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Abstract
In view of significance of insurance sector in economic development 
one could expect that good quantum of research might be available 
on studying direct impact of insurance services on the economic 
growth. However, ground reality is different that only few 
researchers have analyzed the relationship between insurance 
market size in terms of gross direct premium and property liability 
insurance premium or total insurance premium as insurance 
activities indicator. In this paper we aim to review the previous 
work in context with development of Insurance Industry.
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I. Introduction
With the liberalization of insurance sector, the paradigm for Indian 
insurance industry has witnessed a sea change during the last 
decade. The emerging scenario has infused greater competitive 
volatility in the system, because the insurance sector has now 
entered into a competitive phase due to entry of more players in 
the insurance field. As a result there has been expansion and growth 
of insurance both in the life and non- life business. Hence, the 
larger cake is now being shared by the existing and new players. 
Further industry will become more professional and lowering the 
entry barriers and growing sophistication of customers will make 
insurance market oligopolistic.
It is generally believed that insurance industry will never be 
same again and turbulent times are ahead for insurers. Therefore, 
paradigm for regulatory framework for future will have to be one in 
which insurance companies and other entities are motivated so that 
they give improved performance and at the same time be sensitive 
to the needs of their policy holders. Hence regulations should not 
be water tight compartments but should be flexible. Any regulation 
issued today should have enough scope for change with growth 
and maturity of the insurance market. In this context, the Insurance 
Regulatory and Development Authority Bill (IRDA) 1999, which 
was approved by both houses of parliament in December, 1999 
paved the way for opening of insurance sector to private players 
in the country. The IRDA which was statutorily constituted on 
April 19, 2000 quickly organized itself to accomplish its primary 
task of maintaining and developing efficient, fair, safe and stable 
insurance market for the benefit and protection of policyholders. 
The authority has so far adopted a clear, transparent and consistent 
regulatory and supervisory process, which has brought credit 
to the nation and has received accolade from the International 
Association of Insurance Supervision. 
Liberalization of insurance industry though is expected to generate 
enough funds for the development of infrastructure and boosting 
the economic development of the country, but it is also believed 
that public sector insurers in particular and other new Indian 
players will have to work with high standard of professionalism. 
Therefore, promulgation of regulations only cannot improve their 
efficiency but they have to hone their skills by encouraging product 
innovation, competitive pricing of products and improving the 
customer service and satisfaction in an innovative manner. Thus, 
new environment is demanding specialized knowledge and skill 

for very survival in the new emerging market. Those insurers, 
who will adapt to the changing environment, can survive and 
others will face problems even in continuing their operations. The 
onus therefore lies with the players to deliver, after taking into 
account continuing developments and changes. The significant 
innovations which have really changed the total scenario of the 
Indian insurance industry especially after liberalization are growing 
use of internet by insurance customers, convergence of financial 
services, mergers and acquisitions, demutualization of several 
large insurers, liberalization and globalization of insurance sector, 
increase in disasters, declining of interest rates and heightened 
customer expectations. In view of these environmental changes, 
risk has become very complex and both people and property are 
not properly protected in spite of availability of coverage. The risk 
awareness has increased demand for various insurance products, 
however, with the increase in demand for various insurance 
products covering various types of risks, the players will pursue 
actively all customers so as to gain major market share. Thus, 
insurance sector has not only entered into a competitive mode in 
a short span of time, but also moved into an expansionary phase. 
In this context, the net revenue generation for existing players as 
well as for new players is surging because market is expanding as 
is evident from decrease in insurance penetration (IRDA, 2008-
09) and also becoming a market of unethical practices affecting 
the profitability of both sectors. The decline in profitability and 
underwriting losses has been attributed to their weak standing. 
All this needs lot of will and courage on part of management to 
implement plans in the light of long term perspective otherwise 
state owned companies may fade away gradually. In addition to 
risk balanced challenge, another challenge for Indian insurance 
industry due to liberalization would be technology management. 
In the new market ethos, the Indian insurance industry will not 
only have to be part of procession that is marching in majesty 
for leveraging the technology but will have to be the flag bearer. 
The winning strategy in such an environment would not be risk 
aversion, which would be an obvious recipe for facing extinction 
but managing risk in such a manner so as to profit from them.

II. Insurance and Risk Management
Risk management can be defined as the logical development and 
carrying out of a plan to deal with potential losses (Dorfman, 
2008). Regda (2004) defines Risk Management as a process that 
identifies loss exposures faced by an organization and selects the 
most appropriate techniques for treating such exposures. Risk 
management should not be confused with insurance management. 
Risk management is a much broader concept and includes all 
techniques for treating loss exposures, in addition to insurance.
Ward and Zurbruegg (2000) note that insurance further supports 
the functioning of the market expensive items, such as cars, by 
offering risk transfer and indemnification services to risk averse 
individuals. This encourages such individuals to make purchases 
that they would not otherwise have made. Thus insurance provides 
positive externalities in terms of increased purchases, profits and 
employment both within and alongside the insurance sector. In 
addition, insurance facilitates innovation within an economy by 
offering to underwrite new risks.
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Diacon et al., (2005) highlight the role of insurance in risk 
management. The authors discuss it as a way of providing 
qualitative economic value, with features as;

Risk transfer.• 
Risk based pricing.• 
Insurance supports tort liability law.• 
Investments function of insurers.• 
Advice on Risk management.• 

I. Works by Pooling Risk
At its most basic, insurance as an agreement where, in exchange 
for the payment of a premium, the insurers agrees to pay the 
policyholders a defined amount in event of a specific loss. Thus, 
insurance companies are risk bearers; they accept or underwrite 
the risk in return for an insurance premium. Accordingly, the term 
insurance may be defined as a co-operative mechanism to spread 
the loss caused by a particular risk over a number of persons who 
are exposed to it and who agree to ensure themselves against the 
risk (Bodla et al., 2003)
The premium paid by an individual policyholder becomes part 
of an insurance pool which is at the disposal of the insurers. 
In setting premiums, the insurer considers the expected losses 
across the insurance pool and the potential for variation. The aim 
is to charge premiums that, in total, will be sufficient to cover 
all of the projected claim payments for the insurance pool. This 
involves balancing a complex range of factors (Anderson and 
Brown, 2005).

B. Helps to Manage Risk
Risk management is a key contribution of the industry. Uncertainty 
and risk accompany most economic activities. The acquisition 
of assets that characterizes most investments also implies the 
acquisition of risk. Physical assets in particular are subject to 
unexpected but costly damage. New endeavours, which are 
particular drivers of economic growth, are typically accompanied 
by even more risk. Many individuals are risk averse and prefer 
to avoid or minimize risk. Even entrepreneurs in new businesses 
prefer to shed risk in areas that are outside of their control if they 
can. Insurance frequently provides the answer to risk management 
issues. Many authors identify this as a central contribution:
Insurers enable risk to be managed more efficiently in three ways, 
through:

Risk pricing;1. 
Risk transformation; and2. 
Risk pooling and risk reduction.3. 

In their insurance activities, insurers evaluate potential losses — the 
greater the potential loss, the higher the price of insuring that risk. 
Insurers’ pricing of risks provides information to policyholders 
about the consequences of their activities that will assist in the 
efficient allocation of resources (Webb, 2000).
Insurance enables individuals to transfer their risk to insurers, 
transforming the insured’s risk profile. Insurance provides an 
important way of transferring risk from risk-averse individuals 
to companies that specialize in evaluating and dealing with 
risk. Insurance companies play a critical role as specialists in 
information about risks and in risk management (ACCC, 2002).
Insurance companies are not simply firms that specialize in 
risk. Rather, in a world of informational asymmetries, they are 
specialists in gauging, monitoring and most particularly managing 
risk. It is this expertise that enables insurance firms to cope with 
difficulties such as moral hazard and adverse selection (ACCC, 
2002). The ability of insurers to transfer risk facilitates the purchase 

of significant items, such as motor vehicles and real estate. As 
a result, insurance coverage can have ‘positive externalities’, 
including increased purchases, profits and employment. These 
arise not only from within the insurance sector but also outside 
it (Ward and Zurbruegg, 2000).
As noted above, insurers cover individuals against losses or 
manage risks by pooling risks. Aggregation brings other benefits. 
By insuring a large pool of individuals who are facing similar 
risks, insurance companies can predict with greater accuracy the 
likelihood of an event occurring. This is based on the law of 
large numbers, which states that although single events can be 
random and largely unpredictable, the average outcome of many 
similar events can be ascertained more easily than the outcome 
of a one-off event. The greater the number of policyholders, the 
more stable and predictable is the insurer’s portfolio. This can 
lead to lower volatility, in turn enabling insurers to charge smaller 
risk premiums and maintain more stable premiums (Starr and 
Robinson, 2000).

III. Pertinent Issues for Development of Insurance 
Industry
According to Swiss Re (2004) important factors that determine 
the growth of the insurance business are the distribution of wealth, 
legal systems and property rights, the availability of insurance 
products, regulation and supervision, trust and risk awareness. 
Other non-economic factors have an impact on the development 
of insurance: religion, culture and education. Specific factors are 
identified for life insurance and non-life insurance. For non-life; 
regulation (e.g., compulsory insurance), claim awards, exposure 
to natural disasters, and the public sector’s role in health. For life; 
economic stability (e.g., inflation, exchange rate), demography, 
the tax system, the savings rate, and the pension system.
Factors influencing Insurance demand.

Economic growth • 
Products offered• 
Wealth, Distribution of Income. • 
Distribution Channels• 
Religion, culture • 
Risk Awareness• 
Education • 
Insurance Regulation• 
Property rights; legal certainty • 
Trust in Insurance• 

There are several potential sources of market failures in the 
insurance business. Most of the theoretical research on insurance 
has focused on the problems of adverse selection and moral hazard 
in the insurance market. Rothscchild and Stiglitz (1976) show that 
when the buyers are heterogeneous in their accident-probabilities, 
which is private information to the buyer, asymmetric information 
between the insurer and the policyholder inhibits the design of 
an efficient contract. Yet the empirical evidence of asymmetric 
information in insurance markets is decidedly mixed. Several 
recent empirical studies have failed to find evidence of asymmetric 
information in property- causality, life and health insurance 
markets. 
There are different views in the literature about the need for capital 
adequacy regulation and supervision in the insurance business. 
The advocates of a free insurance market without regulation 
and supervision and capital adequacy argue that asymmetric 
information in insurance is less severe than in banking and that 
the case of a crisis or failure of an insurance company is less 
costly than bank failures. Rees and Kessner (1999) discuss this 
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issue extensively, and they favor a free insurance market based 
on the analysis of the U.K. (unregulated) and German (tightly 
regulated) markets. They argue that buyers are always ready to 
pay for an insurer that guarantees solvency and therefore there is 
always enough capital available in case of insolvency. Therefore, 
the decision of insurers in terms of economic capital is efficient, 
and regulation can impose deadweight loss on the market. Their 
argument is based on the assumption that consumers are fully 
informed about the insolvency risk. Klemperer and Meyer (1985) 
remove this crucial assumption of consumer information-that is, 
the consumer can fully understand the solvency risk, and that 
consumers have the ability to use relevant information-as per the 
empirical evidence, they disputer the predominance of the U.K. 
unregulated insurance market and that insurance failures (making 
reference to company failures during the period 1986-1999) are 
more severe than the losses of other financial institutions.
In practice, despite the arguments in favour of a free and 
deregulated market, regulation and supervision of insurance 
markets are widespread in the world. However, in contrast to the 
banking sector, the argument for free regulation and supervision 
in insurance is stronger than in the case of the banking sector. 
This difference is based on the fact that insurance does not have 
the need of providing liquidity (i.e., for withdrawal by depositors 
that may lead to bank runs and so-called contagion). In addition, 
the insurance business has the capability of diversifying its risk 
portfolio through reinsurance.

IV. Conclusion
The extent to which the insurer successfully facilitates the 
insurance process becomes the overarching criterion for a metric on 
effectiveness. How quickly, how cheaply, how simply and among 
other things, how reliably an insurance company administers its 
policies will help determine how effectively it assists in reducing 
the downside of risk. In this paper we identify loss exposures faced 
by an organization and selects the most appropriate techniques for 
treating such exposures. We also reviewed the pertinent issues in 
context of development of insurance industry.

References
[1] ACCC (Australian Competition & Consumer Commission), 

Second Insurance Industry Market Pricing Review, September 
2002, ACCC, Dickson.

[2] Anderson, J., Brown, R.,“Risk and Insurance”, Society of 
Actuaries, USA, 2005.

[3] Ambrose, J. M., J. A. Seward.,"Best’s Ratings Financial 
Ratios and Prior Probabilities in Insolvency Prediction", 
Journal of Risk and Insurance, 55: 229-244, 1988.

[4] Bodla B. S., M. C. Garg, K. P. Singh,“Insurance Fundamentals, 
Environment and Procedures”, Deep & Deep Publications 
Pvt. Ltd., 2003.

[5] Diacon, S.; O’Brien, C. Blake, A.,“The Economic Value of 
General Insurance”, Research Report, Centre for Risk and 
Insurance Studies, Nottingham University, Business School, 
2005.

[6] Dorfman Mark S.,“Introduction to Risk Management 
and Insurance”, Prentice Hall of India, Ninth Edition, 44, 
2008.

[7] Klemperer Paul, Margare Meyer.,“Price Competition vs. 
Quantity, 1985.

[8] Competition: The Role of Uncertainty”, The RAND Journal 
of Economics, 17 (4), pp. 618-638.

[9] Rothschild Michael, Joseph Stiglitz,“Equilibrium in 

Competitive Insurance Markets: An Essay on the Economics 
of Imperfect Information”, The Quarterly Journal of 
Economics, Oxford University Press 90 (4), pp. 629-649, 
1976.

[10] Rees, R., Kessner, E.,“European insurance markets, regulation 
and efficiency”, Economic Policy. 29, pp. 363–397, 1999.

[11] Regda, George E.,“Principles of Risk Management and 
Insurance”, Person Education, Eighth Edition, 2004, 38.

[12] Skipper, H. D. Starr, Jr., C.V., Mack Robinson J.,“Liberalization 
of insurance market: issues and concerns”, Insurance and 
private pensions compendium for emerging economy, Book 
1, Part 1:6) b, OECD, 2000.

[13] Swiss Re,“Exploiting the Growth Potential of Emerging 
Insurance Markets: China and India in the Spotlight”, Sigma, 
No. 5, 2004.

[14] Ward, Damian, Ralf Zurbruegg,“Does Insurance Promote 
Economic Growth? Evidence from OECD Countries”, 
Journal of Risk and Insurance. 67 (4): pp. 489–506, 2000.

[15] Webb, I. P.,"The Effect of Banking and Insurance on the growth 
of Capital and Output, unpublished Ph.D. dissertation", 
Georgia State University, 2000.


