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Abstract:-The main objective of this thesis is to investigate the evaluation of the effect of the
inflation on the demand for insurance and providing methods to reduce its influences. The data on
insurance from yearly statistics of Central Insurance and the data on inflation from statistics of
Central Bank and the Insurance Research Institute has been used. The research covers the period of
1385-1399. According to the theoretical foundations and research literature, the insurance demand
model in Iran is a function of real per capita income, inflation rate, real interest rate and level of
financial development. Per capita premium is selected as the dependent variable. We utilized real per
capita income index instead of GDP per capita and CPI instead of inflation and actual interest rate
instead of nominal interest rate and deep index which is a percentage of liquidity instead of financial
development level for independent variables. The results show inflation and several other economic
factors have affected the premium in the long-term and short-term model and should be considered

as an influential factor in insurance industry.
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1. INTRODUCTION

1.1 Inflation and Insurance Industry

Studies on inflation and the insurance industry were different because the researchers had different
study goals, so they looked at various aspects of the subject. Economists and accountants have
observed the prospect of inflation from different basic points of view. Some have thought
principally of inflation's effects on business profits, hence upon employment and power to pay
debts. Others have considered chiefly the impact upon real wages and the standard of living.
Furthermore, others have concentrated their attention on the effects upon accumulated capital, such
as savings, stock-market prices, or public finance. If our goal in examining inflation and insurance

was to affect the insurance industry's assets, in that case, we should examine the overall effects of
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inflation on the insurance industry and analyze it in different ways, namely in life and non-life
insurance and its impact on insurers and insurance companies. Houthakker, Hendrik S (1979) stated
that if consumers became concerned about the increase in uncertainty, long-term real economic
growth might become depressed, significantly if unanticipated inflation exceeded wage growth
leading to declining actual earnings. Debtors tended to benefit at the detriment of lenders if
inflation was unexpected since funds were paid when prices were lower, similar to getting a
reduced interest rate loan. This illustrated that as inflation affects certain sectors of the economy,
consumers shift spending to competing industries. This was not necessarily a negative
consequence, but it quickly affected the relative distribution of incomes if inflation was not evenly
distributed across all goods and services. If retiree income was not adjusted for prices, the
purchasing power of retirees declines relative to current workers who may be able to demand raises.
The problems resulting from inflation were tied to the increase in prices and depended on the
relative time lags of the adjustments in revenues. Obviously, given that the insurance industry itself
was part of the economy, it was more affected by changes in the economic environment. In
particular, the general standard of living in a country had a significant impact on the demand for life
insurance. In contrast, high inflation had an adverse effect on all savings, including savings through
life insurance. There were many factors for the development of life insurance, such as economic,
political, cultural, and commercial factors, which varied from country to country. However, there
were two aspects to product development that were evident in many countries. One was to move
life insurance coverage from risky coverage to highlight the role of life insurance savings and
investment. The other, however, was to move from simple individual and group products to more

complex individual products.

Inflation affects insurers through three primary channels: It impacts claims and general expenses,
the value of liabilities, and, less directly, the value of assets. Depending on the accounting
treatment, changes to balance sheet values were reflected in the income statement.

The current study aims to examine the effects of Inflation of Iranian Insurance Companies.
Evidence of relationship between characteristics of the insurance demand model in Iran is a
function of real per capita income, inflation rate, real rate interest and level of financial
development. After examining the relationships between the variables, we examine the impact of
each on insurance demand.

The main hypothesis of this study was that inflation had a significant effect on the demand for

insurance.
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2. Literature Review
One of the most critical parts of the research was a brief overview of previous work. over the past
few decades, with the development of insurance, there has been much research at home and abroad
on the effect of inflation on the insurance industry, which was stated below:
2.1 Researches Done Outside the Country
Green (1954), Fortune (1973), Babble (1981) showed that the Influence expected factor in a
country had a negative effect on life insurance, and Inflation reduces the actual value of capital.
They had shown that economic expectations together had a significant negative impact on life
insurance consumption. In fact, it eliminates the value of life insurance and makes it less desirable
Choat and Archer (1975) say that expected inflation was formed from the inflation rate from the
past years. Since the Second World War, the service sector of the global economy has grown
significantly. The world insurance industry has raised more than 10 percent on average since 1950.
In the mid-1980s, the international life insurance industry grew at an average annual rate of more
than 25%. Babel (1981), with empirical data from Brazil, showed that even the demand for life
insurance indexed decreases over time. If an insured loses within a year, the true value of life
insurance is reduced.
Masterson (1968) measures the impact of inflation on insurers by isolating those components
related to separate business lines. The Masterson Claim Cost Index had long indicated that claim
cost inflation exceeds the general inflation rate (Pecora and Roe, 2003). By analyzing various
public sources of information, including the CPI, Office of Business Economics, and Bureau of
Labor Statistics data on personal income and different construction cost indexes, Masterson
determined that insurance claim costs generally exceeded the overall inflation rate (Masterson,
1968).
Neumann's (1968) contention of the life insurance industry that the eroding effect of inflation on
fixed-dollar life insurance benefits had thwarted purchases of savings-type policies. The hypothesis
tested in this study was that there was no significant effect of the post-war American inflation on
saving through life insurance. The model used to test the hypothesis was a multiple linear
regression model. The dependent variables, tested separately, were purchases of whole ordinary
life, term insurance and first-year payments, and renewal premiums on individual policies.
D’Arcy (1982) documented the impact of inflation on the property-liability insurance industry and
found that both the underwriting profit margin and insurance investment returns were negatively
correlated with the inflation rate from 1951-1976.
Browne and Kim (1993) studied the factors affecting the demand for life insurance among the 45
developing and developed countries. Their study shows that income positively affects life insurance
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demand, and expected inflation negatively affects it. As an income measure, they used available
income. The research showed that income was a variable statistically significant and positively
correlated in all applied models, so they confirmed the positive correlation between income and
demand for life insurance. They observe that while the impact of dependency ratio, income, and
government spending on social security on life insurance consumption was positive, the effect of
inflation, the price of insurance and religion were negative. However, education and life expectancy
variables had no widespread significance.

Outreville (1985) examines affecting factors on life insurance in developing countries using Cross-
sectional data 1986for 48 countries. The dependent variables premium related to all kinds of life
insurance and annuity and Explanatory variables include the per capita income, real interest rate,
expected inflation, Life expectancy as the index of price, financial development, Monopoly market.
The estimated model shows expected inflation and a Monopoly market negatively affect demand
and financial growth, and GNP and Life expectancy positively impact demand.

In their study, Chui and Kwok (2009) investigated the effects of economic, social, and economic
variables on life insurance claims in 38 low-income countries, middle income and high income for
the period 1966-2002. This study showed that economic variables, including real per capita income
and banking sector development, had a positive and significant effect, and inflation had a negative
and significant effect on life insurance claims. Also, the good governance index had a positive and
significant effect on life insurance claims.

Zerriaa and Noubbigh (2016) investigated the determinants of life insurance consumption in the
Middle East and North Africa (MENA) region using a sample of 17 countries over the period
2000-2012. They utilized two measures of life insurance demand: insurance density and insurance
penetration. The research results suggested that consumption increases with income, inflation, and
interest rates.

2.2 Researches Done Inside the Country

Kardgar (1997)used statistic informationand Time-series collection from Statistics of National,
Monetary, and Financial Accounts of the Macroeconomic Organization of the Plan and Budget
Organization and yearbooks (1994-1995). LPH was pulling expected inflation, and it was negative.
That means expected inflation increases cause demand for life insurance to decrease.

Aziz Zadehnayari (1999) used statistical data from 1966 t01996. The inflation rate has no relation
with life insurance demand and, in this model, had a little autocorrelation between variables.
Pejouyan and Pourpartoy (2003)stated that Iran's life insurance demand function was estimated
using time series data from 1967-2002 and then predicted its demand using the VAR model by the
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end of 2004. This study shows that the most important determinants of life insurance claims in Iran
were income, education, remuneration, and expected inflation.
Jalali Lavasani (2005) examined the effect of macroeconomic variables on Iranian insurance
demand for 1971-1999 years and concluded that national income per capita and the unemployment
rate had a positive and significant effect on life insurance demand. The inflation variable had a
negative and significant effect on life insurance demand.
Mahdavi (2004 & 2005)studied the factors affecting the life insurance extension in Iran using field
studies in three provinces of Tehran, Mazandaran, and Azerbaijan. In this study, the variables
related to these factors were divided into two main socioeconomic and psychological groups. Then
their information was collected by 73 indicators with a questionnaire. The results of the collected
data showed that life expectancy demand according to sample information had a negative
relationship with expected health variables, premiums, positive inflation expectations, degree of
risk aversion, person's assessment of their mental health, income, willingness to express individual
beliefs in society.
Abbasi and Derakhshideh (2012)attempted to investigate the influential factors in life insurance
demand in Iran from 1979-2009 using the self-feedback method (VAR). This study showed that the
variables of per capita income and saving rate had a significant and positive relationship with life
insurance demand. On the other hand, the inflation rate had a significant and negative association
with the life insurance demand. But there was no significant relationship between literacy rates and
life insurance demand.
SepehrDost and Ibrahim Nasab (2014)reviewed the impact of good governance on life insurance
claims in Iran and 11 selected developing countries during the years 2011-1999 using panel data.
The results showed that the main variables of the proper governance index and control variables of
per capita GDP, financial development, and the unemployment rate had a positive and significant
effect on life insurance claims.
The study of Jahanshad, Pourzamani, and Heidarizadeh (2014) was on the Relationship between
Net Profit and Sales Financial Variables and Economic Variables of Inflation and Per capita
Income of Iranian Private Insurance Companies in 2011-2012 in inflation state. Research findings
showed that financial wealth directly correlates with net profit, sales, and per capita income and
inversely with inflation.

3. Research Methodology
3.1 Method
The study is an applied study in terms of purpose and a causal-analytical study in terms of research
method. In this research, the method of library studies has been used to prepare an analytical plan
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and theoretical foundations, and the published information of the annual insurance, the site of the
Insurance Research Institute, and the site of the National Statistics Portal and the Central Bank have
been used. Time series data were used for experimental study using insurance data during the years
1385-1399. We use the ECM econometric method to analyze the data. Data analysis is performed
using EViews software.

3.2 Theoretical Framework

In this article, we refer to the effective demand for insurance, i.e. the amount of insurance goods
that people are willing and able to buy. To this end, the natural demand for insurance is the people's
demand for insurance, which is created and determined by the existing objective risks. It is obvious
that the effective demand for insurance can be limited by the quantity and purchasing power of
consumers and in most cases is less than the natural demand for insurance (Yuan and Jiang,
2015). Many factors can affect the demand for insurance. Zeitz (2003) and Hussels et al. (2005)
summarized these factors based on existing studies. In general, the factors that affect the demand
for insurance can be divided into three categories: economic factors, legal and political factors and
social factors. In this article, economic factors on insurance demand are examined.

The effect of improving income levels on insurance demand has been demonstrated by many
empirical studies. These include the study of Browne et al. (1993), Esho et al. (2004), Li et al.
(2007). The increasing development of the insurance market improves the quality and quantity of
insurance products and services and attracts people to buy insurance contracts. Therefore, it is
assumed that the development of the insurance market will increase the demand for insurance. Oke
et al. (2010) studied the consumption pattern of Nigerian life policy for 35 years (1971-2005) and
found that they are the main determinants of local interest rates and GDP. So that real GDP
directly and significantly affects consumption in politics, while interest rates are significantly
negative.

3.3 Error Correction Model (ECM)

Yule (1936) and Granger and Newbold (1974) were the first to drawattention to the problem of
false correlations and find solutions about how toovercome them in time series analysis. Ordinary
least squares are no longer consistent and thetest statistics commonly used are invalid. Specifically,
the Monte Carlo simulationshows that one will get very high t-squared R statistics, very high and
low Durbin-Watson statistics. Technically, Phillips (1986) proves that parameter estimateswill not
converge in probability, intercepts will diverge and slope will have adistribution that does not
decline when the sample size increases. However, theremay be a general stochastic tendency for
both series that a researcher is reallyinterested in because it reflects the long-term relationship
between these variables.To keep using the Box-Jenkins approach, one can differentiate series
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andthen estimate models such as ARIMA, given that many of the time series that arecommonly

used (e.g. in economics) seem stationary in the first difference.

4. Data Analysis

4.1 Decreased Stages of the ECM Model

4.1.1 Unit Root Test

One of the formal concepts used to determine the stationarity of data is through a unit root test (unit
root test). This test is a popular test, developed by David Dickey and Wayne Fuller as the
Augmented DickeyFuller (ADF) Test.The concept used to test the stationary of a time-consuming
data is the unit root test. The existence of the unit root problem can be seen by comparing the t-
statistics results of the regression with the value of the Augmented Dickey Fuller test. If the unit
root test above the time series data observed is not stationary, then the next step is to test the degree
of integration to find out at what degree of integration the data will be stationary.

4.1.2 Cointegration Test

The cointegration test is most commonly used the Engle-Granger (EG) test, the augmented Engle-
Granger test (AEG) and the Durbin-Watson cointegrating regression test (CRDW). To get the
calculated EG, AEG and CRDW values, the data to be used must have been integrated to the same
degree.

Two non-stationary time series are co-integrated if they tend to move together all the time. If two
non-stationary series move together through time, then we say they are "cointegrated.” Economic
theory would suggest that they should be bound together through arbitration, but that is not a
guarantee, by conducting formal statistical tests.

4.1.3 The Classical Assumption Test for the ECM Model

The classic assumption test used in linear regression with the Ordinary Least Squared (OLS)
approach includes Linearity, Autocorrelation, Heteroscedasticity, Multicollinearity and Normality
tests.

4.1.4 Normality test

Normality Test is a test conducted with the aim to assess the distribution of data in a group of data
or variables, whether the distribution of data is normally distributed or not. Normality Test is useful
for determining data that has been collected in normal distribution or taken from a normal

population.
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According to value of jarque-Bera and probability since its value greater than 0.5, we accept the
assumption HO, that means the data used for ECM have a normal distribution. Given the above
statistical values, we accept the assumption Ho.

4.1.5 Linearity Test

According to results, the probability value of F-statistic (0.1424) is above 0.05, it means that the
model used has fulfilled the Linearity assumption.

4.1.6 Autocorrelation Test

Autocorrelation is the correlation between members of a series of observations sorted by time (time
series). Autocorrelation causes the residual variance to be obtained lower than it should be,
resulting in R? being higher than it should be.

4.1.7 Heteroscedasticity Test

One of the assumptions that must be met for the estimated parameters in the regression model to be
BLUE is that var (ui) must be equal to 6 (constant), or in other words, all residuals or errors have
the same variant. Such conditions are called homoscedastic. Meanwhile, if the variant is not
constant or changing is called heteroscedastic.

4.1.8 Multicollinearity Test

Multicollinearity is the correlation between independent variables with other independent variables.
Consequently, even though the estimation results are still BLUE (Best Linear Unlimited Estimator),
multicollinearity can cause a larger standard error, the coefficient of determination (R?) remains
high and the F-stat test is significant even though there are many insignificant variables. In other
words, it can be said that an equation model states that there is a multicollinear disturbance if R? is
high but there is little or no significant independent variable on t-statistic testing.

4.2. Interpretation of Regression Results

The ECM model that we produce has fulfilled all the criteria, so that it can be followed by an
analysis of the results of the short-term and long-term regressions.

Table 1: Results of the short-term and long-term regressions

Long-Term Model ECM Model

Variable Coefficient | Prob. Variable Coefficient | Prob.
INT -381.0390 0.4051 D(INT) 12.05683 0.9679
INF 63.0805 0.8770 D(INF) 600.0327 0.0321
INC 203428 0.0988 D(INC) 377518.0 0.0003
DEP -16806.75 0.0096 D(DEP) -41473.27 0.0013
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ECT (-1) -1.149573 0.0013
C -9365.607 0.5942 C -2306.743 0.0483
R? 0.797396 R? 0.884066
F 9.839345 F 12.20095
DW 1.658880 DW 1.219399

Note: PRE is dependent variable

In the long run, those affecting PRE are INC, DEP. Whereas in the short term that affect PRE
growth are changes in the INF, changes in INC, changes in DEP. DEP in the short term and long
term affects negatively, meaning that the higher the value of level of financial development will
reduce PRE.

5. Discussion
5.1 How to Reduce the Impact of Inflation?
1. For property-liability insurers, loss reserves will be significantly affected by a change in the
inflation rate. Most loss reserve calculations do not specifically consider inflation as a factor in
setting reserves, which means that average inflation rates embedded in the experience were
projected to continue. This works when inflation is stable but not when it is volatile. Taylor (1977)
and D’Arcy and Gorvett (2000) propose loss reserve methods that separate the impact of inflation
from experience and allow the actuary to incorporate a different inflation rate in the reserve
calculations.
2. For life insurers, many policy forms had incorporated features that lessen the chance for product
arbitrage opportunities. Instead of providing policy loans at fixed rates, whole life policies often
link loan rates to a floating index that was likely to correlate with inflation and reduce repeated
episodes of disintermediation (Association Mexicana de Actuaries, 2011).
3. Policies that index benefits for inflation, such as inflation-adjusted annuities, need to have a cap
to avoid significant unexpected exposure in the event of sustained high inflation. However, policy
design issues need to be addressed now, and not after inflation begins to increase.
4. During periods of high inflation, reducing the policy term to be able to implement premium
increases quickly was essential. Some lines of business had partially inflation-sensitive exposure
bases that somewhat mitigate the impact of inflation on premium adequacy. Companies need to be
prepared to devote the necessary resources to critical areas when inflation increases.
5. Insurers should be prepared to incorporate similar steps to reduce the impact of inflation on their

claim costs by indexing coverage levels and deductibles when inflation begins to increase.
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6. While inflation-indexed products were not a great majority of a life insurer’s product portfolio,
as baby boomers retire and begin to worry about the erosion of purchasing power during retirement,
the demand for inflation-indexed products may increase. Life insurers may be able to hedge some
of this exposure by purchasing inflation-indexed bonds or over-the-counter derivatives such as
inflation swaps or caps and floors (or interest rate caps/floors).

7. In a high inflation environment, stocks had also performed poorly. Short-term bonds, however,
allow insurers to reinvest the proceeds more quickly, reducing the impact of an interest rate
increase on asset values and earnings. Thus, one risk mitigation strategy was to invest in short-term
bonds. On average, this will reduce investment earnings, as short-term bonds typically have lower
interest rates than longer-term bonds. However, this allocation minimizes the impact of inflation on
earnings.

8. An alternative investment strategy would be to invest in commodities considered to be effective
inflation hedges. For property-liability insurers, investing in timber, steel, and other components of
replacement costs on claims could be an effective inflation hedge.

9. People can limit their payments because inflation raises prices and then increases premiums and
damages or put conditions on insurance policies to exclude the effects of inflation being less than
what they pledged.

10. Inflation reduces the value of a currency's purchasing power, affecting an increase in
prices. Purchasing power affects every aspect of economics, from consumers buying goods to
investors and stock prices to a country's economic prosperity. Insurance companies were advised to
invest long-term investments in other parts of the economy due to inflationary losses in their
financial management activities to reduce this effect.

11. Providing appropriate coverage in inflationary conditions can further motivate people to buy
insurance. Buy additional coverage every few years.

However, as the life spans extended, insurance companies have reduced the rates overall, which
tended to counteract the age issue to some extent.

12. Because inflation positively impacts insurance companies' financial solvency, competition
between insurance companies may increase in inflationary terms. The financial solvency of many
companies may be as high as 100%. Insurance companies were also advised to take on such plans
and policies, such as diversifying their services, using modern technology and advertising, to
compete with other companies.

13. For balance sheets, inflation accounting was a special accounting technique that can be used

during periods of high inflation, whereby financial statements were adjusted according to price
indexes rather than relying solely on a cost accounting basis.
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14. A rider was a particular clause attached to an insurance policy that usually costs you extra. It
was possible to get an inflation rider for insurance policies. It was more common in the world of
long-term care insurance, but it was possible to get them for life insurance as well. Of course, it will
increase your premiums as well.

15. To reduce the effect of inflation on investment of portfolio can gradually shift to the inflation
immunized portfolio by redirecting new funds. To a certain extent, insurers were locked into past
investment policies, although such a problem can be avoided in the future.

16. Process controls and management oversight under ERM will improve risk identification and
monitoring. Quantitative standards established under ERM will improve the company’s risk
assessment and measurement. Lastly, with the help of the ERM framework, property-casualty
insurers will be able to integrate their risk mitigating techniques into the company’s other business
processes for increased efficiency and better strategic decision-making.

17. Factor future inflation into our decision-making process every time we purchase life insurance
coverage. Although it is possible, we may die early, it was also possible we could live to life
expectancy or beyond.

18. Consider including an Adjustable Term Insurance Rider (ATR) on the policy at the time of
purchase. These riders (sometimes also called “future purchase options”) allow us to purchase
additional coverage at specified future times regardless of our health or insurability.

19. Instead of opting for a level coverage amount, we may be able to structure our death benefits, so
they had increased annually by either the sum of the premiums we have paid into our policies or the
cash values accumulated inside them.

20. Review our policies (including their face amounts) regularly and take an active approach to
review and manage them. If we are insurable and our death benefit purchasing power declines,
purchasing additional coverage could make sense.

21. To mitigate against inflation, insurers can match their liabilities affected by inflation with
inflation-linked assets. Some assets were explicitly linked to inflation, for example, sovereign
inflation-protected securities and corporate inflation-protected securities. Other assets were highly
correlated with inflation, as reviewed above.

22. Attention now turns to index-linked life insurance policies as a strategy to mitigate the adverse
effects of inflation upon the value of life insurance. In particular, the analysis focuses upon the
Brazilian indexing system authorized for insurance contracts beginning November 21, 1966.
Brazilian life insurance contracts were offered in a variety of "index-linked" packages. A contract
may be opted for in prefixed indexes or periodically adjusted for realized inflation rates.
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23) Inflation risk management tools

To address this risk, some insurance companies had looked to create actual asset buckets in their

portfolios to focus on direct (exact) and indirect (more approximate) inflation-hedging assets.

24) One way to reduce the impact of inflation on life insurance contracts was to link premiums and

thus pay benefits to one of the indicators associated with inflation, which was usually the Consumer

Price Index (CPI), the Retail Price Index (RPI). The wage index (WI) or the average earnings

income index (AEI).

25) Insurer's participation in the benefits of the insurer's investment

One of the most appropriate and common ways to deal with inflation was to ensure insurers'

participation in the profits from investments made by the insurance company on the mathematical

reserves or reserves of insurers.

26) Insurers' participation in bailment of capital investments

To fight inflation, insurance companies can use the mathematical reserves and reserves of life

insurance in the bailment of a capital economic activity and share the insurers' profits in proportion

to the profits of these investments. In this case, insurers buy life insurance contracts with greater

satisfaction because of the benefits of bailment of a capital transaction.

27) Substitute for insurance capital Lifetime in terms of goods

Due to high inflation in some countries and the unwillingness of insurers to receive fixed insurance

capital, in some countries, insurers may replace a particular commodity with a capital one instead

of delivering capital in cash; therefore, they attract more customers.

28) Issuance of insurance policy according to the investment unit

In fact, Unit-Linked Life Insurance was attached to the capital unit and variable life insurance. The

amount of insurance capital (including dead and accumulated capital) varies and depends on the

investment made from insurance savings. This method provides adequate coverage for both the

death capital and the insurance policy's cash value against inflation.

29) Buy additional coverage every few years

Another way to deal with inflation in life insurance was to buy extra coverage from the insurer after

a few years of insurance. In this case, both the capital of the insurance policy and the duration of the

coverage increase.

30) Rising interest rates on life insurance

Inflation rates determine changes in the prices of goods and services and interest rates that indicate

the cost of lending money in an economy. Rising interest rates reduce demand, which in turn

controls inflation in society. This solution will reduce the life insurance premium and reduce the

income of insurance companies. Therefore, an increase in interest rates does not effectively help
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solve the problem of inflation. If it continues, it will only lead to the bankruptcy of insurance
companies. Another solution to interest rates was to use real interest rates on premium and reserve
actuarial calculations. The rate of inflation decreases the nominal interest rate, and this rate
becomes the basis for calculations. This strategy had been used in Mexico.

31) Using insurance Papers in assets capital of insurance companies

In recent years, insurance companies in some parts of the world have met their need for capital
through capital markets and financial instruments such as securities issuance and derivatives. There
was a difference between the time of insurance premiums received by insurance companies and the
time of payment of insurance capital. Invest in activities; Which in turn increases employment and
economic growth. This makes it easier for the insurance company to meet its obligations under
inflationary conditions and make the insurer more profitable by earning more capital.

32) The life insurance industry had developed many new products intended to alleviate, at least to
some degree, the effects of inflation on the contracts and services it sells. One of the first attempts
in modern times to challenge inflation through product development was the introduction of the

variable annuity.

6. Conclusion

Severe price movements — high inflation and deflation — pose risks to insurers' assets and liabilities.
The recent “Great Recession” and resulting monetary policy actions had increased apprehension
about price movements. Initially, the concerns were mostly about inflation, but now also include
deflation. The most likely outcome was that monetary and fiscal policymakers create an
environment of moderate growth and inflation. However, risks remain, and insurers must continue
to be vigilant in monitoring inflation and deflation. Inflation affects life and non-life insurers in
different ways. Because non-life insurers generally promise full indemnity, rising claims severity
increases their nominal liabilities. While increasing prices do lead to an increase in the average
level of claims. Life insurers, however, face different inflation-related concerns. Some life savings
products carry inflation guarantees. Also, annuities, which guarantee a minimum return, were
especially problematic in the case of deflation, or if very low inflation persists, because interest
rates typically decline in these environments. Although there were no perfect solutions, insurers can
take steps to reduce their exposure to inflation risk. On the asset side, insurers can invest in
inflation-indexed bonds and “real assets” such as commodities and real estate, which were the best
inflation hedges. On the liability side, insurers can mitigate the risk of spikes in overall claims
severity through carefully crafted contract terms and the use of reinsurance. Insurers can gain
further protection from inflation surprises by purchasing reinsurance. Reinsurance should be
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particularly helpful in emerging markets due to the enormous risk of high inflation phases. Inflation
describes the economic phenomenon of increasing prices for goods and services. During the
financial crisis, inflation risk was a real concern for many financial institutions. For non-life
insurers, inflation leads to higher claims costs, thereby eroding profitability. More extended periods
of high inflation were very costly for non-life insurers. On-life insurers had fewer problems if
inflation reverts to its long-run average rate of 2-3% after a limited period of high inflation. They
do, however, face significant challenges if inflation rises and remains elevated. Though continually
rising inflation for a prolonged period in developed economies was highly unlikely, it could happen
for a short while, in which case, the reserves set aside to pay future claims would be insufficient.
For life insurers, deflation rather than inflation poses the most considerable risk to liabilities. In the
case of deflation, interest rates tend to fall. This makes it more difficult for life insurers with large
portfolios of minimum interest-rate guarantee savings products to earn the appropriate asset returns.
On the other hand, if inflation rises, the demand for new business may fall as policyholders become
hesitant to lock in for the long term. Policy persistency may also suffer, and increasing
administrative expenses would undermine profitability. The effects of inflation on assets can vary
significantly. Equity values were negatively affected by inflation in the short run but positively in
the longer run. Treasury bill returns were highly correlated with inflation but yielded a relatively

modest total return.

Contract design can be used to reduce the impact of inflation. For example, the introduction of
“claims made” policies or sunset clauses address the issue of latent claims. Insurers can also add
index clauses linking premiums, limits, and deductibles/retention to an inflation-related index.
Insurers may also opt for reinsurance to partially protect themselves against inflation surprises.
Reinsurance should be particularly helpful in emerging markets due to the enormous risk of high
inflation phases. Central banks had become proficient at controlling inflation in developed
economies, despite short-term shocks usually caused by spikes in commodity prices. While
aggressive monetary policies and record government spending had triggered concerns that inflation
could sharply increase, many economists do not expect inflation to rise. Nevertheless, insurers can

and should consider how they might respond if it does.

With major fiscal stimulus packages and very accommodative monetary policy globally, concerns
about a significant increase in inflation had risen. Consequently, there was increased attention from
the insurance industry. Inflation affects investment returns, asset valuations, and future insurance
liabilities. Inflation, defined as all-items Consumer Price Index (CPI) inflation, was distinct from

9204



International Journal of Early Childhood Special Education (INT-JECSE)
DOI:10.9756/INTJECSE/V1412.999 ISSN: 1308-5581 Vol 14, Issue 02 2022

claims severity, which was affected by additional factors called social cost escalations. When
inflation increases, monetary authorities typically raise policy interest rates to control it. Inflation
affects insurers’ liabilities and their assets. For non-life insurers, inflation was a critical risk because
it eroded the profitability of a long-tail business. For life insurers, both inflation and deflation were
risks because some life savings products carry inflation guarantees or other (e.g., equity) guarantees
affected by inflation. On the asset side, all insurers were affected by inflation since it tends to
change the relative returns of the various asset classes. Some asset classes, e.g., Treasury bills, real
estate, commodities, and inflation-protected securities — perform better during periods of inflation
than corporate bonds or long-term government bonds. Insurers need to adjust their investment

portfolios as inflation risks rise and fall.

REFERENCES
1. Browne, Mark J., and Kihong Kim. "An International Analysis of Life Insurance Demand." The
Journal of Risk and Insurance, vol. 60, no. 4, (1993), pp. 616-34.
. D'Arcy, Stephen P. "A strategy for property-liability insurers in inflationary times." Proceedings
of the Casualty Actuarial Society. Vol. 69. 1982.
3. Masterson, Norton E. "Economic Factors in Liability and Property Insurance Claim Costs, 1935-
1967." Proceedings of the Casualty Actuarial Society. VVol. 55. 1968.

N

4. Neumann, Seev. "Inflation and Sales of Life Insurance: Comments." The Journal of Risk and
Insurance 35.4 (1968): 629-632.
5. Outreville, J. Francois. "Indexed and non-indexed insurance and the growth of group life
insurance." Economics Letters 19.2 (1985): 149-153.
. Chui, Andy CW, and Chuck CY Kwok. "Cultural practices and life insurance consumption: An

(o2}

international analysis using GLOBE scores." Journal of Multinational Financial Management
19.4 (2009): 273-290.
7. Zerriaa, Mouna, and Hedi Noubbigh. "Determinants of life insurance demand in the MENA

region." The Geneva Papers on Risk and Insurance-Issues and Practice 41.3 (2016): 491-511.

(0]

. Pejouyan, j. Pourpartoy, M. "Estimation of life insurance demand function and its prediction.
"Insirance industry quarterly18(2003):5-28
9. Mahdavi, G and Majed, V. "Analysis of economic, social and psychological factors affecting the
demand for life insurance in Iran." Economic Modeling Research 2.5(2013): 46-21
10. Kardegar, E, and Jafari, S. "Does insurance development support economic growth?" Analysis
of Iran's economy (1338-138239)-17

9205



11.

12.

13.

14.

15.

International Journal of Early Childhood Special Education (INT-JECSE)
DOI:10.9756/INTJECSE/V1412.999 ISSN: 1308-5581 Vol 14, Issue 02 2022

Dos.S, and Nasab.E, "Economic challenge of life insurance demand and quality of governance
in developing countries"” Strategic and Macro Policy Magazine 1, no. 3(2013):39-54
Pourzmani.Z, Azita,J, and Shahram.Q, "Forecasting the financial and economic status of
companies using financial ratios based on profitability, cash flows and growth." 115-93
Granger, Clive WJ, and Paul Newbold. "Spurious regressions in econometrics.” Journal of
econometrics 2.2 (1974): 111-120.

Phillips, Peter CB. "Understanding spurious regressions in econometrics.” Journal of
econometrics 33.3 (1986): 311-340.

Park, Heon Jin, and Wayne A. Fuller. "Alternative estimators and unit root tests for the
autoregressive process.” Journal of Time Series Analysis 16.4 (1995): 415-429.

9206



