry. On the other hand, health insurance companies provide much of their value added through design and administration of health plans, rather than through risk assessment and pooling.

The rest of this chapter proceeds as follows. First, I review the basic economics of insurance. Next, I look at a number of insurance phenomena that are puzzling to economists. These include anomalies in consumer choices with respect to insurance, which perhaps require explanations based on behavioral economics. They also include the use of insurance by firms, the nonexistence of some insurance markets that seemingly would be useful, and sociological explanations for patterns of insurance purchase. Finally, I discuss government's role in insurance markets, including government provision of insurance and the role of regulation.

Basic Economics of Insurance

As noted earlier, the economic explanation for the demand for insurance is risk aversion. If an individual has diminishing marginal utility of wealth, then it is rational for the individual to pay in order to reduce the potential for a large loss.

Suppose that we are trying to predict whether an individual will seek insurance about a particular random variable, such as an automobile accident or a house fire. The theory of risk aversion tells us that people will pay more than an actuarially fair premium if and only if it is worth it for them to avoid a large loss. What matters is the difference between what the individual's wealth would be under an average realization of the random variable and what it would be  under an adverse realization of the random variable. If the worst outcome for a random variable will not lower an individual's wealth very much relative to what the individual expects on average, then there is no motivation to purchase insurance.

The theory of risk aversion offers predictions about the demand side of insurance markets. To be insurable, an event must be rare. If it is a common event, then it already affects the individual's expected wealth. At age 90, the event “needing expensive medical care some time in the next five years” is so likely that it already dominates one's expected wealth. At age 20, the event “needing expensive medical care some time in the next five years” is sufficiently rare that, should it occur, it would reduce one's wealth substantially below its expected value. Therefore, even though intuition suggests a greater “need” for long-term care insurance at age 90, long-term care is a more insurable event at age 20. In addition, the event must be very costly, so that it would have a major adverse effect on the individual's wealth. I should not be willing to pay a premium to insure against an event that has only a minimal effect on my wealth.

The supply of insurance can be constrained by several factors. First, some risks may not be spread through pooling, in which case an insurance company may not be able to demonstrate the ability to remain solvent in the case of catastrophic events. Second, there may be insufficient control over moral hazard. Finally, there may be insufficient control over adverse selection.

An individual farmer would like to buy insurance against a devastating drought or disease. However, if the crop is a major part of the economy, a major drought or disease would bankrupt any insurance company. In that case, no firm can credibly offer insurance because if the bad event occurs, the insurance company itself would be bankrupt. Other events for which insurance might not be credible include property insurance in the event of nuclear war or health insurance in the event of a pandemic.

Moral hazard exists when the insured party has some control over the likelihood of an adverse event. Someone with health insurance has less incentive to prevent illness. Someone with auto insurance has less incentive to prevent minor accidents. However, because most of the incentive for prudent behavior remains, moral hazard does not preclude insurance in these instances. On the other hand, an entrepreneur might want to take out insurance against the possibility of starting a business that subsequently fails. In that case, the entrepreneur  would lose a lot of the incentive to select a business strategy that is likely to succeed or to work as hard as possible to execute that strategy. This moral hazard may preclude the possibility of business failure insurance for entrepreneurs.

In the years leading up to the financial crisis, the mortgage finance system developed many layers of moral hazard. Because down payments on many houses were little or nothing, borrowers had little incentive to continue making mortgage payments after their homes lost value. In effect, borrowers were insured against a decline in house prices. The mortgage originators did not have an incentive to make good loans because they sold the loans to investors. The originators were insured against incurring losses from underwriting mistakes. Executives at the companies that purchased mortgage securities did not have an incentive to look into loan quality because the securities were rated AAA by rating agencies. The AAA ratings insured the executives against facing punishment for their judgment. The rating agencies, in turn, did not have a strong enough incentive to rate the securities correctly. They were insured against bearing costs from overrating securities, while underrating securities would have caused them to lose business. Finally, because of deposit insurance, the average bank depositor did not have an incentive to investigate how the entire system operated. The depositor was insured against adverse financial performance by the bank.

Insurance companies have a number of tools available for addressing moral hazard. They can set terms in the insurance contract that specify conditions under which claims can be made or under which policies can be canceled. Or they can vary the premiums based on behavior. For example, when insurance companies provide insurance for directors and officers of corporations that protect against shareholder lawsuits, the insurance contract will specify that deliberate violations of law or fiduciary responsibility are not covered. In the case of deposit insurance, the insurance agency sets capital standards and other regulatory requirements for banks. If deposit insurance were private, this sort of regulation and monitoring would be undertaken contractually.

Health insurance companies can reduce moral hazard by offering lower premiums to customers who do not smoke. Automobile insurance companies can reduce moral hazard by offering lower premiums to drivers with good driving records. They also can offer lower premiums to drivers who install antitheft  devices in their cars in order to give drivers the incentive to take precautions against theft.

Where moral hazard presents a potentially significant problem, insurance companies may audit the entities that they insure. For example, a property and casualty insurance company could choose to periodically inspect a factory or office building in order to confirm that the owner is taking reasonable precautions against fire and other hazards. Deductibles and co-payments also can serve to reduce moral hazard. When the insurance company compensates the individual for only part of a loss, the individual retains an incentive to avoid the loss.

Adverse selection can pose a problem when consumers have valuable information about individual risk that the insurance company lacks. For example, if people who know that they are fatally ill are able to take out life insurance, they can cause life insurance companies to incur large losses. Insurance companies will try to mitigate against adverse selection by undertaking due diligence in screening potential customers. For example, a life insurance company may require a medical examination before writing a policy.

However, as Michael Rothschild and Joseph Stiglitz famously pointed out, it is possible for adverse selection to be so severe that it precludes a viable insurance market.7 If the insurance company lacks information that would enable it to price individual risk, it has to offer a generic premium. At an insurance premium that would be fair on average, lowest-risk customers exit the market. This forces insurance companies to raise their generic premium. However, at a higher insurance premium, the next tier of customers exits the market. At a still higher premium, all but the most risky customers exit the market. At this point, there is no longer an insurance market.

Whether adverse selection is sufficient to destroy an insurance market depends on the risk aversion of the individuals and the amount of private information they have on their riskiness. If individuals have a lot of risk aversion and very little private information, then enough people will remain in the insurance market to allow for risk pooling. On the other hand, if people have a lot of private information relative to their degree of risk aversion, then the insurance market can break down.

The critical issue is whether customers who know that they are low risk are willing to remain in the risk pool at the generic premium. If they are sufficiently  risk averse, they will remain in the pool, even though the premium will be well above what would be actuarially fair, given full knowledge of their situation. In the case of health insurance, Mark Pauly and Bradley Herring argue that risk pooling does not break down.8 Apparently, healthier individuals also tend to be risk averse.

If adverse selection is a severe problem, one solution is to change the nature of the insurance contract. The key is to be able to offer an insurance contract to individuals before they learn important information about their risk characteristics. The proposals by Cochrane and Tabarrok, mentioned above, might serve that purpose.

Insurance Anomalies and Behavioral Economics

The basic economic theory of insurance does not seem to account for many forms of insurance that are popular. By the same token, the basic economic theory would predict that some insurance markets would be better developed than is the case in practice. An example of an insurance market that is not well developed is the market for long-term care. If a family member suffers a stroke or other debilitating illness at age 60, that person could require individual care for decades. Given the expense involved in providing this sort of care, it would seem rational to insure against this risk. However, most people do not have long-term care insurance. Some economists have argued that the availability of Medicaid for nursing home care reduces the incentive to obtain long-term care insurance. Other possible explanations will be discussed below.

On the other hand, people will purchase extended warranties on small appliances, such as televisions or even toaster ovens. The cost of replacing a broken appliance is far from devastating, so that the amount of risk aversion that would be required to justify purchasing such an extended warranty is implausibly high. Someone with sufficient risk aversion to motivate purchase of an extended warranty on a television would presumably have just about every form of insurance available on the market as well as many forms that are not.

Behavioral economists attempt to explain insurance market anomalies on the basis of various heuristic biases of consumers. For example, there is loss aversion, which says that the possibility of a small loss can cause unhappiness. When someone contemplates the prospect of a television or toaster oven breaking  and having to be replaced, that is upsetting. Having an extended warranty provides comfort.

Another behavioral factor is availability bias, which is the tendency to make purchases based on recent experience. Recent experience is more available to your brain than forgotten experience or statistical evidence. According to the theory of availability bias, the more heightened your awareness of a particular risk, the more likely you are to insure against it. For example, consider flight insurance, which is a life insurance policy that pays a beneficiary in case someone dies in a plane crash. Hardly anyone purchases flight insurance when they are at home getting ready for a trip. But when flight insurance is sold at the airport, some people will obtain it. Presumably, when people are in an airport, their fears of flying are triggered, and they are much more aware of the possibility of a plane crash. This makes flight insurance more desirable. The theory of availability bias also may help explain the purchase of extended warranties. Suppose that the last time you bought a toaster oven, it broke down shortly after the manufacturer's warranty expired. In that case, you will be highly aware of the risk that a new toaster oven will break, and you will be more inclined to purchase an extended warranty.

Another bias is known as hyperbolic discounting or being present-biased. The theory is that the trade-offs people make in the present are different than the trade-offs they make concerning future possibilities. Today, you might prefer receiving $10 to receiving $11 in one year, but you might prefer receiving $11 in six years to receiving $10 in five years. One could argue that people underestimate their future discount rates. Suppose that people underestimate their future risk aversion. This could explain their lack of interest in purchasing long-term care insurance. Long-term care insurance is more likely to pay off in, say, five years, than it is to pay off within the next few months. If people underestimate their future risk aversion, they may underinvest in long-term care insurance.9

Note, however, that David Cutler has offered an alternative explanation for the failure to insure long-term risks.10 It may be that structural changes over time constitute a large risk that is not diversifiable. For example, suppose that it is possible that in ten years people in a highly debilitated state will have much longer life expectancies than is the case today because of progress in life-extending medical treatment. If this risk exists for one person, then it exists for everyone, which makes it nondiversifiable and hence not really insurable.


Cutler is suggesting that for health insurance that will pay off well into the future, systematic risk may dominate idiosyncratic risk. Even though as individuals we would like to be insured against these systemic risks, the cost of providing insurance is prohibitive. Because diversification does not protect that insurance company against risk, its only viable approach would be to charge high premiums and maintain a large capital base.

Business Purchase of Insurance

Another anomaly in insurance markets is the purchase of insurance by firms. If anything, businesses seem to demand more kinds of insurance than individuals. For example, companies that hire celebrities to promote their brands will obtain insurance against the risk that the celebrity will engage in behavior that leads to disgrace.11

While individual risk aversion is reasonable, modern finance theory suggests that capital markets provide diversification, so that large companies would not be expected to purchase insurance. The argument is that individual investors can diversify risk by holding a broad market portfolio of stocks. They do not need risk to be diversified within an individual firm. For example, suppose that I own a fraction of a company that could lose value in a fire, and I own an equal fraction of a fire insurance company. If the at-risk company buys fire insurance, that has no effect on my wealth. In the case of a fire, the value of what I gain from my holdings in the at-risk company offsets the value that I lose from my holdings in the fire insurance company. As one corporate risk management text puts it, “firm-specific risks can be diversified by shareholders and so loss control activities usually will not decrease a firm's opportunity cost of capital.”12

Nonetheless, there are a number of reasons for firms to purchase insurance. As Harrington and Niehaus point out, firms can profit from specialized advice on loss prevention, such as recommendations for fire and workplace accident safety. Insurance companies, with “skin in the game,” have an incentive to provide advice that balances costs and benefits. Hence, the best loss-prevention advice may come bundled with insurance. Another factor is that capital markets are not perfect, so that cost of raising external funds is higher than the cost of using internal funds, and insurance reduces the likelihood of needing external funds. Another friction in capital markets is the cost of bankruptcy, which  can be made less likely by purchasing insurance. Finally, there are a number of ways in which an insured firm might pay lower taxes on average than an uninsured firm.13

Even if owners of a firm do not require insurance against diversifiable risk, executives have a large share of their wealth, in the form of human capital, tied up in the firm. If their firms did not purchase insurance, the executives might require higher salaries to compensate for taking additional risk.

In the early history of business insurance, capital markets were not so well developed. Marine insurance is one of the first forms of insurance to be widely offered. The Royal Exchange Assurance, which was chartered in Britain in 1720, was perhaps the first modern insurance company. Individuals and small firms would finance shipping voyages in which the collateral for the loans would be lost if the ships sank. Marine insurance guaranteed the value of the collateral, which left investors facing a smaller set of risks. They could still lose money if the goods shipped failed to realize their anticipated value, but they were insured against the risk of the ship sinking.

This function of risk specialization may explain the widespread use of insurance by businesses. The owners of a firm, particularly if it is privately held, would like to understand and limit the nature of the risks that they are undertaking. When the firm purchases insurance, the owners can be more confident that they are not absorbing risks that they have not investigated and understood.

Sociology of Insurance

For both individuals and firms, there may be a sociological explanation for the pattern of insurance purchases. Viviana Zelizer has argued that in the United States, life insurance was considered repugnant two hundred years ago, but late in the nineteenth century, there came a shift in attitudes, and life insurance became something that was considered proper and prudent to obtain. In fact, Zelizer argues that life insurance became part of the ritual of preparing for death.14

A family friend illustrates another sociological insurance phenomenon. Over the years, she has paid thousands of dollars in premiums for burial insurance, which guarantees that if she dies her funeral expenses will be paid. When it was suggested to her that this insurance was inordinately expensive and that  she could achieve the same protection by building up a savings account, the woman said that while she understood the logic, she still preferred burial insurance. She indicated that her cohort of African-Americans considered it necessary to obtain insurance for funeral expenses. “It's what we do,” she insisted.

Another sociological example comes from our own family. We belong to the American Automobile Association. This used to be a source of maps and trip planning, but those have become technologically obsolete. The sole use for AAA is to provide towing insurance. Towing is clearly an example of an event that causes only a trivial decline in our wealth. And yet, my parents always belonged to AAA, and I continue to belong to AAA. If you were to ask me to explain, I would say, “It's what we do.”

Overall, the economic analysis of insurance does not produce very satisfying results in terms of predicting where insurance markets will emerge. We frequently have to appeal to behavioral economics or economic sociology in order to explain observed patterns of behavior.

Nonexistent Insurance Markets

Although the number of insurance markets has been growing over time, some insurance markets that seem to make sense nevertheless do not exist. Just as it is not easy to explain the decisions of some people to purchase insurance, it is not easy to explain why insurance is not prevalent for some risks. For example, a couple having a baby takes a risk that the child will have birth defects that impose very large costs on the parents, in terms of both time and money. One would expect to see prospective parents take out insurance against such a hazard. Instead, we have a poor approximation to that form of insurance, in that parents sometimes attempt to sue their obstetrician for malpractice when a baby is born with defects. If there were birth defect insurance, then fewer of these cases would be steered toward malpractice suits and more parents of health-impaired children would be protected from large financial losses.

Robert Shiller has proposed a number of innovative forms of social insurance. People could obtain insurance contracts tied to house prices, GDP growth, and income variability. For example, he proposes what he calls inequality insurance, meaning that income tax rates would become more progressive as income inequality widens, and conversely. His argument is that this would protect  households against the risk of ending up in the bottom of the income distribution at a time when inequality is high.15

Government Provision of Insurance

In the United States, the government provides insurance directly in some cases. Flood insurance in high-risk areas is one example. Social Security provides an annuity, which insures the elderly against the risk of outliving their pensions. Medicare provides the elderly with health insurance. Instances in which state governments provide insurance for the riskiest customers are high-risk pools to cover automobile owners with bad driving records or health insurance customers with expensive pre-existing conditions. In a number of cases, although private forms of insurance have been available in the past, government policy presumes that private provision of insurance in not adequate. Deposit insurance is one example. Social Security, Medicaid, and Medicare are further examples. When government provides insurance, it is not clear whether the rationale is paternalism, redistribution, or a belief that there is a market failure that requires correcting. In any case, legislators determine that individuals facing certain sorts of risks ought to have insurance.

In the case of deposit insurance, the primary rationale is a concern with market failure. A bank with assets that exceed the value of its liabilities can nevertheless be subject to a panic or “run” from its customers. If too many customers seek to pull out their deposits at once, the bank will have to sell assets too quickly to obtain full market value. The intent of deposit insurance is to prevent such “runs” by convincing depositors that they have nothing to gain by rushing to pull out their funds before everyone else. Of course, a problem with deposit insurance is that it creates moral hazard. While deposit insurance takes away the incentive for depositors to “run,” it also takes away their incentive to identify and punish banks that take excessive risks. Deposit insurance brings with it the responsibility of the insuring entity to regulate the risk-taking of banks.

Even if deposit insurance is a useful tool for preventing bank runs, a private entity could provide deposit insurance. Banks could join together in insurance pools, which in turn could set compliance standards that would mitigate moral hazard. Prior the Great Depression, such private risk pooling among banks did take place. One rationale for government-provided deposit insurance is that the  risk is simply too large for the private sector to handle. An event could take place that causes such widespread banking losses that no private insurance company could remain solvent. That, in turn, means that if consumers become concerned that such an adverse event may be impending, they would have an incentive to engage in a bank “run” before the insuring entity becomes insolvent.

In the case of Medicare, it may also be the case that no private insurance company could offer equivalent long-term protection. If someone in their forties wishes to purchase health insurance that will cover them from retirement until death, the insurance company faces risks that include an overall increase in longevity or an unexpected increase in the cost of medical technology. This risk could overwhelm the effect of risk pooling, and any or all such private insurance companies could go bankrupt. (See David Cutler's paper, cited earlier.)

Of course, one can argue that even government-provided medical insurance can be subject to severe financial pressure. The United States and many other Western governments face unsustainable budget deficits, in part because of rising health care spending. Even the institution of government may not be able to absorb all of the risks posed by trends in health care technology and demographics.

For the purpose of retaining solvency, government has several advantages over private insurers. First, it is larger, and larger institutions can engage in more risk pooling. Second, government has the ability to redistribute costs. Particularly striking is the way that government can spread costs across generations. In the United States, young people absorb the costs and risks of health care spending and retirement income for the elderly. Social Security and Medicare are structured to redistribute income in this way. In fact, redistribution is one of the objectives of government-provided insurance. In addition to Social Security and Medicare, Medicaid combines elements of insurance, particularly in providing for nursing home care, with income redistribution.

There is also a strong element of paternalism in government-provided insurance. One possible justification for Social Security and Medicare is that policymakers treat retirement annuities and health care in old age as “merit” goods. If left to themselves, individuals will purchase too little of these services. Government provision ensures that people obtain more annuities and more health care in their old age than they would provide for themselves.

The theory of hyperbolic discounting, in which people underestimate their future concerns, might be used to justify the paternalistic provision of annuities  and health insurance for the elderly. However, one worries that the political leaders responsible for this insurance are themselves subject to hyperbolic discounting, and thus, the conduct of fiscal affairs may be compounding risk rather than reducing it. Sudden fiscal crises, such as occurred in 2010 in Greece, can be viewed as the product of politicians’ hyperbolic discounting.

Once government has taken over an insurance market, such as deposit insurance or health insurance for the elderly, it is difficult to evaluate private-sector alternatives. We do not know how deposit insurance might have evolved over the past seventy-five years without government involvement. Similarly, we do not know how the institutions related to retirement saving would have evolved over this period without Social Security. Nor do we know how health insurance for the elderly might have evolved over the past forty-five years, had Medicare not been enacted.

In the case of saving for retirement, the private sector has tended to move away from defined-benefit plans and toward defined-contribution plans. This seems to reflect the fact that as people live longer, insurance companies and private pensions funds have a more difficult time providing the sort of long-term risk management that defined-benefit plans require. This is yet another instance of David Cutler's observation that some long-term risks are not really diversifiable. Whether even the government is able to manage these long-term risks is still an open question. Again, the dire fiscal outlook of many governments raises doubts.

In many of its insurance programs, the government expects to take actuarial losses. What that means is that taxpayers subsidize the provision of insurance. Programs where actuarial losses are likely include flood insurance, high-risk pools for drivers with bad records, and high-risk health insurance pools for people with pre-existing conditions. The motivation for government provision of insurance in such cases appears to be redistribution, with the broader taxpaying public subsidizing people who are taking unusually high risk.

Regulation of Insurance

Insurance provision has natural economies of scale and scope. Within a single line of insurance, risk pooling increases with the number of participants in insurance. With multiple lines of insurance, as long as the risks are not perfectly correlated, the insurance company enjoys further diversification. This allows a given level of capital to support multiple insurance lines.

Natural economies of scale and scope mean that the insurance industry will tend to evolve toward a market structure with a few large companies. This natural industry structure invites regulation. It raises concerns about the ability of the market to be self-regulating through competition. Also, large firms are more likely to draw the attention of political activists.

When privately provided, insurance faces regulation from each of the fifty states (plus the District of Columbia) as well as the federal government. Regulation is intended to achieve a variety of objectives. One intended objective is to maintain the soundness of insurance companies. Regulators take over the role of trying to ensure that consumers do not lose insurance protection because the insurance company goes bankrupt. Regulation of insurance company soundness has economic justification, in that it can help prevent consumers from being effectively defrauded by companies writing insurance contracts that they lack the capacity to fulfill. However, there is a risk that large, incumbent insurance companies will encourage the use of soundness regulation as a means of stifling innovative competitors.

Sometimes, regulation forces people to carry insurance, as when drivers are required to carry automobile insurance. The intent of mandatory insurance is to prevent individuals from imposing uncompensated costs on other individuals. Regulators may intervene in the design and pricing of insurance policies, particularly with regard to health insurance. Regulators also intervene in the process of risk assessment. Insurance companies use a variety of factors to assess the risk of different customers. Regulators intervene when they believe that the use of certain factors unfairly discriminates against certain groups.

There is tension among these regulatory objectives. In particular, regulating insurance companies to achieve social purposes may undermine the companies’ soundness. By the same token, the soundness of insurance companies suggests deep pockets, which can tempt politicians to impose burdens on insurance companies to achieve social objectives. The political pressures on Freddie Mac and Fannie Mae illustrate the potential problem. These companies achieved strong growth and high rates of return in the 1990s. Congress and federal regulators reacted by putting pressure on the companies to achieve their public mission. This pressure came in the form of explicit goals for lending in low-income  neighborhoods, creating an incentive for the two enterprises to participate in the subprime mortgage frenzy.

Just as the financial strength of Freddie Mac and Fannie Mae induced policymakers to steer the companies toward social objectives, the large financial reserves and strong capital base that insurance companies seek to maintain can offer a similar temptation to legislators. However, like Freddie Mac and Fannie Mae, insurance companies that are forced to subsidize certain classes of customers may consequently not have the capital to survive hard times.

We may be seeing this dynamic at work in the Massachusetts health reforms that were enacted in 2006. The reform included an insurance mandate, under which every citizen in the state is supposed to obtain health coverage. State regulations tightly restrict the nature of the policies that can be offered. Insurance companies are not allowed to refuse coverage. These reforms were intended to hold down health care costs in Massachusetts, by reducing the use of uncompensated care. Prior to the reforms, uninsured individuals could obtain care from emergency rooms, which were supported by taxpayer funds. The goal of the reform was to reduce the number of uninsured and thereby reduce uncompensated care.

What transpired was an increase in the demand for health care and in the demand for health insurance. This resulted in higher prices and higher spending. Under the reform, state taxpayers subsidize insurance coverage for moderate-income residents. As the cost of this rose, the state sought to impose price controls on the premiums that health insurance companies could charge. Whether the insurance companies will remain sound under this regime is not clear as of this writing.

In general, underwriting practices and pricing are a source of tension between insurance companies and politicians. The insurance company wants to align premiums to expected risk. If an insurance company finds that a certain factor is correlated with low risk, it will offer discounts based on that factor. For example, in automobile insurance, experienced drivers tend to be lower risk than young drivers. Also, some auto companies have found that people with good credit scores tend to have fewer car accidents. While higher prices for younger drivers is something that politicians can understand and accept, charging higher premiums to people with bad credit scores has created some political controversy.


Much economically questionable regulation of insurance appears to stem from confusion between risk pooling and cross-subsidization. To economists, these two issues are separate. A risk pool consists of people facing the same risk. If people face different risks, they should be charted different prices. In contrast, politicians act as if the role of insurance companies should be to even out the cost of insurance to people who pose different risks. For example, on health insurance, a mandate will be defended on the grounds that young, healthy people should be doing their part to pay for the cost of insuring people who are sick. Implicitly, this argument assumes that healthy people can and should be charged premiums above the actuarially fair amount, and that the profits from this can and should be redistributed to people who are sick.

Regulatory cross-subsidies are common with automobile and flood insurance. Insurance companies are prevented from charging appropriate premiums to high-risk drivers or homeowners in flood-prone areas. Instead, they are expected to subsidize the high-risk customers, presumably by charging higher rates for low-risk customers. Sometimes, this cross-subsidy takes the form of rate suppression. For example, some state governments force automobile insurance rates to be artificially low. This, in turn, makes many drivers uninsurable in the private market, forcing them into subsidized high-risk pools. Rate suppression creates an incentive for insurance companies to try to avoid offering policies at any price to high-risk consumers. It also provides an incentive for companies to exit states where rate suppression is particularly onerous.

Although cross-subsidies are a very common regulatory goal, there is little economic rationale.16 Even the political basis is unclear, given that many in the general public are not aware of cross-subsidies and would not support them in many cases.17 Nevertheless, this form of regulation is likely to be increasingly tempting in the future, as budget pressures constrain the ability of governments to provide subsidies directly.

The Future

As of late 2010, it would appear that the private insurance market is likely to expand. Government-provided insurance in many countries is constrained by adverse long-term budget prospects. Thus, it is more likely that government-provided insurance will be trimmed rather than expanded over the next several  years. The focus of insurance protection may gradually shift from tangible property to intangible assets, such as human capital, intellectual property, and reputation. That is because as a share of wealth, such intangible assets are increasing.18

As the middle class expands in India, China, and other developing countries, we would expect their demand for insurance to increase. They will be acquiring more assets, and they will face more of the sorts of risks that are insurable. In the developed world, continued advances in information storage and processing should reduce the cost of providing insurance, in both new and existing forms. Insurance is likely to be a growing, innovative part of the world economy over the next few decades.

Given past practice and future budgetary constraints, the government is likely to pursue goals through regulation going forward. Cross-subsidization appears to provide the government with a tool for aiding specific constituents without explicitly having to fund the subsidies.
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