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Introduction

The insurance world has been changing rapidly on three fronts. First, the composition of demand has been changing. Second, the rules and regulations under which insurance companies operate have been changing. Third, the way the insurance business is organized is changing. 

These changes form a three legged stool. Changes in one area spur changes in the other two. For example, legislation has changed in response to consumer and industry demand. In turn, these regulatory changes affect the organization of the industry. For example, due the possible synergies between banking and insurance, market players are forming holding companies or business groups, depending on what is permitted under the law of a given country, to take advantage of the resulting economies of scale.

To fully appreciate the changes in the composition of demand over 1991-2000, we examine the composition of the insurance industry on a global scale in Table 1. Over a period of ten years, gross premiums for life insurance have doubled, whereas the non-life insurance market has increased by less than 50 per cent. In 1990, the non-life insurance market was somewhat smaller than the life insurance market. By the end of the decade, the life insurance market had vastly overtaken the non-life insurance market. We discuss the changes that have taken place in the regulatory environment and the in the business environment later in this chapter.

Table 1: World Direct Gross Premiums in USD millions 1991-2012
	Year
	Non-life
	Life
	Total

	1991
	670,715
	743,648
	1,414,363

	1992
	697,503
	768,436
	1,465,939

	1993
	792,087
	1,010,490
	1,802,731

	1994
	846,600
	1,121,186
	1,967,787

	1995
	906,781
	1,236,627
	2,143,408

	1996
	909,100
	1,196,736
	2,105,838

	1997
	896,873
	1,231,798
	2,128,671

	1998
	891,352
	1,275,053
	2,166,405

	1999
	912,749
	1,424,203
	2,336,952

	2000
	922,420
	1,521,253
	2,443,673

	2001
	969,075
	1,439,177
	2,408,252

	2002
	998,412
	1,634,061
	2,632,473

	2003
	1,268,156
	1,672,514
	2,940,670

	2004
	1,394,528
	1,872,389
	3,266,917

	2005
	1,443,588
	1,998,702
	3,442,290

	2006
	1,539,633
	2,193,175
	3,732,808

	2007
	1,667,780
	2,393,089
	4,060,870

	2008
	1,780,776
	2,439,294
	4,220,070

	2009
	1,734,529
	2,331,566
	4,066,095

	2010
	1,818,893
	2,520,072
	4,338,964

	2011
	1,954,445
	2,611,718
	4,566,163

	2012
	1,991,650
	2,620,864
	4,612,514


Source: Sigma, Swiss Re, various years

Note: Non-life includes health and accident insurance.
Table 2 displays all the largest financial services groups in the US.  Some of them also own large financial institutions in Canada and Mexico. For example, Citigroup owns Banamex: the largest financial institution of Mexico.
Table 2: Largest Financial Services Groups in North America 

	Rank
	Institution Name
	Location
	Total Assets (thousands)

	1
	JPMORGAN CHASE & CO. 
	NEW YORK, NY
	$2,439,494,000

	2
	BANK OF AMERICA CORPORATION
	CHARLOTTE, NC
	$2,125,686,000

	3
	CITIGROUP INC.
	NEW YORK, NY
	$1,883,988,000

	4
	WELLS FARGO & COMPANY
	SAN FRANCISCO, CA
	$1,440,563,000

	5
	GOLDMAN SACHS GROUP, INC., THE
	NEW YORK, NY
	$938,611,000

	6
	MORGAN STANLEY
	NEW YORK, NY
	$802,691,000

	7
	AMERICAN INTERNATIONAL GROUP, INC.
	NEW YORK, NY
	$537,438,000

	8
	GENERAL ELECTRIC CAPITAL CORPORATION
	NORWALK, CT
	$529,030,139

	9
	BANK OF NEW YORK MELLON CORPORATION, THE
	NEW YORK, NY
	$360,514,000

	10
	U.S. BANCORP
	MINNEAPOLIS, MN
	$353,415,000


Note: Data from Datastream, 2012.
Zooming in on the NAFTA region in Table 3, we use six common measures to compare the insurance markets of the three member countries. The size of each market provides the first point of comparison. Mexico has the smallest market, worth about USD22 billion. The Canadian market is roughly five times bigger than Mexico’s. The American market is about 100 times bigger than Mexico’s. Since all the amounts are converted into US dollars on a specific day (December 31, 2011), the exact numbers will vary with the enormous volatility of the spot exchange rate. Nevertheless, these numbers serve as a rough guide. 

The second measure in Table 3 compares the market share of each country in the broader context of the total insurance market of the Organization of Economic Cooperation and Development (OECD). This row shows the comparative size of each country’s market and how their markets compare in size to the remaining OECD countries. The NAFTA region accounts for slightly less than half of the entire OECD market. 

The third measure—premium density—measures how deeply the insurance business has penetrated the market based on the population of the country in question. This measure reveals that the density of insurance in Mexico is very low compared to its NAFTA partners. It also shows that the United States has more than double the density of insurance than Canada. As with the previous two measures, measurements based on premium density are affected by exchange rate fluctuations. Specifically, if other economic factors force a rise in the exchange rate of a country, its premium density, market share, and total gross premiums will go up without any change in insurance market conditions having occurred. Therefore, the fourth measure—referred to as penetration—is used to gauge the level of insurance activities in the general scheme of economic activities. Using the penetration measure, which is based on gross premiums as a percentage of gross domestic product (GDP) rather than population, the gaps between the three countries narrow. 

Table 3: Insurance in the NAFTA region (USD millions and percentages, 2000)

	
	Canada
	Mexico
	United States

	Total Gross Premiums
	93,953
	22,672
	2,154,850

	Market Share in OECD (Direct Gross Premiums)
	2.17%
	0.50%
	48.23%

	Density (Direct gross premiums / Population)
	2,501
	226
	5,499

	Penetration (Direct gross premiums / GDP)
	5.02%
	1.93%
	11.42%


Source: OECD website

Modernization of Regulation in the NAFTA Countries

There are three sets of regulatory changes affecting the insurance business in the North American markets today.  At the national level, each NAFTA member has introduced significant changes to legislation regulating the financial services industry. At the regional level, NAFTA provisions that eliminated ownership restrictions in the Mexican insurance sector came into effect, on January 1, 2000.  At the global level, the World Trade Organization (WTO) negotiated an agreement on trade in financial services. In this section, we discuss the recent regulatory changes in the NAFTA countries.

Canada

Canada's
 federal financial legislation includes the Bank Act, the Trust and Loan Companies Act, and the Insurance Companies Act. The Office of the Superintendent of Financial Institutions (OSFI) is in charge of federal financial regulation and supervision. Credit unions, mutual funds, and securities firms in several provinces are regulated by provincial laws.

Canada's financial legislation is subject to review every five years. In the last review, in February 2001, the government introduced legislation to reform the legislative framework for the financial services sector (known as Bill C-8). An Act to establish the Financial Consumer Agency of Canada and to Amend Certain Acts in Relation to Financial Institutions, came into force in October 2001. The new law widens the activities that foreign banks may undertake in Canada and enhances the possibilities for direct investment in banks and insurance companies by domestic and foreign firms.

Canada’s life and health insurance industry had some 120 firms in 2000, down from 163 companies at the end of 1990. The five largest companies represent over 59 per cent of the domestic market in terms of premiums, up from 38 per cent in 1994. Premium income reached approximately CAD45 billion in 2000. Consolidation activity has involved foreign insurers selling their operations to Canadian insurance companies, although there has also been significant merger and acquisition activity among Canadian companies.

In October 2002, there were 195 federally registered property and casualty (P&C) insurance firms and about 90 provincial ones. Federally registered P&C companies earned premiums of approximately CAD21 billion in 2001, while provincially incorporated firms earned CAD7 billion.  Foreign companies have a strong position in Canada’s P&C market, as seven of the ten largest insurers in 2001 were foreign owned, and accounted for 64 per cent of net premiums earned.

Demutualization of life insurance companies

In March 1999, legislative changes allowed the largest mutually owned life insurance companies (i.e., those owned by insurance policyholders) to convert to public stock companies owned by shareholders, through a process known as demutualization. The legislation set out the procedures required to demutualize, including the requirement to secure the approval of the converting company’s policyholders with voting rights. Demutualization has allowed the injection of more capital by substituting shareholding for the traditional form of ownership of life insurance company by policyholders. These changes were made mainly to accommodate the changes already taking place in the financial services industry. For example, in 2000, more than 50 per cent of the premium income of life and health insurance companies came from foreign sources.

Bill C-8

In Canada, following the recommendations of the so-called McKay Report, changes in the regulation of financial activities were set to take place in late 2000. Unfortunately, Parliament was dissolved right before the passage of the bill. The bill was revived as Bill C-8 in the new legislature and was passed on October 24, 2001, with a few modifications.

Bill C-8 maintained the “widely held”
 ownership regime for banks but amended the Bank Act to provide for an ownership regime based on size. Banks are classified by size to be: (1) large (greater than CAD5 billion in equity); (2) medium (CAD1 billion to CAD5 billion in equity); or (3) small (less than CAD1 billion in equity). Large banks are required to be widely held, as they were before the new legislation took effect.

In order to provide flexibility to enter into joint ventures (or alliances), the definition of “widely held” was expanded to allow an individual investor to own up to 20 per cent of any class of voting shares and 30 per cent of any class of non-voting shares of a large bank. Medium sized banks can be closely held, but at least 35 per cent of shares with voting rights have to be publicly floated. For the first time in Canadian history, banks with less than CAD5 billion in equity can now be closely held.

The 2001 legislation introduced a holding company regime for Canadian banks and insurance companies. It permits the creation of regulated non-operating holding companies. The holding company regime does not expand the powers of banks or insurance companies. It gives institutions more flexibility in the way they structure their organizations. For example, a bank holding company could have a banking subsidiary, an insurance subsidiary, a securities subsidiary, and a subsidiary for its unregulated businesses. However, as a practical matter, mergers between large insurance companies (as well as between large banks) have not been viewed favorably by Canadian lawmakers. For example, they scuttled the proposed takeover of Sun Life Financial Services of Canada Inc. by Manulife Financial Corp. in late 2002.

Mexico

In Mexico, commercial banks were nationalized in 1982 under the presidential administration of Jose Lopez Portillo. All foreign banks ceased operation (with the exception of Citibank). Under the administration of Miguel de la Madrid (1982-8), so-called non-bank functions of banks were allowed to be performed by private sector institutions. In 1991-92 , all the banks were re-privatized. One peculiar aspect of this privatization was that more than half of the banks were bought by stock-broking firms.
 During 1992-94, 24 foreign banks were allowed back in to operate in Mexico. The 1991-92 privatizations of the Carlos Salinas administration (1988-94) can be seen as the culmination of a series of reforms in the financial services industry that began in 1987.

For the insurance industry in Mexico, on January 3, 1990, the Comisión Nacional de Seguros y Fianzas (CNSF), was formed to regulate insurance companies. It remained part of the Secretaría de Hacienda y Crédito Público (SHCP), the Mexican Ministry of Finance. Before this date, insurance companies and banks were regulated by the same body, called the Comisión Nacional Bancaria  y de Seguros (CNBS). Naturally, this split led to a separate sister organization for regulating banks (and stock broking) called the Comisión Nacional Bancaria  y Valores (CNBV).

With the creation of the new regulatory body, CNSF, came a new set of laws regulating insurance companies. These laws abolished uniform non-life insurance premiums. Any changes in premium structure would be notified to the CNSF, which would have 30 days to respond. If no response were obtained, the company would be free to apply the new premium in the market. Before this change, to make any change in personnel or even to give extra-official holidays to the employees, the insurance agencies had to have pre-clearance from the SHCP. New laws were also promulgated for capital guarantee and solvency requirements of insurance companies.

In Mexico, the insurance industry is governed by the Ley General de Instituciones y Sociedades Mutualistas de Seguros (LGISMS).
 The LGISMS was originally promulgated in 1935. At the end of 2001, Mexican Congress undertook a major overhaul of the LGISMS.
 The current version of the law took effect in July 2007.

Foreign participation in Mexican banking has increased dramatically between 1998 and 2007. Bank assets under foreign control increased from around 26 per cent to over 50 per cent.
 For the insurance industry, a similar seismic change took place between 2000 and 2007. More than 60% of the insurance industry is now under foreign control.

Foreign Investment Laws in Mexico

The constitution of Mexico prohibited or severely restricted foreign participation in many industries.
 Article 7 of Chapter III of Foreign Investment Law in Mexico restricts participation in certain industries of no more than 49 per cent. To accommodate the full implementation of NAFTA, the restriction was repealed for banks, financial groups, stock broking houses, on January 19, 1999 but it was not repealed for insurance companies. But, NAFTA phases out insurance holding restrictions not just for individual insurance companies but also for the insurance industry as well.
 Given that NAFTA is an international treaty and international treaties override national laws in Mexico, it is not necessary to modify the Foreign Investment Law to accommodate foreign ownership of the industry of more than 50%.

Insurance Market Overview of Mexico

The total size of the Mexican insurance market
 was calculated at USD2 billion at the end of 2001. The life and health segments represented 65 per cent and the property and casualty 35 per cent of the market. The market is growing at an average of 15-20 per cent per year. By the end of 2001 there were a total of 69 insurance companies.

Companies from the NAFTA region (and now from the European Union) can own 100 per cent of an insurance company in Mexico. During 2000-2001, 28 foreign companies purchased, or formed alliances with, Mexican insurance companies.

Some of the largest insurance companies are part of Mexico's six major financial groups that also offer regular commercial banking services and currency exchange services. The financial groups that own insurance firms are Grupo Financiero Serfin, Grupo Financiero Banorte, Grupo Financiero Bancomer-BBV, Grupo Financiero Citibank-Banamex, Grupo Financiero Interacciones, and Grupo Financiero Scotiabank-Inverlat.

In Mexico, only 14 million (of its 100 million people) have some type of insurance policy. Mexico today has 27 million vehicles (taxis, private cars and trucks, urban passenger buses and inter-urban buses) and only 13 per cent have some type of insurance protection. Mexico has over 180,000 manufacturing and services firms (micro, small, mid-sized and large), including hotels and restaurants, and only 40 per cent have some type of insurance protection. At least 70 per cent of the end users are located in the States of Nuevo Leon, Puebla, Guerrero, Veracruz, Jalisco, Tamaulipas, State of Mexico, Quintana Roo, Mexico City, Queretaro, San Luis Potosi, Sonora, and Sinaloa.

The three largest takeovers by foreign firms in the insurance industry (two out of the three have large banking and stock broking operations as well) during 2000-2002 were: (1) Citibank’s takeover of Banamex (Banamex has important insurance and pension functions); (2) ING’s takeover of Seguros Comercial America; and (3) MetLife’s purchase of Aseguradora Hidalgo (Ahisa) – the government owned insurance company. In the middle of 2002 the federal government auctioned off Ahisa for slightly less than USD1 billion. Ahisa has a monopoly for federal employees, government vehicles, government buildings, museums, power plants operated by the Federal Electricity Commission (Comision Federal de Electricidad), six refineries and five petrochemical plants owned by the government oil company (Petroleos Mexicanos or PEMEX).
 

United States

The Gramm-Leach-Bliley Act (GLB), also called the Financial Services Modernization Act of 1999, was signed into law on November 12, 1999. The law repeals major sections of the Glass-Steagall Act of 1933, the Bank Holding Company Act of 1956 and other federal banking laws. One of the most significant changes was the removal of barriers between the banking and insurance industries. In 2001, the powerful US House of Representatives Banking Committee renamed itself the Financial Services Committee. In 2002, J.P. Morgan Chase introduced an annuity, becoming one of the first banking companies to underwrite an insurance product under the GLB Act. Even though other piecemeal changes have been nibbling away at the Glass-Steagall Act, the impetus for change came from changes in the global regulatory framework. In 1997, the WTO Financial Services Agreement, part of the General Agreement on Trade in Services, provided a framework to reduce or eliminate barriers that prevent the cross-border provision of financial services or that discriminate against foreign firms.

In the United States, the GDP for 2000 was USD9,824.6 billion, USD819.9 billion of which was generated by the financial services industry, including insurance but excluding real estate.
 For some states, financial services account for an even higher percentage of state domestic product. For example, in New York, 18.6 per cent of state domestic product comes from financial services. For Delaware, it is a whopping 29.1 per cent.

Some relevant features of the GLB are discussed below.

Financial Holding Companies

GLB expanded permissible activities for bank holding companies, entities that control one or more commercial banks, by creating a new type of financial services company, the financial holding company (FHC). Under the act, securities firms, banks, insurance companies and other entities engaged in financial services may affiliate under an FHC umbrella and cross-sell an affiliate’s products within a regulatory system overseen by the Federal Reserve Board. More than 500 bank holding companies elected to become FHCs within the first 12 months that the option was available.

National Banks

National banks are commercial banks with a national as opposed to state charter. Those that meet the GLB’s capitalization and management requirements may establish financial operating subsidiaries. These subsidiaries can sell any financial product and assume the risk as dealer for most financial products. However, national banks may not underwrite insurance (except credit-related insurance) or engage in real estate development, real estate investment, or merchant banking because these are riskier businesses requiring more capital and more safeguards to protect that capital.

Insurance

GLB’s response to the concern of banks and insurance agents that regulatory agencies create a level playing field for the sale of insurance products is a framework to resolve disputes over regulatory practices and how a new product should be classified — as an insurance or a banking product. GLB sets up procedures for resolving these disputes. In addition, federal regulators must establish consumer protection regulations for banks selling insurance. In case of conflict with state laws, only federal standards stricter than state laws preempt those (state) laws.

Financial Services: Banks versus Insurance Companies

Insurance and banking have long modern histories in the United States. In 1791, the Secretary of the Treasury, Alexander Hamilton, established the first bank of the United States. The first mutual insurance company was established in 1792. Equitable Life Assurance was the world’s oldest mutual insurer until it failed in 2001.The first stock insurance company, Insurance Company of North America, was established in 1792. While both industries engage in the provision of financial services, there are many differences between the banking and insurance businesses.

First, banks mainly face financial risks (market, liquidity and credit risks mostly in the last category) whereas insurance companies face, to some extent, real risks (underwriting life, health property, personal and commercial risks) associated with financial risks (induced by the time span between the payment of the premium and the occurrence of the loss). The very existence of insurance creates additional behavioral risks. Giving the insureds protection creates additional risks for the insurance companies through moral hazard and adverse selection.

Second, the risks faced by banks lie on the asset side of the balance sheet whereas those of insurance companies lie on the liability side of the balance sheet. Thus, solvency requirements for banks emphasize the asset side while the solvency requirements for insurance companies emphasize the liability side. 

Third, banks create money in the process of deposit taking. Thus, the regulation of banking has to take into account of the possible “run” it could create in the system. As a result, banks are much more vulnerable to macroeconomic crises than insurance companies.

Fourth, insurance companies allow pooling of risks across insureds. In other words, insureds can set aside a much smaller sum (premium) to future risks through an insurance company than they would otherwise have to if they were to assume a self-insured position. 

Fifth, insurance companies, by pooling, provide an intertemporal dimension of smoothing the impact of a claim. Claims made by one insured are irregular. But, by pooling a large number of insureds, the insurance company can smooth out the total amount paid to the whole group. Thus, insurance companies provide a smoothing function. Banks cannot do that. This is clearly borne out by the holding period of assets by insurance companies. For example, in France, the average stock is held by insurance companies over four years whereas the average is seven months for other investors. Similarly, for bonds, the average period held is a year for insurance companies while the corresponding figure is less than a month for other investors. Buying and selling securities (and bonds) is expensive. Thus, all financial institutions try to avoid more frequent buying and selling than that are absolutely necessary to balance cash inflows and outflows. 

Contrasting Insurance Industries in North America

Regulatory

In almost all countries, insurance companies are tightly regulated. In the worst cases, the premiums the insurance companies charge are controlled at the state or local level or by the national government. In the best cases, they have to be approved by the relevant authorities. Governments typically justify a heavy-handed approach based on consumer protection arguments. 

First, governments may argue that the prices (premiums) charged could be too high (by some measure). Thus, the government needs to protect the consumers from price gouging. Why doesn’t such a problem arise with respect to most other goods? The argument runs that insurance products are much more complex than most other products. For example, in case of an insurance policy, a consumer receives protection sometime in the future. In case of a term life policy, the consumer receives nothing at all if he or she does not die. Hence, there is a need for protection. In reality, in many cases, the premiums charged depend on political considerations and therefore are subject to manipulation. Second, governments may argue that the prices charged could be too low (by some measure). For most products, the lower the price, the better. However, in case of insurance policies, the service a consumer gets does not coincide with the time of payment. The government is there is make sure that the company has enough reserves to pay for all its obligations at a future date. 

In the NAFTA region, the regulation of insurance companies varies substantially. Broadly speaking, the biggest difference is between Mexico on one hand, and the United States and Canada on the other. Mexican regulation is federal whereas in the United States it is at the state level and in Canada it is provincial and federal. At a deeper level, Mexican regulation tends to be in an “item by item” basis. For example, on the asset side of a pension fund, the government prescribes the minimum amount of certain kinds of government bonds that a private pension fund can hold. In the United States and Canada, the approach is different. They emphasize a global approach. They do not specify what items can be held in the portfolios of pension funds, instead, they specify the maximal global risk a pension fund can have. Thus, the pension funds can organize their own portfolios as long as the total risk of the portfolio does not exceed specified by the regulatory body.

Insurance is a long-tailed business. Buyers and sellers of insurance products do not exchange money and products at the same time. For example, when a premium is paid for an insurance product (say, a one-year-term-life policy), the premium is paid (most often) in equal amounts every month at some pre-determined date. Benefits would be paid out only if the policyholder died at some time during that year. The regulatory authority must make (reasonably) sure that the company is able to pay when the time comes for making a payment to the policyholder. Thus, one important regulatory element of the insurance industry is solvency.

In Canada, there are two sets of statutory requirements for foreign and domestic insurance companies. The Minimum Continuing Capital and Surplus Requirements (MCCSR) apply to the domestic insurance companies. For foreign insurance companies, the requirements are somewhat different.  For foreign insurance companies, there is a requirement called the Test of Adequacy of Assets in Canada and Margin Requirements (TAAM). 

In Mexico, the solvency margin is determined by the Assets Counted Towards Minimum Guarantee Capital (ACTMGC), minus the Minimum Guarantee Capital (MGC) required. The ACTMGC corresponds to the assets capable of covering the MGC required. The MGC is equal to the Gross Solvency Requirement (GSR) minus Deductions. The Deductions are mainly determined by the balances of the prevision reserve and the catastrophic risk reserve. The GSR is determined in a similar way as in the European Union. 

In the United States, in the past, the solvency requirements varied greatly across states. However, in 1993, the National Association of Insurance Commissioners (NAIC) came up with a model law of risk based capital (RBC).
 This was applied uniformly across all states.

The International Association of Insurance Supervisors (IAIS) has produced a document discussing solvency requirement for a number of OECD countries. The details of that document for the NAFTA countries are reproduced in the appendix to this chapter.

Taxation

There are different types of taxes applied to the insurance industry in a given country at different levels. 

(1) Being a business, an insurance company has to pay taxes like any other company. Among the NAFTA countries, the tax rate is the lowest in Mexico (see Table 4a and Table 4b). A uniform tax rate of 35 per cent is applied to all insurance companies. The tax is federal. No additional tax applies at the state level. In contrast, in Canada and in the United States, additional taxes apply to general insurance companies at the provincial/state levels. Thus, for example, in the state of Florida or Alaska, the total tax that an insurance company has to pay (whether it is general or life insurance) is exactly the same as in Mexico, at 35 per cent. However, in other states (such as California and New York) is it much higher.

Table 4a: Company tax on general insurance companies

	
	Tax rate

	Canada
	28%-34% depending on the province

	Mexico
	30% of accounting profit

	United States
	35% plus state and local taxes


Table 4b: Company tax on life insurance companies

	
	Tax rate

	Canada
	28%-34% depending on the province

	Mexico
	30% of accounting profit

	United States
	35% of profits under Internal Revenue Code


(2) Another tax is often imposed on the premium paid. In most countries (including the NAFTA countries), insurance is treated like any other product. It attracts sales tax (or value added tax). The premiums for annuities and for reinsurance are not taxed in any of the three countries. As Table 5 shows, Mexico is the only NAFTA country with no tax on any life insurance products. State sales taxes for life insurance products range between 2 per cent and 3 per cent in the United States (depending on the state). In Canada, a higher provincial tax applies to life insurance products. General insurance premiums attract a flat 10 per cent tax in Mexico whereas the tax varies in Canada and the United States. 

Table 5: Premium tax

	
	General Insurance
	Life Insurance

	Canada
	1%-4% (5%-15% sales tax)
	Provincial taxes 2%-4%. Annuities, reinsurance exempt. Sales tax (Ontario 8%, Quebec 9%)

	Mexico
	15%
	Exempt

	United States
	3%-4%
	State tax 2%-3%. Annuities, reinsurance exempt.


(3) For insurance policies, benefits are generally not taxable anywhere. On the other hand, premiums paid are not deductible for the beneficiaries anywhere. The premiums paid by the employers are taxable in Canada and the United States but in Mexico, they are deductible (see, details in Table 6).

Table 6: Policyholder taxes

	
	Premiums
	Employer paid premiums
	Benefits

	Canada
	Not deductible
	Taxable
	Benefits not taxable

	Mexico
	Not deductible (except pension)
	Deductible for employer
	Benefits not taxable (pension taxable at retirement)

	United States
	Not deductible (except the IRA contributions)
	Taxable
	Benefits not taxable


(4) Reinsurance taxation is an area of sharp differences. Canada exempts both life and general reinsurance (Table 7). The United States applies a tax of 1 per cent of the premium paid on non-American reinsurers. However, this tax is generally waived if there are tax treaties with the corresponding countries. The tax in Mexico on general reinsurance is somewhat strange story. The tax did not exist before 1998. Then, without warning, the Mexican tax authorities imposed a tax of 3.5 per cent. The imposition of this tax took all the reinsurers by surprise. It was reduced to 2 per cent in 2000. For domestic companies it was dropped completely. The same benefits were extended to other NAFTA companies as well.

Table 7: Reinsurance taxation

	
	General
	Life

	Canada
	Exempt
	Exempt

	Mexico
	2% of premium paid to non Mexican reinsurers (but US and Canada exempt)
	10% value added tax

	United States
	1% on premium paid to non-US reinsurers (with tax treaty waivable)
	1% on premium paid to non-US reinsurers (with tax treaty waivable)


Free Trade Agreement in Services

On a global basis, exports of services account for some 19 per cent of total trade (1998). Between 1990 and 2011, global trade in goods rose at the rate of 7 per cent a year whereas global trade in services grew at the rate of 10 per cent a year. Financial services did not grow in terms of exports. Financial services stand out for two specific reasons.  First, the regulation of financial services is generally more extensive than for other services. Second, the regulation of financial services is almost always couched in nationalist terms. 

Canada-United States Free Trade Agreement (CUSFTA)

The Canada-United States Free Trade Agreement (CUSFTA), which came into effect 1 January 1989, provided the pioneering step in financial services agreements.  Both countries had already lowered tariffs substantially under GATT and the Canada-United States Autopact.  Thus, tariff phase-outs were not central to CUSFTA, with the exception of certain industries.  Non-tariff measures, trade remedy laws, and structural and regulatory impediments were the largest source of bilateral trade disputes.  In setting out the agenda, the negotiators had to walk through the minefield of regulations of financial services.  Canada had long feared American domination of its market.  Hence, it chose to allow foreign banks to operate in Canada only in limited areas.  Foreign banks were allowed to operate under "Schedule II".  They were basically barred from branching, deposit taking and many other critical retail activities.  Only Canadian banks were allowed unrestricted access (so called Schedule I banks).  In the United States, the dominant regulation was the Glass-Steagall Act of 1933.  It prevented banks from dealing with securities directly or entering the insurance business.  It also prevented interstate banking.

The United States sought full-scale entry into the Canadian market.  Canada wanted a complete exemption from the Glass Steagall Act under CUSFTA.  In the end, the CUSFTA provisions for financial services (Chapter 17) ended up with a list of activities that each party was permitted to engage in each other’s country.  This is the so-called positive list approach.  If some activity is specifically listed, it is allowed.  Everything else is automatically excluded.  Specifically, American banks were still excluded under Schedule I.

North American Free Trade Agreement (NAFTA)

In some ways NAFTA is an extension of CUSFTA.  It trilateralizes the bilateral agreement.  However, it added a developing country into the equation: Mexico.  In the early 1990s, the Mexican financial sector went through the most dramatic changes in a century.  Foreign investment was not only permitted but welcome.  In June 1990, the government passed La Ley de Grupos Financieros that permitted the establishment of universal banks.  This allowed cross-ownership of banks, insurance companies and security firms.  The government stipulated a maximum total foreign participation of 30 per cent of equity capital.  Ownership of shares by a single foreign individual was limited to 10 per cent.  Institutional investors of foreign origin had a limit of 15 per cent.  Until 1990-1, foreign companies were effectively prohibited from ownership of banks in Mexico (the only exception was granted to Citibank).

When Mexico came to the negotiating table for NAFTA, it wanted to add financial services at a later date.  NAFTA negotiations created a separate chapter (Chapter 14, discussed below).  This chapter departed from CUSFTA in one fundamental way.  CUSFTA specified a positive list; the parties could only provide services in other party's territory in areas of the positive list.  NAFTA negotiations created a negative list (Annex VII).  The parties could operate in any area not specified in that list.  In addition, the negative list excluded only a few items.  Thus, in principle, NAFTA expanded the scope of financial operations vastly over CUSFTA.  The Mexican approach to NAFTA was to maintain restrictions during a transition period of 1994-1999.  On the Mexican side, liberalization of financial services was “locked in”.  For example, it would be extremely difficult to re-nationalize banks in the future without paying huge compensation.  This was not the case when Mexico nationalized the oil industry in the 1930s or banking industry in the 1980s.

The NAFTA Financial Services Chapter is an historic document because it marks the first event in history where two developed countries with stable financial systems have linked themselves to a developing country with a history of financial instability.  By including financial services in NAFTA, the United States and Canada have cast an implicit vote of confidence in the success and durability of the Mexican financial reform process.  With the December 1994 devaluation of the Mexican peso and the ensuing financial crisis in Mexico, the durability of NAFTA was severely tested.  Most observers agree that without NAFTA it would have been extremely difficult to put together the "rescue package" (Exchange Stabilization Fund) that was put in place swiftly.

The Insurance Industry

There are four basic categories of insurance: (1) life and health; (2) property-casualty; (3) pension and social security; and (4) reinsurance. 

General Approaches to the Regulation of Financial Institutions

The line that separates the insurance business from other financial services is getting blurred in many countries, in part due to changes in the regulatory environment for financial institutions.  In the European Union, three "directives" have not only helped to remove the barriers between financial institutions in a given country, but have also permitted mergers and acquisitions between financial institutions from different member countries.

International Bodies Supervising Financial Institutions

It is well known that the International Monetary Fund (IMF) tries to persuade different countries to follow sound macroeconomic fundamentals.  Lesser known international bodies try to pursue similar objectives for banking, securities and insurance.  They are: the Basel Committee on Bank Supervision (BCBS), the International Organization for Securities Commissions (IOSCO) and the International Association for Insurance Supervisors (IAIS). 

Different Strokes for Different Folks

There are three broad approaches to regulating financial institutions among the OECD countries.  At one end of the spectrum, there exists a "separate pillars approach".  At the other end, there is a "coordinated regulatory approach".  An intermediate step may be termed as the "conglomerate approach".  Each approach has its advantages and disadvantages, which are spelled out below.

Pillars Approach

Under the "pillars approach", the financial industry is divided into sectors.  Each sector is subject to its own sectoral regulation.  Competition across the sectors is restricted through lines-of-business and ownership restrictions.  Only a few OECD countries have maintained this approach (Iceland, Finland, and to some extent, the United States – although, with the passage of the GLB, this pillar approach is fading fast). Most developing countries have retained the pillar approach.

Advantages: If we can divide the financial industry into sectors that have the same risk profiles, we can apply the regulatory requirements easily for each sector.  The same cannot be said if we have the same company dealing with a range of products simultaneously.  

Disadvantages: Restricting a firm’s entry into different sectors restricts its ability to exploit economies of scope.  This restriction also limits the ability of the firm to bundle its products appropriately for customer needs. For example, this restriction may restrict the customers of an insurance company to access their funds. In many developed countries, customers can borrow against future insurance payouts. In such pillars approach, that would typically not be allowed. It may prevent banks from offering insurance products. In such situations, economies of scope cannot be exploited. Therefore, innovative cross-sectoral products cannot be developed.

Conglomerate Approach

Under the conglomerate approach, there are fewer restrictions on the line of business across sectors.  Instead, ownership restrictions are imposed on the companies as holding companies.  Many countries have moved toward this approach in the last decade of the Twentieth Century (including the United States).

Advantages: This approach acknowledges the advantage a firm might have to exploit economies of scope.  It allows the firm to cut costs and eventually pass the lower costs onto consumers in the form of lower prices.

Disadvantages: As the boundaries between different sectors blur, it is difficult to set out a uniform set of rules to govern different companies that creates a level playing field for all companies. For example, capital requirements typically do not take into account in a conglomerate.

Coordinated Approach

Instead of regulating the financial industry sector by sector, this approach takes a holistic view.  Thus, under this regulatory approach, a risk assessment is made for the company as a whole and appropriate measures are taken.  

Advantages: It allows a firm to exploit economies of scope.  It also allows firms to develop innovative cross-sectoral products.

Disadvantages: When a firm is selling diversified products, it is often difficult to assess the risk profile correctly.  Therefore, regulators often fall back on the arbitrary imposition of regulatory rules. In addition, in many occasions, the regulators belong to one sector (most often banking), therefore, they end up paying too much attention to one sector and not enough to another (such as insurance).

NAFTA Countries in a Global Perspective

The American insurance market is the largest in the world (see Table 8).  To understand the North American market for insurance, we have listed the top ten markets in the world in Table 8. Mexico does not appear in the list. Canada does.  Thus, in the global scheme of things, NAFTA represents a small extension of the American market.  The American market represents 34% of the global market. Canada has just over 1.8%, putting it in eighth place.  Mexico appears as a blip in twenty-fourth place, with 0.35% of the market (and a premium value of USD8099 million).  However, with respect to regulatory reform, NAFTA represents a giant leap.  It has brought together three countries: a large developed market (the United States), a small, developed market (Canada) and a small, but potentially large, developing market (Mexico).  The ranking of the United States does not change if we split the business between life insurance and non-life insurance markets.  However, for Canada and Mexico, it changes somewhat.

Table 8: Ten largest countries in terms of insurance premiums

	1
	United States
	 $     1,270,884 
	6
	Germany
	$231,908

	2
	Japan
	$654,112
	7
	Italy
	$144,218

	3
	United Kingdom
	$311,418
	8
	South Korea
	$139,296

	4
	PR China
	$245,511
	9
	Canada
	$122,532

	5
	France
	$242,459
	10
	Netherlands
	$100,342


Premium volumes are in millions of US dollars.  Data are 2012.  Source: Sigma.
The following table (Table 9) compares the three largest regional insurance markets in the world: North America, the European Union (EU), and East Asia. The EU has little in the way of restrictions on expansion within the EU zone for insurance.
 Thus, for example, insurance companies from Italy can expand almost freely in Spain. Regulatory harmonization has been taking place for years among the EU countries. The Third Directive was a big move in that direction. In addition, the EU has moved to a common currency (the Euro), although not all EU members have joined (notably the United Kingdom). It has also taken steps to integrate labor markets across countries. Thus, there is free flow of workers among the EU countries. 

Compared to the EU, NAFTA is a half way house. Although goods and services can flow relatively freely, workers cannot. The ongoing implementation of NAFTA provisions affecting insurance will severely test regulators in all three countries.

The Asian market, unlike the EU and North American markets, is not integrated by a regional trade agreement. Japan and Korea are the largest national markets, accounting for more than 60% of the region’s insurance market.

Table 9: Markets by regions

	NAFTA
	 
	EU
	 

	United States
	 $1,270,884 
	UK
	311,418

	Canada
	122,532
	Germany
	231,908

	Mexico
	23,982
	France
	242,459

	Total
	 $1,417,398 
	Italy
	144,218

	 
	 
	Netherlands
	100,342

	 
	 
	Spain
	71,991

	Asia
	 
	Switzerland
	60,547

	Japan
	654,112
	Belgium
	41,111

	South Korea
	139,296
	Sweden
	37,079

	Taiwan
	87,753
	Ireland
	50,855

	China
	245,511
	Austria
	20,948

	India
	66,441
	Finland
	25,841

	Hong Kong
	32,717
	Denmark
	31,544

	Israel
	11,555
	Norway
	24,124

	Singapore
	22,080
	Portugal
	13,556

	Total
	$1,259,465
	Total
	1,407,941


Source: Sigma.  Data for 2012.

Table 10 shows that North America, Europe and Asia have insurance markets with a similar order of magnitude.  These three are twenty times bigger than the markets for Oceania, Latin America and Africa.
Table 10: Regional Markets and their sizes

	1
	North America*
	$1,393,416
	4
	Latin America+
	$168,737

	2
	Europe
	$1,535,176
	5
	Oceania
	$97,071

	3
	Asia
	$1,346,223
	6
	Africa
	$71,891


Premium volumes are in millions of US dollars.  Data are for 2006.  Source: Sigma.  
*North America includes US and Canada but not Mexico. +Latin America includes Mexico.
It is probably unfair to think of the American insurance market as one single market.  Given that the state insurance commissioners have strong influence on the policy making in each of the fifty states, it might be instructive to think of each state as a separate market.  Table 11 shows the results of this exercise.  

Among the top ten markets in the world, four states of the US come in (New York, California, Texas and Florida).  Among the top 20, another five states join in.  Among the top 50 markets in the world, 30 American states find place.  Thus, by global standards, each state of the United States represents an important piece of the insurance market.

Table 11: How big are world insurance markets compared with States of the US

	1
	Japan
	$519,589
	26
	Virginia
	$16,020

	2
	Germany
	$152,218
	27
	Taiwan
	$15,827

	3
	United Kingdom
	$137,061
	28
	Washington
	$15,822

	4
	France
	$136,841
	29
	Wisconsin
	$15,365

	5
	New York
	$71,390
	30
	Belgium
	$15,323

	6
	California
	$66,702
	31
	Brazil
	$15,029

	7
	South Korea
	$62,470
	32
	Missouri
	$14,742

	8
	Texas
	$48,685
	33
	Connecticut
	$14,621

	9
	Florida
	$44,079
	34
	Maryland
	$14,234

	10
	Italy
	$43,911
	35
	Minnesota
	$14,129

	11
	Illinois
	$39,923
	36
	Austria
	$13,608

	12
	Canada
	$36,196
	37
	Tennessee
	$13,536

	13
	Netherlands
	$36,139
	38
	Sweden
	$13,057

	14
	Australia
	$33,103
	39
	Colorado
	$12,379

	15
	Switzerland
	$32,994
	40
	Arizona
	$11,721

	16
	Michigan
	$30,502
	41
	Denmark
	$11,118

	17
	Spain
	$30,200
	42
	Alabama
	$10,579

	18
	New Jersey
	$29,959
	43
	Louisiana
	$10,106

	19
	Ohio
	$29,487
	44
	Finland
	$10,105

	20
	Pennsylvania*
	$28,016
	45
	China
	$9,622

	21
	Massachusetts
	$26,389
	46
	Oregon
	$9,315

	22
	Georgia
	$19,951
	47
	Iowa
	$8,289

	23
	South Africa
	$19,578
	48
	Kentucky
	$8,188

	24
	North Carolina
	$17,769
	49
	South Carolina
	$7,807

	25
	Indiana
	$16,199
	50
	Kansas
	$6,615


Premium volumes are in millions of US dollars.  Data are for 1996.  Source: Sigma 4/1998 and NAIC database.  *Pennsylvania data does not include HMO and HMDI premiums.

Conclusion

In this chapter, we have provided a general overview of some of the most important legislative changes that have affected the insurance business in the three NAFTA countries since 1990.

In case of Mexico, the changes have been enormous. Mexico went from a complete ban on foreign company participation in 1990 to a complete open market for foreign ownership by 2000. The domestic insurance market structure has also changed radically. Mexican insurance is now full of financial groups. 

In the United States, the changes have been almost equally dramatic. The more than six-decade-old regulatory regime separating insurance from other financial services has been replaced with a more integrated regulatory regime. The effect has been a quick consolidation among financial services companies. Most big companies have changed their structures to financial holding companies. Most have spread their activities in all areas of financial services that they did not cater before the changes. 

In Canada, the changes have been much less radical. The current crop of legislative changes has simply consolidated earlier changes from previous decades. 

When we take a closer look at the concentration of insurance companies in each of the three markets, we find the following pattern. In Canada and Mexico, a few companies dominate the market, with half a dozen companies accounting for more than half the market in each country. In contrast, in the United States, the top six companies barely command 20 per cent of the market.

The worldwide trends that are changing the composition of the global insurance market are also taking place in all three NAFTA countries. In all of them, the life insurance business is rising more strongly than the non-life insurance business.

Each NAFTA country insurance market is of a significant size when viewed in the context of the global insurance market. Of these, the American market is far and away the biggest market in the world. In fact, some of the big states in the United States are bigger than most national markets in the world. In the aggregate, the Canadian market is five times as big as the Mexican market even though the Mexican population is three times as large as Canada’s. This creates a potential opportunity in Mexico. As Mexico’s level of development rises, it will grow faster than the other two NAFTA markets.

� This section relies heavily on a paper on trade policies produced by the World Trade Organization, WT/TPR/S/112/Rev.1 pp. 126-132.


� These laws are available online at:  http://laws.justice.gc.ca/en/B-1.01/1884.html. See also OSFI online information, available at:  http://www.osfi-bsif.gc.ca. A list of provincial and territorial regulators is available in OSFI's online information.


� Canadian Life and Health Insurance Facts, 2002


� Before the 2001 legislation, the ownership regime made a distinction between Schedule I and Schedule II banks. Schedule I banks, which included the six largest domestic banks, were required to be “widely held”, with no single shareholder or group of associated persons holding more than 10 per cent of any class of shares. Schedule II banks could be closely held and commercially linked for the first 10 years of their existence, after which they were required to become widely held. Foreign banks and other eligible foreign and domestic financial institutions that themselves were widely held were permitted to hold Schedule II banks indefinitely in a closely held fashion.


� This is exactly the opposite of what happened in other countries. Typically, the banks buy the stock-broking operations (see ‘Mexico: A Latin Big Bang’, The Economist, 13 February 1993, p. 16).


� The exact details of the legal reach of this piece of legislation is available at http://www.cnsf.gob.mx/2_modulo/normativa/Archivos/LGISMS2002.pdf.


� The implementation of NAFTA also forced a number of changes to the law, in 1993, 1995 and in 1999. It was also changed substantially to accommodate pension reforms undertaken in 1995 and fully implemented in 1997.


� IMF Country Report on Mexico 01/192, October 2001, at 14.


� For example, in 1938, Mexican constitution was amended to prohibit foreign participation in petroleum exploration and related activities.


� This point is discussed further in Chapters 3 and 4.


� The four sectors considered here are life, health, property and casualty insurance.


� See Commerce Department of the United States, Insurance Industry in Mexico, 13 March 2002.


� This monopoly will expire at the end of 2005.


� http://www.bea.doc.gov/bea/dn2/gposhr.htm


� Financial Services Handbook, at 7, available at www.financialservices.org


� http://www.senate.gov/~banking/conf/confrpt.htm, Title I


� http://www.senate.gov/~banking/conf/confrpt.htm, Titles I and III


� http://www.senate.gov/~banking/conf/confrpt.htm, Title III


� The problem of moral hazard arises when the insured can manipulate the risk given that she has complete coverage through an insurance policy. The situation will arise under two conditions. First, the insured must gave something to gain by the manipulation of the risk involved. A good example would be a person who gets an auto insurance policy with zero deductible clause neglects to park the car in secure location, thus raising the risk of theft. The problem of adverse selection arises when people with low risk drop out of the market raising the risk of the rest of the group that is left over. This would force the company offering to policy to raise the premium leading more people to leave the insured pool.


� Banks are much more than deposit taking institutions. In the process of deposit taking, bank lend out more money than they have in their vaults. As long as all account holders in a bank do not try to withdraw their money all at once (or the central bank plays the role of the lender of the last resort in such situations), the system is stable. But the stability evaporates in the event of a macroeconomic crisis. The central bank will not be able to perform such a function in such a situation.


� The exact formulation of the risk based capital (RBC) is explained in the appendix.


� Recent examples of the Financial Services Authority (FSA) in the United Kingdom and the Australian Prudential Regulatory Authority (APRA) come to mind. A fuller discussion appears in Chapter 5 under the topic of harmonization.


� The so-called European Directives with their enigmatic names like Directive 79/267/EEC, Directive 73/239/EEC, Directive 92/96/EEC, Directive 91/674/EEC.





