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The market economy in Russia is in the
process of formation. Its main features are:
1. The government is unable to act as gua-
rantee of financial and social security. This
aspect was a characteristic of the centrally-
planned model of economic development
with its state insurance monopoly;

2. The increase of uncertainty and risk in \
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business and human life due to the transi-
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the globalisation of ecological risks.
Consequently it is imperative to create insurance institutions
and insurance schemes, as a financial and social protection against risks and
uncertainty and hence establish elements of the welfare state in contemporary

Russia.

1. Historical remarks on the
formation of insurance in
Russia - USSR - Russia

The history of Russian insurance as a particu-
lar type of economic activity can be divided
into five stages:

X-XVII centuries
Insurance in the traditional society — in Kiev
and Moscow Roos, that was reflected in the
Laws: “Russian Truth (Pravda)” X-XI c.,
“Stoglav” 1550, “Cathedral Law (Sobornoje
Ulodzenije)” 1649 and was characterised by
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obligatory state insurance and mutual insu-
rance in the peasants’ communes, merchants’
guilds, manufacturing associations and car-
tels, accompanied by the collective responsi-
bility of the members.

1786-1827

Development of national obligatory insurance
as a state monopoly with strong influence of
foreign insurance schemes.

1827-1917

In proto-industrial society the national insu-
rance market had the following features:



* A strong state influence (preponderance of
obligatory insurance), state savings book
offices which insured miners and railways
employees;

« State control (1894) with the functions of
regulation of insurance activities presuma-
bly in the sphere of financial control of
technical reserves and statutory capital vo-
lume;

* Commercialisation of various lines of busi-
ness: life, non-life, property-casualty (fire,
hail, water, etc.) liability;

» Multiplicity of organisational forms: stock-
holders, mutual; territorial-administrative
principle — city, agricultural; scale and type
ofactivities —small, large, burial, pensions;

¢ An international character;

» The formation of insurance market infras-
tructure: legislative, educational, brokers
companies, unions and associations of the
insurers.

1918-1988

The implementation of a centrally-planned
economy had a state insurance monopoly as a
necessary element of the financial system.
This stage had certain sub-periods of deve-
lopment.

1918-1922. Nationalisation of insurance bu-
siness and the formation of state monopoly
was established through the decree “About
the organisation of the insurance activities in
the Russian Republic” (28.11.1918), which
set out a full state monopoly (excluding mu-
tual cooperative insurance); the liquidation of
the insurance as a financial protection institu-
tion; absence of the state property insurance;
liquidation of the private property, cancelling
of life insurance (inflation made voluntary
life and non-life insurance disadvantageous);

1922-1929. During the period of NEP (New
Economic Policy) an attempt was made to

create a particular socialist model of insuran-
ce. According to this model strict state control
was established in the special decree “About
State Property insurance” (6.10.1921). In re-
ality the system did not function. Through the
NEP period, in spite of the conversion of
private households’ voluntary insurance into
obligatory state property insurance, volun-
tary cover of industrial enterprises and goods
in transit was permitted. Hence by 1925-
1926, 60% of the fixed capital was insured.
The organisational and financial freedom of
the state insurance company (Gosstrach) in-
creased. Cooperatives had a right to conduct
mutual insurance as in 1918-1922 under the
control from Gosstrach, which reinsured risks
of mutual cooperatives. From 1925 Narcom-
fin (the Ministry of Finance) started to super-
vise Gosstrach and mutual cooperatives: The
scope and scale of insurance increased to
include banks, transport enterprises, savings
book offices. In 1925-1927 Gosstrach formed
a set of representatives abroad — they were
involved into the insurance and reinsurance
operations in export-import goods and pro-
perty of the Soviet citizens abroad. Through
this period of time one could see that once
proclaimed, the state insurance monopoly
prevailed.

1930-1988. The liquidation of the insurance
market elements and the centrally-planned
model of insurance continued to develop. The
full monopoly in insurance was instituted,
tariffs were standardized, as were rules and
conditions of insurance, obligatory property
insurance of trusts and large industrial enter-
prises. After the Second World War, Ingosst-
rach was formed, in 1949. Its operations were
focused on export-import insurance, property
and life of the Soviet citizens abroad and
foreign citizens in the USSR. In the 1960’s,
voluntary types of property and life insurance
emerged, springing from the state monopoly.
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1989 - until present

Demonopolisation of insurance and forma-
tion of an insurance market.

1988-1991. Demonopolisation of the insu-
rance industry

1992-1998. Formation of the contemporary
insurance market.

Summing up, it can be seen that throughout
the history of insurance, there are distinguish-
able cycles: from prevailing state insurance
of traditional society to formation of an insu-
rance market; from the market to full state
monopoly; from state monopoly to market
insurance mechanisms.

The waves of economic and social develop-
ment in Russia are reflected in the insurance
history. A small experience of the commer-
cial insurance development of the late 18t
and beginning of the 19 century, the NEP
period and the modern period of transforma-
tion show that as soon as the public demand in
financial insurance protection increases, mar-
ket economy develops, demonopolisation
starts, state regulation decreases and the in-
surance activity flourishes, introducing a new
necessary element into the financial system.

2. The insurance market in
contemporary Russia

In developed countries the insurance industry
is one of the major sectors of the financial
market. The market share of the insurance
business, together with pension funds in the
financial services market of the USA, for
example, increased by 32 % in 1975 up to
38 % in 1992, while banks decreased their
operations by 37 % in 1975 t0 26 %in 1992 .!

Modern national Russian insurance as a
financial protection institution was born after
the implementation of three main legislative
acts 0f 1987-1989: “Cooperative Act”, “Lease
Act”, “Individual Labour Entrepreneurship
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Act”,“State Enterprise Act” when the possibi-
lity of non-regulated and non-controlled out-
flow of financial resources from the state
sector appeared. Top managers of state enter-
prises as well as the so-called party-comsomol
nomenclature started to create different com-
mercial structures (or to merge with them):
investment and pension funds, holding com-
panies, insurance companies, so-called finan-
cial pyramids and other forms. As state insur-
ance began to be demonopolised, the insur-
ance market began to be formed. The market
includes three main elements:

» companies insuring various kinds of pro-
perty;
insurance products addressing the demand

of different social groups of the Russian
population;

insurance infrastructure.

2.1. Insurance companies
Domestic insurance business has been analy-
sed in Russian economic and juridical litera-
ture but not very thoroughly. It concerns first
of all the quantitative issues of the insurance
development.? The increase of the number of
insurance companies (including the conver-
sion process of state insurance into stock
companies) was impressive. In 1988 there
were only two state insurance companies, in
1995 there were already about 3000. This
number diminished somewhat in 1996 to
24743 and, due to the supervisory measures
by the government, decreased even more by
the beginning of 1997 to 2138 licensed com-
panies who submitted their financial reports
to the Financial Supervisory Department of
the Ministry of Finance. The new-born insu-
rance market has the following characteris-
tics:

* Alow level of insurance competence deve-
lopment for the majority of businessmen as
well as ordinary citizens. Only 10% of the



employees in the insurance industry have
specialised juridical and economic educa-
tion. In 1995 among 1000 businessmen
respondents to an inquiry by the St. Peters-
burg Sociological Institute of the Russian
Academy of Science only 18% had insured
their business, 50% didn’t know that it
could be done and 40% refused to be insu-
red at all%;

The legal possibility of money laundering
of funds from the Communist Party of the
Soviet Union — CPSU and Comsomol.
About 70 % of the insurance firms are small
companies created for money laundering
and to accelerate trade and financial opera-
tions. 54 % of the insurance companies
were created only three years ago, in 1995,
5% in 1994 and 5% in 1993 or earlier.
The number of employees increased from
140.000 in 1993 t0 250.000 in 1997 presen-
ting approximately 0.4 % of the active la-
bour force (57.2 million employees) that is
4 times less than the level of large develo-
ped countries;

Insurance companies have the following
composition:

58% — mixed companies with state capital
36% — private companies

5% — state enterprises and

1% belongs to the municipalities and public
organisations;

73 companies in Russian have foreign capi-
tal, with 49 % of the share capital according
to the restriction of the Law of Insurance;

The market share of the 100 top insurance
companies of Russia (4.7 %) in 1997 was
58 % of premiums and 63 % of claims.
Technical reserves of Russian insurance
companies are not sufficient for claims
adjustment. According to the judgement of
the Head of the Financial Supervisory De-
partment of the Ministry of Finance only

200 insurance companies from 2747 were
solvent in 1996 according to their financial
reports. As of April 1997, 2138 insurance
companies were registered in the State Re-
gister Chamber but only 1,0-1,5 thousand
were functioning in reality;

The preponderance of premiums and claims
is provided by Rosgosstrach on the domes-
tic market and by Ingosstrach on the inter-
national market. In 1997, the assets of In-
gosstrach were 1/3 of the total assets of the
100 top insurance companies, amounting to
9.4 billion Roubles. The network of the 80
Rosgosstrach companies having 2500 affi-
liates at the beginning of 1998 had 1.9
billion Roubles in assets>. Both companies
are highly monopolised, have experience,
an agent network, qualified personnel, tra-
ditionally big insurance field, the system of
professional and personal contacts on the
level of the state bureaucratic apparatus and
in the national economy as a whole. How-
ever even the 100 top insurance companies
are considered to be small in comparison
with the Russian banks, not to mention
foreign insurance firms. Of the 100 largest
insurers, only 6 companies have sharehol-
ders-equity exceeding 10 million US §.
According to estimate of the Financial
Supervisory Department of the Ministry of
Finance, only those insurance companies
that have an aggregate share holders-equity
exceeding 100 million US § could compete
with the foreign firms after the opening of
the Russian insurance market in 1999%;

Comparison of private and state stock com-
panies permits observers to define their
features. The state companies obey the law,
they are reliable in claims payment and
competent in the types of insurance charac-
teristic for a centrally-planned economy.
At the same time state companies are very
slow in their investment activities, in the
implementing of new insurance products,

179



new rules and conditions of insurance. Pri-
vate firms are very free in application of
legislation and often risky in setting reser-
ves. Tax evasion is an issue. When they go
bankrupt they can vanish, only to appear in
another location under another name. They
may not cover their claims, exploiting the
weakness of the state supervisory organisa-
tions. The positive features of the non-state
insurance companies in case they have suf-
ficient reserves to be solvent are: minimum
period of claims adjustment, provision of
the services connected with the type of
insurance (health care, auto motor vehicles
reparation, security service in property in-
surance), flexible individual approach to
the client: special proposals, tariffs, rules,
contract conditions, etc.; flexible invest-
ment strategy, interesting advertisement,
new insurance products implementation,
application of historical Russian and fo-
reign experience;

 Rating of the insurance companies is re-
flected in
- the system of estimates: technical reser-
ves, tariffs, conditions and the rules of
insurance;
- estimates by independent experts;
- public opinion.

According to these three parameters the
most reliable companies are: Rosgosstrach
firms, Ingosstrach, and the largest captive
companies created by the “natural mono-
polies” which have a possibility to im-
plement mandatory insurance. These are
the captive companies of Gasprom, Minis-
try of the Railways, Telecom, Ministry of
Defence, and the largest air transport com-
panies. Through the period 1989-1995 the
activities of the most part of the insurance
firms were universal. Beginning from 1996
the biggest insurance companies started to
be more specialised. The insurance market
was already shared between the stable lead-
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ers with determined specialisation. For ex-
ample, the insurance companies of Gosst-
rach system specialise in life and property
insurance. Group life insurance of the
employees is concentrated in the insurance
companies of Gosstrah system too, “Ener-
gogarant”, “ROSNO”, mandatory military
insurance — Military Insurance Company;
airrisks—AVIKOS, AFES, LEXGARANT,
Ingosstrach; cargo and casco risks — Ing-
osstrach, “Roos”. The first company that
started the insurance of leasing is “Russian
World”.

Reinsurance in Russia in general, as the
system has not yet developed, but there has
already appeared several specialised re-
insurance companies. The reinsurance is
actually carried out chaotically. The large
risks are transferred to the foreign insu-
rance companies, and small-sized are
allocated between the main insurance
companies without observance of a princi-
ple of interregional division of risk and
diversity of reinsurance portfolio.” The
North-western Insurance Pool was created
in April 1994 and still actively works invol-
ving Ingosstrach-Saint-Petersburg, Ros-
gosstrach-Saint-Petersburg, Progress-Neva,
ASK-Saint-Petersburg. These four compa-
nies, due to large size of the capital, can
assume insurance, coinsurance, reinsurance
of very large risks.® The insurance opportu-
nities of the Pool are steadily rising. If the
capacity of the insurance Pool at its creation
in 1994 was 1 million US $, by the begin-
ning of October 1995 it had increased by
about 1.5 times. By 1998 in it had increased
by 3 times. It must be kept in mind that the
capacity of the entire St. Petersburg insu-
rance market was estimated to be 30 million
dollars.® This capacity is insufficient to
cover risks for large enterprises and pro-
jects. There is the necessity in similar situ-
ations to use special reinsurance compa-



nies, insurance intermediaries — brokers —
for redistribution (reallocation) of risks.

* There is still no real competition between
the functioning insurance companies. How-
ever the competitive insurance market de-
velopment is going on due to the follo-
wing factors:

- The narrow spectrum of services provi-
ded by the insurance companies (though
that could be explained by the level of the
insurance competence and immaturity of
the market);

- The absence of effective demand for in-
surance services and low level of insu-
rance education of potential clients;

- The heavy tax burden. According to the
Order of the government 661 signed on
July 1, 1995, insurance premiums were
paid out of enterprise profit. This obvi-
ously does not stimulate the enterprises
to insure their risks. Only since January
1996 could insurance premiums be paid
by enterprises from costs. But the insu-
rance business growth was not very sig-
nificant;

- The change of aggressive direct adverti-
sing for indirect basically spread through
the solid business newspapers, magazi-
nes, thematic broadcast;

- The majority of the insurance companies
has refused distribution of the insurance
policies through the system of insurance
agents. Today about 90 % of the insuran-
ce companies work with the help of direct
underwriting.'?

2.2. Insurance market and
consumer behaviour
According to international standards total
amount of premiums in the developed
countries averages from 3 to 12 % of the
GDP. Beginning from the transitional period

Russia has the following figures (Table 1):

Table 1. Share of the total amount of
premiums in GDP (%) Russia
(1992-1999)

Year Share of the total amount
of premiums in GDP (%)
1992 0,6
1993 0,7
1994 1,2
1995 1,5
1996 1,3
1997 1,4
1998 0,7
1999 1,3

The objective tendency of the market is the
change of insurance portfolio structure. Vol-
untary classes of insurance have increased
through 1992-1997 from about 18% up to
36%, for life insurance — from 43% up to 64%.
Property insurance is similar from year to
year. Liability insurance diminished from 19%
to 2 %. This is connected with a rejection of
credit and suretyship insurance (See Diagram
1, next page).

The basis of insurance business profitabil-
ity today is industrial group life insurance of
the employees. Russian insurance as such is
not based on the principles of classical West-
ern commercial insurance. It is oriented to the
reduction (sometimes elimination) of the tax
burden and receipt of cash based on personal
network. Enterprises, which are favourable to
the insurance company (quantity and quality
of insurance based on volume of operations,
etc.) are already insured. It is very difficult to
penetrate into this market with the help of old
methods.

The situation in the insurance market is
complicated by the fall of interest to the
insurance from the natural persons, that is
observed with the help of psychological inter-
rogations.!! Through 1996 the premium per
capita is 89 000 Roubles (18 US $), compared
to 1200 US § in the USA. Consumer demand
is characterised by the following features:
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Diagram 1. Parity of total payments on volontary classes of insurance

1 quarter 1994

Liability
3%
Life
63% Property
34%

1 quarter 1999

Liability
19%
Life
43%
Property
38%

A large proportion of obligatory insurance;

Voluntary insurance is concentrated in the
most wealthy group ofthe population (4.4%)
due to income polarisation;

Voluntary property and liability insurance
is concentrated in the private or stock com-
panies sector (property of private and state
stock companies, industrial, agricultural,
service, trade, intermediaries, cargo, hull,
land vehicles, financial risks);

Life insurance is spread in the sphere of the
obligatory insurance of customs and mili-
tary officers, lawyers, tax clerks, passen-
gers, voluntary and obligatory medical in-
surance, voluntary life and accident for a
period of no more than one year, accident
and life insurance for children and teena-
gers, ctc.

The large proportion of group life industrial
insurance is explained by the possibility for
the enterprises to reduce or escape taxes as
well as by the chance of the social support
provision of the employees;

The majority of the population mistrusts
commercial insurance due to lack of infor-
mation. This lack of understanding of the
essence of insurance is characteristic for
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the Russian population. 85.8 % of the re-
spondents couldn’t answer the question
“What is insurance?”. Non-satisfactory
functioning of insurance companies led to
in 1996 to the withdrawal of licenses of
15% of the companies. This was reflected
in the investigation of the All-Russian Re-
search Centre of Public Opinion. Accor-
ding to the questionnaire answered by 1000
Muscovites aged 25-55, population’s trust
for the insurance industry fell in 1996 to
24% compared to 40% in 1995.

2.3. Infrastructure of the
insurance market

The transitional period resulted in crucial
changes in insurance legislation. The Presi-
dent and the Government issued more than
300 Acts, Orders, Instructions dedicated to
authorisation, supervision, financial and in-
vestment activities, taxation and so on in the
insurance field. The main acts are: Insurance
Act (1993), Obligatory Medical Insurance
Act (1992), Rules of Licensing (1994), Tax
Act (1994), Rules of Investments (1995),
Supervisory and Tax Authorities Orders
(1993-1998).

However, insurance legislation is still not
very applicable, particularly in licensing and
taxation.



The intermediary component of the insur-
ance market is poorly regulated. For example
in St. Petersburg there were approximately
one dozen registered insurance brokers. For-
eign insurance broker activity is forbidden by
law. However they usually work through a
local (pocket) insurance company, which is
an officially Russian insurer, transferring in
turn a large part of its risks abroad.

The domestic infrastructure of the insur-
ance market is in the initial stages. In the most
part of the cities and towns of Russia there are
no loss-adjusters, surveyors, insurance advis-
ers, etc. For example, in St. Petersburg there
is only one large surveyor firm (created as
joint venture in 1991) having 100% Ameri-
can capital (Marinex/ITS). But the scope and
scale of services, given by this firm are al-
ready wide. It carries out technical and finan-
cial examination in the field of freight traffic,
proposes expert technical estimation in courts
as well as carrying out estimation of transpor-
tation conditions of a load, conditions of
cargo handling work and storage of a load,
estimation of damage, etc.!?

Auditing of insurance companies is devel-
oping, but it is carried out by Russian audi-
tors, whose evaluations and reports are not
recognised by foreign banks, insurers, rein-
sures, brokers and etc. Institutions such as
loss-adjusters, consultants, brokers, agents
and other kinds of intermediaries are still very
rare in Russia.

Another important element of the insur-
ance market is specialised insurance educa-
tion. Higher education is offered in Moscow
(the Financial Academy and Moscow State
University) and in St. Petersburg (the Insti-
tute of Insurance, St. Petersburg State Uni-
versity, University of Economics and
Finance).

There are still a number of factors that
remain problematic for the contemporary
Russian insurance industry. Among them can
be mentioned:

+ The impact on the insurance industry of the
general difficult economic situation;

» Low potential opportunities for allocation
of large risks and consequent investment
activities in conditions of continued infla-
tion and low investment activities in the
real sector of the economy;

» The absence of reinsurance and coinsuran-
ce cover for large industrial and ecological
risks;

» The absence of insurance infrastructures
such as loss-adjusters, brokers, theft and
fire prevention firms;

* Imperfections in the legislative base;

 Legislative restriction on the activities of
foreign insurance companies;

» Weakness of the state supervisory authori-
ty controlling solvency in the insurance
industry;

+ Absence of a single information centre for
the insurers and insureds and absence of a
single rating centre.
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