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1- INTRODUCTION

One of the highly important topics that has captured the attention of economists over the past decades is the role
and significance of the financial system in the economic growth of countries. Financial markets control a considerable
volume of a country’s financial capital. The insurance industry is a crucial component of financial markets, and today,
its importance and substantial role in economic growth and overall societal welfare are evident. Insurance, as an
industry within the financial sector, plays a compensatory and supportive role in the economy of any country.
Additionally, insurance is one of the most essential institutions in the financial market, providing not only confidence
and security but also facilitating the expansion of productive activities through the establishment of reserves.
Therefore, stability and efficiency in the insurance industry are essential for a country’s economy as a financial market.

Starting from the second half of the eighteenth century, with the emergence of economic ideas within the classical
school and their subsequent development, the significance of market mechanisms in improving the business
environment and achieving public welfare became more pronounced. A century later, the founders of the neoclassical
school, using a more scientific and reasoned language, reaffirmed the irreplaceable role of market mechanisms in
enhancing the overall well-being of society and efficiently utilizing its resources. Competition within the framework
of market mechanisms will drive businesses to constantly seek optimal utilization of available resources. This means
achieving the best production from the least resources at the lowest cost and continuously focusing on innovation and
introducing advanced products to attract more customers, ultimately leading to increased sales and profits. This
process not only eliminates inefficient intermediaries who squander society’s resources but also enhances the interests
of efficient businesses. Furthermore, it contributes to the increased well-being and satisfaction of consumers of goods
and products. Since the sum of the welfare of producers and consumers constitutes the overall welfare of society, the
ultimate result of market mechanisms is the promotion of public welfare.

However, in theoretical terms, market mechanisms are contingent upon the existence of conditions that lead to
efficiency, productivity, and optimal resource allocation, ultimately contributing to greater economic welfare for
society. If these conditions are absent, market mechanisms practically fail to operate, resulting in what is commonly
referred to as a market failure. Factors such as monopolies, non-competitive markets, public goods, externalities, and
information asymmetry are among the causes of market failure.
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The insurance market falls into the category of markets where the free behavior of participants (insurers and
policyholders) does not necessarily lead to efficiency and is susceptible to market failure. Some factors that contribute
to the failure of the insurance market include external effects, incomplete and asymmetric information, and insufficient
competition. For instance, the phenomenon of incomplete and asymmetric information can lead to inefficiencies in
the insurance market, and regulatory measures can help reforming it.

Insurance companies and policyholders require information about the counterparties to make informed decisions
regarding insurance transactions. Both insurers and policyholders face the challenge of information asymmetry, which
cannot be resolved without government intervention and regulatory assistance. In these circumstances, what is
commonly referred to as the “principal-agent problem” arises.

The principal-agent problem stems from the differing motivations of insurers and policyholders, as well as the
difficulty faced by the principal (policyholder) in monitoring and controlling the behavior of the agent (insurer).
Insurers seek to maximize profits and the value of their company, while policyholders aim to maximize the support
and benefits received under their insurance contracts. The policyholder pays premiums, and the insurer holds funds to
pay for contractually obligated claims.

The issue of information asymmetry occurs in two stages: before the contract (adverse selection) and after the
contract (moral hazard). Adverse selection typically arises due to information asymmetry between insurers and
policyholders before the contract is formed. For example, the policyholder may be aware of their own health conditions
and medical history, while the insurer lacks this information. In such cases, if the insurer decides to set a uniform rate
for all individuals, those who are in better health will opt out of the market (as they perceive the rate as unfair).
Ultimately, only individuals in significantly poor health will remain, causing losses for the insurer and destabilizing
the market.

Adverse selection refers to the hidden behavior of an insured party in the insurance market, resulting from
insufficient vigilance against risk or excessive consumption of compensatory services provided by the insurer
(compared to the time before having insurance). This situation occurs due to the inability of the insurer to fully monitor
the precautionary behavior of the insured. For example, an individual who insures their home completely against fire
or theft may lack motivation to purchase fire extinguishing equipment or alarms. Adverse selection can also occur in
the opposite direction.

The insurer may choose to refrain from fulfilling their commitments or take on additional financial risk that
jeopardizes their ability to meet contractual obligations. Insured parties can attempt to monitor the behavior of their
insurer and, if necessary, take legal actions to protect their interests. However, this can be costly and likely beyond
the capacity of many small policyholders. In a legal dispute, an insurer may have significantly greater resources and
bargaining power compared to a small policyholder. Therefore, regulatory bodies can argue that they can provide
assurance to policyholders that insurers will uphold their contractual commitments.

Market failures in insurance markets can occur due to information asymmetry and issues arising between principals
(insurers) and agents (policyholders). These failures can lead to suboptimal decisions by insurers and insured parties,
increased risk of insolvency, and market abuse. Regulatory efforts to reduce information asymmetry can improve
these market failures.

The concept of market failure provides justification for government intervention through regulatory measures to
enhance social welfare. The government has the ability to utilize public resources and exercise executive powers to
grant benefits (or disadvantages) to industries. The government can act as a potential opportunity or threat for any
industry. Through policy-making processes and legislative enforcement, the government can establish a framework
to advance political or social objectives. Economic regulations encompass actions available to the government,
allowing it to impose taxes, provide subsidies, or directly enforce legal and administrative controls.

To explain the rationale behind government regulation, various theories have been proposed by economists. The
first theory is the theory of public interest, which considers regulation essential for establishing an effective and
efficient governance system. It emphasizes the need for a regulatory system and the role of the government in
correcting market distortions. This theory primarily focuses on the benefits derived from the existence of regulatory
institutions and highlights how these institutions contribute to safeguarding public welfare. However, the perspective
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that emphasized the existence of regulation and the necessity of government intervention in economic markets based
on market failure came under attack from various quarters in the 1970s.

Many practitioners viewed regulation as benefiting the industry under regulation and its stakeholders, rather than
benefiting the general public. From the viewpoint of these perspectives—recognized as the theory of regulatory
capture and its extended form, the economic theory of regulation—regulation becomes a product of conflicting
interests among powerful groups seeking to utilize their power tools for greater gains, rather than a benevolent
endeavor aimed at enhancing efficiency. These alternative theories challenge the government’s rationale for
regulation, considering it fraught with pitfalls and significant drawbacks. Consequently, they oppose the establishment
of a regulatory system. According to these theories, rent-seeking and powerful actors have strong incentives to exploit
the capacities of regulatory institutions, given their extensive and diverse powers. As a result, most regulators fall
under the influence of rent-seeking and powerful entities, effectively becoming captured by them. In such
circumstances, their performance often contradicts the intended purpose for which they were established.

While the first category of theories does not dismiss criticisms raised by the second category of theories, proponents
argue that the solution to this problem lies not in abandoning regulatory institutions but in designing mechanisms that
prevent their capture. They advocate for independent and impartial functioning of regulators.

Additionally, Shleifer (2005) introduced the theory of “regulatory enforcement” alongside the theories of public
interest and regulatory capture. This theory, with a pragmatic and non-ideological perspective, examines the trade-off
between the social costs of market failure and the costs of government intervention. It investigates the optimal type of
government intervention in various markets. According to this theory, four different strategies exist to achieve social
objectives:

1-Market Discipline: In this strategy, despite a transparent environment, market participants voluntarily refrain from
engaging in certain violations to maintain their reputation and credibility.

2-Private Litigation: Individuals can seek justice through complaints and legal action.

3-Regulation and Oversight: This strategy involves setting rules and monitoring them through regulatory
institutions.

4-Government Provision: The government directly enters the market to secure public welfare.

Each of these strategies has different social costs associated with market failure and government intervention. Social
decision-makers aim to minimize the combined social costs by selecting an optimal strategy or a specific combination.
Consequently, unlike the perspectives of public interest theory and regulatory capture theory—which examine the
need or lack thereof for regulation in a general sense—this theory assesses the optimal strategy and determines whether
regulation is necessary on a case-by-case basis. It considers the social costs of market failure and government
intervention separately for each market, regardless of ideological views, adopting a pragmatic and situational
approach.

In fact, in this perspective, the principle of need and the extent of using regulatory mechanisms do not follow the
global standard pattern and are contingent upon contextual factors, including the political system, economic structure,
and legal frameworks. In other words, regulation requires a native model that aligns with the overall national
governance system to the maximum extent.

2- PURPOSE

In the Iran’s insurance industry, multiple regulations have been established during different periods. Therefore, it is
worth discussing the reasons behind the implemented regulations in the country’s insurance industry, considering the
relevant literature on regulatory theories. In other words, which regulatory theory provides a better explanation for
insurance regulation in Iran? Have the implemented regulations been in line with the public interest or are they a result
of stakeholder groups’ efforts to achieve their own goals?



V¥ bl 5 5l YO o lods FY 0,90 ( gobaidl o> doliidils  YVF

3- METHODOLOGY

To this end, the fundamental regulatory theories have been examined, and the process of regulation in Iran’s
insurance industry has been studied. Subsequently, based on evidence, the theory that best aligns with the reasons
behind the implemented regulations in Iran’s insurance industry has been identified.

4- FINDINGS

Analyses have shown that the theory of public interest provides the most suitable framework for explaining the
regulatory requirements in Iran’s insurance industry.

5- CONCLUSION

The purpose of this study is to examine the reasons behind regulatory arrangements in the Iranian insurance industry
from the perspective of regulatory theories. Understanding these reasons leads to a more accurate evaluation of the
established regulations, which will be effective in the process of legal reforms. In other words, clarifying whether the
existing regulations in the Iranian insurance industry serve the public interest and address inefficiencies and societal
benefits or cater to the interests of stakeholders will provide a framework for the path and process of regulatory
reforms. Reviewing regulatory theories and existing studies in this field indicates that all industry regulations cannot
be justified solely based on one introduced theory. However, it can be said that these regulations are more aligned
with which theory. Considering the trend of regulation in the Iranian insurance industry, it can be concluded that the
implications of the public interest theory are most evident in the context of the industry’s most important regulatory
arrangements and their underlying reasons.

Given the diversity of insurance fields, for a more precise and detailed examination, it is possible to separately
investigate this matter for each insurance branch. Considering significant differences between business lines, a general
application of these theories can be better tested. Furthermore, the application of regulatory theories can be focused
solely on a specific law under examination.

Keywords: government intervention, market failure, insurance industry, regulation, public interest theory.
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