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Introduction 

In the past two decades, Taiwan, the 

Republic of China, has emerged as one of 

the most successful newly industrialized 

economies in the world. I Following this \ 

unprecedented economic accomplishment, 

Taiwan intends to transform its industrial 

structure for developing further this economic 

success, and to take part in international 

affairs. More than that, it is an important 

policy of the government to construct 

Taiwan to be an operational centre in the 

AsianPacific region, including its financial 

market. Under such scenario, liberalization 

and internalization have become the guide-

I) In 1995, Taiwan's GNP reached US$ 263.6 billion, GDP about US$ 260.8 billion. and GNP 
per Capita US$ 12,439. The real economic growth rates from 1993 to 1995 are 6.32%, 6.51 % 
and 6.06% respectively. 
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line for the regulation of financial markets 

in Taiwan. 

Compared with the prosperity of the 

banking and security industries, Taiwanese 

insurance market is still far behind the 

growth of the economy. Although some new 

domestic and foreign insurance undertak­

ings have been established, some published 

statistics concerning world insurance2 show 

that this market has not been well developed. 

Under such circumstances, regulatory reform 

in insurance sector becomes an extremely 

important task for Taiwan. 

This article focuses on the insurance 

regulatory reform in Taiwan and explores 

certain issues in practice from two aspects 

of financial regulation, namely capital 

adequacy and investment regulation. After 

examining the current regulatory require­

ments and making reference to the relevant 

systems in developed models, certain sugg­

estions will be prov.ided as possible solutions 

for these issues. 

I. Insurance Market in Taiwan 

A. Current Market Structure 

tion related to insurance regulation are the 

Insurance Law 1992 and its relevant by­

laws and regulations such as Enforcement 

Rules of the Insurance Law 1995 and 

Insurance Under- takings Regulation 1993. 

The Ministry of Finance (hereinafter MoF), 

authorized by the aforesaid legislation, is 

appointed as the competent authority of 

insurance regulation. Under the MoF, the 

Department of Insurance takes charges of 

most insurance regulatory affairs. 

According to the Insurance Law 1992, 

insurance business in Taiwan is divided into 

life insurance and non-life insurance business. 

Each of them is further divided into classes, 

such as life, health, personal accident and 

annuity insurance in the life sector, and fire, 

marine, liability, bond and other property 

insurance in the non-life sector. Any insurance 

business in the territory of Taiwan must be 

authorized by the MoF. Under the current 

regulatory regime, no composite insurance 

undertakings will be authorized. The licenses 

for life insurance and for non-life insurance 

are issued separately, but certain single-class 

business such as accident or health insurance 

can be authorized alone. 

In 1995, the total premium income of 

In Taiwan, the main pieces of legisla- the life insurance industry reached US$ 11.5 

2) In 1994, the world rank of Taiwan in the insurance intensity overview premium per capita 
was 25, and the rank in the insurance penetration premium as a percentage of GDP was 24. 
See generally Sigma, No.4/1996, Swiss Reinsurance Co. 
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billion3
, representing an increase of 13.50% 

over 1994. Of this total, 21.96% was the 

first-year premium income and 78.04% was 

renewal premium income. Among the classes 

of life insurance business in the market, 

pure life insurance accounted for 84.34% of 

the total premium income, accident insurance, 

9.36%, and health insurance, 6.30%.4 

In the non-life insurance sector, the total 

direct written premium reached US$ 2.8 

billionS, representing an increase of 9.25% 

over the previous year. Among the major 

classes of non-life insurance business in the 

market, motor insurance was far ahead of the 

others in terms of premium income, account­

ing for 58.57% of the total premium. The 

shares of the other insurance classes were: fire 

insurance, 21.14%, marine cargo insurance, 

5.82%, engineering insurance, 4.39%, marine 

hull insurance, 2.92%, aviation insurance, 

2.52%, and other casualty insurance, 4.64%. 

The gross loss ratio for the whole industry 

was 72.65% which was attributed to the 

deterioration of the motor business. Even a 

slight drop of 0.56% from 73.21% in 1994, 

it was still on the high side of the business 

cycle.6 

B.Evolution of the Market 
Opening-Up 

During the last decade, Taiwan has 

conducted a series of reforms with respect to 

the insurance sector. The most significant 

among them might be the opening-up of the 

insurance market to both domestic and foreign 

market entrants. 

During the period 1945 to 1953, 

Taiwan only had 5 non-life and 2 life 

insurance undertakings in total. In the 1950s, 

to cope with the economic development, the 

MoF lifted the restriction on application for 

establishing new insurance undertakings. By 

1962, the number of domestic non-life in­

surers had increased to 14, and life insurers 

to 9. After 1962, however, the MoF banned 

such an application based on some unknown 

reasons. 

In 1986, under the pressure from the 

USA, Taiwan was forced to open its insurance 

market to US insurance undertakings as a means 

to balance the trade deficit between the USA 

and Taiwan. Through their established 

branches, certain US insurance undertakings 

subject to specified requirements, could carry 

on insurance business in Taiwan. During 

3) 310,238 million in New Taiwan Dollar (NT$) (the approximate exchange rate of US$ to NT$ 
was 1:27). 

4) See Life insurance business in Taiwan 00 Fact Book 1995, The Taipei Life Insurance Association. 
5) The actual amount was NT$ 74,864 million. 

6) See Non-life insurance in Taiwan R.O.C. -- Fact Book The Taipei Insurance Association. 
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he period 1986 to 1991, more than 10 US 

. surance companies set up their branches in 

Taiwan. By the end of 1996, the total number 

of the admitted foreign insurer was 23, 

comprising 14 life insurers and 9 non-life 

insurers. 

Although the market entry control to 

foreign insurers had been liberalized to a 

certain extent, the prohibition upon the appli­

cations from domestic insurance companies 

still remained. This policy was severely 

criticized because the established insurance 

, 	undertakings had been overprotected for a 

long period of time. Finally, in 1992, the 

Criteria for Establishing an Insurance Com­

pany was stipulated to allow new local 

participants to enter into this market. At that 

time, another 9 new domestic insurance 

companies were authorized to carry on 

business. By the end of 1996, there were 33 

domestic insurance undertakings, comprising 

16 life insurance companies, 15 non-life 

insurance companies, 1 professional reinsur­

ance company, and 1 fishing vessels mutual 

insurance cooperative. From then on, the 

Taiwan insurance market became more 

competitive. 

As mentioned above, only US insurance 

undertakings, which are subject to certain 

limitations could enter this market. Other 

countries had not yet been granted such 

treatment. To cope with the requi- rements of 

the GATT (the WTO after 1997f and to 

promote the insurance market to a more 

competitive level, Taiwan had to open its 

market to non-US countries. Under such 

circumstances, the Regulation and Admission 

Criteria of Foreign Insurance Under- takings 

1994 (hereinafter RACFIU 1994) was conducted. 

Not only did it allow non-US insurance 

undertakings to enter the market as US 

insurers, but it also liberalized the conditions 

of admission. According to the RACFIU 1994, 

a foreign insurance undertaking may apply an 

admission to set up its branch in Taiwan for 

carrying on insurance business if it can meet 

the following requirements: 

(1) The applicant has had sound business 

operation performance and a secure financial 

capacity during the 3 years immediately prior 

7) It figured among the objectives of the Uruguay Round negotiations, conducted under the 
auspices of the General Agreement on th.e Tariffs and Trade (GATT), that was conducted in 
December 1993 with the adoption of the General Agreement on Trade in Services (GATS). 
Insurance was included in the GATS in the context of financial services. Further, it was 
agreed that the World Trade Organization (WTO) be established, which would compass the 
GATT, as modified by the Uruguay Round, all agreements and arrangements conducted 
under its auspices and the complete result of the Uruguay Round. See Insurance in 
developing countries: Privatization of insurance enterprises and liberalization ~ance 
markets, United Nations Conference on Trade and Development, May (1994) p20 UNTRADI 
SDD/INS/3IRev.1 
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to its application; 

(2) The applicant has no record of penal­

ties imposed on it as a result of material 

violations of the law within the last five years, 

and such fact needs to be verified by the 

competent authority of its home country; and 

(3) The minimum working capital for 

such a branch shall be no less than NT$ 50 

million. 

II. 	 Financial Regulation of 
Insurance in Taiwan and 
Associated Problems 

A. 	 Financial Regulation of In­
surance in Taiwan 

In addition to the opening-up of the 

market, the revision of the Insurance Law 1992 

and the relevant secondary legislation in recent 

years has had a significant effect on the 

development of the insurance market, par­

ticularly in fmancial regulation. To facilitate the 

discussion in the main issues of this article, it is 

essential to examine the context of the current 

insurane regulation. Under the current regu­

latory regime, the financial requirements of 

insurance regulation in Taiwan can be cate­

gorized into following items: 

1. Minimum Capital or Surplus 

The minimum required capital (for an 

insurance company) and initial fund (for an 

insurance cooperative) for each kind of 

insurance undertakings are to be approved by 

the Executive Yuan upon recommendation of 

the competent authority, by reference to the 

actual condition of local economy and the 

characteristics of each insurance business 

line. For establishing a domestic insurance 

company, the required minimum paid-in 

capital is NT$ 2 billion.8 For a foreign in­

surer, it shall appropriate a minimum work­

ing capital for each of its branch offices in an 

amount no less than NT$ 5 million. 9 

2. Solvency Margin 

Where the balance of the admitted asset 

less the liability of a domestic insurance . 

undertaking falls below the required minimum 

capital or initial fund, or the balance of a for­

eign insuranc;e undertaking's branch below 

the required minimum working capital, the 

competent authority shall order this domestic 

or foreign insurer to make up the difference in 

cash within a designed period of time. 'o 

3. Mandatory Deposit 

8) Sec. 139 of the Insurance Law 1992, Sec.2 of the Criteria for Establishing an Insurance 
Company 1992. 

9) Sec. 137(5) ofthe Insurance Law 1992, Sec. 8 of the RACFIU 1994. 
10) Sec. 143 of the Insurance Law 1992 and Sec. 26 ofthe RACFIU 1994. 
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An insurance undertaking shall lodge a 

mandatory deposit, in an amount equal to 15% 

of the total amount of the paid-in capital or 

initial fund, at the National Treasury. Such 

deposit will not to be returned until the 

cessation of business has been declared and 

the liquidation has been completed, pursuant 

to the relevant laws. I I 

4. Stabilization Fund 12 

To protect policyholders' interests and 

benefits and maintain financial stability, non­

, 	 life insurance industry and life insurance 

industry shall separately set up a stabilization 

fund. Each insurance undertaking shall make a 

contribution to the fund. The percentage of 

each contribution and the total amount of the 

fund shall be detennined by the competent 

authority, by referring to economic and 

financial development situation and actual 

need of insurance business. In addition, the 

use of the stabilization fund shall be limited to 

the following: 

(1) as a loan to an insurance undertaking 

which suffers from an operational difficulty, 

(2) as a low-interest loan to an insurance 

undertaking which suffers losses arising from 

purchasing the valid contracts of an bad-

operated insurance undertaking, or from a 

valid merger or change of organization, 

(3) when an insurance undertaking be­

comes insolvent, as the compensation to the 

policyholders for the unp.aid portion that they are 

entitled to claim based on a valid contract, and 

(4) as a tool to protect policyholders' 

interests or benefits, in any method approved 

by the competent authority. 

5. Premium Rate Control 

The premium rate fonnulas, which are 

used by insurance undertakings to calculate 

premium, shall be subject to approval by the 

competent authority .13 

6. Technical Reserves 

At the end of each business year, 

following the percentages or fonnulas deter­

mined by the competent authority, an in­

surance undertaking shall calculate and lodge 

various technical reserves for each class of 

insurance business. 14 

7. Investment Regulation l5 

Except otherwise provided by any other 

laws, the funds owned by an insurance 

undertaking, comprising owner equity and 

11) Sec. 141, 142 ofthe Insurance Law 1992. 

12) Such funds are known as "guarantee funds" in the USA. See Sec. 143-1-143-3 of the 


Insurance Law 1992. 
13) Sec. 144 of the Insurance Law 1992. 
14) Sec. 145, ibid. 
15) Sec. 146-146-5, ibid. 
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various kinds of reserves, shall be restricted Investment of real estate shall be limited 

to the following investments: 

(I) Deposit 

The amount of deposit in each financial 

institution may not be over 10% of total 

insurance funds. 

(2) Marketable Securities 

a. Government bond, treasury bill, sav­

ing bond; 

b. Financial bond, transferable certificate 

of deposit, banker's acceptances, banker's 

guaranteed commercial promissory notes, 

and other marketable securities permitted 

by the competent authority. The aggregate 

amount may not be over 35% of total in­

surance funds; 

c. Publicly issued corporate stocks and 

corporate bonds with at least 6% of average 

net profit rate after tax over the most recently 

three years. The aggregate amount of any 

insurance undertaking may not be over 35% of 

total insurance funds; and the aggregate 

amount of stock and bond issued by anyone 

company may neither be over 5% of total 

insurance funds, nor 5% of the capital of such 

an issuing company. 

d. Publicly issued beneficiary certificate 

of securities investment trust funds. The 

aggregate amount of such investment may 

neither be over 5% of total insurance funds, 

nor 5% of the gross amount of any issued 

certificate. 

(3) Real Estates 

to those can be used immediately and from 

which profits can be derived. The aggregate 

amount may not be over 19% of total insurance 

funds except those held for the insurer's 

own-use. But the real estate for own-use shall 

not be over total amount of owner's equity. In 

addition, every acquisition and disposal ofreal 

estate shall be appraised by a legitimate real 

estate appraisal organization. 

(4) Loans 

Loans shall be limited to the following 

items: loans guaranteed by banks, loans 

secured by real estate, loans secured by 

marketable securities (as defined above), and 

loans secured by life insurance policies (only 

for life insurance undertakings) 

For the loans of specific items, -the 

amount to each borrower may not be over 5% 

of total insurance funds; and total amount of 

such loans may not be over 35% of total 

insurance funds. 

For the loans of specific items which are 

lent to the responsible officers or employees, 

or to the persons who have interest connec­

tion with such officers or the employees in 

charge of loans, the relevant requirements in 

the Banking Law shall be applied mutatia 

mutandis. 

The total amount of the investment in 

the corporate stocks or bonds of anyone 

company, plus the loans secured by the same 

corporate stocks or bonds, may neither exceed 
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10% of total insurance funds, nor exceed 10% 

of the capital of the said company. 

(5) Foreign Investments 

The scope and contents of foreign 

investment shall be determined by the com­

petent authority. The total amount of 

investments may not be over 5% of total 

insurance funds. The competent authority 

may adjust ihis percentage by reference to 

the operation of insurance undertakings, but 

shall not be over 20% of total insurance 

funds. 16 

(6) Special Project or Public Investment 

After being approved by the com­

petent authority, insurance funds may be 

used for special project and public invest­

ment. 17 

8. Net Retention Control 

The sum insured to each single risk, 

after deducting the amount of reinsurance 

arranged therefrom, shall not exceed 10% of 

the total amount of the capital or initial 

fund, surplus, special reserves and retained 

profits of the insurance undertaking. 18 

B. 	 Problems Arising from the 
Current Financial Regula­
tion 

From the financial regulations mentioned 

above, certain problems may occur, then 

hamper the development of the market. These 

issues can be generalized under two major 

aspects: namely, capital adequacy and invest­

ment regulation. 

1. Capital Adequacy 

(l) As the current capital requirements 

adopt a fixed capital mechanism, actual 

business risks related to the operation of an 

insurer can not be recognized. It has been 

severely criticized because there is no flexible 

mechanism to decide or adjust the real 

adequate capital needed for an insurer. 

(2) Regardless of the actual operation or 

performance, unfair competition conditions 

16) 	Under the current Order stipulated by the MoP, foreign investment shall be limited to: I) 
foreign currency deposit, 2) purchase of foreign marketable security and 3) loan to foreign 
governrnents or to the entities guaranteed by foreign banks. The total amount of foreign 
investment may not exceed 5% of total inusrance funds. Recently, to promote the 
internalization and liberalization of insurance market, the MoP intends to raise the percetage 
from 5% to 10% and to expand the scope of foreign investment to permit insurers' 
investment on foreign insurance undertakings. 

17) Under the current regulatory Order stipulated by the MoP, most of such investment are 
guided to support governmental policies such as investment in the high technology 
industries, investment in public construction or development projects and loans to those 
without own-use residences. 

18) Sec. 147 of the Insurance Law 1992. 
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may arise from the different capital standards, 

particularly between the new insurers and the 

established ones. In practice, it is ironic that, 

while the established insurers are taking the 

majority of the business volume, their capital 

level is far below the high standard applied to 

new insurers. 

(3)The requirement of the solvency 

margin, representing the balance of the ad­

mitted assets less liabilities, causes a practical 

problem to new insurance undertakings. For 

example, because the admitted assets do not 

cover certain assets, such as office facilities, 

as soon as a new insurance undertaking sets 

up its office, even though no business has 

been written, its solvency margin will fall 

below the amount required. 

(4) It should be considered whether or 

not the requirement of mandatory deposit, 

which intends to provide an additional safety 

margin for policyholders, is necessary. It has 

been argued that such a high deposit level, 

15% of the paid-in capital, might hamper the 

primary functions of insurance capital. 

2. Investment Regulation 

(l)According to current investment 

regulation, an insurance fund is defined as the 

total of the owner's equity and various kinds 

of reserves. However, no separation is made 

between the "liability based funds" and the 

"capital base funds" which shall be subject to 

different investment restrictions because of 

their nature. It has been argued that it might 

~li+/\M 

cause an obstacle to the flexibility of the 

investment of the insurance funds. If the 

return of investment can not be achieved as it 

should be, policyholders might have to pay 

more for their insurance products because of a 

low rate of investment return. 

(2) In terms of the nature of insurance 

liabilities, life insurance differs greatly from 

non-life insurance. Thus, investment regula­

tion shall be required respectively regarding 

life insurance funds and non-life insurance 

funds. However, no such distinction can be 

found in the current requirement. 

With respect to the above problems, it is 

intended that some acceptable solutions can 

be submitted for further insurance reforms in 

the future. Thus, in the following context, 

certain fundamental principles related to these 

issues will be scrutinized, and the relevant 

requirements in the two most developed 

models, the EC and the USA, will be intro- I 

duced respectively. 

III. Issues Related to Insur­
ance Capital Adequacy 

A. Meaning of Insurance Capital 

Before discussing the capital adequacy 

issue, it is essential to define the meaning of 

capital and surplus as they are applied in the 

insurance sector. Following the Generally 

Accepted Accounting Principles (GAAP), 
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capital and surplus which are combined as 

net worth in the balance sheet and represent 

the excess of assets over liabilities. Never­

theless, with respect to the insurance sector, 

the capitalization structure of an insurance 

undertaking depends on its legal corporate 

form. 

In practice, stock companies and mutual 

companies are two most common legal cor­

porate forms used in an insurance market. By 

definition, a stock company raises its capital 

by issuing stocks and its net worth consists of 

a capital stock account and a surplus account. 

For a mutual insurer, no stocks are issued. It 

means that there is no capital stock account at 

all. Its capital component, therefore, is only 

represented by the amount in its surplus 

account. 

On the other hand, in terms of insur­

ance capital, the terminology may vary from 

country to country. For instances, in the USA, 

total net worth is often referred as the 

"policyholders' surplus" because the excess of 

asset over liabilities is available to pay policy­

holders' claims. In the EC, although the net 

worth is stated as "capital and reserves" on the 

harmonized balance sheet among the Member 

States, the mechanism of "solvency margin" 

is designed to ensure the capital adequacy of 

an insurance undertaking. In Taiwan, the 

statutory requirements of "capital and initial 

fund" are applied to stock companies and 

cooperatives respectively. 

To avoid unnecessary confusion, except 

in the occasions of discussing specific 

regulatory regimes, the term of "capital" will 

be used in this article to describe the concept 

of insurance capital which has various termi­

nology under different jurisdictions. 

B. Functions ofInsurance Capital 

Capital adequacy requirements can be 

treated as one of the most important com­

ponents of the financial regulation in insur­

ance. The strength and long-term viabi- Iity 

of an insurance undertaking is determined by 

its capital. In general, insurance capital has 

the following functions in the operation of 

insurance business: 

1. Financial capacity at the initial 
stage 

The primary function of insurance 

capital is to provide the financial capacity 

at the initial stages of the operation of an 

insurance undertaking. 19 Like other industries, 

insurance undertakings have to raise a certain 

amount of capital to support the costs and 

expenses of their establishment, such as the 

costs of new facilities, office furniture and 

computer systems. The greater an insurer's 

capital, the more flexibly it can possess to 

19) Kimball S.L., Insurance and Public Policy, (1960) p75. 
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cope with the changing demands in a com­

petitive market. 

2. Safety margin against unforeseen 

events 

Even though an insurance undertaking 

can grow in size from its business, the insur­

ance capital still functions as a financial 

buffer against unexpected increases in liabi­

lities and decreases in the value of assets. 

This is because there is the possibility of 

unforeseen loss events, such as catastrophes, 

investment failures. reserving errors, and 

price inadequacy. Insurance capital can cover 

the expenses and costs occurred in the process 

of an insurer's rehabilitation or liquidation, 

and. therefore, reduce the damages to the 

policyholders and the claimants to the mini­

mal extent. 20 

3. Supports for insurers' growth and 

underwriting activities 

Insurance capital can support growth and 

underwriting activities of an insurance under­

taking. The most typical form in this respect is 

the growth in the written business volume. 

What is unique a in an insurance transaction is 

that, under the specific statutory accounting 

principles (SAP) which adopts a conservative 

approach, the acquisition ex- penses must be 

recQgnized at the time of sale, rather than 

being proportioned into the duration of the 

insurance period. Under such circumstances, 

an insurance undertaking has to realize an 

operating loss on each policy as soon as it is 

sold. Insurance capital then becomes an 

essential part of an insurance undertaking to 

support its expansion and growth in its 

underwriting activities.21 

C . Relevant Systems in the 
Developed Models 

1. The EC Model 

Under the framework of EC insurance 

regulation, the supervisors in home Member 

States must ensure that their insurance un­

dertakings meet three minimum prudential 

standards regarding the financial regulation: 

namely, technical provision, solvency margin 

and guarantee fund. On one hand, technical 

provisions need to be calculated and reserved 

by an insurer to meet all its known liabilities 

to the policyholders. On the other, solvency 

margin and guarantee fund, which are de­

signed to maintain adequate insurance capital 

for both the initial establishment stage and 

business operational stage, are the most 

important components of the capital adequa­

20) See generally Klein R.W., Structural Change and Regulatory Response in the Insurance 
Industry, (1995) NAlC. 

21) Ettlinger K.H., Hamilton K.L. & Krohm G., State Insurance Regulation, (1995) pp131-132. 
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y requirem·ents. They can be concluded as 

low: 

(I) Solvency Margin22 

Solvency margin represents those assets, 

in addition to technical provisions, which an 

insurance undertaking must maintain as a 

measure against its business fluctuations. It 

consists ofooy insurance undertaking's assets 

that are free of all foreseeable liabilities, less 

any intangible items. Generally speaking, the 

level of solv~ncy margin is linked to the 

overall business volume of an insurance un­

dertaking conducted in the previous year 

throughout the EC, based on the experience of 

on premium or claims. In non-life insurance, 

the minimum solvency margin is determined 

on the basis either of the annual amount of 

premium or contributions, or of the average 

burden of claims for the past three financial 

years. The amount of the solvency margin is 

equal to the higher of the premium basis result 

at risk and mathematical provisions and taking 

into account reinsurance cessions to a certain 

extent.24 

(2)Guarantee Fund 

Besides the dynamic structure of solvency 

margin, the so-called guarantee fund 25 is 

provided to assist the operation of the 

solvency margin system. In effect, a 

guarantee fund constitutes one part of the 

solvency margin and represents the minimum 

capitalization requirement that insurance 

undertakings must possess before obtaining 

authorization to conduct business. An in­

surance undertaking must maintain its 

guarantee fund at a level corresponding to 

the higher of either one-third of the re­

quired solvency margin or a specified 

absolute level (minimum guarantee fund), 

which is denominated in European Cur­

rency Units (ECU) and determined subject 

to the classes of the risk it is licensed to 

and the claim basis result. 23 In life insurance, underwrite. 26 

it is determined according to the classes of The objective of the guarantee fund is to 

insurance underwritten, by reference to capital ensure not only that an insurance undertak­

22) The requirement of solvency margin corresponds roughly to policyholders' surplus (defined 
as total assets less total liabilities) maintained by US insurance companies, as an additional 
protective measure for policyholders in the event of unexpected or catastrophic losses. 

23) For the details, See Art.16 of the First Non-Life Insurance Directive (73/239/EEC). 
24) For the details, See Art. 19 of the First Life Insurance Directive (791267/EEC). 
25) The EC guarantee fund does not correspond to the guarantee fund in the USA which is 

provided by some states to protect claims against insurance insolvency. Instead, it 
corresponds more closely to the minimum capital and surplus standards imposed on 
insurance companies by the state insurance laws. 

26) In details, See Art. 17 of the First Non-Life Insurance Directive (731239/EEC) and Art. 20 of 
the First Life Insurance Directive (79/267/EEC). 

l 
259 


http:underwrite.26


ing possesses adequate capital when it is 

established, but also that in the subsequent 

course of business its solvency margin shall in 

no event falls below a minimum level of 

security. 

(3) Control Action of Supervisory Au­

thority27 

If the solvency margin of an insurance 

undertaking falls below the statutory minimum 

level, for the purpose of restoring its financial 

situation, the supervisory authority of the head 

office Member State shall require a plan for 

the restoration of a sound financial position 

for its approval. 

If the solvency margin falls less than the 

guarantee fund, which is defined as the greater 

of one-third of the solvency margin or the 

minimum guarantee fund, the supervisory 

authority shall require the insurance under­

taking to submit a short-term fmance scheme 

for its approval. The supervisory authority 

may restrict or prohibit free disposal of the 

assets of this insurer, and shall inform the 

authorities of other relevant Member State, 

and may request them to take the same 

measures. 

In any of the above occasions, the 

competent authorities may further take all 

measures necessary to safeguard the in­

terests of the policyholders. In implement­

ing these control actions, the supervisory 

authorities of other Member States should 

collaborate. 

2. The USA Model 

(1) Fixed Capital Requirement 

In the USA, the fixed capital requ­

irements have been specified in different 

state insurance laws to ensure that applicants 

seeking a license to conduct insurance 

business within the state jurisdiction have 

sufficient capital to support underwriting 

activity. The requirement of minimum capital 

and minimum surplus varies primarily accord­

ing to three factors: 1) the company legal 

form, 2) the lines of insurance that the 

company intends to underwrite, and 3) the 

state where the company is seeking for a 

license.28 Traditional fixed minimum capital 

and surplus standards typically range from 

US$500,OOO to US$ 6 million for those 

seeking multiple-line authorization.29 

Generally speaking, in the capital re­

quirements of most states, minimum capital 

and minimum surplus are provided separately. 

In addition, minimum surplus requirements 

for new insurers are usually stated separately 

from minimum surplus for existing insurers. 

27) See generally Art. 20 of the First Non-Life Insurance Directive (731239/EEC) and Art. 24 of 

the First Life Insurance Directive (79/267/EEC). 

28) Ettlinger K.H., Hamilton K.L & Krohm G., Supra note 21, pp156-157. 
29) Klein R.W., supra note 20. 
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For example, a new stock insurer must provide 

an "initial free surplus" which represents 

a specified amount of surplus above the 

"minimum statutory capital", but an exist­

ing stock insurer only needs to maintain a 

"minimum statutory basic surplus" to continue 

its insurance business. On the other hand, for a 

mutual insurers, because of no capital stock 

account, the concept of "minimum statutory 

capital" is therefore replaced by a "minimum 

statutory basic surplus". Nevertheless, except 

the "minimum statutory basic surplus", an 

additional "initial free surplus" must be 

provided by a new mutual insurer.3o 

(2) Risk-Based Capital System 

As insurance business involves assump­

tion of risk, the business risk on insurance is 

much more severe than on other business. The 

effect of market and financial risk on insurers 

are compounded by the additional risks they 

assume in their underwriting activities. 

As mentioned earlier, insurance capital 

can support the growth of an insurance 

undertaking, and work as a buffer against risk 

and uncertainty. A new insurance undertaking 

is not exposed to the compound effect of 

market, financial and underwriting risks. Thus, 

fixed capital requirements should be adequate 

for its operation. However, recognizing the 

increasing risks accompanied with the busi­

ness growth, an insurance undertaking must 

increase its capital to a certain extent to ensure 

capital adequacy for its business. Because 

fixed capital requirements can not respond to 

various risks inherent in the business, insur­

ance capital under such standards may be 

inadequate on certain occasions.31 

Addressing the problems inherent in 

traditional fixed capital requirements, the 

NAIC adopted model minimum risk-based 

capital (RBC) requirements for life insurers in 

1992 and for property/casualty insurers in 

1993, which are designed to correct the 

deficiencies of fixed capital standards. The 

objectives of the RBC requirements are to 

provide a standard of capital adequacy that: I) 

is related to risk, 2) raises the safety net for 

insurers, 3) is uniform among states, and 4) 

provides authority for regulatory action when 

actual capital falls below the standard32 

The RBC model develops an insurauce 

capitalization requirement based on the risk 

characteristics inherent to that insurer unique 

operations. For example, the RBC model for 

property/casualty insurers addresses four 

major categories of risk: 33 

30) Ettlinger K.H .. Hamilton K.L. & Krohm G .. supra note 21. pp 15-18. 

31) Ibid .. ppI57-158. 

32) Klein R.W. supra note 20. 

33) The risks addressed in the life/health RBC model are similar to the property/casualty model 
in some aspects and different in others, including: I) asset risk; 2) insurance Or pricing risk: 

3) interest risk; and 4) business risk. 
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1) Off-balance sheet risk -- which includes 

the risk associated with abnormal premium 

and reserve growth, investment in affiliates, 

and financial guarantees made on behalf of an 

affiliate. 

2) Asset risk -- which presents the risks 

associated with market volatility that can 

affect the value of an insurer's invested assets 

and the security of those investment. 

3) Credit risk -- which is related to the 

collectibility of the insurer receivables, in­

cluding reinsurance recoverables and agents' 

balances due the insurer. 

4) Underwriting risk -- which consists 

of a component for the net written premium 

risk which represents those risks associated 

with price inadequacy, when the loss 

exposure of assumed risks is deliberately 

(because of competitive pressure) or un­

intentionally mispriced. The underwriting 

risk also includes a net loss reserve and a 

loss adjustment expense risk component 

recog- nizing those risks associated with 

reserving errors. 34 

These risk categories are combined in 

accordance with a specific formula to deter­

mine the total RBC amount. A covariance 

adjustment is made to account for diver­

sification among major risk categories. The 

resulting adjusted total RBC amount is 

compared to an insurer's actual total adjusted 

~E.+j\M 

capital (T AC) to determine its RBC position. 

Insurers are required to report their RBC and 

TAC in their annual statements but the details 

of their calculations are filed in a confidential 

report.J5 

Under the Risk-Based Capital (RBC) 

for Insurers Model Act, specific duties are 

provided for both the insurer and the re­

gulators based upon the figures generated 

by the RBC formulas. Certain company and 

regulatory actions are required if an 

insurer's T AC falls below a certain levels 

of RBC. Under such a scenario, four 

different RBC levels have been established, 

including: 1) company action level, 2) 

regulatory action level, 3)authorized control 

level, and 4) mandatory control level. The 

respectiv~ actions are also required by the 

Act to meet each position between these 

levels. If an insurer's actual capitalization· 

is between the highest level (company 

action) and the second level (regulatory 

action), the insurer has to submit a 

comprehensive financial plan to the 

regulator containing proposals to correcl 

the company's financial problems. If at 

insurer slips between the second level anc 

the third level (authorized control), th( 

regulator can perform an examination 0: 

analysis as deemed necessary and thl 

insurer also needs to file a comprehensiv, 

34) Ettlinger K.H., Hamilton K.L. & Krohm G., supra note 21, pp158-159. 
35) Klein R. W., supra note 20. 
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financial plan. If the actual capitalization is 

between the third level and fourth level 

(mandatory control), the regulator can place 

the insurer under regulatory control but is 

not required to do so. If actual 

capitalization falls below the lowest 

threshold, the regulator is required to place 

the insurer under regulatory control. The 

authorized control level is considered as the 

minimum capitalization level that an insurer 

should maintain. 36 

Several benefits can be found within 

the RBe capitalization system. Firstly, it 

provides consistency among the states with 

respect to the insurance capitalization re­

quirements. Secondly, it reflects an esti­

mation of actual risks to which an insurer is 

exposed rather than to apply a fixed capi­

talization level regardless of the insurer's 

specific operations. Thirdly,. it establishes 

specific responsibilities for both regulators 

and insurers if the required capitalization 

levels are not maintained. J7 

D. Suggestion 

Under the current regulatory regime 

introduced earlier, the capital requirements in 

Taiwan consists of three main components, 

namely the minimum statutory capital or initial 

fund, the solvency margin, and the mandatory 

deposit. 

According to the Insurance Law 1992 

and the related By-laws or Regulations, the 

minimum statutory capital for setting up a new 

domestic insurance company is NT$ 2 billion 

(about US$ 74 million); for a foreign insurer's 

branch, a minimum working capital of NT$ 50 

million (about US$ 1,850,000) is required. All 

authorized insurance undertakings must lodge 

mandatory deposits, in an amount equal to 

15% of the total paid-in capital or initial fund, 

at the National Treasury. On the other hand, at 

the operational stage, the solvency margin, 

which represents the balance of the admitted 

assets less the liability of an insurance under­

taking, must be maintained by each insurer. 

For a domestic insurer, the solvency margin 

can not fall below the required minimum 

capital or initial fund, i.e. NT$ 2 billion; for a 

foreign insurer, not below its working capital, 

i.e. NT$ 5 million. 

However, in the real world, certain 

practical problems have already occurred or 

might stem from these capital requirements, 

such as the inflexibility of the fixed capital 

requirements, the unequal treatments among 

different types of insurance undertakings, and 

the controversy of a mandatory deposit. After 

examining two most developed models in the 

world, the following suggestions are submitted 

as possible solutions to these problems. 

36) Ettlinger K.H., Hamilton K.L. & Krohm G., supra note 20, pp 160·161. 

37) Ibid., p 161. 
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1. Various dynamic business risks 

should be recognized in the 

capital requirements. 

Regarding the capital adequacy require­

ments in the EC and the USA, statutory fixed 

capital requirements can no longer adequately 

respond to the actual business situation of an 

insurance undertaking. Thus, certain dynamic 

risk factors associated with the operation of 

the insurance business have been recognized 

in these requirements. 

If we judge the relevant requirements of 

Taiwan from their appearance, it seems that 

Taiwan has constructed a comprehensive 

system to ensure the capital adequacy of 

insurance undertakings because it contains a 

minimum statutory capital and a solvency 

margin. However, if we examine the mech­

anism of the solvency margin, we can find that 

the solvency margin, which needs to be 

maintained to a specific fixed level, is equal to 

the minimum capital, rather than flexibly 

reflecting the actual business situation in 

which an insurance undertaking is involved. 

This is why many newly established insurance 

companies encounter a dilemma that they have 

to increase their capital at the initial stage 

although they have comparatively few business 

written. 

To cope with the practical situation in 

the insurance market, by referring to the 

models of the EC or the USA, the current 

fixed capital system has to be supplemented 

with a flexible capital mechanism. 

2. Certain capital requirements 

need to be revised or repealed. 

Certain capital requirements have to be 

revised or repealed, such as that the amount 

of minimum statutory capital has to be 

reduced, that the minimum required capital of 

each insurance class shall be provided 

respectively and that mandatory deposits shall 

be repealed. 

Although insurance capital can ensure 

financial security and contribute significantly 

to the growth of an insurance undertaking, 

high quantity of insurance capital does not 

defmitely guarantee the safety and efficiency 

of an insurance undertaking. If the insurance. 

capital can not be operated to achieve its 

primary functions, the associated costs tend tc 

be transferred indirectly to the policyholders 

It means that, through the increased costs 0 

buying insurance, policyholders' interests migh 

be impaired by some unnecessary governmenta 

regulation. 

The minimum capital for a new insUl 

ance company in Taiwan reaches to NT$ 

billions (around US$ 74 million). In oth. 

major countries ofAsia, the absolute minimU! 
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capital per company - translated at 1995 ex­

change rates - are well below US$ 4 million, 

except in China (where it is approximately 

US$ 20 million) and South Korea (around 

US$ 10 million).38 On the other hand, 

compared with other developed countries, 

such as New York State or the EC, where the 

market scales are much larger than Taiwan, 

the amount is still much higher, no matter in 

what business classes. 

In fact, the amounts of insurance capital 

were determined by the MoF based on an 

extremely conservative and conventional app­

roach. From the viewpoint of the regulators, as 

long as the level of minimum statutory capital 

is high, financial solidity can be secured and 

policyholders' interests can be protected. 

As discussed earlier, the major purpose 

in requiring a minimum statutory capital is to 

cover the costs and expenses. at the initial 

stage and to support its underwriting to a 

certain extent. As to the other relevant asso­

ciated risks at the operational stage, they could 

be dealt by means of dynamic capital mech­

anisms, such as the solvency margins in the 

EC and the RBC in the USA. If a flexible 

capital mechanism is adopted suggested, it 

appears awkward to require an insurer to 

tender a "huge" capital for its initial establi­

shment. Therefore, it seems necessary to 

reduce the amount of fixed-sum capital to the 

extent that it can carry out the basic functions 

and will not deviate far from the international 

level. 

In addition, under the Insurance Law 

1992, an insurance company which carries 

only on a specific class of business can be 

authorized. As each class of insurance busi­

ness involves a different market and business 

risks, particularly in the non-life sector, it 

seems more reasonable if the minimum capital 

for each insurance class can be provided 

respectively. This is why the minimum 

capitals for the insurers in the EC and the USA 

are subject to the insurance classes they are 

authorized. Thus, it is submitted that the 

quantitative amount of minimum capital 

should be required respectively in accordance 

with the classes of insurance business. 

Moreover, in the EC, mandatory de­

posits are no longer required by the insurance 

legislation. The necessity of a mandatory 

deposit is not as important as before for the 

same reason as discussed with respect to the 

adequacy of insurance capital. In effect, the 

requirement of mandatory deposits can no 

longer provide any significant policyholder 

protection, but might actually impair the 

interests of policyholders. This is because 

such deposits are usually to be reserved in the 

places required by laws or appointed by the 

competent authority and, therefore, the basic 

38) Swiss Re., Sigma No.611996. 
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functions of insurance capital are hampered. 

To some extent, the costs related to such 

misallocation of resources will probably be 

imposed invisibly on the policyholders. Acc­

ordingly, it is suggested that the current re­

quirements in respect to mandatory deposit 

should be repealed. 

IV. Issues Related to Inves­
tment Regulation 

A. Objectives and Possible Ad­
verse Effects of Investment 
Regulation 

1. The objectives of investment 

regulation 

There are three distinct purposes behind 

the regulation regarding the investment of 

insurance undertakings: (1) to protect policy­

holders (consumers), (2) to direct the flow of 

insurance funds towards what governments 

perceive as economically desirable ends, and 

(3) to prevent insurance companies from exer­

cising undue influence within the financial 

sector as a whole. 

(1) Policyholders protection 

Following the justification of public 

interest, it is generally agreed that the basic 

principle of investment regulation imposed 

on insurance undertakings should be tc 

maximize yield so far as is consistent witt 

the absolute safety of the insurance funds. 39 

The restrictions on the investment choices 0 

insurance undertakings are implemented so a: 

to reduce the probability of insolvency, and tl 

minimize the costs to the policyholders i 

insolvency does occur. This is becaus 

insurance premiums are paid by policyholder 

in advance and, there- fore, the prudenti~ 

management of insurance funds is essenti, 

before contingent insurance payment is r~ 

ceived by the policyholders. This concern . 

particularly significant in the life insuranc 

sector because of the longer term nature j 

life insurance contracts, the larger size I 

investment funds, and the nature of the: 

funds representing the long-term saving oft! 

public to a certain extent. 

(2) Directing the flow of insurance func 

Insurance possesses the function of capi1 

accumulation and mobilization, especially 

the life insurance sector. Since insuran 

undertakings can control a sizable proporti 

of capital, many countries seek to influen 

the direction of these funds in the pursuit 

some public policies. 

This sort of investment regulation m 

have a variety of particular purposes, su 

as ensuring that an adequate flow of fur 

is available to finance public and privi 

39) Kimball, supra note 19, p129. 
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capital expenditure programs, keeping funds 

invested in the domestic economy, and fin­

ancing the budgetary deficits of government. 

Under such circumstances, the large accumu­

lation of an insurance fund is thus harnessed 

to the achievement of public objectives, 

rather than the original objective of the safety 

and maximum yield for the fund itself. 40 

(3) Reducing a potential concentration of 

power within the financial sector 

i In this century, the assets of insurance 

industry have had a significant impact on the 

process of capital formation and the capital 

structure of enterprise. Therefore, the invest­

ment of an insurance fund must be controlled 

with careful concern against its potential 

serious distortion.41 

In order to prevent insurance under­

takings from abusing their considerable 

financial resources to influence the financial 

markets, in most countries, the limitations 

regarding the investment of insurance un­

dertakings have been imposed by the go­

vernments. These restrictions not onIy have 

curtailed the ownership of non-insurance 

financial enterprises, but also inhabited 

diversification within the insurance sector 

itself. However, most countries allow in­

40) Ibid. P 143. 
41) Ibid. p250. 

surance undertakings to bypass these restric­

tions by way of a holding company mech­

anism.42 

2. 	The possible adverse effects of 
investment regulation 

While the imposition of the constraints 

on investment choices of an insurance un­

dertaking may help to reduce the probability 

of insolvency, it should be realized that some 

costs may be associated with these constraints. 

Most of the associated costs occur in the life 

insurance sector and can be summarized as 

below:43 

(1) To impose the costs on policyholders 

If investment regulation causes insur­

ance undertakings to adopt verified invest­

ment policies which are significantly 

different from what they would otherwise 

adopt, the lower rate of return of such 

investment holdings may cause a higher price 

of insurance. It means that the associated 

costs of investment regulation may be 

transferred to insurance consumers, directly 

or indirectly, through the sale of insurance 

products. 

(2) To undermine the security of an 

insurance undertakings 

42) Dickinson G.M., "The Regulation of Investment Policies of Insurance Companies within the 
DECO: An overview". in Policy Issues in Insurance, Organization for Economic Co­
opeartion and Development (DECO) (1993) p218. 

43) Ibid. pp245-246. 
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In some countries, unnecessary restric­

tions on the investment of the capital base 

funds44 will undermine the long-term security 

of an insurance undertaking. This arises 

because the capital base will tend to grow at a 

lower rate than would otherwise have been the 

case. This problem that is compounded by the 

fact that the cost of raising new external 

capital will also increase as expected pro­

fitability will be lower. 

(3) To obstruct the innovation of life 

insurance products 

Product innovation in life insurance is 

closely linked to the flexibility of the invest­

ment of insurance funds. The greater the 

flexibility, the greater will be the potential 

scope for product innovation. In other words, 

more investment choices can usually give life 

insurance undertakings the flexibility to 

supply a wider range of savings products to 

their consumers according to their prefer­

ences. If strict investment regulation is 

adopted, life insurance under- takings may be 

exposed in a disadvantageous position while 

competing with other suppliers of long-term 

savings or investment products such as 

investment banks or mutual investment funds. 

(4) To impact the mobilization of long­

term saving 

The life insurance industry is an impor­

tant vehicle for mobilizing long-term personal 

savings in an economy. Such an ability comes 

from three characteristics: "First, life insurance 

is usually actively marketed. Second, the 

contractual nature of the life insurance arr­

angement means that consumers are more 

likely to maintain their saving commitment for 

a long period of time, especially since there are 

penalties for early withdrawal. Third, life 

insurance contracts are aimed at segments of 

population which are less likely to invest 

directly in the capital market, either because 

the size of their funds are available for 

investment is small and/or because their 

financial awareness is limited." 45 

If investment regulation reduces the 

ability of life insurance undertakings to offer 

attractive saving products, the mobilization 

of long-term saving in life insurance may 

therefore be impaired. 

To achieve the aforesaid objectives and 

reduce unnecessary associated costs, it is 

essential to analyze the nature of an insurance 

fund before we examine the issues regarding 

investment regulation. In the following discus­

sions, the relationship between the nature of 

insurance funds and the investment regulation 

44) A detailed discussion with respect capital base funds will be addressed in the following 
section. 

45) Dickinson G.M., supra note 42, p246. 
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I be examined respectively in the non-life 

i the life sectors. 

,Nature of Insurance Funds 

An insurance fund, which can be used 

investment by an insurance undertaking, 

mes from two main sources: the policy­

,lder liabilities and the capital base. 

Policyholder Liabilities 

Whether in the non-life sector or the life 

.ctor, the portion representing policyholder 

abilities fonus the majority of an insurance 

llld. These policyholder liabilities are owed 

y insurance undertakings to their policy­

olders, and are prepared to meet future 

laims from either the policyholders or their 

,eneficiaries. Generally speaking, this kind of 

nsurance funds can be perceived as thers' 

imds" because they have to be reserved for 

)olicyholders rather than being owned by the 

nsurance undertakings. 

(l) Non-life Insurance 

In the non-life insurance sector, policy­

holder liabilities consist of three major types 

of technical reserves, namely, unearned 

premium reserves, loss reserves, and volun­

tary reserves. 

I) Unearned premium reserves 

Unearned premium reserves, which equal 

the unearned portion of the gross premiums of 

all outstanding policies at the time of valuation, 

arises because most insurance premiums are 

paid by policyholders in advance. 

2) Loss reserves 

"Loss reserves measures the insurer 

estimated liability for unpaid claims and 

settlement expenses as of the valuation date. 

It includes the amount of liability for the 

claims reported and adjusted but not yet 

paid, the claims filed but not yet adjusted, 

and the claims incurred but not yet reported 

(IBNR)".46 

3) Voluntary reserves 

Unlike the previous two types of re­

serves which are required by law, voluntary 

reserves are voluntarily lodged by insurance 

undertakings. In the non-life insurance sector, 

equalization reserves or claim fluctuation 

reserves, which are used to counter the fluct­

uation of loss experience, are good examples. 

In some countries, equalization reserves, which 

usually bear some relationship to the size of 

policyholder liabilities, are required by 

legislation. This kind of reserves can be 

perceived as "a form of quasi-capital, hav­

ing a financial character between that of 

policyholder liabilities and the capital 

base."47 

With regard to the funds representing 

these reserves, a reasonable non-life insurance 

undertaking, will have a significant proportion 

46) Mehr R.L, Cammack E. and Rose T., Principles ofInsurance, 8th ed. (1985) p693. 
47) Dickinson G.M., supra note 42, p212. 
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of their investments with a fairly high degree 

of liquidity. The reason is that the level of the 

future claim payments in non-life insurance 

can not be accurately predicted, and therefore 

an non-life insurer may encounter extraor­

dinary underwriting fluctuation, both in terms 

of timing and in the amounts of settlement. 

Under such circumstances, adequate amounts 

of cash need to be available because either it 

must indemnify the losses promptly or its "net 

cash flows"48 may be breached due to cata­

strophe or loss accumulation. 

(2) Life insurance 

The most important reserve for policy­

holder liabilities of an life insurer is the policy 

reserve. "It measures the amount which 

together with future net valuation premiums 

and interest will produce the exact amount 

needed to pay all policy obligations as they 

become due if the mortality experienced and 

interest earned precisely as assumed. "49 

Other kinds of reserves for policyholder 

liabilities include the reserves for the claims 

reported but not yet paid, plus those incurred 

but not yet reported. As life insurance claims 

are reported and settled promptly, these 

~li+/\W:I 

reserves are of secondary importance and 

relatively small.50 

In general, the terms of policyholder 

liabilities in the life insurance sector have a 

much longer duration than those in non-life 

insurance, particularly in the business which 

relates to long-term saving and retirement 

provision. This means that the time horizon 

for investing policyholder funds can be much 

longer than that for non-life insurance. On the 

other hand, the expectation of cash flows is 

much more stable because premiums inflows 

can depend on a weighted average of past 

sales and claims and other cash outflows can 

be more actuarially predictable. In such a 

scenario, life insurance companies do not 

normally have a major concern with pre­

cautionary liquidity within investment port­

folios. 51 

In some circumstances, however, there 

can be a concern for precautionary liquidity 

arising from other promises that they have 

made to their policyholders. This can arise if 

the insurance company has incorporated high 

guaranteed "surrender values"52 into its con­

tract, especially if there is also an option of 

48) Net cash flow, which represents the difference between inflows (premium, investment returns 
and other incomes) and outflows (claims, expenses and other outgoes) of an insurance 
undertaking, is normally the insurer's first line of defense against the claims. 

49) Mehr R.I., Cammack E. and Rose T., supra note 46, p695. 
50) Ibid., p699. 
51) Dickinson G.M., supra note 42, p215. 

52) The saving component of life insurance policies, called non-forfeiture value, is available to 
policyholders who want to surrender their policies. In such an event, the non-forfeiture value 
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"policy-loanst!53. 

In recent years there has been a rapid 

growth of "linked-lifet!54 contracts in a num­

ber of developed markets. Such contracts 

possess quite different characteristics from 

traditional life insurance contracts. As a 

matter of fact, insurance companies which 

supply such life insurance products face no 

investment risks at all because policyholders 

carry all of the risks themselves. 

2. Capital Base 

As discussed earlier, insurance capital 

represents the total net worth, i.e. the di­

fference between assets and policyholder 

liabilities, of an insurance undertaking. In terms 

of fund source, the capital base of insurance 

funds can be termed as "own- funds" because it 

is owned by an insurance undertaking itself 

rather than other legal entities. 

It should be noted that, since the capital 

base is the asset deducted by policyholder 

liabilities, its value will depend critically on 

the valuation basis used to measure assets and 

policyholder liabilities. In most countries, the 

statutory capital requirements provide that 

assets and policyholder liabilities should be 

valued in a more conservative method than 

other businesses are. 

Generally speaking, whether in the non­

life sector or in the life sector, the capital base 

can be divided into two main items, minimum 

statutory capital and free capital. Minimum 

statutory capital is the level of capital 

requirement that an insurance company must 

maintain under local legislation to ensure 

minimum financial security. Free capital, on 

the other hand, is the amount in excess of the 

minimum statutory level.55 

Considering the nature of a capital based 

insurance fund, the investment regulations for 

such a fund are less constrained and defensive 

than those for policyholder liabilities in most 

developed countries. They can be invested in 

financial assets that are expected to yield 

higher rates of return, even though they may 

possess more default and liquidity risk. 

Nevertheless, the priority attached to earning a 

high rate of return needs to be considered 

because, as mentioned earlier, capital base 

can be termed as surrender value. 
53) Policyholders can use their policies, the nonforfeiture value, as a guarantee to borrow from 

their insurers an amount which can be equal to around surrender value. 
54) Link-life insurance means that a life insurance policy is linked with an investment portfolio 

from which policyholders, not insurers, assume the investment risks. For example, in 
variable life insurance policies, insurers permit policyholders to distribute their premium and 
cash value among two or more investment portfolios. Regardless of the investment 
performance, the insurers guarantee the minimum death benefits, rather than the amount of 
cash value. See generally Williams C. A. Jr. and Heins R. M., Risk Management and 
Insurance, 6th ed.( 1989) McGraw-Hili, p540. 

55) Dickinson G.M., supra note 42, p213. 
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also concerns with the ultimate buffer against 

very large potential claims and serves to 

finance the long term growth of the business. 

C. Relevant Systems in the De­
veloped Models 

1. The EC Model 

Under the framework of the Ee insur­

ance regulation, insurance funds consist oftwo 

kinds of assets, namely "the assets covering 

the technical provisions"s6 and "the assets co­

vering solvency margin". The respective rules 

applicable to the valuation of these assets are 

also provided in the Ee Insurance Directives7 . 

Regarding the assets covering the 

technical provisions, the Ee harmonizes the 

types of assets which may be used to cover 

technical provisions. Its context is to set out a 

list of permitted assets, to contain a set of 

basic rules on the spread, valuation, locali­

zation and matching of such assets, to ensure 

the diversity, safety, yield, and marketability 

of the investments by imposing limits in 

~li+J\Wl 

certain types of assets, and to remove a· 

number of restrictions currently imposed by 

Member States. 

On the other hand, the Ee provides that 

the solvency margin is represented by the 

insurers' assets which are "free of any 

foreseeable liabilities less any intangible 

items." In other words, the assets in excess of 

those representing technical provisions are not 

subject to the same investment rules applied to 

the assets representing technical provisions, 

and they can be invested in a more flexible 

way. 

(I) Assets Representing Technical Pro­

visions 

1) Acceptable Assets 

With respect to the investment of assets 

covering technical provisions, the Ee Insur­

ance DirectivesS8 give board guidance on the 

investment of assets representing technical 

provisions. Such assets are to be invested in 

such a way as to achieve "safety, yield and 

marketability". These investments will also 

have to be "diversified and adequately 

56) Insurance companies in the EC must maintain sufficient assets as technical provisions to 
cover all underwriting liabilities. The EC prescribes guiding principles rather than detailed 
rules for Member State supervisors to calculate technical provisions requirements. 
According to the Insurance Company Accounts Directive (9l/674/EEC), technical 
provisions include following items: 1) Unearned premiums provision (Art. 25); 2) Life 
assurance provisions (Art. 27); 3) Claim outstanding (Art. 28); 4) Provision for bonuses and 
rebates (Art. 29); 5) Equalization provision (Art. 30); and 6) Other technical provisions (Art. 
26). 

57) See generally Art. 20-22 of the Third Non-life Insurance Directive (92/49/EEC) and Art. 
20-23 of Third Life Insurance Directive (92/96/EEC). 

58) Art. 20 of Third Non-life Insurance Directive and Art. 20 of Third Life Insurance Directive. 
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spread". Based on these principles, the EC 

Insurance Directives59 provide that the home 

Member State must restrict acceptable assets 

to three categories: investment, debts and 

claims, and others. In the category of in­

vestment, there are five items can be treated 

as acceptable assets: 

(a) debt securities, bonds and other money 

and capital market instruments; 

(b) loans; 

(c) shares and other variable yield parti­

cipation; 

(d) units in undertakings for collective 

investment in transferable securities (DCITS) 

and other investment funds; 

(e) land, buildings and immovable pro­

perty rights. 

Notwithstanding the above categories of 

assets, the home Member State must lay down 

more detailed rules fixing the conditions for 

the use of acceptable assets. In this connec­

tion, it may require valuable security or 

guarantee, particularly in the case of debts 

owed by reinsurers. In the determination and 

the application of the rules which it lays down, 

the home Member State shall ensure the 

following principles are complied with:60 

-- assets covering technical provisions 

shall be valued net of any debts arising out of 

their liquidation; 

-- all assets must be valued on a prudent 

basis, allowing for the risk of any amounts' not 

being realizable. In particular, tangible fixed 

assets other than land and buildings may be 

accepted as cover for technical provisions only 

if they are valued on the basis of prudent 

amortization; 

-- loans, whether to undertakings, to 

States authorities or, international organi­

zations, to local or regional authorities or 

natural persons, may be accepted as cover for 

technical provisions only if they are sufficient 

as to their security, whether these are based on 

the status of the borrower, mortgages, bank 

guarantees or guaranteed granted by insurance 

undertakings or other forms of security; 

-- derivatives instruments such as op­

tions, futures and swaps in connection with 

assets covering technical provisions may be 

used in so far as they contribute to a reduction 

of investment risks or facilitate efficient 

portfolio management. They must be valued 

on a prudent basis and may be taken into 

account in the valuation of the underlying 

assets; 

-- transferable securities which are not 

dealt in on a regulated market may be 

accepted as cover for technical provisions only 

if they can be realized in the short term; 

-- debts owed by and claims against a 

third party may be accepted as cover for 

59) Art. 21 ofThird Non-life Insurance Directive and Art. 21 of Third Life fnsurance Directive. 
60) Ibid. 
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technical provisions only after deduction of all 

amount owed to the same third party; 

-- the value of any debts and claims 

accepted as cover for technical provisions 

must be calculated on a prudent basis, with 

due allowance for the risk of any amounts 

not being realizable. In particular, debts 

owed by policyholders and intermediaries 

arising out of insurance and reinsurance 

operations may be accepted only in so far as 

they have been outstanding for not more than 

three months; 

-- where the assets held include an in­

vestment in a subsidiary undertaking which 

manages all or part of the insurance under­

taking's investments on its behalf, the home 

Member State must, when applying the rules 

and principles laid down in this Article (Art. 

21), take into account the underlying assets 

held by the subsidiary undertaking; the 

Member State may treat the assets of other 

subsidiaries in the same way; 

-- deferred acquisition costs may be 

accepted as cover for technical provisions only 

to the extent that this is consistent with the 

calculation of the technical provision for 

unearned premium (or mathematical provi­

sions). 

2) Investment Restrictions 

To ensure diversification and spread of 

investment, EC Insurance Directives61 further 

provides a set of admissibility rules which 

contains the principal restrictions on the 

investment of the acceptable assets. These 

rules specify the maximum percentage which 

is allowable for investment in a wide range of 

assets. Generally speaking, insurer should 

invest no more than: 

-- 10% of total gross technical provisions 

in anyone piece of land or building, or a 

number of pieces of land or building close 

enough to each other to be considered effec­

tively as one investment; 

-- 5% of total gross technical provisions 

in shares and other negotiable securities 

treated as shares, bonds, debt securities and 

other money and capital market instruments 

from the same undertaking, or in loans granted 

to the same borrower, taken together, the loans 

being loans other than those granted to a State, 

regional or local authority or to an 

international organization of which one or 

more Member States are members. This limit 

may be raised to 10% if an undertaking invests 

not more than of its gross technical provisions 

in the loans or securities of issuing bodies and 

borrowers in each of which it invest more than 

5% of its assets; 

-- 5% of total gross technical provisions 

in unsecured loans, including 1% for any 

single unsecured loan, other than loans granted 

to credit institutions, assurance undertakings 

61) Art. 22(1) of Third Non-life Insurance Directive and Art. 22(1) of Third Life Insurance 

Directive. 
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and investment undertakings established in a 

Member State; 

-- 3% of total gross technical provisions 

in the fonn of cash in hand; and 

-- 10% of total gross technical provisions 

in shares, other securities treated s shares and 

debt securities, which are not dealt in on a 

regulated market. 

In addition, the absence of a limit on 

investment of any particular category does not 

imply that assets in that category should be 

accepted as cover for technical provisions 

without limit. The home Member States shall 

lay down more detail~d rules fixing the 

conditions for the use of acceptable assets. In 

particular it must ensure, in the detennination 

and the application of those rules, that 

following principles are complied with:62 

-- assets covering technical provisions 

must be diversified and spread in such a way 

as to ensure that there is no excessive reliance 

on any particular category of asset, investment 

market or investment; 

-- investment in particular types of assets 

which show high level of risk, whether be­

cause of the nature of the asset or the quality 

of the insurer, must be restricted to prudent 

levels; 

-- limitations on particular categories of 

asset must take account of the treatment of 

reinsurance in the calculation of technical 

provisions; 

-- where the assets held include an in­

vestment in a subsidiary undertaking which 

manages all or part of the insurance under­

taking's investments on its behalf, the home 

Member State must, when applying the rules 

and principles laid down in this Article (Art. 

22), take into account the underlying assets 

held by the subsidiary undertaking; the 

Member State may treat the assets of other 

subsidiaries in the same way; 

-- the percentage of assets covering 

technical provisions which are the subject of 

non-liquid investment must be kept to a 

prudent level; 

-- where the assets held include loans to 

or debt securities issued by certain credit 

institutions, the home Member State may, 

when applying the rules and principles in this 

Article, take into account the underlying assets 

held by such credit institutions. This treatment 

may be applied only where the credit institu­

tion has its head office in a Member State, is 

entirely owned by that Member State and/or 

that State's local authorities and its business, 

according to its memorandum and articles of 

association, consists of extending, through its 

intennediaries or of loans to bodies closely 

linked to the State or to local authorities. 

62) Art. 22(2) of Third Non-life Insurance'Directive and Art 22(2) of Third Life Insurance 
Directive. 
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(2) Assets Representing Solvency Margin 

The EC Insurance Directives63 provide 

that the solvency margin is represented by the 

insurers assets free of any foreseeable liabi­

lities less any intangible items. Under such a 

scenario, the rules of the acceptable assets and 

investment restriction would not be applied to 

the investment of the assets representing the 

solvency margin of an insurance undertaking. 

In particular, the solvency margin cor­

responding to the assets of an insurance 

undertaking free of any foreseeable liabilities, 

less any intangible items, shall include the 

following: 

-- the paid-up share capital or, in the 

case of a mutual insurance undertaking, the 

effective initial fund plus any members' 

account which meet certain criteria; 

-- one half of the unpaid share capital or 

initial fund, once the paid-up part amount to 

25% of that share capital or fund, 

-- reserves (statutory reserves and free 

reserves) not corresponding to underwriting 

liabilities, 

-- any profits brought forward, 

-- in the case of mutual or mutual-type 

association with variable contributions, any 

claim which against its member by way of a 

call for supplementary contribution, within the 

financial year, up to the specific limits, 

-- at the request of and on the production 

of proof by the insurance undertaking, any 

hidden reserves arising out of the undervalue 

of assets, insofar as those hidden reserves are 

not of an exceptional nature, 

-- cumulative preferential share capital 

and subordinated loan capital may be included 

but, if so, only certain limited amounts and 

subject to prescribed conditions. 

2. The USA Model-- New York State 

Investment regulation in the USA varies 

widely among the states, although the National 

Association of Insurance Commissioners 

(hereinafter the NAIC) seeks to reduce such 

variation.64 Investment regulations in most 

states are concerned with both quantitative and 

qualitative restrictions, including classes of 

investment, portfolio distribution among 

approved items, amount of security required 

for authorized items, percentage of each 

invested items, percentage of admitted assets 

that may be invested in a single corporation, 

percentage of admitted assets in a single issue 

of a corporation, the source of investmenl 

funds, etc. 

63) Art. 24 of Third Non-life Insurance Directive and Art. 25 of Third Life Insurance Directive. 
64) 	In 1991, because of junk bond problems of Executive Life and several other insurers, the 

NAle adopted a model regulation (the investment model law) restricting an insurer to no 
more than 20 percent of its assets in non-investment grade bonds, with additional restrictions 
on the proportions of assets in the lower grade categories. See generally Klein R. W., supra 
note 20. 
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Historically, the extraterritorial applica­

tion of the New York Insurance Law has had a 

significant influence on investment regulatory 

practice. The relevant legislation of New York 

state can, perhaps, provide us with an illu­

stration of the common structure of insurance 

investment regulation in the USA. Although 

still subject to specific limitations in different 

events, the assets which can be invested by an 

insurance undertaking can generally be 

categorized into the following groups: 

(1) The investment of the required mini­

mum capital or the minimum surplus is subject 

to the most severe restrictions. 

According to the New York Insurance 

Law65 
, before investing its funds in any other 

investment, every domestic insurer shall invest 

an amount equal to the greater of the minimum 

capital or the minimum surplus to policy­

holders only in investment of the types 

specified below which are not in default as to 

principal or interest. Investment equal in value 

to such amounts and of such types shall at all 

times be maintained free and clear from any 

security interest, other than as impressed upon 

a deposit with any government within the 

United States or upon trusted assets held in 

trust for the security of all policyholders and 

creditors of the insurers. 

Not less than 60% of the amount of the 

required minimum capital or surplus invest­

ments shall consist of the classes specified in 

items (a) and (b) hereof: 

(a) Obligations of the United States or 

any agency thereof if guaranteed as to prin­

cipal and interest by the United States. 

(b) Direct obligations of this state or of 

any county, district or municipality thereof. 

(c) Direct obligations of any state of the 

United States. 

(d) Specified mortgage loans. 

(2) The investment of the required re­

serves is less strict than those assets repre­

senting minimum capital or minimum surplus. 

In New York state, the reserve invest­

ments of a domestic insurer authorized to 

make an investment should consist of the 

following: (a) government obligations, (b) 

obligations of institutions, (c) preferred or 

guaranteed shares, (d) trustee' or receivers' 

obligation, (e) acceptances and bills of ex­

change, (0 mortgage loans, (g) real property, 

(h) foreign investments, (i) shares and obli­

gations of housing companies and corpora­

tions acquiring income-producing property, 0) 
shares of a federal home loan bank, (k) 

development bank obligations, (I) shares or 

accounts in savings and loan, and building and 

loan, associations, (m) common shares, (n) 

postal services obligations or community faci­

lities project guaranty fund, (0) production 

payments, (p) shares and obligations of 

65) Sec.l402, ibid. 
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mortgage companies, (q) transportation equip­

ment obligations and certificates, (r) personal 

property, and (s) adequately secured noncor­

po rate obligations.66 

In addition, regarding the investments 

which do not qualifY or which are not 

permitted under the aforesaid items, a leeway 

provision may be applied as long as the 

aggregate cost of such investments do not 

exceed 4% of the admitted assets of the 

insurer at last year-end, and the investments on 

common share or voting shares are subject to 

the certain specific restrictions.67 

(3) The investments of the assets of 

insurers apply different rules and limita­

tions. 

The assets of a domestic insurer that is 

authorized to make investment, in addition to 

investment otherwise authorized, may be in­

vested in the following classes of investments, 

subject to specific limitations: (a) govern­

mental obligations, (b) obligations and pre­

ferred shares of American institutions, ( c) 

obligations secured by real property or 

interests therein, (d) real property or interests 

therein, (e) personal property or interests 

therein, (f) equity interests, (g) foreign invest­

ments, and (h) other investments.68 

Beside the above restrictions upon the 

classes of investment, there exist certain 

limitation on the percentage of investment. For 

example, no domestic insurer shall have more 

than 10% of its admitted assets invested in, or 

loaned upon, the securities of anyone 

institution. However, such limitation shall not 

apply to the classes of governmental obliga­

tion eligible for minimum capital or surplus 

investment, nor to investment in shares of 

other insurance companies.69 

Furthermore, based on the different 

natures of life and non-life insurance funds, 

there are different rules applied to life 

insurers and non-life insurers respectively. 

Life insurers are largely restricted to invest­

ing in high-grade bonds and mortgages with 

a fixed rate of return. For example, a New 

York domestic life insurer can only invest 

the items categorized in the minimum capital ' 

or surplus investment (group 1), assets in­

vestment (group 3) and policy loan.70 Never­

theless, such restrictions are not applied to 

non-life insurers. 

D. Suggestion 

In Taiwan, under the current investment 

regulation, an insurance fund consists of 

66) Sec. 1404, ibid. 
67) Ibid. 
68) Sec.1405, ibid. 
69) Sec. 1409, ibid. 
70) Sec.1403(I)(a).lbid. 
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equity (capital base) and various technical 

reserves (policyholder liabilities), and its 

investment is restricted to specific items and 

limitation. Obviously, the investment regula­

tion adopts a conservative approach to protect 

insurance funds against management abuse. 

From the viewpoints of most regulators, insur­

ance funds should be prudentially preserved 

for policyholders and should not be impaired 

by any imprudent investment. Under such a 

scenario, the whole system has been designed 

to prevent insurance insolvency, because such 

failing would cause chaos in the economic 

sector, or even in the social and political 

sectors.7
I 

Indeed, financial security of an insurance 

undertaking is an important issue of insurance 

regulation because it is highly concerned with 

public interest. But it is not its only objective. 

As mentioned above, insurance investment 

regulation may achieve other objectives, it is 

the regulators' duty to reach a balance among 

these objectives to achieve maximum benefit 

and avoid adverse effects. If regulators focus 

only on one specific objective and ignore 

others, it will be difficult to achieve a 

comprehensive and efficient regulation. 

Knowing this, it seems necessary that the 

current investment regulation should be 

revised in a more liberal approach to meet the 

practical needs of the business, and to cope 

with international trends. According to the 

discussion above, several suggestions are 

provided as below: 

1. 	A distinction should be made 
between capital base and poli­
cyholder liabilities of insuran­
ce funds. 

Regarding the developed models intro­

duced above, the investment regulations disting­

uish between the investments those can be held 

against policyholder liabilities and those against 

the capital base of the insurance company. In the 

EC, the acceptable assets representing the 

technical provisions (policyholders liabilities) 

and the investment regulations for such assets 

tends to be more restrictive. Assets representing 

the solvency margin (capital base) is recognized 

in a more general way and, therefore, less or no 

restriction is applied to such investment. In 

contrast, in New York, the investment of the 

required minimum capital or the minimum 

surplus is subject to the most severe rules. The 

investment of policyholder reserves is compara­

tively less restricted. 

Following the EC model, it seems more 

appropriate that the policyholder liabilities 

funds should be subject to the most restrictive 

investment rules as it comes from policy­

holders and is reserved for the payments of 

future claims. The capital base funds, with the 

71) A similar evidence is that a huge fixed capital is required for a new insurance company 

without any adjustable reasons. 
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exception of its functions as insurance capital, 

can be invested with less restriction because 

such funds represent the equity of an insurer. 

In other words, an capital base fund can be 

invested more flexibly and liberally because it 

is owned by an insurer itself, not by others. 

Moreover, free capital, which represents the 

capital in excess of the minimum statutory 

level, should be given highly flexible invest­

ment because it is voluntarily reserved by an 

insurer. 

In Taiwan, all insurance funds are 

commonly subject to the same investment 

regulatory rules, regardless of their nature and 

the source. For the reasons given above, it is 

suggested that a distinction between policy­

holder liabilities and capital base should be 

made and the concept of free capital should be 

recognized. 

2. 	 Investment regulation regard­
ing life insurance funds and 
non-life insurance funds should 
be differentiated. 

As discussed earlier, non-life insurance 

and life insurance business generate different 

types of financial liabilities and, hence, 

involve different types of investment risks. In 

countries with a more liberal investment 

regulation, such as the UK, there is no 

distinction in investment regulation between 

non-life and life insurance. It is logical that the 

governments of such countries consider that 

insurance companies will recognize such di­

fferences in their investment policies. In the 

countries with a detailed system of investment 

regulation, there are differential regulations 

with respect to the investment of life and 

non-life insurance funds.72 

Currently, Taiwan applies the same 

investment regulations to both life insurance 

and non-life insurance. For the following rea­

sons, it seems more appropriate to introduce 

differential investment regulations, in respect 

to life and non-life insurance funds, into the 

insurance regulatory regime: 

(1) In practice, investment risks may 

vary dramatically in different classes of 

business. Normally, non-life and life insurers 

will adopt different strategies to deal with their 

investments because of the nature of their \ 

financial liabilities. 

(2) Under the current regulatory struc­

ture, no composite insurance undertakings can 

be authorized and separation between non-life 

and life insurance business is strictly enforced. 

The purpose of such a separation is to prevent 

two kinds of insurance funds being mingled 

within an entity because of their different 

natures. 

(3) Historically, Taiwan has always 

adopted a detailed regulatory system for 

72) Dickinson G.M., supra note 42, p223. 
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plementing its insurance regulation. There­

:ore, it will be appropriate that the difference 

tween non-life and life insurance funds is 

recognized by the government in regulation, 

rather than by the regulated insurance under­

takings. 

3. 	 The investment choices avail­
able to the insurance industry 
should be liberalized. 

During the past two decades there has 

been a trend towards a greater liberalization 

of the restrictions imposed on insurance 

company investment choice. This liberali­

zation process has come about because (1) 

governments and supervisory authorities have 

recognized that insurance companies operate 

within changing commercial and capital 

market conditions; (2) governments are under 

the pressure from local insurance industries, 

who have successfully demonstrated that 

policyholders would gain rather than lose 

from liberal rules; (3) regulators have 

recognized that default risks can be reduced 

through well-diversified portfolios. As a 

result, the scope of admissible financial assets 

has been expanded and quantitative and 

qualitative limits in investment have been 

relaxed. Insurance companies have been 

allowed to invest more freely in various 

financial vehicles, including a limited degree 

of trading in futures and in other derivatives 

allowed in some deve\oped markets.1> 

For an emerging market, the liberaliza­

tion of investment restrictions in the insurance 

sector depends on three requisite factors: the 

local capital market, the investment skills and 

the strength of domestic currency. In the long­

term, when a local capital market develops, 

investment skills increase and the domestic 

currencies strengthen, then the restrictions can 

be liberalized. 74 In Taiwan, the insurance 

market has already been able to match these 

environmental requirements to some extent. 

However, compared with the developed mo­

dels, the investment choices of Taiwanese 

insurance undertakings are still very limited, 

particularly in the sector for the marketable 

securities and financial products. 

Undeniably, some derivative financial 

products are not available in the local capital 

market at the current stage. However, since 

foreign financial derivative products have 

already been permitted to trade in the market75, 

and developing the financial market to an 

international level is an important govern­

73) Ibid. p227. 
74) Ibid. p248. 
75) In July 1992, the Foreign Future Trading Law was promulgated and became effective in 

January 1993. Under the Law, a framework for the regulation of trading in both foreign 

financial and commodity derivative products was created. 

281­

l 

http:liberalized.74


~1i+j\M 

mental policy, it can be expected that some 

local derivative financial products will be 

developed and traded as foreign ones in the 

immediate future. 

On the other hand, certain new financial 

products in the developed financial markets 

can assist insurers to deal with the catastrophe 

risks which exceed the available underwriting 

capacity of the insurance and reinsurance 

markets76 
• It is also expected that such finan­

cial products will be introduced into the 

Taiwan insurance market, because they can be 

used to deal with the problems of the extraor­

dinary underwriting results and the lack of 

underwriting capacity in the non-life insurance 

market. 

Accordingly, in order to cope with 

international trends and bring the insurance 

market to a more developed level, it is sug­

gested that, on a prudential basis, some deriva­

tive instruments such as options, futures and 

swaps may be used in an insurance investment 

if they can contribute to a reduction of in­

vestment risks or facilitate efficient portfolio 

management. 

Conclusion 

To continue the economic prosperity, 

Taiwan has to develop its insurance market 

and promote it to an international level. In the 

process of market internationalization, the 

liberalization of current requirements in insur­

ance regulation is essential and inevitable. It 

means that insurance regulation should be 

reformed to meet the global trend of libera­

lization. Knowing this, Taiwan has conducted 

a series of insurance regulatory reforms, 

particularly in the aspect of market entry 

control. 

Financial regulation in the insurance 

sector is intended to limit the degree of 

insolvency risk and protect policyholders and 

society in general. It might be the most 

significant but is not the only objective of 

insurance regulation. Insurance regulators, 

therefore, have a responsibility to justifY 

different objectives in deciding upon the most 

appropriate regulatory policies. Due to the 

political, economic and social background, 

Taiwan used to apply an extremely conser­

76) 	In the USA, the potential losses from catastrophe risks such as storm and earthquake, 
currently exceed the available underwriting capacity in the insurance and reinsurance 
markets. Trading catastrophe risks can no longer remain limited to the insurance markets. It 
is now spreading to the broader financial markets. The first attempt was made by the Chicage 
Board of Trade (CBOT) which launched futures on catastrophe loss indices and related 
options at the end of 1992. ]n New York, several investment banks are currently developing 
models for securitization of catastrophe risks in cooperation with insurance companies in 
order to place such risks directly with investors in the form of securities. See generally 
Sigma No. 5/1996, Swiss Re. 

-282­



~ 

/\+-R1:f.+=~ ~f*~~!IZat1j1i:-itlltf1j~!I1JiID 

vative approach to its insurance regulation, 

and emphasized too much on the objective of 

poJicy- holder protection. Regardless of the 

positive and adverse effects, many require­

ments in financial regulation stemming from 

such an approach cause problems in the 

market and become obstacles to internationali­

zation and liberalization. As shown in this 

article, the issues relating to the aspects of 

capital adequacy and investment regulation are 

good examples for this respect. 

After examining the relevant systems in 

the EC and the USA, some suggestions are 

provided. With respect to the capital adequacy 

issues, it is submitted that various dynamic 

business risks associated with the operation of 

insurance business should be recognized. A 

flexible capital mechanism, therefore, should 

be added to the current capital requirements. 

In addition, certain capital requirements need 

to be revised, including : I) the minimum sta­

tutory capital has to be reduced to a reason­

able level; 2) the minimum required capital 

of each insurance class shall be provided 

separately; and 3) mandatory deposits should 

be canceled. 

On the other hand, regarding the invest­

ment regulation issues, it is suggested that I) 

a distinction should be made between capital 

base and policyholder liabilities in the insur­

ance funds; 2) investment regulations regard­

ing life insurance funds and non-life insurance 

funds should be differentiated; and 3) that 

investment choices available to the insurance 

industry should be liberalized. 

It is hoped that the discussions and 

suggestions provided in this article are able to 

contribute to the success of insurance regula­

tory reform in Taiwan. 
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