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Genera remarks

1 Onething, dl nationd accounts statisticians surely agree to in respect of my subject are two
statements formulated by Peter Hill (1998): “ The trestment of insurance is one of the more complicated
parts of the SNA” and “ It (the SNA1993) does not offer any guidance as to how to measure changesin
the prices of insurance services’. Here we are. What now?

* Prepared by Mr. Wolfgang Eichmann, Federd Statistica Office of Germany. The views expressed
in this paper are those of the author and do not represent an officid position of the Federd Statistical Office
of Germany.
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It is obvious, that one can measure the price and volume of insurance servicesif one a least has an ides,
what insurance services are and how to measure them a current prices. But even measuring the value of
insurance sarvices a current pricesis difficult. It is conceptudly difficult as different views on the insurance
business as awhole are possible. It istechnicdly difficult, as business accounting of insurance enterprisesis
complex and deviates from that of other indudtries.

2. | will neglect attempts to measure the vaue of insurance services as the sum of “adminigrative
costs’. This gpproach, one can aso cal it “ Government approach”, was proposed by Soeren Broderson
(1986). | will dso neglect approaches which focus on the actud (not contingent) claims of the insurance
policy holders. An example of thisview is Hempsdl's (1967) essay with the programmatic title: “Claims—
The End-Product of Insurance’. With thefirst solution, the “Government approach”, it ishard to explain
why insurance enterprises make profits. With the second solution, it is hard to explain what insurance policy
holders receive and for what they pay for, if no accident occurs.

3. The two dternative gpproaches, | want to ded with are;

- the “Intermediation gpproach” or traditional Nationa Accounts gpproach, where only a
part of the insurance premium is treeted as remuneration for the services of the insurance
enterprises; and

- the “ Ruggles approach” (1982), where the whole insurance premium in principle is trested
as the price of such services.

Mark Sherwood (1999) calsthefirst option “Concept 1” and the second “ Concept 2°.

4. | would like to treat these two approaches separately. Let me start with the philosophy behind and
explain the caculation rules for current and congtant prices. | treat them separately dthough we will see
some convergency at the end, especidly asfar asthe caculations at constant prices are concerned.

I ntermediation approach

5. “Nomen est omer’, in National Accounts, insurance enterprises are classified in Sector S12 which
isofficidly caled “Fnancid Corporaions’ but unofficidly the term “ Financid intermediaries’ iswiddy
spread for the whole sector. From this point of view, insurance corporations organise the community of
insurance policy holders. They provide an intermediation service between the policy holders by pooling the
risks of them and they are remunerated for their organising ability. They have nothing to do with the risks
themsdves. Typicdly for this are Berngtein and Geehan (1988): “Insurance firms do not bear the risks of
their purchasers, they pool the risk”.

6. The intermediation approach has along history. “Insurance premiums “ as Stone (1947) says,
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“represent purchases of services only to asmal extent and are principaly aform of provison for
contingencies’. | can imagine, that this generation of nationd accounts gatigticians had in mind a specid

lega form of insurance companies. Jaszi (1958a) and others explicitly dedlt with “ mutud lifeinsurance” and
other mutua insurances companies. Such mutud insurance organisations are defined by the fact, that the
“insurance policy holders’ are a the same time the owners of thisingtitution, i. e not only profits but aso
losses are shared between these policy holders/owners. Given this“mutua insurance companies’ asa
modd, it seems likely that the work of the Staff istrested as an “organization”. But the experience of Triplett
and Bosworth (2000) was the following:” Although there are insurance companies with the word “ mutua”
in their names, there is very little evidence that they act as cooperatives on behdf of the policyholders’. |
will come back to this point later.

7. From the OEEC System (1952), where insurance is only mentioned in afootnote, to the SNA
1993 the rulesfor caculating insurance output were refined. Some of the main points of these refinements
should only be mentioned here: provisons for life and nortlife insurance, accrua principle for premiums or
clams and holding gains. The intermediation concept in principle was backed and/or described by many
discussants: Lutgart van den Berghe (1981), Schiltz (1987), Vanoli (1988) Bos (1994) and Hill (1998).
The concept is popular also outside the narrow circle of nationa accounts Satigicians: for productivity
anadysis (Hirshon and Geehan (1977), for Baance of Payments Statitics since its 5th edition (1993) and
for the new European Harmonised Consumer Price Index (HCP1), where at least the weight of the
insurance item is determined by this concept.

8. Initslatest version (SNA 1993 par. 6.139 and 6.140) the caculation is as follows:

@ Totd actud premiums earned
plus (b) Tota premium supplements (mainly property income on the invesment of insurance
technica reserves)
minus  (C) Totd damsdue
minus  (d) Changesin actuarid and reserves for with- profit insurance

= Vaue of the output of insurance services

9. Note SNA par. 6.138: “ All changesin insurance technical reserves referred to in (@), () and (d)
are measured excluding any nomind holding gain”. The paragraphs (a) to (d) are explained in the SNA in
detail.

10.  Atlesst now, it becomes clear, why deflating the vaue of the insurance service charge is difficult.
Our standard procedure requires an output or turnover which can be split into a price and a volume
component. None of these components can be recognized in this formula.



CES/AC.68/2002/16
Page 4

11. However, the Task Force “Price and Volumes: Financid Intermediation (NACE J)”, which was set
up by Eurogtat in 1999 and chaired by Roger Akers during its three meetings, was ingtructed to find a
solution. In this context, one should know that Eurogtat took the initiative to harmonise the GDP calculations
at constant prices some years ago. This Task Force was part of the redisation of thisinitiative. The result of
this project can now be read in the Eurogtat - *“Handbook on Price and VVolume Measures’. For the
concrete work in the severa Task Forces Eurostat specified some preconditions. Among them was a
classfication of deflation methods (European Union, 1998).

12. | giveavery short verson:

A-category: ided

B- category: tolerated (less gppropriate price indices and volume measures)

C-category: forbidden (input methods, indicators not related to output, overall Consumer
Price Index).

13. It was clear from the very beginning of the Task Force that we would not be able to find an A-
method. So, the Task Force focused on volume measures. Two variants were advocated: a detailed
approach (Jan Eefting/Netherlands) and agloba approach (Germany). In the Dutch approach, a series of
specific volume indicators is weighted together and used for updating the output of the base year. The
globa approach imputes, that volume development of insurance services can be measured by using the
deflated benefits to the policy holders. Benefits in this context mean the total of claims due and changein
insurance technicd reserves. The gppropriate price index used for deflating depends on the specific sort of
risk. For car-insurance for example the price index for car repairsis used. Short and sweet: both methods
were classfied as B-methods and findly accepted.

Ruggles approach

14.  Even before the Ruggles (1982), the idea of tresting the whole insurance premium as a
remuneration for a service was put into the world. In 1958 George Jaszi (Jaszi, 1958b) criticised Cohen
and Gainsbrughs..., if they fed that premium and claim transactions should gppear as components of income
and expenditure in the nationa accounts, | would ask them to frame a satisfactory definition of income and
expenditure that includes these transactions’.

15. In the FISIM debate, Brent Moulton (Moulton, 2001) has asked the question “ Isrisk-bearing an
unpriced service?’ One can sever this question from the specia context and ask it generdly. There are three
groups of authors who answer in the negative: risk bearing is a service and has a price like other services.
One can find such supportersin the insurance science, economic theory and national accounts, in the U.S
and in Europe, especidly in Germany. Like the former scientists, they, too, have in mind a specia kind of



CES/AC.68/2002/16
Page 5

insurance enterprises. But these are not mutual companies but normal stock companies. Such stock
companies bear the risk of their policy holders, at least the remaining “ruin probability” after dl reinsurance
transactions.

16.  Mark Sherwood (Sherwood, 1999) consequently has another starting point than the organising
ability: “The garting point for ameasure of the nomina vaue of output is the vaue of the amount of risk
assumed by the company plus the administrative costs of assuming therisk”. And he feds backed by
others:“..., it should be noted that Diewert (1995) used utility theory in order to define the output of the
industry. He defined output as the improvement in utility due to the avalability of insurance- theincreasein
utility measured as the difference between the post- and pre-insurance utility levels” and “ Diewert
suggested a measure of the nomina value of output based upon premiums that is consstent with the
measure put forth by Denny (1980), Ruggles (1982) and Hornstein and Prescott (1991 aand b). Triplett
and Bosworth (2000) joined thisview: * A mgor implementation problem with the risk-pooling insurance
model (the nationa accounts convention for insurance) arises out of the fact that the insurance business does
not function the way this modd suggests”

17.  The German discusson, asfar as the insurance science is concerned, is controlled by Farny
(originaly 1965). He defines the activity of insurance companies as. “Production of insurance protection”.
And this protection is remunerated by the premium. The whole discussion was described by Mordi (1987).

18.  From amacro economic point of view Sinn (1986) classfies risk-bearing as a“factor of
production”. He argues that more “risk-bearing” enables ahigher leve of production, which is decisive for
its classification as afactor of production. He illustrates this thesis by the role of the marine insurancein the
Venetian economy. Generdising his considerations one can say, that there is aneed to avoid risks, which
classfies“risk bearing” as a useful and scarce good. Or, if one seesit in amirror: risk is a negative good.

19.  Negdtive goods such as*“dugt” are not unknown in economic theory and the exoneration of them
has a positive price (Henderson, H. and Quandt, R., 1973). | redly do not want to cdl on Peter Hill, but if
“ The owner of agood derives some economic benefits from owing it, in contrast to a“bad” which hasa
negetive exchange vaue’ (Hill, 1999), why should not exist a*“ neggtive’ service like “risk — assumption”.

20. | would like now to turn back to the issue of caculating insurance servicesin red terms. Sherwood
again invedigates two dternatives: deflating the nomina vaue with an output price index or extrgpolating the
base period nomind vaue of output. He condemns the first dternative, as the premium actudly paid by the
policy holder (and which isused in CPI) does not include the returns on investments on technical reserves.
By the way, the price concept including these returns on investment, in best German, is called “cash flow
underwriting”. So, he decides to use avolume indicator. In hiswords.” The extrgpolator would equa the
deflated value of the funds available to cover risk. ... The funds available to cover risk are the nomind vaue
of output less adminigirative cogts. The deflator would be constructed as weighted price indexes for
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replacement of capital goods, repair services'. Thisis nothing else but the “globa gpproach” | have
mentioned above.

Concluding comment

21.  Let mesummarisethe main points. There are two dternatives to ded with the output calculation of
insurance companies at current prices. Concept 1 applies the “intermediation approach’, concept 2 treats
(in principle) the premium as the price for the service provided by the insurers. It seemsfruitlessto me, to
decide what isright and what iswrong. The intermediation approach fits mutua companies (aslong as they
redly act on behalf of thar policyholders), the Ruggles-approach more to profit orientated stock
companies. However, the weights between mutua insurance companies and insurance companies organised
as stock companies have changed dramatically in the last few decades, at least in Germany.

Table 1. Number of insurance companies by legd form in Germany

Insurance Companies Mutua Companies Stock Companies
1955 244 106
1999 90 272

Source: Statigtisches Taschenbuch der Versicherungswirtschaft 2001.

22.  So,itisnot surprising that concept 2 has gained more supporters in the course of time.

23.  Asfar asthecdculationin red termsis concerned, there is awide agreement that direct price
indexes are unsuitable and a“volume indicator” is, though not ideal, acceptable.

24. In order to mention them, Fixler and Zieschang (2000) accepted in their “ Price Indices for
Financid Services’, asmilar solution for banks, athough only as second best solution.

25. | hope | have been able to give you some information about specific aspects of the recent
discussion about “ Price and volume measures of insurance sarvices'. But the question at the end is il the
same as at the beginning: Here we are. What now?
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