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Socialized Markets -- no private insurers
l

Nationalistic Markets -- no foreign insurers
l

Protected Markets -- market access restrictions, national treatment

inconsistencies, lack of transparency
{

Transitional Markets -- efforts to render markets more competitive,
but with continuing problems
4

Liberal Markets -- market characterized by nondiscrimination,
market access, national treatment and
transparency
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* Relaxed Product and Price Regulation
* Market Liberalization
* New Competitors and Distribution Channels

4

Greater Competition

New Pressures on Solvency
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Reinforced Regulation of Solvency
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* Relaxed Product and Price Regulation
* Market Liberalization
* New Competitors and Distribution Channels

]

Greater Competition

New Pressures to Restrain Competition

4

Reinforced Regulation of Competition
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* Relaxed Product and Price Regulation
* Market Liberalization
* New Competitors and Distribution Channels

3

Greater Competition

New Pressures to Mislead Consumers

4

Reinforced Market Conduct Regulation
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Distinguished guests, ladies and gentlemen, it is a great pleasure for
my wife and me to be back in Korea. The majesty and vibrance of your
_country, coupled with the hospitality, charm and beauty of the Korean

people, leaves one always yearning to return.

More than 80 students from Korea have studied in our Risk
Management and Insurance programs at Georgia State University. I have
taught many of them. I count many as my friends. Incidentally, the 80
figure omits hundreds of Koreans who have studied in other programs at

Georgia State University.

With KIDI President Kim’s approval and with the guidance of Dr.
Kim Hunsoo, I have chosen as my topic “Insurance Into the 2lst
Century.” 1 invite you to join with me as we think about the 2lst
century’s insurance markets. I will address four broad areas briefly. They
are : (1) The Environment for Insurance Internationally, (2) The
Importance of Insurance in Economic Development, (3) Trends in
Insurance Markets Internationally and (4) Elements of Success in the 21st

Century World of Insurance.

Let us first examine the South Korean market in an international
context. The first figure shows gross domestic product (GDP) per person
in selected countries. As we see, Korea is already at a level of more
than one-half that or the OECD countries -- and climbing fast. Korea is

the world’s 11th largest economy.



The next figure shows the South Korean insurance profile in three
years. Korea remains predominantly a life market. Korea is the sixth
largest insurance market worldwide, with the world’s highest insurance

penetration (ratio of premiums to GDP).

Its growth in life and nonlife premiums has exceeded its GDP growth.
As the next figures show, premium growth rates have been quite
impressive - it is no surprise that so many foreign insurers want to enter

this market!

Finally, the next figure shows how South Korean wages and foreign
direct investment have increased just since 1990. These trends will
continue. As you know, several Korean insurers are expanding

internationally as well.



I. The Environment for Insurance Internationally

With this as background, let us now explore the 21st century world of
insurance. How would we characterize the environment for insurance

internationally?

Characterized by Accelerated Rates of Change

All in this room would agree that the rate of change in insurance has
accelerated. I believe that we will witness more change in insurance
procwscd‘ during the next 10 years than we have in the preceding 100.
My next figure shows a stylizzd.;':\;érsi'bn of this rate of change and raises
the issue of how emerging insurance markets will close the gap between

them and developed market-economy countries.

.....

Causes of Change

Of course, innumerable factors cause this change. Five seem

particularly relevant.
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First, we all know of the enormous technological advancement,
particularly in computers and communications. To cite but one
advancement, think about how the fax machine has revolutionized
communications in insurance. An interesting question to ponder is how
government will regulate insurance solicited and purchased through the

Internet?

A second factor causing change worldwide has been economic
volatility. Financial market volatility shortens planning horizons -- as it
has in insurance -- which further contributes to volatility and uncertainty.
Because of this, financial risk management tools, such as futures, options,

swaps and other derivatives, will become more important.

A third factor is inconsistent government policy and regulation in
some markets. This is particularly true in the US life market but is
occurring in numerous markets worldwide. It is important that government

send insurance markets consistent, well-thought-out signals.

A purth factor is shifting demographics. In many markets, this is one
of the most important drivers of change. With aging populations comes a
shift in concern from not living long enough to concern about outliving

one’s resources.

Finally, consumer knowledge and expectations have increased in every

market worldwide. Thus, what was acceptable and even commendable



service in the past may be considered by consumers as second-rate
service in the future. Conservers often view the insurance industry

somewhat negatively, as the accompanying graphic for the US shows.

Effects of Change

What do we see as the effects of these forces for change. I identify

five key effects.

First, democracy as a goveming philosophy continues to sweep the
globe. You know that well in Korean. At the same time, governﬁwnts
are rejecting the central planning economic model in fa?or of the
competitive model. We know that sound competition offers: consumers
and businesses greater value and choice. At the same time, it causes

internal displacements and disruptions .

Second, a new economic order calls for reliance on markets to
allocate goods and services. With this trend comes pressures on
government officials to protect special interests from the fullness of

competition. It also exposes consumers to possible abuse.

Third, less reliance is placed on governments to provide services,
including economic security. This is a particular problem in most

European countries where economies can no longer support elaborate
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social security programs. The average share of state spending in the
European Union is greater than 50 percent of GDP, compared to about
1/3 in the US and Japan.

Fourth, with technological progress, governments have less ability to
influence individual decision making. individuals are freer to make their

own decisions (and make their own mistakes).

Fifh, with national governments enjoying less ability to control or
prevent potentially undesirable activities, various forms of governmental
cooperation become more critical. We should look for organizations such
as the OECD, the GATS and the like to exert greater influence,

especially in financial services.



/. The Importance of Insurance in Economic Development

How Insurance Aids Economic Development

Insurance in the 2lst century‘“ will become even more impdrtant ip
economic development. In my‘recent paper published in the KIDI journai,
I set out the rationale for how insurance aids economic development. I
will not repeat those sentiments here, rather merely listing the seven key

areas. They are:

@ promotes financial stability and reduces anxiety |
@ can substitute for government security programs
@ facilitates trade and commerce
© mobilizes savings
@ enables risk to be managed more efficiently

- @ encourages loss mitigation and .

@ promotes a more efficient capital allocation

Insurance truly is of primordial importance to the functioning of a
market economy. Anything that ‘we do in our individual or collective
capacities to render the insurance mechanism more efficient and effective

aids economic development.



Why insurance will be more important in the 21st century

Insurance will be even more important in the 21st century. Six reasons

support may conviction.

First, economic development inevitably carries greater risk and an
attendant need for strengthened risk management Insurance is an

important part of risk management

Second, insurance enjoys an income elasticity greater than one, as
shown in the accompanying figures. That is, for each 1 percent increase
in national income, insurance demand(as measured by premiums) increases
by greater than 1 percent. And national income-especially in Asia-is

growing handsomely.

Third, as established in Dr. Kim Doocheol’s Ph. D. dissertations, the
smaller the role of government as a source of economic security, the
greater the private insurance role. Thus, continued reductions in
governmental economic security will mean more opportunities for private

insurers.

Fourth, with economic development comes a reduction in family-based

economic security and an enhanced reliance on private insurance.

Fifh, insurance has not always been well received in all cultures but



this is changing as insurers are more sensitive to cultural nuances and as
people come to understand that insurance offers a logical solution to risk
management.

Sixth, with increasing competition,” insurance prices will fall. With

lower prices, more insurance will be purchased.
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Ill. Trends in Insurance Markets Internationally

I now wish to highlight some insurance market trends extant

worldwide that will shape the 21st century world of insurance

Changing Demand

The first trend relates to the changing of insurance demand. With
aging populations and with government retrenchment as a source of
economic security, we will see demand increasing for insurance products
that provide retirement income, long term care financing, disability

income and other living needs.

In mature markets - such as in Canada, Japan, the US and many
European countries - we will see a parallel decrease in the demand for
death-based insurance products. In come emerging markets, the demand

should increase given their population structure.

The demand for all forms of non-life insurance should be strong in all
rapidly developing countries. This includes personal as well as
commercial insurance. The challenge in many markets is avoiding losses

in the motor lines.

— 64—



Alternative risk transfer mechanisms - such as captives and
self-funding arrangements - will continue to take markets share from
traditional insurers in many mature markets, especially in Europe and
Japan. Their effect will soon be felt in the more advanced emerging

market, such as Korea, as well.

Greater Competition

Future competition will make past competition appear tame by
comparison. The competitive trend ‘is  facilitated by governments adopting

four key principles.

First is liberalization. This pnncrple _suggests that foreign insurers
should enjoy market access. Duriné the latter half of the 20th century,
liberalized insurance markets have been the exception rather than the rule.
During the 21st century, the opposite will reign. allowing ‘international
insurers into markets that were relatively closed in the past certainly
promotes competmon In thlS respect Korea has yet to fully hberahze,

but continues to move in thls dlrectlon

Second, the fair trade pnnc1ple of transparency holds that laws and
regulatlons should be readlly avallable in writing and that regulatory

decisions should be consistent w1th those laws and regulauons and subJect



to due process. Transparency is fundamental to an efficient insurance
market. Governments worldwide - including Korea - will continue to
become more transparent in their decision marking, thus promoting

competition.

A third fair trade principle, national treatment, holds that foreign firms
should be accorded treatment no less favorable than that accorded purely
domestic firms. In the 21st century, governments will accord no

favoritism to any class of competitors, thus promoting competition.

The jrth principle leading to enhanced competition internationally is
deregulation. Governments increasingly adopt an ex post approach to
regulation with the result that insurers have greater latitude to
compete(and to make mistakes). Korea still has remnants of ex ante

regulatory approaches but is making progress toward deregulation.

The effects of these principles on markets are illustrated in the

attached figures.

Greater Government Oversight in Selected Areas

Seemingly every international insurance meeting discusses deregulation.
In fact, the term is misleading. A more accurate descriptor would be that

governments are re-regulating. They will continue to dismantle much of



their ex ante regulatory apparatus. But in the 21st century world of
insurance, they must assemble new ex post regulation in three critical

areas.

frrst, with form, price and other deregulation, some insurers will
engage in practices -such as underpricing - that endanger their solvency.
Insolvencies are a natural by-product of a competitive market. it is
critically important, however, that governments be able to monitor insurer
solvency and to act quickly and decisively when trouble first appears.
This will require strengthened - not weakened - solvency regulation as

suggested in the figure.

Second, with increasing competition, some insurers will be tempted to
engage in practices that restrict competition, such as market sharing,
collusive pricing or other anticompetitive activities. . To monitor
anticompetiti\"e practices then act decisively, governments will require
strengthened -- not weakened -- competiﬁon regulation, as illustrated in

the figure.

The third area likely to result in greater not lesser regulation relates
to market conduct. As agents and msurers enter a more competitiQe era,
some will be temptéd to exaggeré.tel or o'm’itv certain important consumer
information in their efforts to wm business. Government will require
more explicit market conduct regulation --not less-- to discourage and

prosecute such nefarious behavior. as suggested in the figure.
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Changing Distribution Patterns

Another trend relates to the changing patterns of insurance distribution
in the future. The methods of selling insurance will change toward
greater efficiency. The next two figures give an idea of the differences in
expenses by distribution channel for insurance in the US. Increasingly,
insurers will be multiple distribution channels, as the Dutch financial
services group ING has done successfully. What do we envision for

various distribution modes ?

First, in some markets -- including Canada, the US, Japan and South
Korea -- banks are yet to have full insurance marketing powers. This
will change in due course. Banks will be important insurance distribution

media, especially for mass produced, simple life and nonlife Products.

Second, direct response marketing will grow, especially in the nonlife
sector - as in the UK with Direct Line. Also, other nontraditional

distribution techniques can be expected to

grow, such as employer-based and other relationship marketing
techniques. Do not be surprised when technology companies such as

Microsoft, AT&T and others enter insurance distribution.

Third, independent agents will become more important distribution

outlets in some markets, mainly those that now limit their role. This



would seem to be the case in Korea.

Fourth, multiple Line agents can be expected to gain market share in
some markets. Note the effectiveness of multiple line agents in the US

compared with the life industry as a whole.

Fifh, technology will play and important role in insurance marketing
in the future. The internet seems to offer enormous potential for

insurance distribution as least for personal lines

insurance. At the same time, many belive that interactive television
will replace the Internet as the future technological marketing medium of

choice.

Sixth, the role of insurance sbrokers continues to evolve. of course, in
some markets, the role of brokers is circumscribed, but this will change,
resulting in greater competition. In more mature markets, brokers are

evolving more into insurance consultants than insurance sales personnel.

Changing Insurance Supply

Another worldwide trend in insurance relates to the changing nature of
the insurance supply. First, as part of the liberalization trend,

governments -- including Korea -- are permitting the creation of new
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domestic insurers. This willl add capacity in the 2lst century and

thereby provoke greater competition.

Second, new international insurance and reinsurance capacity is
evolving. Some of it will be completely new, as in the Bermuda “cat”
reinsurers. More international capacity will continue to come from
international expansion by insurers that formerly were purely national in
their outlook - especially some US insurers. The result]t will be more

competition.

Third, various forms of cooperative activities will flourish. One insurer
may manufacture product that another insurer’s agents sell. Outsourcing
of support and product development services will continue to grow. The

idea of an insurer being good at and doing everything is passé.

Finally. we are witnessing the earliest germinations of new forms of
non-traditional risk bearing capacity. I do not mean simply captives and
other forms of self-funding. Rather I refer to use of the capital market,

for example, via securitization of insurer assets and liabilities.

Insurance Industry Problems

The 21st century world of insurance will have its share of problems. I

see four critical issues that must be addressed.



First, growth possibilities are quite limited in some markets; such as
in the US.

Second, market conduct difficulties of the type experienced in the UK,
the US, and Australia will prove to be harbingers of such difficulties in
other markets. Already. we see problems in Japan and will see

difficulties in other markets, especially with variable life.

Third, too many insurers today are inadequately capitalized and must
either secure new capital, merge or go out of business. Insures must
strengthen their balance sheets. This is a problem for some Korean

insurers, as it is in the US and many emerging markets.

Fourth, the current high COST of insurance distribution cannot be
supported in the 2Ist century. Low agent retention contributes to these
high costs. New distribution modes and innovative agent compensation

will continue to evolve.



IV. Elements of Success in the 21st Century World of Insurance

To succeed in the sharply competitive insurance world of the 2lst
century, insurance executives must ensure that they have developed

certain understandings.

First, you must certainly understand your company, including its
strengths and its weaknesses. The following types of questions should be
answered forthrightly.

1. What are our competitive advantages? Is it innovation? Consumer
information? Access to customers? Strong financial position? Deep

cultural understanding?

2. Are we fully exploiting our competitive advantages? All
competitive advantages ultimately revolve around people. Insurers often do
not hire the brightest and the best. This must change. The only
sustainable competitive advantage is in having high quality, trained,

committed employees.

3. Are all operations necessary ? Do your know, in detail, the
profitability pattern for each major product and activity ? Most insurers

do not. What activities can be profitably outsourced ?

4. Can we survive? Many insurers cannot survive as stand alone
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operations in the competitive world of the 21st century. Mergers and
acquisitions will continue as we have just seen with the Royal and Sun
Alliance merger announcement -- creating the UK’s largest and the
world’s 9th largest multiple line insurer, and with France’s AXA

acquisition of Australia’s second largest life insurer, National Mutual.

Second, it is essential that insurers truly understand their customers.
Most do not. These are the types of directives that can lead to better

customer understanding.

. /
1. Become customer driven, not product driven. High lapse rates

usually result from a failure to implement this directive.

2. Focus on value to customer, inclUding customer service emphasis.
Customer sales and servicé must be 'pushed nearer to the

customer.

3. Adopt the philosophy of a relentless pursuit of quality. This

will require decentralization of many processes.

4. Recognize that adequate profitability is essential for long term
success. The first step in this recognition is being able to
measure all elements of profitability. In the future, insurers that
havel the best customer information and that exploit fully this
most important asset willl win. Insurers generally do a poor job

here.
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Third, study your competitors, especially the most successful
international insurers. Adopt and adapt that which they do well. Learn

from their mistakes.

Fourth, understand your environment. I started this presentation by
noting that we live in a time of accelerating change. All executives must
navigate these turbulent waters. The more that you understand about your
environment - including its economic, political, cultural, legal and
demographic dimensions - the better captain you will be. Environmental
monitoring will be critically important in the future, especially for

international expansion.

Finally, with a sound understanding of yourself, your customers, your
competitors and your environment, take decisive action. Timidity can lead

to failure. Be bold.



V. Concluding Observations

2

I have discussed the environment for insurance internationally, the
importance of insurance in economic development and trends in insurance
markets. I have also laid out what I believe to be elements for success
in the 21st century world of insurance. Good decisions now will pay

handsome dividends in the future.

The Korean people have every right to be proud of their progress.
Arguably, they have accomplished more economically in a shorter period
of time that any peoples in modern history. I am confident that this

trend will continue with Korean insurers providing enhanced risk services.

It has been my great pleasure to be with you today. I welcome your

questions and observations.

Thank you.
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t}. ¢aulels Cross-border B #Hfixzk Ebrl FX U=z gl -
o] JEUL £3) RYS FYT BRARWES HETRREERE
BE Sd e RBeETHRTHETRT BYAVIge 58] S22
By B3] JSME old dE w3 rlAF KREND ABIEE
7} Ayl ojo} & Zolgtn BEFUT

AAZ, B B ANt AHUAEY HHE AR R
Rt 2tk U HUERG HOHE FRED AT WEHA
A% VYL AYYUTh 2 eRsskdgkel BRAAL =@
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