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I. Introduction and Summary

Insurance contracts separate asset control from
risk bearing, with pavoffs contingent on desig-
nated events. When the probability of events de-
pends on the behavior of the insured. incentive
conflicts arise. Insurance contracts contain com-
plex provisions specifying exclusions, insurabil-
ity requirements, and settlement procedures (o
handle these problems. The structure of the in-
surance industry is also complex. Standard
health insurance plans and prepaid group prac-
tices coexist, as do Lloyd's Associations, stock
and mutual insurance firms. Furthermore, for
many risks both group and individual policies are
available. There is no theory of insurance con-
tracting which simultaneously explains the forms
of existing contracts and the structure of the in-
dustry.

In this paper, we analyze the control of incen-
tive conflicts provided by various contractual
provisions and organizational structures; we
provide a foundation for a positive theory of in-
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We provide a founda-
tion for a positive
theory of insurance
contracting with exam-
ples of its testable pre-
dictions. We argue that
incentive conflicts arise
when discretionary ac-
tion is authorized and
that contractual provi-
sions and organizational
structures control
sources of conflict
within the insurance
market. Qur emphasis
differs from much of the
previous insurance
analysis. We focus on
the implications of cost
differences across in-
surance lines in the
contracting/control
technology. Our anal-
ysis yields testable im-
plications about the
distribution and con-
tractual provisions
(such as upper limits,
deductibles, and coin-
surance} and organiza-
tional structures (such
as Lloyd's Associa-
tions, mutuals, and
stoeks) across lines of
insurance.
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surance contracting.’ The approuch. based on price theory, assumes
that people interact n open. competitive markels)” form rational ex-
pectations, seck w0 mnoerease their own expected vtlides, and are ine
novative in doing so. Our amalysis viekls wstable implications, We
focus on how contracting ncentives vury sysiematically acress Hnes of
mmurance and how observed Institutions vary i response.
Contracinal Control of Tncenrive Conflicrs
Whenever cooperabive action is required and utility-maxdmizing indi-
viduals are faced with alternative activity cholces, mcentive confiols
pxist. For example, in the insurance market, individual policvholders
must decide sueh thingys a4y bhow fast o drve and whether 1o have
surgery in the outpationt chinig. while the insurance firm must degide on
mvestment and dividend policies

While there is bitile {éimgwm‘zcm that ncontive conflicis exist, there
15 disugreement about the effectiveness of the technolegy Tor conflics
control. With frictioniess markers te.g., Coase 196U}, meentive con
flicts are assumed costlesslyv controlied: Conmracts can be costlessly
negotiated, admmistared, and enforced 1o control the inventive conflict
by restrictng individuals” sl firms” opportunity sels 1o 4 single point
Farthermore, with no transaction costs the set of gvailable securities
spans the relovant stafe space. Henoe the packaging of securities 1
irrelevant; individuals can abwavs achiove their desired consumption
patterns by purchasing the appropriate combinution of securities, Thus
there s no demand that nrovides for & resource-consuming insurance
indusiry, even though uncertain future consumption opportunilies and
E'i%i’im%‘&’iﬁ‘,hg consumens are exphoily assumed.”

P poesinive dreosy bean internadly comsistont, intorrelated sei of fypotheses. Thesy

Bypotheses must be subjoot o refutation through formal ents. The confipmaetion of the
theary i the cade of insuraree would allow prodiction of the effects on the ndusiry of
any substaniive change
2o We guantain our assumpoon of offeuiive compelition xm;m s rare nd
threughout our dﬂ:sé% 835, EEWE”J are sonw who woold disegroe with (his pssumplivi. o g
Roduchild and Stghte (1976, p. 648 stale, U The market on V&EML B ower Towasad wmf o

o anabysis, that iu wmarancy s probably not compeitive, Ruotheohild aod Stights
offer o hases For thew assertion. Although ¢ Jarge aumber of frns within an industyy ix
not gecessardy synonymous with competition, nevortheloss . secording ro the Instiulie

Liafe losurance (1976, 0 1974 §n the United States there were 1780 Ble ooy é;sam
alonse. MHowever if we mu:;}iu i with evidenee of low bormers to entey fe.g., there ware
T4 onow entrants o 1974 wath the annusl number of new Bfe dnsuranee Brows over the
previouy 20 years ranging between S0 and 218 and o dack of evidence of marginad Birms
carging renfs feog., by 1974 73 foms oxited the induyiry with the annual number of exiting
fivms over the previous 20 vears ranging between X6 and M6 (he cane for effective
GOt p*mt s becomes soinewhat stronger,

Bensten apd Smah (19761 and Bareo] (1T With vers contracing cosis,
privieg i the only mpmi of the contrast that i determined: The price must offor an
ospeyted return gl o that of other nssots of the same risk (so0 Foma and Milter 1977
Fardy P9790 and HE 19T
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We assume that incentive conflicts are not costlessly controlled.? In
general, positive negotiation, information, administration, and litiga-
tien costs imply that optimal contracts will provide less than complete
control of real activity choices. With competitive and informationally
efficient financial markets, unbiased estimates of the total contracting
costs {both out-of-pocket and opportunity costs) will be reflected in the
prices of securities when sold.® Thus incentives exist to structure
contracts and institutions to reduce these costs: Insurance contracts
and the structure of insurance institutions are the result of a costly
contracting process.

Ultimately, the insurance market exists because it facilitates the
reduction in variability of consumption opportunities. One cost of
maintaining this market is that of contractually controlling the conflict
between insurer and policyholder. As long as the contracting technol-
ogy does not allow for control of this conflict at zero cost, the con-
tracting costs must be incurred in order to make insurance feasible.

Mora! hazard and adverse selecrion.  The alteration of activities in
response to changed incentives after the purchase of insurance is
referred to as the moral hazard problem. Moral hazard occurs as long
as contractual guarantees of an individual's future actions are expen-
sive.® Thus even with zero information costs (in the sense that the

4. In the finance literature, several mechanisms have been discussed which could
provide complete control of the activities of the firm with no real resource expenditure
(see Smith and Warner [ 1979] for a summary of the suggested mechanisms). Fama (1980}
and Telser (1980) indicate that in a multiperiod setting, incentive conflicts are generally
controlled at lower cost. At each point, the parties compare the benefits of opportunistic
behavior with the present value of the expected costs. With a longer horizon, cottracting
costs are smaller because of (1) higher opportonity cost from loss of future rents if the
existing contract is cancelied and {2) potential peralties imposed through adjustment of
contractual provisions in subsequent contracts. We do not question the fact that these
are important mechanisms for controlling incentive conflicts. However. that they are
sufficient to provide complete control has yet 10 be demonstrated.

5. Jensen and Meckling {1976) in analyzing the contracting process dafine an agency
relationship as “*a contract under which one or more persons (the principal(s)) engage
another person (the agent) to perform some service on their behalf which invoives
delegating some deciston making authority to the agent.” They decompose the contract-
ing (or agency) costs into three components: (1) monitoring expenditures by the pringi-
pal. (2) bonding expenditures by the agent, and (3) the residuat loss. Monitoring is the
principal’s attempt to contrel and assess the agent's hehavior, Bonding is a form of
guaraniee made by the agent that he will not harm the principal’s interest. or that he will
indemnify the principal. The residual loss is the opporturity cost 1o the principal from the
agent’s actions which differ from the decisions which would have been made by the
principal in the absence of contracting costs. For a number of contractual relationships
within the insurance market, there is no ctear-cut principal-agent distinction. With lToss of
distinction between principal and agent. the distinction between monitoring and bonding
costs is alse lost. Thus total contracting costs are out-of-pocket ¢osts plus the opportu-
nity costs or residual loss.

6. In this framework, the moral hazard problem is just a special casc of a positive
residual loss.
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msurer can perfectly anticipare the policyholder’s acuon, given his
contractually restrivted opporfunity sety, moral havard occurs, Ad
verse selection refers 1o the tendency for those who are the worst risks
e prirchase msurance.

Insurance firms recognize that policyholders’ incentives cha mge
when insurance 15 purchased; premiums reflect rational forecasts of the
contractmg costs. The meured recognizes that the msurance company
anticipatos thar he will act s his own selfinterest given his contractu
ally restnicted opportumty sot Hence the msured has ncontives
negotiate for policy provisions that provide {or the ;«:mzéxé%émz of adidi-
tienal énf‘osm;ziﬁm POSIFICT Coverage, permil monitoring, or *w;aa"w
bonding, Therefore, given the contracting fechnology and effoctiv
a;azmpu iHon among insurance Grms. private mgentives oxist for Ezg
cguilibrivm insurance Contract o maxmize the policvholders’ ex
pected utility while providing the insurance servioes al mminum cost,

W3

(e Metlnidology

Examining observed wsttulional arrangements within the inswrance
imdusiry leads us o suggest that iha:y are prediclable mechamisms o
control conflicts arising from varous relationships within the con-
fracting process. [t seems reasonable (o assume that the observed
instiutions have not arisen merely by chance or by arbitrary foroes,
rather, they have survived and take thew current form because they
represent 4 contraciual x{?éiﬁim"‘ which s a:f*ia et from the sta Hipi‘é i
of alt contracting parties.” As Al Emm (19501 indecutes, " Success (sur-
vivaly accompanies relative superiority’ (p. 213, and “‘&’hsﬂ:wf SUC-
cessiul enferprises are observed, %hg aﬁemg nis common (o those ob
served successes will be associated with success arad copied by others
in their pursuit of prodits or success’ (. 2181 That the provisions we
discuss are widely observed suggests that they represent efficient so-
lutiens 1o the contractuad probloms in this market.

Mitler (19770 ¢ 375 indicates an mmporiant consiraimt on our ao
ceptance of the g“%wm,szi flevidence: " The most that we can safely assert
about the evolutionary provess underlying market equilibrium s that
harmiul houristics, like harmtul mutations m natare, will die our. New
tral amim%mm that serve no function, but Jdo no harm. can persist
indefinitely.”” Thus, in addinion 1o ohserving widespread use of par-
ticular contractual arrangements, we must also demonsirate that they
are costly. Costly contractual forms that are successfully emploved

Seo Afchian 150 and Ntigher (1938 {01 o discussion ot the survivership principhe

g Kiein, Crawtord. and Alchian (1978 cadl this U spggestive evidenee . They indicate

that 1t is impossible 10 demenstrate cyplicdfy that observed provisions are mmimuneoost

solations o conflivt probdems. Al possible alternative contraciuad forms cunpnot e

enumeraied, nor van the costs of each he reliably qws;;iiﬁm Nevartholess the sorviver
shin principel segeests that these abserved vontracts pepresent important duats.
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cannot be neutral mutations; they must confer benefits to justify their
use. We go further, indicating how observed institutions vary across
lines of insurance in response to systematic variation in costs.

On regulation. Our analysis assumes an unregulated market. Al-
though regulation of the insurance industry is a pervasive fact, for the
economy regulation is endogenous.” An observation of favorable reg-
ulation cannot “‘explain’ an institution but simply raises the next
logical question: Why does the regulation favor that institutional form?
Parties to the contract in the absence of regulation are still relevant
partics when regulation is included. Understanding the incentive
problems faced by agents in an unregulated market offers insights into
the form of regulation that will be demanded when politicians and
regulators are added. Though we do not provide a theory of insurance
regulation, we believe that the issues presented are an important first
step in its development.

But without a theory of regulation we are faced with potential
identification problems in testing the implications of our analysis. To
the extent that regulation (especially in the form of tax provisions)
favors a particular institutional form, observed use represents corre-
spondingly weaker evidence for incentive contracting hypotheses. Al-
ternatively, to the extent that unfavorable regulation discourages the
use of a particular form, observed use provides stronger evidence for
the hypothesis. We footnote important regulatory/tax provisions which
affect the observed use of particular forms as each is analyzed.

Overview of the Paper

In Section Il we identify predictable contractual responses to various
incentive conflict problems. Various procedures for monitoring and
settling claims including deductibles, minimums, upper limits on
coverage. and coinsurance provisions are interpreted as contractual
provisions to control the incentives faced by the insured.

In Section 111 we examine differences in the contracting costs among
various lines of insurance and generate hypotheses explaining the
observed incidence of group versus individual policies. We indicate
that adverse selection is neither a necessary nor a sufficient condition
for grouping.

In Section IV the structure of the firms in the insurance industry is
examined. We first investigate the determinants of the distribution of
ownership structures across insurance firms. We find that conflicts of
interest between policyholders and stockholders as well as between

9. See Stigler (1971). Posner (1974), and Peltzman (1976). Within this framework, the
only exogenous parameters are individual's preferences and opportunity sets (including
contracting technology and the cost of forming coalitions). The structure of contracts and
the forms of institutions, both public and private, are endogenous.
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owners and managers can be controled through the chowe of
awnership structure. The sources of cost advantages for stock firms,
mufual firms. and direct underwriters (such as Liovd s) are suggested.
We then examine the asset structure of insurance firms, noting that
incentive conflicis provide a motivation for matching maturities of
assets and liabilities as well us & motivation to use reinsurance mecha
nisms

I Section ¥V owe present our conclusions and indicate areas for
further development of & positive theory of nsuranve.

i, Ap Analysts of Clabn Settlement Provisions

Pelicvholders have incentives to “cheat’ in submitling clatms under an
insurance policy, and the insurer has an associated incentive to
monitor, Monitering a olaim mvolves verifying the incidence as wella
the amount of the loss and determining the payment 1o the gwé;cgr
holder, Various wavs of verifying the incidence und loss amount are
available. Effective competition among insurance Grms asstres that the
monitoring procedures emploved will be provided in the least costly
form,

The Nrrwcrere of Cuonrraers and Presiens

Effective competition within the insurance industry [miss the i
vergenve beiween the premaum and the copital market s vaivation ol
the Hability meurred by the firm in éizg: sale of polrcies, The difference
st be such that the margina firn in the industry earms a normal rate
of return on the resources emploved.

I the insurance marker operated like the corporuie bond market i
that indivisdusl demanders of msurance wrote contracts specifying
coverage, brought them to the market, and paid 3 firm (o provide
coverage, i would nol matier to the nyprance firm what provisions the
contracts contamed. The vequired premivm would adjsst 1o vield o
sormal competitive return. The owners of the insurance firm would be
compensated for any market nisk and for the costs borne in negotiating
the contract, maonitoring the behavior of the insured. and setthing any
claims. The implications are sigaificant IF given the set of policies.
irms carn o normal rate of refurn on nsurance writien, then the
specific provisivns which are included 1 the contracts must be for the
benesit of the msured. Premivms charged for insurance poligiey Méi
less effective monitoring devices will reflect the anticipated oversiale
ment of loss, giving pohicvhoiders incentives o zgg@imég im RIS
accurate, though more expensive, claims monitorng procedures. Thus
provisions such as deductibles and exclusion clauses are included in
the msurance contract ot the demand of the policvholders, But since
the msurance firms supply the contrucis. they are not indifferent 1o the
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provisions included. Effective competition in the insurance market
places a maximum on the cost (both premium cost and cost of contract
compliance) which c¢an be imposed on the policyholder.

Standard contracts.  Insurance is generally sold with standard provi-
sions. This standardization reduces litigation costs; since standardized
provistons are likely to have been interpreted by the courts, interpreta-
tion will be less apt to involve expensive court procedures. Within the
set of standard insurance contracts not every risk 18 covered. How-
ever, competition among insurers implies that given the existing set of
standard policies, no new policy type can be offered for which the
premium the policyholders would be willing to pay is enough to cover
the costs of writing, administering, and enforcing the contract.”

Claims Settlement for Property Insurance

Deductibles and minimums. Property-related adverse events are
often characterized by heterogeneity in the size of losses with a pre-
ponderance of small losses. The administrative costs of monitoring and
processing claims could make the required premium greater than the
value of the insurance it all losses were covered. Deductibles and
minimums"'' are effective devices to reduce these monitoring costs.
They will be used more frequently the higher the fixed component of
administrative costs to monitor and process a claim and the more
heterogeneous the size of potential claims under a given policy. "

Low deductibles/minimums allow more claims of smaller average
size. Thus a higher premium is required to compensate for both the
greater total value of claims and the larger expected administrative
costs. Typically an insurance firm offers a schedule of deductibles with
associated premiums. Competition among insurance companies will
insure that the insurance firm earns only a normal rate of return on the
marginal policy of each type.

Arrow (1963, p. 969) demonstrates that the demand price for a policy
with a given expected payoft is higher with a deductible than for any
other schedule of payments. Arrow restricts his analysis of the cost
structure on the supply side to the case where the premium depends

10. Our argument does not imply that customized contracts cannot be purchased, only
that their premium will reflect their additional costs. Some insurance companies
specialize in nonstandard insurance contracts: e.g., Lloyd's of London negotiates cus-
tomized contracts.

11. Peductibles pay zero for losses below the deductible and the loss minus the
deductible above. Minimums pay zero for losses below the minimum and the full loss
abave. Disappearing deductibles pay zero for losses below the deductible and the lesser
of a specified muitiple of the loss minus deductible or the full loss.

12. Provisions in the tax code provide incentives for individuals to choose high
deductibles/minimums. Although property insurance premiums are not tax deductible,
uninsured casualty losses in excess of $100 are. Thus an individual's expected tax
liability is lower with deductibles/minimums above $100.
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onty on the expected pavof! to the policy. ™ Hutl with positive adminis
trative costs the only case where the premium will be o Tunction of the
expected payoll alone s where administralive expenses are ew%“agwa'w
aonal to the pavoeffs, i adminisiralive expenses exhibit economies of
seale, then for g ’z’ziucwm;sxw;a;&%ag insurance firm, the supply price for
t policy contatning s minimum s lower than for any other schedule of
pavients (see Huberman, Mavers, and Smith 198, The choice of
deductibles versus minimums also establishes incentives 10 misrepre-
sent claims: stating o deductible amount rarther than speailying 2
minimur claim lowers the centive o represent the magmiade of o
claim fraudulentty. ™ Furthermore, & deducoble provides o smronger
incentive for hazard reduction since losses abave & mindmum are Tully
compensated. ™

Thus vur analvsis imphes that deductibles rather than mmimums arg
more hkely (17 the smaller the fixed cost and the %Eﬁéiﬁmﬁ‘ the cconomies
of seale in Claimy administration, ) the greater the expense in claim
verilicetion, and (3) the greater the opportunity for hazard reduction !

Fox post versus ox aie valration, A possible mechanism for loss
Jetermination in property msurance s for the imsured and the msurer (o
agree o accept a thivd party's opinion of the loss. I close su %%iéazzim
for the insured proporty are regularly raded, w thirdeparty opinton will

be relanively incxponsive o obtain, For examplo. antomobile insurance
fits this calegory. I un insured ezaimmwifﬁ%és: i totabed i an accrdent,
the toss 1 readily determinable ™ claims for fess than a complete loss

3o Muyiy (1979 extemds Arrow s armdves bod Foogses on Comeey cost SIS
40 Flgowath a 830 doducuble the potential gain from mistepresenting a 545 claim s
i 8500 while the gam 8555 Inthe case of the minimum. The cxpected gadn widd be
%ws stnce both figuros world imn o b adjusted for the probabibty of delection. This
probability would be farger with the suninugm because of the higher pavolt o the
fasurance firm From increascd pronitoring cxpondiiures

I3 Pashigan, Sohkade. and Menefee (1966 and Goold (1969 esarmine the obverved
sehodide of deductibles and asssochaiod promiums for consis Ma»} with the capsgied

ility wpu hesis, FPhey veport that the observed reduction in premivm for o piven
inorease i deductible s ogreater then would be oxpected for some olaees of utihty
functions (quadratic and logarithrmich Both papers iake the distrtbution of fosses o b
EXOHEBOUY, Sims with barper dedociibles, the (noentives for bupand reducton wre groaios
tsee abse Holmstrom 19795 the promiom falls both becsuse o conditional on the Toss,
the insurance company s indemnity w bess and O the probability of o given Joss e ess
because of incressed harard reduciion.

i, Phe ondy widespreid use of nUnImums occurs in marine msurancs where they are
rcforred (o as franchise deduonbios T e this Case, the mentoring Cosis appoar ow
because the produce valuation i inchuded i the BHE OF ading oned the ability of the
pubroybolder to umlertuke foss prevention measures B osmall

170 insurance policdey speoily that ae mdividua!l canm collect more than e aotaad
toas A polwvholdor who overinsures is to be indemaificd only fop the sotual amount of
the doss even i the loss s totad Purthermore. clavses are malusded spovitving that all
pulicies covering the same sk share pro rata i the loss, These provisioms control the
fenttve to overtnsare an asset, enher with one imurer or trough mulitple polictes with
different insurers. in the absence of such provisiony, the imcentive 1o produce insured
Fsaes 18 abvious
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are monitored by requiring multiple estimates of the repair cost or by
the use of a claims adjuster who negotiates the cost of repairs. (These
procedures appear to be designed to raise the cost of bribery to the
insured: the claims adjuster, e.g., is frequently employed by the in-
surer.)

With unique property, such as art, jewelry, and antiques, the third-
party valuation often occurs ex ante through appraisal by independent
appraisers with premiums based on the established value. Even though
these appraisal fees are sometimes dramatically lower than ex post
value determination, ex post settlement procedures still can be efficient
for insurance against low-probability events. Ex post loss determina-
tion is only required for those cases in which the insured event occurs,
whereas ex ante appraisal s required for all cases.

Claims Settlement Procedures for Liability Insurance

The provision of legal services. Liability insurance contracts specify
payments related to the ex post value of the loss, limited to a pre-
scribed amount. Consequently, the policyholder typically has little
incentive to engage quality legal services as long as the suit is less than
the maximum payment under the policy, while the insurer does have
such incentive. If the insurer directly retains the attorney, the conflict
between insurer and policyholder concerning the correct investment in
legal services is reduced.*® Thus monitoring takes the form of providing
legal representation in a suit.'?

Upper limits on coverage. Contrary to Arrow’s (1963) demonstration
that optimal insurance policies written by risk-neutral insurers will
provide 100% coverage for all claims in excess of a fixed dollar limit,
liability insurance contracts regularly specify an upper limit on cover-
age. Arrow’s proof implicitly assumes unlimited liability for all claims
by the insured. In fact, bankruptcy statutes explicitly provide limited
liability to individuals. Thus, when considering an increase in the
maximum coverage, the insured must weigh the value of the increased
premium against the reduction in the probability of a claim in excess of
the higher policy limit and the associated reduction in the probability of
bankruptcy.* If liability ¢laims are not independent of the individual's

18. This is stmilar to the reduction in conflict between insurer and physician in prepaid
group health practice plans (see below).

£9. In general, the insurer has the final say whether an out-of-court settlement is made
or the case is defended in court. However, in cases where the professional competency
of the msured is involved, the contract provisions are different; e.g., medical malpractice
liability insurance contracts provide that out-of-court settlements cannot be made with-
out the consent of the insured. This reduces the conflict between insurer and insured on
the appropriate investment in legal services, since the future income of the insured is a
function of the outcome of the case.

20. Thus more liberal provisions in the bankruptcy statutes should reduce the demand
for insurance (see Huberman et al. 1980).
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insurance coverage. the problem iv exacerbated. For example. if an
imdividual with a $1 milllon limitation on his labilily insurance cover
dage is more likely 10 be successfully sued for ST mithon than an
individual with a $500.000 limii. then the equilibrium premium neces
sary to compensate the insurance firm iy higher®

Clains Seribement Provivions for Health and Life Bisuroines

Frospecified formula of vhaervabie cxpenses. Medical expenses, osl
wages. pain and other inconvemences fo.p., cancellation of o golf
game} are often associated with insured events. incurred medical ox
penses and fost wages are relatively cheap o monitor, whereas pain
and suffering and fost leisure are not. Heolth insurance poliches typ
vzaéix« %;‘wgéf“: @ formuls for payment based on g;mea CEPENSTS

Phev do not compensate Tor pain and suffering and Tost leisure: these
Jusses are too costly 1o value

A very simple formula is emploved when the Toss of 2 Hie o limb iy
insured: the contract prespecifies an agreed award, Although the value

4 life s not ii%f“éié;?gfw a}%}m rable, estimates can be obtained, but they
arg costly. {The cos of esumating values for these assels can be
assessed by considering the vxpense involved in ligating labiliy
clamms involving bodily injury or death ) The prenuums 1or contracts
relating pavment to ox post valuation would reflect the antlcipated
costlv gation process, Thus contracting costs are lowered by pre
specified awards for indicated Tosses when the insured asset is o Hfe
limb.

Mote that writing contracts with prespecified swards does not re
move the requirement that the insurer estimate the value of the non
marketable asset. IF rhe insured valye of the asser is greater than the
value of the assct o the insured, the ncentive problem becomes
crucial. For example, the Wall Soeer fowrnal reports the macabre
case of "MNub Ciy.” o small Flonda town that insurance mvestigalos
dechine w ide w& by ifs renl name because of continuing disputes oves
claims.” It axg*eﬁima*; that Cover 30 people i the town have suffercd
accidents’ involving the foss of various wrgans and {gpp& ndages, and
claims of up (o S300.000 have been puid out E“m myurers, Thewr mvest
gators are positive that the mamings are selfiinfhicted: many witnesses

2 Conirest owr oxplanation of upper s on coverage wilh '2‘1; ol Raviy (1979, .
1 Bavey wrgues that insurance companies are froguently regnfated and therefore
wma‘:am subijoct W u regubatory consteaint. . The msurer is ,mmm% 10 5ol g policy with

m‘uu‘ ibed aotnanial value. For any given premivem This avtuariad value might be
smabler then the expevicd monetary loss, amd then the policy cannet fully cover Wl
Y ;&Emé fpsses. Beinp sk wsverse, the tnsueer prefers to ullovate thiy given pofioy
aotuarial value to full coverage of small osses and bmited coverage of large losses, raiher
than any other feasible form of this voversge . Rather than cxplain these provisions in
wrms of Upreferences’ of insurers, our explanation depends on demund-side alterna-
thves of pobovholders. Note sdso that while our axplanation of upper Hmits v vove gy
prodicts viptabibis o coverage bmils aoross policies, Raviv's does nor
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to the ‘accidents’ are prior claimants or relatives of victims, and
one investigator notes that ‘somehow they always shoot off the parts
they seem to need least’”” (Lancaster 1974). But with prior negotiation
of the payment, the estimate need only determine if the asset is overin-
sured so that the individual would then be better off by “accidental™
dismemberment. These estimates of value are very difficult to make
since the appropriate valuation tor such decisions is that by the insured
individual. A suicide exclusion clause, for example, is one device
whereby the insured’s assessment of the value of life is bonded to be
greater than the insured value.

Monitaring the physician. Health care insurance involves an obvious
conflict of interest for the physician. The physician, as an agent of the
policyholder/patient, diagnoses ailments and provides services as de-
manded by the policyholder, while as an agent of the insurer. he
reports the diagnosis and the determined loss. Thus the physician’s
payment and the loss reported to the insurer are highly correlated.

One mechanism to control the physician is to include coinsurance in
the prespecified formula for payments in health insurance contracts.
Coinsurance details classes of claims for which some fraction of ex-
penses will be reimbursed to the policyholder. By including a coinsur-
ance provision, the policyholder/patient is induced to monitor the
physician.* We suggest that this procedure involves lower costs than
ex post review by the insurance company with disallowance of certain
claims.

The comparative advantage of the policyholder/patient as a monitor
of physician-generated expenses is perhaps least when surgery is the
prescribed remedy. We find that the prespecified formula often estab-
lishes maximum amounts payable for stated routine operations, with
payvment for nonroutine surgical procedures determined on an indi-
vidual basis. These payments can be negotiated beforehand. This
formula thus provides the incentive for the policyholder/patient to
monitor the physician, and a cost benchmark is provided to assist in the

22, Contrast our explanation of coinsurance with that of Arrow {1963, p. 971) and
Raviv (1979, p. 91). Arrow’s explanation depends on risk aversion on the part of the
imsurer. But as we indicate above, since the typicai insurer i3 a corporation, market
(systematic) risk alone is important. and thus Arrow’s rationale cannot explain coinsur-
ance. Raviv shows that coinsurance arises with administrative costs which are an
increasing convex function of the payoffs of the policy. Although it is an empirical
guestion, our intuition suggests that administrative costs are a concave function of the
payoffs, that there are fixed costs and economies of scale. Note that if risk aversion by
IRSUFErs Or convex cost structures were the motivation for coinsurance, then we shoukd
also see coinsurance in other lines of insurance such as casuvalty or liability. Our
explanation of coinsurance is consistent with that of the risk-sharing literature. With
costly contracting, a risk-neutral principal witl shift risk to a risk-averse agent to control
his actions. {See Harris and Raviv | 1978]. Holmstrom | 1979}, and Shavell [ 1979). How-
ever, none of their analyses examines the relationship between the two nonindependent
agents. the insured policyholder, and the physician.)
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moniormg process. This formula i more costly to admnister than the
colgsurance formula. The maximum amounts pavable for difforent
procedures requiry periodic revision, and the potentinl Tor expensive
negotiation or litfigation for payment of nonroutine procedures s abvi-
ous. We suggest that the reason for mmcurring these additional vosts is
that the incentive problom s more severe when surgioal procedures are
mvolved,

Civanp practice prepavinent plans. Anather observed solution to the
clatm setdement problom in health insurance 18 & group practice pre
paviment plan, such as the kaser Foundation health plan. These plans
bundle the provigion of health insurance and medical services.

Physicians are unpim’ew of the nsdéc; | group providing the insur
ance and services, In this way, the msurar-physcian agency relation-
ship s mternalized. §~§amw¢ m@ g:ﬁzwssm;a is not a direct emploves of
the patient; his compensation s provided by izc health plan. Cone
sequently the incentive conflict between the physiciun amd patient i
farger than with the coisurance solution. Thus group practice pre-
pavment plans are characterized by low insurer-physiolan contracting
costs and relatively high physician-patient contracting costs. compared
with standard third- mgw refmbursement & slans. This implics that group
practice prepayment plans would specialize 1 providing lower guality
health services. ™ These offsetiing costs seem o allow both group
practice prepavment plans and standard health insurance (o coexist us
viable insurance mechanisms.

Gur analysis suggesty that fTaciliies servicing group ;);mi;m prepiy
ment plans will have lower operating costs per patient day as well as
lower costs per illness than facilities which serve g";zmegm with stan-
dard third-party reimbursement plans, Purthormore, if coinsurance’
exclusion provisions and group practice prepavment plans are alternate
mechanisms 10 control physician-insurer incentive conflives, then our
analyeis suggests that colpsurance/exclusion provisions will be less
frequentiv observad in group praciive prepuyvment plans than i stan-
dard third-party reimbursement plans. ™

T3 Esiablshing group practives and establishing group practies preopay ment pluns are
twiy separable bawes. Complementarily in production. gains from specinHzation.
certification, and joint monitoring ol provide inceatives o form groups. However, we
expet 0 observe groups tving the provision of health care with the provision of
msuranve only where the groun provedes lowequabiv, luasprve are. An idividual whe
demands ow-guality bealth core will find msuranee relatively exponsive: the insuranoe
ey will prosunw that with msurance. the individual will demand higher-quality core. By
tying the 1wo servives, the policvholder contracivally agrees vx ante to the quality of
health vare he reveives, A group providing high- qu{aiﬁy bigh-price health cnre does nat
have this neentive to e the sale of insurnoce: the independent insurance Hrm will
prosume that the pobovhbolder patien will demand high-quality wure.

T, Note that this proviles another woy o disconmingie botwoon thoe Sirow shsh
dverse insurer and the Roviv <onvex cost structure lypotheses to oxplain colnsuranss
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III. Analysis of Group versus Individual Policies

Adverse selection is the purchase of insurance by individuals who,
from the insurer’s standpoint, are least desirable. The existing litera-
ture has emphasized adverse selection as the motivation for group
rather than individual insurance. However, adverse selection alone is
insufficient to explain both the incidence of grouping across lines of
insurance and the nature of the group (employment, fraternal, etc.).

Adverse Selection and Grouping

Adverse selection in insurance is a variant of the ““lemons’™ problem
discussed by Akerlof (1970). It occurs when an asymmetry in informa-
tion costs exists between the insurer and the insured. For example, if
histories for different classes of policyholders are combined to assess
probabilities, an estimate of the probability and magnitude of loss for
each classification will be obtained. If the insurance policy were priced
according to this probability, the price would be too low for those
individuals within the classification who estimate their own probability
of loss to be above that of the group and too high for those whose
estimate is below it. The “*bad™ risks (those for whom the estimate is
an understatement) will tend to purchase insurance while the “'good™”
risks will not. Raising the insurance premium can exacerbate the prob-
lemn.?

How grouping can solve adverse selection.  In some situations, group
insurance is an effective response to adverse selection. The most
obvious restriction (and one cited repeatedly in the insurance litera-
ture) is that the group be formed for purposes other than that of
obtaining insurance {(¢.g., an employment group). Even within a group
formed for other purposes, adverse selection can occur if the insurance
is voluntary or if the policy allows individual selection of benefits and
coverage. Mandatory participation within a group insures that the
average risk insured is equal to the average risk of the group and thus
solves the within-group adverse selection problem.?® If the group is
formed for other than insurance purposes, the average risk for the

and our incentive control hypothesis. Given their hypotheses, we should still observe
coinsurance in group practice prepayment plans. The Kaiser Foundation health plan
contains coinsurance only for certain specified items such as private duty nurses and
local ambulance service. Since Kaiser does not directly provide these ancillary health
care services, il should be expected that it employs contractual control devices like those
used by third-party reimbursement plans for those items.

25, This situation: does not necessarily imply that only the worse risks will remain
insured at correspondingly high prices. A mutual advantage of trade will exist with
risk-averse individuals. Thus some of the better risks will voluntarily purchase insur-
ance, even at high prices (see Zeckhauser 1968).

26. Note that individual perceptions of the value of the insurance (demand prices) will
differ within the group. This can cause problems which will be considered explicitly
below.




28 Jouraal of Business

groug s kess Tkely to deviate from the relevant population average.
witch solves any hetween-group adverse selection,

When grouping juils 1o solve ihie benween-ygroap scleciion prof
feen. {'?r;mﬁg'aiam per se s not sufficient o sodve the between-group
adverse selection problem. Gr e?i:{? frsurance coverage s one aspect of
an employee’s pay package. Il close substitutes exist for a given job in
all dimensions except the insurance coverage, adverse selection wilt
ouetr as aew eimployees jom the plun, In the extreme. if there were no
costs 1o changing Jjobs and if the set of jobs spanned the refevant space
of job attributes. then grouping woulil be totally ineffective in méwz&
;zaéwz“w selection problems. For example. firms which offer group
insurance policies as parts of thew pay package would attrug “hig EE
risk " employees, and firms which do not offer nsurance policies would
attract Clow-risk™ employees. Because of this possibility of adverse
selection, we expect to see premiums in group plans experience

rated.

i

Aliernative solutions 1o adverse seleerion. A nongrouping solution (o
the adverse selection problem is frequent contract renegobation o-
lowing the insurcr o adjust the premium oy individual histories de-
velop. If individuals choose among insurance policies on the basis of
the anticipated stream of future premiumy, “good risks. knowing how
the system operates, would rattonally forecast the lower value for ihe
future premiums und elect 1o purchase even though the initiai pre
mitms were higher. The “bad’” visky would forecast bigher future
premiums but also purchase. This system establishes oentives for
hazard reduction; in considering an action, the change in the present
value of expected premivums must be included, This solulion is feasible
as long as information s revealed over tme and the msurer is able 1o
monitor the information. Thus for some types of risk, frequent contragt
renegobiation controls adverse selection ar tow cost.

Automaobile émammm polivies appesr o corvespomd o this deserip-
ton. Typically the premium is aegotiated annually and is adjusted 1o
reflect information about driving skills revealed aim'mg he previous
contract peried. (The tera of the contract is endogenous: risk specinity
compantes adjust preminms guarterly or oven ma}f}ih%;.? Thus, for
automobile insurance. we expect that a measure of premium variability
tdispersion) within a cohort™ would generally increase with the age of
the cohore, ™

270 Biokethaupt (1974) reports thal over 97% of employver group By fosorance s
writen o J yoarly group lerm basi w0 that p%’{rmim;za cun he adisted annusily for
changes in the average ape and mortadity experience of the gronp,

SR A e might be defined, vogo by consisting of the population of males of o g
age wh have had & gégzwrs iralning course

290 Ay vime passes, the iosarer adiusts the premitms o acoount for mdividual dif-
ferences fn the monitored driving histories. I the information {he individual's driving
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Premium adjustments to reflect new information about the probabil-
ity of losses are restricted in individual health and lite insurance con-
tracts. In fact, many policies contain explicit insurability guarantees (in
essence, an option providing insurance on being able to purchase
insurance). With significant serial dependence in one’s state of health
over time, periodic premium adjustments would reduce the effective
amount of insurance provided under the anticipated sequence of con-
trasts. Moreover, if “*becoming sickly’ is an event with a relatively
large exogenous component, the incentive effects associated with pre-
mium adjustment would be small. Thus, for these reasons. we expect
to observe other contractual responses to control adverse selection.
For example, direct expenditure to gather information (such as a re-
quired physical examination or required fire insurance inspections)
reduces any informational asymmetry which may exist. In other cases,
a waiting period during which certain events are excluded from cover-
age {(such as preexisting conditions, maternity. or suicide) also effec-
tively reduces any informational advantage which the insured may
possess. The differential ability of the insured to predict the incidence
of these events after the lapse of a waiting period is reduced.

An Alternate Hypothesis of the Demand for Grouping

Various types of groups have been accepted as appropriate for group
insurance.” We suggest that incentives exist for both the insurer and
the firm that make the employment group especially well suited as a
vehicle for the provision of health and life insurance.?® The provision of
health and life insurance through this group reduces contracting costs
in several dimensions.

There are three important agency relationships when considering the
employee group: (1) the insurer-policyholder relationship discussed

record) is available to ather insufers, competition would insure the adjustment in the
premium. The variability might eventually decrease, e.g.. if all of the bad risks were
self-selected out by automobile accidents ot if bad risks tended to become good risks. We
would also expect that time-series measures of premium variability for individuals would
be larger among the young than among more mature drivers who have revezled more
information {abstracting from the deterioration that might accompany very old age which
could confound this implication). With this solution 1o the adverse selection problem,
there is the incentive for policyholders to make it difficult for the insurer to monitor.
When “‘bad driving’” is observed, people who are tagged as bad risks would have an
incentive to switch to a new insurer. Since the insurer has fess information on younger
drivers than on older drivers, the incentives to switch carriers will be greater for vounger
drivers. However, if switchers can be identified apart from new drivers (who have 5o
previeus driving records), their premiums should be above the mean for their age cohort,

30 Appropriateness is apparently a matter for regulation by ihe stares. Usually
acceptable are employer, union, creditor, and trustce groups for group life insurance
{e.g., see Gregg 1962).

31. The 956 individual employer groups accounicd for more than 93.8% of the
policies and 87.4% of the amount of group life insurance written {Eiers and Crowe 1965,
p. 512). More than %% of the persons covered by major medical insurance are covered
under group contracts (Mehr and Cammack 1966, p. 365).
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above, (1) the employver-emplovee relationship, and (3) the insurer
cmplover g‘ci;aﬂmmh;p with the emplover administering the policy

Contracting costs in the emplover-insurer relationship are Jow for
health and Hife insurance becowse of a mutuality of inleresiy, The
wsurer benefilts from being able 1o sell more imsurance.™ I the em

ployees have much firmespecific huswan capital. then the emplover
é“mn fits from having o “healthier™ group of emplovees becanse of the
reduced requirements for less efficient wmporary help and reduced
turnover due fo Hluess or death ™ {1 is i the interest of both employer
and dnsurer oo such things asy () sereen apphicants based on physi
cal health, (20 divcourage unsate work practices. and (3} discourage
shirking by feigning illness, With health and DIife invurance offered
through an emplovment group, the emplover Ewg;ma*em an agent who
achiministers the policy and monitors and sereens the emplovess for the
mswrer Furthermore . to onsure thal the objectives of the emplover
wid the insurer are colneident. the experience of the insured group s
used Lo adjust the group premianns

bre pedehition 1o 1 5;%9 fow montoring costs. there are other efficiencios
associated with the emplovment wroup. The emplover's esiablished
;} vyroll Wy xia’ v aiium ;éifi?iim\ai? Hive vosts associted with premium
sllection. With hin choewe sbout participation m the plan. selling
Cosis o the surance éasm are reduced,

Alternative solutrons o the adverse <election problem and the po
tentinl for group msuranco plans (o gvonemize on coniragiing cosks
ather than information costs lead us 0 conglude that adverse selection
is neither nevessary nor sufficient for the existence of group msurance.

-,

B0 Une might hypothestes that the dnstrer ss well ay the cmplover would bene it from

a Cheabhdor” group of caplovees. However, the nsurer should be indifferent (o the

health level™ of any Individual oy group of emplovess as long us the Insuranee promiem
tvcorrect and the health level s maintained ovey the conwract period. The insurer benelits
Fromy selling more s through the groun method than he conld by dividug
poticy. I thoe shsence of tramiactions costy the msurer would be mditforent beiween

selling & policies af the average price (g o selieme o Nodedividuad correctly prived
policies. Thus, cow . the noten of “oreaming’ Gust isaring the “hoettor” rinks by some
sedection schemed doey not make semse undess there are resteictions on the premiums that
core boe charged by insironce companios or areaming really meins insuring those i
viduuds that are most efficiently categerized, There is confusion sbout this issae: “Giroup
e mswrance also extondy protection oo number of persons who canmat qualify for
inedividual B dnsurenve because they are physiosthy substandard o hevawse of thel
huzardous covupations” (Gregg 19620 p0 20 Grege s staienwen could be interpreivd s
corroevt  there are pricing s‘m‘iﬁ‘iumm e ndiv bl polices, Thus it wonkd b the priving
vesinction and not the phyvsical catogory o acvupation that prechudes insuranve. So an
whditonat rationade for group insurance may be thi 1 allows the fasurer Jo circemyven!
1'@@;1%&&1&3;‘& P e, {rwﬁmiwm

33000 ansdvais thus suggests the hypothusis that group hesleh lnvoranee shonld b
more prevalont i Arms that invest heavily in specific human vapit al

A Rew Alchian arad Domsetz (19701 for s disvussion of monitosing amd i role in
theory of the Brm. BMonitoring zmgﬁiazw the shilitv togor owed] asdetect. The firm
éaz;{zam custs on oan cplovee suspacted of shirking, porhaps by fowning Hiness, The
imsurance firm or the professionad agent are mited in 1he sunciions that can by impusud
r threats and o lepal action which muy be expensive
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Costs Associated with Grouping:
Contributory versus Noncontributory Policies

Employment group health or life insurance premiums are paid either by
the employer (noncontributory) or jointly by the employer and em-
ployee (contributory).™ If participation in the plan is rejected, the
employee is typically unable to receive the employer’s contribution in
any other form. This establishes the incentive for even the better-risk
employees to participate in the group plan by lowering the direct
private cost of the insurance through either full or partial payment by
the employer. But group insurance payments by employers introduce a
cost when demands differ across employees. Individuals who find
themselves at the margin in their decision to purchase insurance in a
contributory plan would be better off if they directly received the
employer’s contribution to the insurance premium. Similarly, ‘*adverse
selectors™ appear to be overcompensated. This is a basic cost associ-
ated with the use of group plans. The more heterogeneous is the
demand for a particular type of insurance within a group, the larger the
cost. ¥

For a given group there is an optimum portion of the group premium
that should be contributory. Of course, this portion can range from
zero to 1009 of the premium. However, the more heterogeneous the
demand for a particular line of insurance, the smaller the employer’s
contribution to the premium.* This is because the costs associated
with heterogeneous demands are reduced by increasing the fraction of
the premium paid by the employee. Of course, as the employees’
portion of the premium becomes larger and the direct private cost of
the insurance rises, the within-group adverse selection problem in-
creases as a smaller portion of the group will elect to be insured. In
general, the employees who are the better risks elect not to be insured.
Hence, the average risk of the insured group will be larger and so will
the group premium. As the plan becomes more contributory, benefits
that accrue to the firm from having a healthier work force are re-
duced:® any scale economies that exist will also be reduced.

35. Some states set & minimum percentage of the premium that must be paid by the
employer if the plan is contributory (Gregg 1962).

36. One factor which acts to reduce the costs of within-group heterogeneity of demand
for insurance is the differing compensation plans across empioyers. Differences in
compensation plans allow clienteles 1o develop. Individuals with strong preferences for
certain provisions are attracted to work for firms which offer those provisions in their
compensation package.

37. This proposition is in principle testable. Heterogeneity of demand for a particular
group would be difficult to measure directly, However, two proxies come to mind. For
example, we suspect heterogeneity of demand would be refated to the variance of the age
distribution of the group for life and health insurance. For life insurance, a measure of
whether the group members were predominantly married or nonmarried (with maximum
helerogeneity being a 50-50 split) might suffice.

38. There is a tax advantage of making group plans contributory in that the employer’s
portion of the premium is a tax deductible expense {as are wages), but the portion of the
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The employer will cxpend rescurces to sereen, moniior, and other
wise adminisier a group insurance plan as long as the expecied refurn
0 the investment is greater than the expected returm on nvesiments of
similar risk available in the market. In other words, the firm’s decision
oy undertake group msurance s a decision that should be arived a1 as
should any other investment decision. The benefits that accrue to the
firm are savings arising from a more efficient work forve caused by
improved health, and net reductions in the aggregate wage bill ocou
ring because the employees value the nsurance at greater than its cosi
Hence, as long as these benefits outweigh the cost asseciated with
%zeia:mgmwm demand sufficiently 1o compensate the resources em-
ploved, the firm will undertake group nsurance.

Linoy of Bnsurance: Group versus fndividus! Policies

Field (1967, p. 20 considers a8 T perplexing the guestion of “why
group pm‘;pa: ty and Hability insurance has not developed to the same
extent as group lfe and health insurance.” Cur analys:s suggests thal
the observed distribution of group versus individual policies across
lines of insurance can be ¢ \g&i&mmi by three general considerations:
Grouping will be more likely (1) when information asymmetry is
greater. (23 when emplovers” incentive to monitor the cmployees’
purchase of insurance is greater. and (3} when the heterogenedy of
demand for insurance within the group is less,

We suggest that information asymmetry is more pronounced in life
gnd health insurance than in property and Hability insurance. The
emplover has the incentive to monitor certain of the employec s &
tions which affect his demand for heanith and Hfe nsurance, giving the
employer a comparative advantage over the insurer in monitoring the
policiey. (Conversely. the emplover has little incentive 1o moniton
the emplovee W the cuse of pr wgf}u’%; insurance.) Finally, the demands
for health and life insurance ure relatively more homogeneous within

SUTANCE Preinis i gmz% for by the emplover ot considered unable snvome for the
eeplovee. Linder $70 of the Tnternsl Revenue Code of £854 the vost for upy 1o $30.000 0!
coverage for group insprance on an employee’s Bl paid by his emplover s not inchaied
in By gross eome 2106 excludes from uy cmployee’s gross income uounis contnb.
ated iv his emplover for Bealth sod socident insurance. I all employees have denticsd
demand curves for o particudar line of soranee, then as Emig as the employues fwe s
positive margingl tx rate. the B amb workers will be betler off with a noncontribaton
plan. The firm cun roduce the woge payment by @n amount equal (0 the premiunm pand
plus the smallost roduction i an employess tux labibioy, reducing Hs totd employes
comprasation cxpease, The employvees should prefer wwage package allosing purchuss
of a larger consumption bumile. However, sinve the fest grotp heshh amd Be oo
contracts were written prior o arrival of an effective fncome tax on workers, we
conchude that the lax advantage 18 nol o neesssary copsdilion for the oxistonce of group
insurance calthough i may be sufficienty The first group by msuranoe contract was
writiens i the Dinited States in B9EE {Grege 1982 The first group health lnvoranve
appearsd iy 1907 (Fekd 1967
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the group.® Thus the major advantage of group policies in property
areas would seem to be reduced administrative costs.™ Group con-
tracts dominate the health insurance line (Health Insurance Institute
1975-76, pp. 21-38), and group contracts accounted for 429% of all life
msurance in force at the end of 1975 (Institute of Life Insurance 1976,
p. 28). But property and liability group contracts account for less than
10% of those lines of insurance (Field 1967).

IV. The Structure of Firms in the Insurance Industry

The Ownership Structure of Insurance Firms

The ownership structure of the firms in the insurance industry is
complex: stock firms, mutual firms, and direct underwriters coexist,
An implication of Coase’s (1960) analysis is that with zero contract-
ing/transactions costs, the ownership structure (the assignment of
property rights within the firm) will be a matter of indifference. How-
ever, with costly contracting, conflicts of interest arise whenever dis-
cretionary behavior is authorized with costs related to the amount of
discretion and the effectiveness of the mechanisms chosen to control
the conflict. The ownership structure is one control mechanism. We
identify incentive problems between owners and managers as well as
between policyholders and stockholders. Examination of relative cost
advantages of various ownership structures leads to hypotheses con-
cerning the distribution of ownership structures across lines of insur-
ance.

Common stock insurance firms,  We examine the incentives faced by
the stockholders of an insurance firm operated so as to maximize
stockholder wealth. We assume initially that the conflict between the
stockholders and manager has been costlessly controlled.
Policyholders face incentive problems in the insurance market which
are similar to those faced by lenders in bond markets.* The policyhold-

39. Although there may be large variability in the demand for life insurance within
some groups, if a significant amount of the variability is related to income, specifying the
insurance coverage as a multiple of salary can reduce the costs imposed by demand
heterogeneity while still controlling the adverse selection problem.

40. Given the heterogeneity of demand. these advantages can be small for property
and liability insurance. Furthermore, it is unlikely that the RS would allow the employer
to pay the premium for fire insurance on a house and treat thal payment as nontaxable
income to the employee.

41. We concentrate largely on similarities between debt contracts and insurance
contracts. However, the sales of insurance contracts and debt receive differential treat-
ment under the tax code. The proceeds of the sale of an insurance contract (the premium)
represent taxable income to the firm, whereas the proceeds of the sate of a debt contract
do not. (The tax kaw is not this simple. The specific provisions have the effect of
smoothing the aumbers by using a moving average of realized receipts and disburse-
ments.) Stmilarly, the payment under an insurance contract is a business expense for tax
purposes, whereas only the interest portion of the payment under a debt contract is. This
tax treatment has the effect of increasing the present value of the tax liability over what it
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ers pay premiums in return for a promise (o receive a contractually
agreed amount from the assels of the insurance Hrm upon the oocur
rence of a specified event. The stockholders of the insurance corpora-
tion have the incentive o increase the value ol the stock at the expense
of the policybelder after the policy 15 "mmd i a frm sold insurance
policies and the polivies were priced with the assumption that the o
would maintain i@ Jdividend policy, the value of the policies would tall
{the value of the sharcholder s equity would rise) if the firm ratsed the
dividend by Haguidating assets. In the Bmir, i the firm sold all is assets
and paid a Ez@mi(a ing dividend, the policvholders would be left with
worthlesy claimy.#

Of course, policyholders recognize the meentives faced by stock
holders: After the policies are outstanding any avallable aution which
will increase the wealth of the stockholders will be taken. Thus ration-
ally priced insurance contracts reflect unbiased estimates of the ox-
pocted behavior of the stockholders,

If the stockholders contractually limit therr opportunity set. the
value of the insurance will reflect the revised estimaie of siockholder
behavior. In an wvnregolated msurance industry, we would oxpect
stockholders to con az;*;muaﬁ%x timit Lhetr dividend and investment pol-
Wy, ay is done, for example. in the Emnd market where stockholders
nchude covenants in %‘mm contracty

Alternaiive sorucires: spitnals amd direct wrdenweriters.  Anothed
way the conflict between policvholders and stockholders cun be o«

would e it the fan trearment applied fo debe were used. This roduces the amount of
insurance written by dnereasing the supply prive.

420 Bee Black 1976, Policvholder-stockholder incentive conflicts arise vyver any vari-
able which cun be changed ufter the sele of the polivy, honefiting sharehodders af the
expense of policyholders, Other examples wonld be (1) reducing the guality ooy speed)
of clamms admipistration services provided and (21 selling addivional policies withow
increasing the coutiy of the corparation, thus reducing the covernge on the policyholder s
chusm

4% DuBols {1938 yeports that an Eaglish company | the Phoenix Fire Office dater the
Phoenix Assurance Uoo was siarted in TR (o provide fire insurance. The company '
dead of setifement foquivalont to & corporate chaney) restricted the ivestment of
company funds o gevornment securithes and land which could be leased amd specified
sraximum dividend payvments to siockhelders. An allernative wav 1o conirol the
policyhokler-stockholder vonflict is 1o Bsue particpating policies. A participating policy
gives the policyholder o aim on a faction of the Insurance fion's zecounting caroings
This avts somowhal bke o convertibiliny pEOVISION in g vorperate bomd contraot. CRCCH
that the policvholder has a claim to only cwrrent actountimyg exmings whereas he
cunvertible bondholder has o vlaim 1o the \gi;“amﬁszw wadue of the ceonomic cash flows
tsee Mikkelson 1979 and Smith and Warner D197 (or ap analysis of convertible debt)
Thus to the extent that the fnw s capiialized cash fows and asccounting earnings are
posttively related, the stockhiolders” gain from transferring resources o theimselves aiter
the sale of the podicy is reduced by fssuing ;nmmgmim;r policies. i 183 the Chrard Tife
Fasurance Annuity and Tross Cooissned the first participaling polivy in the United States.
A cireutar dvsued that vear sayvs, “The income of the company will be apportioned
between the stockhelders and the assured for e, an advantuge gives in Amuerics by thix
Company alone’ ™ (Stalson 1942, n 94,
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trolled is with an alternative ownership structure, mutual ownership. In
a mutual insurance company, the policyholders are also the owners of
the firm. In this way contracting costs arising from differential incen-
tives between policyholders (as principals} and equityholders (as
agents) are reduced by making the members of these two groups coinci-
dent.

To this point, we have assumed that the owner-manager incentive
problem has been costlessly controlled. We now relax that assumption.
Fama (1978) suggests that a significant factor in controlling the costs
imposed by management on the owners of the firm is the mechanism of
takeovers. If management imposes too many cOsts, sSomeone can pur-
chase control of the firm and replace management, thus realizing the
capitalized value of the cost reduction.® In a mutual this control
mechanism is weaker since the owners would have to remove the
existing management through a proxy fight and thus fail to capture the
gains.* We suggest that the advantage mutuals have from the elimina-
tion of contracting costs imposed on policyholders by stockholders is
thus offset by increased contracting costs between the owners and
managers of the firm.

In the insurance industry today we observe both stock and mutual
msurance firms. Competition between mutual and stock firms suggests
that for common lines of insurance there should be little difference in
the types of insurance coverage offered or in the net premiums. Thus
we do not think that the major differences in mutuals and stocks will
involve differences in contracts within a given line of insurance but,
rather, in which lines of insurance particular ownership structures will
dominate. Our analysis suggests that (1) if the cost of controfling
management in mutual insurance companigs is higher than in stock
firms, then mutuals should be more prevalent in lines of insurance
where management exercises little discretion in selting rates (i.e., in
lines of insurance for which there are ‘*good’ actuarial tables).* (2)
Mutuals should be more specialized than stocks, mutuals should offer
insurance across fewer different lines. (3) Managerial compensation
{salary plus bonus) should be higher in stock companies than in mutu-
als both because the opportunities for consumption of job-related per-
quisites is lower and because managerial compensation should be
related to decision-making authority.?” (4) If it is less expensive to

44. This motivation for takeovers was originally suggested by Manne (1965}. See
Bradley (1980) for a discussion of some problems with the specific mechanism Manne
suggests for capturing the gains.

45. Furthermore, proxy fights are expensive. For a colorful (almost funny) description
of the costs of waging a proxy fight for control of mutual insurance firms, see the report of
the Temporary National Economic Committee (1940, pp. 14-27),

46, Mutuais should also be more prevalent in states where premiums for particular
lines of insurance are regulated (see Bicklehaupt 1974, p. 209).

47. Note that since decision-making authority should also be related to other factors
such as firm size, these other factors must be controlied.
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concentrate voling/control vights in small than large corporations, then
the potential for stockholders 10 expropriate policvholder wealth is
greater in smadl stock insurance frms. ™ This implies that in g given ling
of insurance, the smallest firms (e g measured by il assesy should
be mutuals ™

Where discretion in setting rates is greal and owner monitoring of
managers is very eapensive, the owner-manager conflics cun be con-
trolled through mternalizing the conthict by merging the parties, Thus
direct underwriting by individuals {(2.g.. Liovd's of London) will be
more freguently observed where discretion in alinsting rates 1o
changing risks s umportans.*

{ndependent busurance Agents versus Divee; Weitery

Policyholders typically deal only indrectly with msurance companies:
they deal through insurance agents. There are two general classes of
agents, mdependent agents and direct writers.” The tndependent in
surarce agent generally represents many nsurnnoe companies: in el
fect, he is an intermediary between the insurance firm and the
policvbolder. The direot wrrter 18 an exclusive company agent;, he
represents and is emploved by one insurance frm (e.g.. State Farm.
Allstate),

There are agenoy problems berween the insurance firm and the in-
surance agent, ax well as between the insurance agentand poliovhokder,
We expect the agent-policyholder conflict 1o be relatively smaller and
the frmeagent conflict 1o be relatively greater with an independent
msurance agent. Thus we expect 0 observe firms which use indepen-
dent insurance agents (o specialize in highe-service, high price policies,

44, For stock firmy. the stochbolder-poleyholder confifet should be related (w poten
Hal fas opposod o actualy voling/centrel concentration. This concenivation <an be
achieved either by purchase of ook or by fopmdation of & oonbton among stook-
holders,

49 Blue Crosstilue Shiolkd the muor healih insvrar, 15 0 notdor profit association, |
dHifers from most aon-For-profit organizations {such as charitics, aniversiiies, churches
cieL} dn that there s virtuslly no associuted philunthropic activity, Thus we boliove that
the only mmportant impioation of thelr notFforprofis status has 1o do with es (Now
that the first Blue Uross plan was founded in 1932, after the inveption of Corporate 1ases.)

S0 A good oxamplde of 2 cane where changing risks was frequont is marine insurance in
the curly ninetrenth century. Wright and Favie (1428 p. 1B8) report the adiustment of
rates by an underwriter a8 Dloyd s ake. for example. the veur of Trafalgar, and the
rontes specially affocted by the movements of hostile Hoeors. For homoward voyuges from
the West Indies, the average rate on 76 risks accented by By fupson during the firg
guarter of the vesr wias 81 per cend, The arrrvad of Villenenve s oot i the West Tndivs,
sent it up 1o P por cent ., and thenee 1o 18 per cond, and over, 11 touched 16 per cont.
when he was making for the Channel, but foll b 11 ner cont, afer bis indecisive action
with Calder und his return o Cadiz”

S0 Individuals, but especially corporntions. deal abso through brokers. Thoey are
differentinled from insurance agenty 1 that (0 brokers are Jirectly employed by the
policvholder and {23 » broker cannot bind a risk e canned contractually commil an
inswrance company). Brokers primanty provide advice and search services
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while firms which employ direct writers specialize in low-service,
low-price policies.*

The Asset Structure of Insurance Firms

The policyholder-stockholder incentive conflict is affected by the
firm’s investment policy and asset structure. Insurance firms which
specialize in selling policies in different lines of insurance will have
incentives to choose systematically different asset portfolios.

Asset maturity structure.  The effective duration of a life insurance
policy is much longer than that of casualty. health, or liability insur-
ance policies. As Myers {1977} indicates, future investment decisions
of the firm can be viewed as options. He shows that with longer-lived
fixed liability claims in a firm’s capital structure, the conflict between
the fixed claimholders and stockholders over the exercise of the in-
vestment options is greater, creating a lower demand price for the fixed
claim. Myers concludes that firms can control these incentive problems
by matching maturities of assets and liabilities.

Firms which specialize in selling long-lived fixed liability claims like
life insurance should be expected to invest more heavily in direct
(private placement) loans. First, they have relatively long maturities;
and, second, because there is no ready secondary market, the cost of
changing the characteristics of the firm’s cash flow distribution after
the policy’s sale is increased.”

Reinsurance. A reinsurance contract is essentially an insurance pol-
icy issued by one insurance company, the reinsurer, to another insur-
ance company, the ceding company or the direct underwriter. We
suggest that reinsurance is simply an institutional response to avoid
bankruptcy which a large policy would impose on the insurance firm.
Potential policyholders can be expected to assess the probability of
bankruptcy and default in the payment of claims and impound these
factors in the demand price for the policy.>?

Any insurance firm might be unable to diversify away an insurable

52, This argument is the same as between group practice prepayment plans and
third-party reimbursement plans: see the section above entitled Claims Settlement Provi-
sions for Health and Life Insurance.

53. Maiching maturties of assets and habilities also hedges interest rate risk, but that
motivation for matching maturities cannot explain the specialization in private placement
loans as opposed to publically traded claims. Diamond (198(0) suggests another benefit to
private placement lending in reducing monitoring expensc.

54. For a regulated indusiry such as insurance, actions to avoid bankruptcy embrace a
range of factors. If the company's reserves fall below a specified level, regulatory
agencies can restrict the company’s actions: e.g.. the company can be restricted from
writing new policies without the permission of the authority. For more extreme prob-
lems, reguiatory authorities take direct control of the company’s activities. Finally, the
regulatory authority can impose a merger or other form of reorganization.
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risk of great magomtde. H reinsurance were precluded, the insurance
purchuser would have 1o compensate the insurer for an increase in
expected bankruptcy costs. The purchaser would thus have an incen-
tive 1o purchase several smaller policies instead, We suggest that it is
lesis costly Tor the policvholder 1o negotiate with ong insuranee frm and
have the inserer reinsure through established ¢hannels.

Finally, reinsurance firms gmwa de oz set of services o the ceding
comparies. First. the rransaction nself can be viewed as s specialized
form of financing.™ Second, the reinsurer frequently provides informa
tion useful mosetting rates: the remsurer has broader experience with
some low probability cvents. Third, for peow s;phzwééa specialized
INSUTETs, reinsuUrance companies can provide information about cladms
adjustment services in other areay.

Oiz analvsis suggests the probability of use of reinsurance increnses
yothe smaller the msurance company, (2) the farger the maximun
dcz i under the policy, (3) the higher iéu covariance of policy g};ﬁ};wiéx
with the existing set of company policies, and ) if the insurance

company is a mulual

Y. Conclusions

We have provided a foundation for o positive theory of insurance
contracting with examples of some of 15 esiable predictons. Owur
primary ohjective has been the development of o unified theory which
can explam the distribunion of institutional forms across Hnes of masur-
ance, We argue that incentive conflicts arise when discretionary action
is contractually authorized. Efficient contracts provide minimum cost

control of the incentive pro E,i«a:ms‘. We interpret observed contractuud
provisions and mstitutions within the insurance market as ethoent
controb mechunisms

Cuar analysis differs from much of the extant analvss ofimsurance. In
the existing hterature, bitle attention has been given 1o developimg 2
positive theory of observed contractual forms™ Dxoeptions include
Arrow {19635 and RKaviv (19793 but they ignore incentive problems
which we argue are émgw;‘fzzss’é determinants @é" observed vontraciuat
formes. The developing risk-sharing Hterature te.g, . Harris and Raviv

S50 This s ospevially mmperiant for mutuads subject o regulation on e radio of caplial
(o msurance in force. By remsuring. capiial rises. und msurance o force falls, thux
voducing regubatory consbrain o growih, ele,

36, Muost evonomisty have analvzed the surance markes within a partial cquilibry
usuatty demond-side . framework oozl Mossin 1968, Pauly 1968, Smith 1908, Zeckhbaus
TG, Ehrbich and Becker 1972, Razin 1976 and Spence B The insurance lterature i&
maostly a desoriptive investigation of institations! amenge ments {o.g.. Prokrell 9HL
Gregg 1962 Field 1967, and Bickelhoupt 19741 Much of the anabyvsis reduces to g
taxonomy of tvpes of risk foog. . specudative, pure, static, economic, personal, proporty.
Babiity, etc.) Questions of what the workd is dike, rather than why it s the way 115, huve
devninuted,
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1978, Holmstrom 1979, Shavell 1979} analyzes some of the incentive
problems on which we focus but is restricted in analyses to single
principal-agent problems and focuses more on preferences. less on the
contracting/control technology. We argue that many of the observed
institutions are designed to control incentive problems in multiple
dimensions. Furthermore, we believe that focusing on implications
which derive from differences in costs rather than differences in pref-
erences will yield more testable implications; cost differences across
lines of insurance are likely to be measurable, differences in the degree
of risk aversion are not,

Some Conjectures on Regulation

Thus far we have analyzed the incentives facing policyholders, stock-
holders, and managers in the context of an unregulated market. The
next logical step in the development of the theory is the incorporation
of regulation. A complete theory would allow the endogenous determi-
nation of the form of regulation. While a comprehensive analysis of the
impact of regulation on this industry is beyond the scope of this study,
under special assumptions about the nature of regulation, the implica-
tions of our analysis are largely unaltered.

Should the effective regulatory measures erect barriers to entry by
imposing minimum capitalization requirements and so forth at the
announcement of the regulation, the owners of existing firms will
realize a capital gain equal to the capitalized rents.>” From that point
on, the owners earn a normal rate of return, and the owners of any new
firms which enter the industry will expect to earn normal rates of return
on their investment. This view of the impact of regulation does not
preclude the existence of efficient contractual forms; the incentives of
the contracting parties are unchanged.

Alternatively. if politicians choose to implement regulation by estab-
lishing an agency or commission to develop a specific code, we see
incentives for the regulators to codify existing practice. This procedure
rapidly generates a lot of code, thereby satisfying the political body
which can offer the code as evidence that effective regulation is being
accomplished. Furthermore, the procedure produces a code which is
generally workable. If this approach is followed, observed contractual
forms will approximate those of an unregulated market at the inception
of the regulation. Thus we would expect regulation to be different for
mutuals and stock firms. This follows from our hypothesis that the
dominant agency problem for mutuals is between owners and man-

57. Stalson {1942, p. 298) reports that in 1810, Pennsylvania passed zn act which
“prohibited all out-of-state insurers from doing business in Pennsylvania; this act de-
clared such contracts. if made or entered into, null and void., imposed a $5,000 fine on the
agent ot other persens who renewed such contracts and a $500 fine on the insured citizen
of Pennsylvania.” Similar laws restricting entry were passed by other states.
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agers, whereas for the stock insurance firm the pohevholder/stock:
holder relationship Is more Important.™

Heferences

Akerlof. G, 1970, The auukel for lemons: qualitative uncertainty and the market mechs
nism. Chaarterfy Jowrnal of Foomomics 84 {Augusty 488500

Alchian, AL AL 1950, Uncertainty. ovolution, and economie theory . Joarnal of Polisicul
Econony 58 {haner 21111

Alchion, AL A, and Demserz, ML
arganizetion, Anrerican Feonomidc Rovien {Decembery

Arrow, K. L 19a3 Uncertainty and the sw%ﬁezm ceonomics of modicnd care. Anrerican
Lreopomie Review 53 {Decembery 941 -

Harewl, Y. 1877, f*é{% a faflacics m the i %e:aprwaiimm sformation costs
and Fronosiics 20 H0ctobory ""3* B4,

Heoston, O 0 and Sm%!%h COW i 1976 A transacton cosis approach 1o the theory of
financial intermedation. Jowna! of Flaanee 31 iMayy 183

Bic %\dinum DL W General Paswrance, Homewood, B lrwin
Black ¥ ‘&}% The dividend puzeke. Sommel of Portfolio Managosen D1 nwrn 5.2

Bmtﬁiu}% Y149RG. An analysis of interfirm cash tender offers. Jowomd of Business 54
{f}z;ﬁﬂ%‘,ci‘}‘ 345 F,

Coase, B.OH 960 The problem of sewial cost, Jowenad of Lo wnd Loomennes 3
(Ogtobern 44,

Biamond, W, 1980, Finanuiad intermediation and delegated monuonng. Unpublished
manuscrpt, Graduate School of Business, University of Chivugoe

DuBbols, A, B, 1938 The English Business Company abrer the Bubble Ace I728 18t
New York Commonwealth Fund

Ehrlich. . and Becker. GO 50 1972 Barket lusurance, seibmsurasee, and sell
profection. forrne! of Poliica! Promoemy 80 (v - Augusty 62348

Piers, B0 and Crowe. B M. IS5 Groap fnveriwe Handbook, Homewood, HiC
Frwean,

Fairlev., W, B, 1979, lnvestment income and profit margins in properiy-Hability mour
ance: theory and emprical wmig\ ﬁ; df Jesrnal o Beononries 1 z"&ig“zr ingh 192218,

Fama, T P 1978, The effvet of the firm’s invesiment and fnancing decivions on the
welfare of (s security holders. American Eoonomic Review 68 (Junep 272- 84,

Fama., B, F. 98 Ageney problums amd the theory of the firm. Jowral of Polizica!
§wwmw b3 (Apriln ‘2‘38 HYT.

Fama, B, Fooand Miller. M. H 1970 e Theasy of Flaanee, Wew York: Hobt, Risehard
& Wémion

Fiekl, 1. M. 1967, Emploves Grong Properoe and Linhdie dasnrgnce. Hagene: Unsvarsiy
of Dregon Business Publivations,

Gould. J. P.196%, The expecied viility bypothests and the seleviion of optimal dedict
ibles Tor a given wmsurance policy, Joresal of Business 42 {April)s 14351

Gregg. U W, 192 Gronp Life Inswraoner. Homewood, HL Trvan

Harris, b, and Baviv, AL 1978 Some resudis on ineentive contracts with apphications @
education and z:ma?izzwmn nealth nsurance and law onforcement. Antorfoan Boo
semic Review BE noo 1 {Marchy 2040

Fleaith Insurance lnstitute, 19S<TF6, Sopree Hool of flealth Dusuranes D ow Yore!
Health Insurapce st

E’f'a)c‘?isymm witor mmwm CUKES L e ounGmR
G5

Jowrnt of Law

58, Bickethuupt (1974, pp. 20783 offers the folluwing statement T Slandards also vary
by logal 1vpe of insurer, with mutual nsuranve reguiremenls boing somewhat diffvrent
from those for stock insurers. Por example, the finsncial reguivementy for mutusd
companies are stafed tntermy of surplus rather than capital plus surplus, and udditionad
reguirements are sci for the minbmum sumber of polioyholders with Miiyh 1 syt 0
mutual company . This statement shoukd be considerad marely supgestiver we plan 1o
develop this hvpothesis more fully e Duture work.



Contractual Previsions in Insurance Markets 433

Hill, R. D. 1579. Profit regulation in property-liability insurance. Bell Journal of Eco-
nomics 10 (Spring): 172-91.

Holmstrom, B. 1979. Moral hazard and obsevvability, Bell Journal of Economics 10
(Spring): 74-91.

Huberman. G.: Mayers, D.; and Smith. C. W, 1980, Optimal insurance policy indemnity
schedules. Unpublished manuscript. Graduate School of Management, University of
Rochester.

Institute of Life Insurance. 1976. Life Inswrance Fact Book. New York: lustitute of Life
Insurance.

Jensen, M. .. and Mecklimg, W. H. 1976. Theory of the firm: managerial behavior,
agency costs and ownership structure. Journal of Financial Economics 3 (October):
305-64.

Klein, B., Crawford, R. G., and Alchian, A. A. 1978, Vertical integration, appropriable
rents and the competitive contracting process. Journal of Law and Economics 21, no.
2 (October): 297-326.

Lancaster, Hal. 1974, Faked out: insurance companies cheated for centuries are being
taken. Wail Street Journal (December 26).

Manne, H. 19635. Mergers and the market for corperate control. Journal of Political
Economy 73 (Aprib: §$10-20.

Mayers, D.. and Smith, C. W. 1980. An analysis of the structure of the insurance
industry. Unpublished manuscript, Graduate School of Management, University of
Rochester.

Mehr, R. 1., and Cammack. E. 1966. Principles of Insurance. Homewood, TIE: Trwin.

Mikkelson, W. 1979, An examination of the agency cost rationale for convertible bonds.
Unpublished manuscript, Graduate School of Management, University of Rochester.

Miller, M. H. 1977. Debt and taxes. Journal of Finance 32 (May): 261-75.

Mossin, J. 1968. Aspects of rational insurance purchasing. Journal of Political Economy
76 (July—-August): 553-68.

Myers. §. D. 1977. The determinants of corporate borrowing. Journal of Financial
Economics 4 (November): 147-75.

Pashigan. B. P.; Schkade, L. L..; and Menefee, G. H. 1966. The selection of an optimal
deductible for a given insurance policy. Jowrnal of Business 39 (January): 35-44.
Pauly. M. V. 1968. The economics of moral hazard: comment. American Economic

Review 58 (Juney: 531-37.

Peltzman, 8. 1976. Toward a more general theory of regulatior. Journal of Law and
Econormics 19 {August): 211-48.

Pickrell, I. F. 1961, Group Health Insurance. Homewood, 1.: Frwin,

Posner, R. A. 1974, Theories of economic regulation. Bell Journal of Economics and
Managentent Science 5 (Autumn); 335-58.

Raviv. A. 1979. The design of an optimal insurance policy. American Economic Review
69 (March): 84-96.

Razin, A. 1976. Rational insurance purchasing. Journal of Finance 31 (March): 133-37.

Rothschild. M., ard Stiglitz, J. E. 1976. Equilibriurn in competitive insurance markets:
an ¢ssay on the economics of imperfect information. Quarrerfy Journal of Economics
40 (November): 629-49,

Shavell, 5. 1979, Risk sharing and incentives in the principal and agent relationship, Bet!
Jowrnal of Economics 10 (Spring): 55-73.

Smith, C. W., and Warner. J. B. 1979. On financial contracting: zn analysis of bond
covenants. Journal of Financial Econromics 5 (June): 117-61.

Smith, V. T.. 1968. Optimal insurance coverage. Jouwrnal of Political Economy 76
{January-February): 68-77.

Spence, M. 1978, Product differentiation and performance ininsurance markets. Journal
of Public Economics 10 (December): 427-47.

Swlson, J. O. 1942, Marketing Life Insurance: lts History in America. Cambridge.
Mass.: Harvard University Press.

Stigler, G. J. 1958, The economics of scale. Journal of Law and Economics | (October):
54-71.

Stigler. G. . 1971. The theory of economic regulation. Bell Journal of Economics and
Management Science 2 (Spring): 3-21.




434 doarmat of Bushess

Felser, Lo Gl 1UB0 A theory of selfenforomg agreoments, Journed of Nrsinesy 33
anuaryy J74

Temporary National Boonomic Commuttee, 1940, Srads o fegal Beserve Life fnvurane o
{ompanies. Washington, D4 Governmoent Ponting Office

Weght . O and Faviel O B BIE A Misreny of Llovd s, Londom Mavmillan,

Fockbasser. B 1968, Group decision and allovation. Discussion Paper po. 51 Hurvad
University, Harvard fnsitute of Feonomic Research,

Zeckhauser. ROI970. Medicwd insurance: 8 vase surdy of the trdeofl botween plsk
spreading and appropriate inventives Jaurnal of Eeononde Theory 3 Muarehy 10226



Copyright of Journal of Business is the property of University of Chicago Press and its
content may not be copied or emailed to multiple sites or posted to a listserv without
the copyright holder's express written permission. However, users may print,
download, or email articles for individual use.





