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Executive Summary

Since the late 18th century, states have exercised
virtually exclusiveregulation of the property-casualtyand
life insurance industries. A recent rash of insolvencies,
however, has called into question the ability of state regu-
lators to supervise insurers doing interstate business and
the capacity of state guaranty funds to reimburse policy-
holders for losses resulting from insolvencies.

The purpose of this report is to inform policymakers
of the options availablefor improving state solvency regu-
lation of the property-casualty and life insurance indus-
tries. The report examines the entire range of issues in
state solvencyregulation, includingregulatory accounting
and finance, the role of reinsurance, multistate insurance
holding companies, state liquidation proceedings, and
state guaranty funds. The study identifies 18 areas in
which state solvency regulation could be improved, de-
scribes state efforts to implement needed reforms, and
examines several federal proposals for reform.

The number and size of insurer insolvencies have
increased dramatically. For example,the number of prop-
erty-casualty insurer insolvenciesrose from four in 1980
to 25in 1985, and, nationwide, the guaranty fund assess-
ments rose from $19 million in 1980 to $292 million in
1985. Life/health guaranty fund assessments tripled from
$154.8 million in 1990 to $469.7 million in 1991. Some
estimates place the cost of the recent failure of Executive
Life of Californiaat $400 million per year over five years.

These figures have prompted callsfor federal regula-
tion of the insurance industries. Among the problems in
state regulation of insurance noted by the Congress and
the U.S. General Accounting Office are differences in
quality due to disparities in resources and regulatory phi-
losophy, inconsistent solvency laws and the failure of
states to coordinate their efforts, the failure of state regu-
lators to enforce their solvency laws in a timely fashion
and to pursue wrongdoers, the failure or inability of states
to oversee holding companies and foreign reinsurers, and
insufficient capacity of state guaranty funds.

Congressional proponents of federal regulation pro-
pose various forms of intervention. For example, a bill
introduced by Sen. Howard M. Metzenbaum in 1991
would create a federal insurance regulatory commission
with authority to certify state insurance departments.
Without federal certification, a state could not issue a
license to insurance companies engaged in interstate
commerce. In order to become certified, a state insurance
department would have to adopt certain uniform mini-
mum federal standards. The certification program would, in
effect, transform state regulators into administrators of a

federal program. A bill introduced by Rep. John D. Dingell
in 1992 would establish an independent federal agency to
regulate insurers that choose a federal license. Accordingto
the Dingell bill, federally licensed insurers would remain
subject to certain state laws, including those regulating un-
fair trade and claims settlement practices. Yet, because the
Dingell bill would give the federal agencybroad authorityto
preempt all state laws, the ability of states to enforce their
laws would be questionable.

Stateshave countered the callsfor federal regulation
of insurance by pointing to recent efforts to tighten state
regulation. Many states have passed laws that address
areas of weakness. For example, recent investigations
identified several factors, such as the use of unregulated
managing general agents to underwrite insurance, that
contributed to large property-casualty insurer failures.
States responded by adopting laws to license managing
general agents and to prohibit companiesfrom delegating
their underwriting function to such agents.

Tothe extent that some insurance problems spill over
state lines, the National Association of Insurance Com-
missioners (NAIC) has established a program to accredit
state insurance departments that have adopted certain
uniform model laws to ensure solvency and have met
certain standards for staffing. NAIC believes that this
program will produce a nationwide insurance regulatory
system. Other NAIC effortsto overcomethe limitedjuris-
dictional reach of state regulators include the establish-
ment of a centralized working group to monitor the finan-
cial health of large multistate insurers. The National
Conference of Insurance Legislators has drafted aninter-
state compact that would centralize and coordinate the
administration of state liquidations and guaranty funds.

This study concludes that proposals for federal regu-
lation of insurance are premature. Therecent savingsand
loan crisisand continuing bank defaults serve aspowerful
reminders that federal supervision has not eliminated
industry failures, whether those failures result from insuf-
ficient regulatory resources, lack of regulatory will, indus-
try manipulation of the political process, or fraud. All of
these problems were present in the recent crises in our
depositoryinstitutions. Although there have been failures
in state insurance regulation for similarreasons, all of the
state regulatory lapses combined have not produced a
taxpayer bill comparable to the federal bill (over $500
billion) for the savings and loan crisis. Given the present
effortsof states, individuallyand collectively, to seek solu-
tions to serious regulatory problems, the substitution of
federal for state regulation appears unwarranted.
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Findings and Recommendations

FINDINGS

1. Stateshave long demonstrated a commitment to effective
and efficient regulation of insurance.

States have been virtually the sole regulators of the
insurance industry since the establishment of the first
state insurance department in 1851.The historical record
demonstrates that, since the mid-19th century, states
have experimented activelywith various regulatory mech-
anisms, ranging from laws regulating rates, solvency, and
liquidation to the establishment of guaranty funds to pro-
tect policyholders. Regulatory innovations by individual
states, such as the establishment of risk-based capital
standards, are nowbeing refined for adoption by all states.
Current regulatory innovationsinclude the establishment
of central working groups to identifyand monitor nation-
ally significant troubled companies.

2. Insolvencies among insurance comparnies have risen in re-
centyears, The amount of money assessed by state guaranty
funds topay for insolvenciesas increased as well.

Historically, life company failures and guaranty fund
assessmentshave been low. For example, from 1975to 1982,
those assessments averaged $6.2 million a year. Recently,
however, life company failures have increased significantly.
For example, life guaranty fund assessments tripled from
$154.8 million in 1990 to $469.7 million in 1991. The problem
of insolvency of life companies is not limited to small com-
panies. In April 1991, the California Department of Insur-
ance seized Executive Life Insurance Company of Califor-
nia. Assessments for Executive Life of California could
reach $400 million per year over fiveyears. Althoughit isdif-
ficult to find a trend in the number and size of property-
casualty insolvencies, guaranty fund assessments have been
significant in recent years. From 1986 through 1991, 106
property-casualty companies failed, and guaranty fund
assessmentstotaled $3.3billion. Studies suggest that the in-
solvency of a large national property-casualty insurer could
exceed the guaranty fund capacity of most states.

3. Althoughthe historyand current status of state regulation
of insurance demonstrates a record of strength, some ar-
eas could be improved.

Some of the areas in which state regulation could be

a.

improved include:

Adoption of tighter regulatory controls on rein-
surance, including

(i) limitations on the conditions under which a
reinsurer may rescind its contract with insol-
vent insurers,

(iiy limitations on the conditions under which
balances due from an insolvent insurer can
be offset against the amount the reinsurer
owes as reimbursement for the liabilities of
the insolvent insurer, and

(iif) limitations on the use of cut-through clauses
that grant some policyholders special treat-
ment by allowing them to receive payments
directly from the reinsurer without comply-
ing with state liquidation procedures;

Adoption of minimum capital and surplus re-
quirements that are related to risk (risk-based
capital requirements);

Adoption of methods to increase the efficiency of
field examinations and decrease the delays in
their completion;

Restrictions on the extent to which fronting can
be used to circumvent state licensure and regula-
tory requirements;

Adoption of uniform liquidation and guaranty
fund laws to

(i) mitigate disagreementsamong state guaran-
ty funds as to which fund must pay a particu-
lar claim, and

(ii) decrease the ability of multistate policyhold-
ers to engage in forum shopping by bringing
their claimsto the state guaranty fund that
offers the broadest coverage;

Adoption of more meaningful investment stan-
dards for life insurance companies.

Introduction of market disciplineinto state guar-
anty fund plans by limitingthe guaranty fund cov-



erage that is provided to policyholders with net
high worth and requiring that a portion of the
plan’s cash be based on prior assessments;

h. Adoption of laws requiring public disclosure of
situations in which insurers recover their guaran-
ty fund assessments by state tax offsets and/or
policyholder surcharges and publicizing the ef-
fects of such recoveries on state revenues and/or
the price of insurance, respectively;

i. Adoption of more effective regulations of trans-
actions between insurers and their parent and
among insurers and their affiliates; and

j. Adoption of measures to increase the capacity of
state guaranty funds. To do so:

(i) statescould increase their assessment limits to
at least 2 percent, or all states could increase
their assessment limits beyond 2 percent,

(ii) states could reduce guaranty fund coverage
by, for example, restricting payments to all
policyholders to 80 percent of state maxi-
mums, or excluding/limiting coverage for
policyholders with high net worth,

(iii) states could adopt a partially prefunded
guaranty fund program, and/or

(iv) state guaranty funds could jointly establisha
reinsurance or excess insurance mechanism.

4. Toimprovetheirability to regulatethe insuranceindustry,
the states created the National Association of Insurance
Commissioners(NAIC).A4s an instrumentfor coordinat-
ing state regulation of insurance, NAIC has both
strengths and weaknesses.

With the formation of the National Association of In-
surance Commissioners in 1871, states began to coordi-
nate their regulatory efforts by, for example, adopting
uniform accounting standards, model laws, and regula-
tions. Recently, NAIC established an accreditation pro-
gram to strengthen state solvency regulation. To become
accredited, a state must comply with NAIC’s financial
regulation standards. NAIC has identified 16 model laws/
regulations that a state must adopt before becoming ac-
credited. An accreditation team tests compliancewith the
NAIC standards by reviewing a state insurance depart-
ment’s laws and regulations, past examinationreports, or-
ganizational and personnel policies, and assessing the de-
partment’s levels of reporting and supervisory review. If
adopted by all states, this program will establish a nation-
wide system of consistent regulation.

As a voluntary organization, NAIC’s principal weak-
ness is its lack of enforcement powers. For example, as of
August 1992, only 13 states had adopted the necessary
laws and regulations for accreditation.

In addition, industry practices at NAIC’s conferences
tend to weaken public confidence in state regulation.
These practices have included hosting of luncheons and
dinners, establishment of hospitality suites, and distribu-
tion of giftsto commissionershby representatives of regu-

lated industries. While some statesprohibit commissioner
acceptance of industry gifts or require full disclosure,
other states have no policy. NAIC has established a fund
tounderwrite the travel expensesto NAIC conferences of
consumer representatives, and NAIC members voted to
have its conference dinners paid for by NAIC rather than
by industry.

5. Some state groups have proposed to increase the unifor-
mity of state insurance regulationthrough the use of a leg-
islative interstate compact.

One area that may benefit from legislative coordina-
tion through an interstate compact is the administration
of liquidation and guaranty fund proceedings. A legisla-
ture-based compact would be in a position to work with and
exploit the experience gained by the states through NAIC.

Usually, interstate compacts have a greater chance
for successif they (1) focus on two or three specificprob-
lem areas in which the states are individually ineffectual,
(2) provide foraccountabilitythrough an independent and
publicly availableaudit of the compact’sactivities,and (3)
contain incentives to encourage participation.

In addition to providing a mechanism to coordinate
the activities of states, a compact could have another
important benefit. During the 1970sand 1980s, the bright
lines separating insurance from banking and from securi-
ties activitiesbegan to blur. The distinctions among these
financial industries will continue to blur in the foresee-
able future. A realistic assessment of state/federal rela-
tions suggests that federal regulators faced with regulat-
ing the interstate and international aspects of the
financial industries will be strongly motivated to preempt
state regulation of insurance, rather than deal with 51
regulatory systems. However, if states establish a struc-
ture forcoordinated regulation of the interstate aspects of
insurance, they have a greater ability to restrain federal
preemption and to enter into a regulatory partnership
with the federal government, if necessary.

6. Twofederal statutes, the Federal Priority Statute and the
Federal Arbitration Statute, have been interpreted by
some courts to preempt state laws regulating insurance.
These interpretations appear to conflict with the McCar-
ran-Ferguson Act, whichprovides that no Act of Con-
gress shall be construed to invalidate, impair, or super-
sede any law enacted by any state for the purpose of
regulating the business of insurance, “unlesssuch act spe-
cifically relates to the business of insurance.”

The Federal Priority Statute provides that a claim of
the federal government will be paid first when the debtor
is insolvent. In contrast, many state priority statutesgrant
federal and state government claims lower priority than
those of policyholders. The Federal Priority Statute does
not relate specifically to the business of insurance. Yet,
two federal circuit courts of appeal have interpreted the
McCarran-Ferguson Act narrowly in connection with insur-
er insolvencies, finding that the liquidation of an insur-
ance company is not the “businessof insurance.” The Fed-
eral Priority Statute reduces the size of the insolvent
insurer’s estate available for policyholders.



Most reinsurance agreements contain arbitration
clauses. These clauses typically require the use of arbitra-
tion in the event there is any difference of opinion be-
tween the reinsurer and the primary company with re-
spect to the interpretation of their agreement.
Sometimes, reinsurers dispute the amount due upon the
insolvency of the ceding insurer and invoke their right to
settle their dispute in arbitration rather than before the
state insurance liquidator.

Both of these federal statutes reduce the effective-
ness of state regulation of insurance.

7. Since the inception of state insurance regulation, some in-
surance companieshave urged federal regulation. The Con-
gress has not done S0; however; congressional investigations
into state regulation of insurance have often stimulated
states to strengthenand coordinatetheir regulatory systems.

As early as 1866, bills were introduced in Congressto
createa national bureau of insurance. Although all of the
bills introduced to preempt state powers have failed tobe-
come law, congressional debates have often stimulated
states to strengthen regulation. For example, recent con-
gressionalinvestigationsidentified severalfactors, suchas
the use of unregulated managing general agents to under-
write insurance, that contributed to several large proper-
ty-casualty insurer failures. States responded by adopting
laws to license managing general agents and to prohibit
companiesfrom delegating their underwritingfunctionto
such agents. The history of state insurance regulation il-
lustrates the beneficial effects of congressionalinvestiga-
tions and reports.

8. Thejustificationand potential scopeforfederal interven-
tion in the regulation of the insurance industry are very
limited. Regulatoryfailures in connection with financial
institutions have increased dramatically in recent years.
The recent savings and loan crisis (ata cost to raxpayers
of over $500 billion) and continuing bank failures serve
as powerful reminders that federal supervision has not
eliminated industryfailures, whether thosefailures result
from insufficient regulatory resources, lack of regulatory
will, industry manipulation of the political process, or
fraud. All were present inthe recent crisesin our deposito-
ry institutions. Although there have also beenfailures in
state insurance regulationfor reasons similar to those pres-
ent in federal supervision of depository institutions,all of the
state regulatory lapses combined have not produced a tax-
payer bill comparable to the federal bill.

Many states have adopted laws that addressthe areas
of weakness in current state regulation of insurance.
NAIC,through itsaccreditation program, and the Nation-
al Commission of Insurance Legislators, through its pro-
posal for an interstate compact, are attempting to find so-
lutions for those areas in which collective state action is
needed. Given the willingness of states, individually and
collectively, to seek solutions to serious regulatory prob-
lems, the substitution of federal for state regulation
would appear to be premature and unwarranted.

RECOMMENDATIONS

Recommendation 7
limit Federal Intervention in State Regulation
of the Insurance Industry

There are problems in the U.S. insurance industry.
Both the number of insolvenciesand the resulting level of
guaranty fund assessments are high compared to their
pre-1981 levels. Several factors may have contributed to
this situation. For example, the combination of product
underpricingand significant unforeseen emergencieshas
contributed to difficultiesfor property-casualty compan-
ies. Alternatively, the lack of asset portfolio diversifica-
tion, especially with respect to large holdings of junk
bonds and real estate, has been among the major factors
creating a crisis-like situation for life insurance companies.

Although problems in the insurance industry have
increased significantly since 1981, these problems are not
similarin scaleto the problemsin other industries, such as
banking and savings and loans. In addition, problems in
the insurance industry appear to be more isolated and
sporadicamong firms. Indeed, there is significant varia-
tion inthe number of insolvenciesand the level of guaran-
ty fund assessmentson a state-by-state basis.

Although some reforms in state regulation of insurance
are necessary to reduce the likelihood of future problems
and to improve the ability of statesto implementappropriate
responses to the current situation, the recent difficulties
experienced in the regulation of the insurance industry,
including both insolvencies and liquidation and guaranty
fund proceedings, do not require federal government inter-
vention. State governments have regulated insurance for
nearly 200 years and have cooperated through the National
Association of Insurance Commissionersfor 121years. State
governments have also demonstrated a growing ability and
willingness to seek innovative solutions in response to prob-
lems. Moreover, recent experiences with federal regulation
of depository institutions, health care, and other industries
suggest that the federal government is lesswell suited, rela-
tive to the states, to monitor this industry.

Therefore,the Commissionrecommendsthat (1)thefed-
eral government not preempt state government regulation of
insurance; (2)the Congress pass lawsto clarify that the Feder-
al Priority Statute and the Federal Arbitration Statute do not
take precedence over the McCarran-Ferguson Act, which
gives states the sole authority to regulate the insurance indus-
try; and (3)thefederalpresencebe limited to an investigatory
role, including,for exarnple, conductingbasic researchand is-
suing reports on both theproperty-casualty and life insurance
industries so as to help alert citizens toproblems and assist
states to strengthenand coordinatetheir regulation. The Con-
gress should also (4) defer to the judgment of the states and
move expeditiously to approve proposalsfor interstate com-
pacts, where states demonstrate that these compacts represent
the most appropriate tool for achieving desired uniformity of
regulatoryprocedures among states.

Recommendation 2
Encourage States to Become Accredited
under the NAIC Program

The National Association of Insurance Commission-
ers (NAIC) recently established an accreditation program




to strengthen state solvency regulation. NAIC has devel-
oped 16 model laws and/or regulations that reflect its
financial standards; a state must adopt these model laws
and/or regulations to become accredited by NAIC. A na-
tionwide system of consistent state regulation would re-
sult if all states were accredited. AS of August 1992, only
13states had completed the steps necessary for accredita-
tion. In 1994, NAIC plans to ask accredited states to pe-
nalize those that do not become accredited.

The Commissionstrongly encouragesall states to become
accredited under the NAIC program.

Recommendation 3
States Should Consider Various Options
to Increasethe Capacity of Their Guaranty Funds

The number of property-casualty insurer insolven-
cies and the level of guaranty fund assessments nation-
wide increased significantly between 1980 and 1985.
Although the patterns have been less consistent since
1985, neither the number of insolvencies nor the level
of assessments has returned to the lows that prevailed
priorto 1981.Recent reportsby the Illinois Department
of Insurance and the U.S. General Accounting Office
suggestthat the insolvency of one or more large proper-
ty-casualty insurerscould exceed the guaranty fund ca-
pacity in a majority of states..-With respect to life-health
insurers, assessments have tripled from $154.8 million
in 1990 to $469.7 million in 1991.

Therefore,the Commission recommends that states con-
sider variousoptionsto increase the capacity of their property-
casualty and life guaranty funds.

Recommendation 4
NAIC and State Commissioners
Should Avoid Appearances of Impropriety

Industry practices of providing meals, entertainment,

and gifts to state insurance commissionerscreate appear-
ances of impropriety that can weaken public confidencein
state regulation of the insurance industry. Some states
prohibit insurance commissionersfromacceptingany gifts
or other services from regulated industries, and other
states require full disclosure of any gifts or services, but
still other states have no policy on these matters. Al-
though NAIC recently voted to fund commissioners' con-
ference dinners rather than to accept industry funding,
only the states can regulate the conduct of their own
insurance commissioners.

The Commissionrecommends, therefore,that NAIC take
all steps necessary and possible to avoid appearances of im-
propriety at NAIC conferences and that states adoptpolicies
to ensure that public confidence in the integrity of their insur-
ance commissioners k& not compromised by industrypractices
that can create appearances of impropriety.

Recommendation 5
States Should Consider Entering
into Interstate Compacts to Ensure
Uniform Application
of liquidation and Guaranty Fund Proceedings

Problemsin at least two areas are difficult to solveon
an individual state basis, including (1) the liquidation of
insolvent companies, and (2) guaranty fund assessments
and disbursements. For example, the lack of uniformity
among state liquidation proceedings can lead to costly con-
flicts among states. Similarly, the lack of uniform guaranty
fund procedures can lead to disputes over the division of
fund assets and gaps in coverage. These problems can best
be addressed by increasing regulatory cooperation among
states, rather than through federal intervention.

Therefore, the Commissior: recommendsthat states consid-
er entering into interstatecompactsto ensure uniformapplication
of liquidation and guaranty fund proceedings,



Introduction

Property-casualty and life insurance companies are
among the last of the regulated industries over which
states exercise virtually exclusive regulatory control. Ear-
lier in the history of the United States, state agencieswere
typically the sole regulators of such diverse industries as
banks and telephone companies. Gradually, the Con-
gress, convinced of the need for federal regulation of
industries whose activities crossed state lines, passed leg-
islation creating federal regulatory agencies. For some
industries, federal regulation became the norm, displac-
ing state regulation entirely. For others (e.g., banking), a
dual system of federal and state regulation was formed.
Insurance regulation did not follow either path—primarily
because of an early decisionby the U.S. Supreme Courtthat
the business of insurance was not interstate commerce.

THE STATES AS REGULATORS

The continuing role of states as sole regulators of the
property-casualty and life insurance industries is at a
crossroads. Congressional investigationsand U.S. Gener-
al Accounting Office (GAO) studies into the recent rash
of insurance company insolvencies have prompted many
commentators to call for federal regulation of insurance.
These commentators have concluded that state regula-
tion of the insurance industry is an anachronism that the
country can no longer afford. Among the problems noted
are differences in the guality of state regulation due to
disparities in available resources as well as variances in
regulatory philosophy, inconsistent solvency laws and the
failure of states to coordinate their efforts, the failure of
state regulators to enforce their solvency laws in a timely
fashion and to pursue wrongdoers, the failure or inability
of states to oversee holding companies and foreign rein-
surers, and insufficient capacity of state guaranty funds.

Proponents of federal regulation propose various
forms of intervention, ranging from replacement of state
regulation of insurance with a federal agency, to a dual
regulatory scheme in which multistate insurance compan-
ies would have the option to choose a federal license and
regulation by a federal agency, to federal preemption of
state solvency lawsthat fall below federal minimums, and
to disclosure requirements for foreign reinsurers without
setting up a federal regulatory bureaucracy.

Stateshave countered the callsfor federal regulation
of insurance by pointing to recent effortsto tighten state

regulation as well as the failure of federal regulation in
connection with the savings and loan industry. To the
extent that some insurance problems spill over state lines,
the National Association of Insurance Commissioners
(NAIC)has established a program to accredit state insur-
ance departments that have adopted certain uniform
model solvency-related laws and have met certain stan-
dards for staffing. NAIC hopes that this program will
produce a nationwide insurance regulatory system.

GAO has reported on the weaknesses in NAIC’s
program. According to GAO, although NAIC has estab-
lished standards for insurers and regulators and has
adopted model laws and regulations, it cannot compel
states to implement those standards or adopt the model
laws. Statescan legislatively cede someauthorityto NAIC
through an interstate compact, but because they can also
revoke that authority at any time, GAO argues that NAIC
might be a weak regulator, servingat the pleasure of those
it regulates. The problems created by regulators who
serve the industry they regulate, sometimes at the ex-
pense of the public, is not, however, peculiar to states. On
numerous occasions, GAO and others have reported on
similar problems with federal regulation of banks and
savings and loan associations.

THE REPORT

The purpose of this report is to examine the critical
areas of state solvencyregulation of property-casualtyand
life insurance and to describe and evaluate proposals for
reform. The report concludes that states face a formida-
ble task if they are to continue as sole regulators of the
property-casualtyand life insurance industries. Stateswill
have to implement a system that assures a new level of
intra- and intergovernmental cooperation, requiring on-
going collaboration between state regulators and legisla-
torsinastateandacross state lines. At least with regard to
safetyand soundness regulation, state “beggar-thy-neigh-
bor” policies adopted in the name of economic develop-
ment must be put to rest.

If, on the other hand, the federal government is to
have a role in the regulation of property-casualty and life
insurance companies in a dual regulatory scheme, it is
essential that congressional legislation be drafted in a
manner to ensure that states are genuine partnersin such



a scheme. In some dual regulatory schemes, suchasbank-
ing and telecommunications, federal agencies have used
their power to preempt state laws, thereby undermining
the statutory dual regulatory system.

Part I of this report reviews the history of property-
casualty insurance regulation and describes issues in state
solvencyregulation of property-casualty insurance, focus-

ing on the areas in which state regulation hasbeen heavily
criticized. Part II follows the same structure, focusingon
state solvencyregulation of life insurance. Finally, Part I1I
summarizes the findings of Parts | and II and analyzes
proposed solutions to the problems in the current regula-
tory system, including reform of the state system and
federal legislative and/or regulatory involvement.
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History of State Regulation
of Property-Casualty Companies

Little is new in the rash of insurance company fail-
ures, consumer outcries against perceived price gouging
by insurance companies, charges of industry collusionin
fixing contract rates and terms, industry complaintsabout
inconsistent and restrictive state laws, and callsfor federal
control of the business of insurance. The history of gov-
ernment regulation of property-casualty insurance illus-
trates the long history of these criticisms.

EARLY HISTORY OF PROPERTY INSURANCE

Maritime trade among foreign countriesprovided the
impetus for creating marine insurance, the earliest form
of property insurance.” Insurance in the modem sense, as
a contract between risk takers and risk bearers, began in
Genoa, Florence, and Pisa in northern Italy about 1300.2
Early legislation (1435-1523) regulating marine insurance
restricted the activities of insurance brokers, prescribed
the content and form of policies, and created administra-
tive agencieswith insurance commissionerswho were em-
powered to fix the rates of premiums.?

Until the late 1500s, most marine insurance policies,
even those on foreign ships, were written in the cities of
northern Italy.* By 1600, however, the English were writ-
ing their own sea risks. Shipowners, merchants, and bro-
kers in goods often met at Edward Lloyd’s coffeehouse to
trade information on the nature and value of the cargoon
ships preparing to set sail and to solicit participants in
insuring the shipsand their cargo. Participants would sign
their names on a sheet of paper under a statement identi-
fyinga particular ship, its destination, and the ship’svalue
includingcontents, indicating how much of the total value

theywould personallyinsure. In return, these “underwrit-
ers” received commissions in the form of cash advances
from the owners of the ship or cargo. The safe return of
the ship ended the transaction. If the voyage ended in
disaster, the underwriters lost what they had pledged.
Sometimes, these underwriters were not able to pay the
amount they had pledged.®

During colonial times in America, these Lloyd’s un-
derwriters and other foreign insurers provided most of the
marine insurance on shipscarrying goodsto and from the
colonies. With the rise of the shipbuilding industry in
Massachusetts, colonial merchantsbegan to argue against
“localmerchantsand traders paying London underwriters
for a servicewhich mightbe performed aswell at home, ...
[keeping] the money . . .on this side of the water.”® By
1760, two home-grown marine insurance offices, one in
Philadelphia and one in New York, conducted a Lloyd’s-
type underwriting business.”

Philadelphia was also the home of the first successful
fire insurance company, organized by Benjamin Franklin
in 1750.82 Named the Philadelphia Contributionship for
the Insurance of Houses from Lossby Fire: the company
consisted of members who chipped in equal shares to
build a fund that was used to indemnify members whose
homes were destroyed by fire. For three decades, the
Philadelphia Contributionship was the only fire insurance
company in America. Two early practices of the Contribu-
tionship marked the beginning of modem risk rating.
First, prior toinsuringa home, the directors would inspect
the property and require the owner to provide a safe
access to the roof for fire fighters and to remove any
hazards. Second, the Contributionship set rates individu-
ally in accordance with the quality of the risk insured.



Because an act of the English Parliament in 1719
prohibited the organization of stock insurance companies
other than those existing on that date, colonial effortsto
compete with English insurance were limited to under-
writing by individualsand to the organization of two mutu-
al insurance companies.'® These early forms of colonial
insurance were not regulated by government.

The Birth of State Regulation
of Property Insurance

Therise of government regulation of insurance inthe
United States began after the adoption of the Constitu-
tion and coincided with the incorporation of stock insur-
ance companies. In 1794, the Insurance Company of
North America (INA) became the first stock insurance
corporation.” INA was created with capital stock of
$600,000 by a special act of the Pennsylvania legislature,
which required that (1) the company’sfundsbe investedin
certain stock, (2) all deposits of money be made in the
Bank of Pennsylvania, (3) the company not hold real es-
tate of a yearly value exceeding $10,000, and (4) ready
money be reserved to pay losses.'

Soon after the creation of INA in Pennsylvania, the
Massachusetts General Court (legislature) passed an act
incorporating the Massachusetts Fire Insurance Compa-
ny with capital stock of $300,000.%3 The Massachusetts law
required the companyto invest its stock in the debt of the
United States or Massachusetts, or in the stock of the
Bank of the United Statesorany incorporated Massachu-
setts bank, and provided for an assessment of $10 per
share on the stockholders if losses exceeded capital.

Early state regulation served multiple purposes. For
example, the Pennsylvania and Massachusetts provisions
requiring conservative investments and safeguardingthe
company’s solvency were enacted to protect the policy-
holders. Statesadopted other regulatory requirements to
raise revenue. For example, some states required domes-
tic companies to file reports of their financial condition,
listing the total premium on which taxes were levied.
Other states levied a license tax on insurance agents, and
still others imposed a stamp tax on insurance policies.!*
Finally, some states passed legislationdesigned to protect
local companies. Pennsylvania and South Carolina had
statutes restricting the activities of alien insurers (insur-
ance companies domiciled in another country);and New
York became the first state to enact a discriminatorytax,
with a low rate on New York-based companies and a
higher rate for foreign companies (insurance companies
domiciled in another state)."®

By the early 19thcentury, over half of the states (most
along the eastern seaboard) had one or more fire and
marine insurance companies,and most of these states had
adopted laws imposing general regulatory requirements
on domesticcompanies. The requirements included mini-
mum initial capitalization, investment restrictions, provi-
sion for reserves, and periodic public financial reports.
Yet, because no state agency was charged with overseeing
compliance with the law and examining the condition of
the companies, these early systems of regulation were not
very effective, and “unscrupulous sales propaganda, ficti-
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tious stocks, and phantom capital were the ready weapons
employed in the bitter fight for insurance profits.”'¢ A Mis-
souri insurance superintendentdescribed the situationprior
to the passage of that state’s regulatory laws as follows:

...there were no police regulations governing
either home or foreign companies. Some kept
but a few books of any kind, and these in so slov-
enly a manner that even the officers could tell
nothing about the entries. The agents covered
the State, wrote on speciousand novel plans, and
defrauded without fear of penalty. The mutuals
were most productive of fraud and mischief.
There was nothing to prevent their organization
by any poverty-stricken adventurer. Any five or
more persons could procure a licensefrom the Sec-
retary of Stateby merely filing the corporate name
and number of directors. Parties by insuring for
twelve months became members, and ignorantly
gave liens on their property. Premium notes were
obtained in that and other Statesfrom unwary par-
ties on false pretenses, and assessed without stint,
while losses would be fought off in the courts.”

In 1851, New Hampshire established the first board of
insurance commissioners.’® The duties of the commis-
sioners included examining the financial affairs of all in-
surance companies each year and reporting the results to
the legislature. Massachusetts followed one year later
with aboard of insurance commissioners,which examined
the annual reports of insurance companies and generally
enforced the state’s insurance laws. In the sameyear, Ver-
mont created twoboards with similarduties. Typically, the
members of these insurance boards consisted of existing
officers of the state, who fulfilled other duties as well as
enforcing insurance legislation. In 1859, the New York
legislature established an independent administrative
agency headed by an insurance superintendent with li-
censingand inquisitorial powers. By 1919, 36 states had es-
tablished similar independent administrative agencies to
regulate insurance.®

EARLY HISTORY OF CASUALTY INSURANCE

Generally, casualty insurance covers accidental inju-
ry to persons and property. The term also includes liability
insurance coverage for accidental injuries to third parties.
Thus, casualty insurance provides protection against di-
rect lossesfrom an accident suffered by a policyholderand
indirect losses arising from an accident that causes injury
or loss to some other person but for which the policyhold-
erisliable. Compared to marine and fire insurance, casu-
alty insurance is a newcomer. Few casualty companies
existed before 1900. The first mutual casualty company,
called the Mutual Boiler Insurance Company of Boston,
was formed in Massachusetts in 1877.% As its name sug-
gests, the company insured all types of boilers and similar
hazards, as well as property damaged as a result of acci-
dentslikeboiler explosions. Other kindsof casualtycover-
age offered in the late 19th century included personal
accident insurance (offered to travelers), health insur-
ance, bank burglary, messenger robbery, and elevator in-



surance. Like that of fire insurance companies, the life-
time of the early casualty companieswas frequently short.
Most did not survive more than a few years.! Moreover,
some casualty polices promised more than they delivered.
One insurance historian noted that “the policy promised
liberally on the initial page and on its reverse side recon-
sidered the generous impulse.”?

Automobile Insurance
and Workers’ Compensation

The two most common modem forms of casualty
insurance, automobile insurance and worker’scompensa-
tion, had very different beginnings. The first automobile
policy was a liability policy issued in 1898to a physician in
Buffalo, New York, who owned one of only 200 automo-
biles manufactured in the United States. Two years later,
12 American companies manufactured 4,000 vehicles.?
As the number of automobiles increased, so did the num-
ber of casualty companies and the kinds of coverage of-
fered. In addition to liability coverage, companiesoffered
automobile fire-and-theft insurance.

Worker’s compensation insurance had a less auspi-
cious beginning in the late 19th century. The industrial
revolution brought an increase in foreign trade and raised
the national standard of living. The price paid for these
benefits was high, including a phenomenal growth in in-
dustrial accidents. Although the common law gave an
employeethe right to suean employerfor negligencethat
resulted in job-related injuries, the employer had three
defenses that made it virtually impossible for the em-
ployee to win such a lawsuit. The fellow-servant rule held
that an employer was not liable for the injuries caused by
the negligence or carelessness of fellow employees; the
contributory negligencerule relieved the employer of liabil-
ity if the employee contributed (even incidentally)to the
cause of the accident, and the assumption-of-the-risk rule
held that an employee had accepted all the customary
risks of the occupation.

To correct the inequities in the common law, some
states adopted so-called employer’s liability laws. Alaba-
ma adopted such a law in 1886, and Massachusetts fol-
lowed suit in 1887. Although these laws were designedto
hold employersliable for injuries resulting from defective
machinery, they did not provide injured employees with
adequate compensation. For example, employers often
resisted payment, claiming that the accident resulted
from the worker’s negligence, and the worker was forced
to litigate the claim. Litigation delaysof six or sevenyears
were common, and stories abounded of lawyersfees of up
to 50 percent of the judgment or settlement.?*

Other states turned to worker’s compensation legis-
lation. Typically, these laws required employers to pay
compensation to employees injured in the course of their
employment according to a prescribed schedule without
regard to fault. Employer payment was assured by various
means, including premiums paid into a state insurance
fund or to a private insurance company, or by the deposit
of securitieswith the state. Maryland passed the first such
law in 1902, and Montana and New York soon followed.

The New York Court of Appeals (the state’s highest

court) struck down the worker’s compensation law, find-
ingthat in deprivingemployersof property without regard
to fault the lawviolated the due process clause of the state
constitution and the Fourteenth Amendment to the U.S.
constitution.” Thereafter, New York adopted a constitu-
tional amendment, effective in 1914, declaring that noth-
ing in the constitution “shall be construed to limit the
power of the legislature to enact laws for the protection of
the lives, health, or safety of employees; or for the pay-
ment .. .of compensation for injuries to employeesor for
death of employees resulting from such injuries without
regard to fault as a cause thereof. ...” In 1917, the U.S.
Supreme Court upheld the New York law against a con-
tention that it violated the due process clause of the Four-
teenth Amendment.? The Court noted the deficiencies
in the common law and concluded that compulsory com-
pensation was within the police power of the state. The
Supreme Court’s decision paved the way for general ac-
ceptance of worker’s compensation legislation.

LEGAL CHALLENGES TO STATE REGULATION

From the beginning, some insurance companies and
agents opposed state attempts to regulate them.?” Fre-
quently, companies facing state regulatory restraints
would threaten to leave the state. Big companies, at least,
rarely followed through on these threats. Companiesand
agents also fought state regulation through lawsuits.

Is Insurance Commerce?

In one of the earliest lawsuits, Samuel Paul, an insur-
ance agent for several New York companies, challenged a
Virginia law that prohibited a foreign insurance company
(acompany incorporated in another state) from soliciting
business in Virginia without depositing a bond with the
statetreasurer and receivinga license. When Paul refused
to post the required bond, he was denied a license. Paul
continued to solicit business on behalf of the New York
companies and was fined $50. The Virginia Supreme
Court affirmed Paul’s conviction,and he appealed to the
U.S. Supreme Court, where he maintained that the Vir-
ginia statute burdened interstate commerce in violation
of the commerce clause. The Supreme Court disagreed,
ruling in 1869that insurance contracts

are not articles of commerce inany proper mean-
ing of the word. They are not subjects of trade
and barter offered in the market as something
havingan existenceand value independent of the
parties to them. They are not commodities to be
shipped or forwarded from one State to another,
and then put up for sale. They are like other per-
sonal contracts between parties which are com-
pleted by their signature and the transfer for the
consideration. Such contracts are not inter-state
transactions, though the parties may be domi-
ciled in different States. The policiesdo not take
effect—are not executed contracts—until deliv-
ered by the agent in Virginia. They are, then, lo-
cal transactions, and are governed by the local
law. They do not constitute a part of the com-



merce between the States any more than a con-
tract for the purchase and sale of goodsin Virgin-
ia by a citizen of New York whilst in Virginia
would constitute a portion.?

The decision of the Supreme Court inPaul v. Virginia
not only cleared the way for states to regulate insurance
but also thwarted federal regulation. Shortly after Paul v.
Virginia, when itbecame clear that the stateshad exclusive
authority to regulate insurance, the state insurance com-
missioners formed a national organization. Although it
had no independent legal authority, the National Con-
vention of Insurance Commissioners(now National Asso-
ciation of Insurance Commissionersor NAIC)provided a
coordinating influence on regulation.

Rate-Making Bureaus and Anticompact Laws

The actions of fire-rating bureaus set the stage for
two other landmark Supreme Court rulings upholding
state insurance regulation.? The first ruling upheld state
anticompactlaws, whichwere passed in response to indus-
try rate-makingbureaus. Thebureaus emerged out of the
intense competition and unprecedented increase in the
number of insurance companies that followed the Civil
War.®® Start-up companies, led by the promise of large
profits, cut prices in order to attract the best risks away
from their competitors. The low premiums, coupled with
deficient reserves and capital and inadequate regulatory
oversight, left many companiesin a weakened condition.
Two great fires proved disastrous to the underfunded
companies. On the eve of the ChicagoFire of 1871,there
were about 4,000 fire insurance companies. After the
Boston fire of 1872, there were only 1,000 companies, and
many claimants were unreimbursed because their insur-
ers were bankrupt.

Having suffered enormous losses from these fires,
companies turned to concerted rate making. National,
regional, state, and even city boards were organized, “all
directed to the restraint of anarchic competition.”! The
national board was S00n joined by regional organizations,
which set rates by compact. States enacted anticompact
laws that made such rate fixing illegal. Alabama passed
sucha law in 1896, which prohibited rate fixingby compa-
ny bureaus by providing that an insured who suffered a
loss covered by a policy of insurance issued by a company
that belonged to and set its rates in agreement with a
rating bureau could recover the actual loss plus a penalty
of an additional 25 percent. The German Alliance Insur-
ance Company challenged the Alabama statute as depriv-
ing it of property in violation of the Fourteenth Amend-
ment to the U.S. Constitution. The U.S. Supreme Court
upheld the Alabama statute in 1911, ruling that:

We canwell understand that fire insurance com-
panies, acting together, may have owners of
property practically at their mercy in the matter
of rates, and may have it in their power to deprive
the public generally of the advantages following
from competition between rival organizations en-
gaged in the business of fire insurance. In order to
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meet the evilsof such combinationsor associations,
the State iscompetent to adopt appropriate regula-
tions that will tend to substitute competition in the
place of combinationor monopoly. .. .Regulations,
having a real, substantial relation to that end, and
which are not essentially arbitrary, cannot properly
be characterized as a deprivation of property with-
out due process of law.3?

Another landmark Supreme Court case arose out of
consumer complaints about the arbitrary rates set by the
Clarkson ratingbureau in Topeka, Kansas. After the Kan-
sas legislature failed to pass an anticompact law, the
state’spopulist governor, John W. Leedy, issued an order
requiring the companiesto cease using the bureau rates,
which he deemed to violate the state’s antitrust law.>
Governor Leedy’s order was upheld on appeal, and for a
short time the cost of fire insurance protection in Kansas
decreased. Yet, within two years, a new rating bureau was
established,and the cycle of rate hikes and consumer out-
crybegan again. A similar scenario, including rate hikesby
rating bureaus, consumer complaints, and passage and
enforcement of antitrust laws, was played out in Missouri,
Texas, and New York.

When the Kansasantitrust legislationproved unsatis-
factory, the state insurance commissioner drew up a
rate-control proposal that required fire insurance firmsto
file rate schedules and gave the commissionerthe power
to pass on the rates and to decrease excessive ones or
increase inadequate ones. The proposal became law in
June 1909. Shortly thereafter, responding to complaints
from smallbusinesses, the Kansas commissioner ordered
a flat 12 percent reduction in the rates on all business
property. A lawsuit challenging the constitutionality of
the statute followed.

The German Alliance Insurance Company claimed
that the Kansas statute violated the Fourteenth Amend-
ment to the Constitution because

its business of fire insurance is a private business
and, therefore, there is no constitutionalpower in a
State to fix the rates and chargesfor servicesren-
deredby it. ..[theattempted]exerciseaf such right
.. .is a taking of private property for a public use.>

The lower court upheld the Kansas statute and the
company appealed its cause to the U.S. Supreme Court.
The Supreme Court upheld the law, noting that under the
Fourteenth Amendment, private property is not always
constitutionallyimmune from state regulation. When pri-
vate property has become “clothed with a public interest
[becauseit is] used ina manner to make it of public conse-
guence, and affect the community at large. . .[the owner]
must submit it to be controlled by the public for the com-
mon good.”** The Court acknowledgedthat it had ruled in
Paul v. Virginia that a contract for fire insurance is person-
al, but it found that the personal character of insurance did
not preclude regulation. To illustrate the public interest na-
ture of insurance, the Court focused on its effect:

The effect of insurance —indeed, it hasbeen
said to be itsfundamental object—is to distribute
the loss over aswide an area as possible. In other



words, the loss is spread over the country, the di-
saster to an individual is shared by many, the di-
saster to a community shared by other communi-
ties; great catastrophes are thereby lessened,
and, it may be, repaired. .. .the companies have
been said to be the mere machinery by which the
inevitable losses by fire are distributed so as to
fall as lightly aspossible on the publicat large, ...
not the companies. Their efficiency, therefore,
and solvency are of great concern.*

Rate Regulation Experiments

WithPaul v. Virginia,the Supreme Court affirmedthe
primary right of statesto regulate insurance by removing
congressional control under the commerce clause. With
German Alliance v. Kansas, the Court cleared the way for
statesto experiment with various forms of rate regulation.
State experiments proliferated. For example,a 1911Mis-
souri statute allowed companies to set charges through a
fire rating association, but granted the superintendent of
insurance the power to lower rates when they were
deemed excessive.*’

In New York, the legislature appointed the Merritt
Commission to hold hearings during 1910-19110n al-
leged industry abuses. The commission found numer-
ousindustry wrongdoings, including customerboycotts,
exorbitant rates, unfair challenges of loss claims, and
discriminatory rating practices.3® Although the commis-
sion found the antitrust acts “utter failures,” it did not
recommend state rate-making. Instead, it favored al-
lowing New York’s regional rating associationto continue to
set rates, in return for certain public disclosures. Not
until the 1920sdid the New York legislature give the
insurance superintendent power to fix rates. In 1917,
the Wisconsin legislature passed a rate-making act,
which allowed the state’s insurance commissioner to fix
areasonable rate after establishing the inequity of any
charge and to order the newly created statewide rating
bureau to correct any discriminatory rates.

INDUSTRY CAMPAIGNS
FOR FEDERAL REGULATION OF INSURANCE

Early advocates for federal regulation of insurance
argued for congressional intervention in order to stem the
“[c]haos [that] reigns through the land. ..[because] most
states lack any type of regulatory bodies . ..and insurance
statutes.” Yet, as states began to establish insurance
regulation, proponents of congressional action changed
their tune and argued for federal intervention to “nullify
most, if not all, [of] the obnoxious laws on the statute
books of the several states.”#

Bills were introduced in the Congress in 1866 and
1868 to create a federal bureau of insurance, in 1869 to
create the position of federal commissioner of insurance,
and in 1897 to declare that insurance companies doing
business outside their state of incorporation were en-
gaged in interstate commerce.*! None of the bills passed,
and two were never reported out of committee. Congres-
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sional debate over federal regulation continued during
the following years. In 1906, the judiciary committees of
the House and the Senate concluded that the Congress
did not have the constitutional power to regulate the
business of marine, fire, and life insurance.*? Accordingto
the House committee, “the question as to whether or not
insurance is commerce has passed beyond the realm of
argument, because the Supreme Court of the United
Stateshas said many times for a great number of yearsthat
insurance is not commerce.” In an attempt to overcome
this constitutional bamer, resolutions were introduced in
the Houseand the Senatein 1914-1915 proposing a consti-
tutional amendment that would give the Congress power
to regulate the business of insurance.** The resolutions
were not reported out of the judiciary committees. A
similar resolution was introduced in 1933,but this resolu-
tion also failed in committee.

This state of affairs changed dramaticallyin 1944with
the decisionof the Supreme Courtin US.v. South-Eastern
UnderwritersAssn.%S The South-Eastern Underwriters case
arose when Missouri Attorney General Roy McKittrick
filed suit accusingmore than 100 insurance companies of
conspiringto fix prices and limit competition. In this suit,
McKittrick soughtassistance from U.S. Attorney General
Nicholas Biddle. Biddle authorized grand jury proceed-
ings to investigate criminal violations of federal antitrust
law. The South-EasternUnderwriters Association (SEUA),
which was considered one of the most flagrant monopo-
lists, was chosen as the target.* In November 1942, a
grand jury returned criminal indictments against SEUA.
The indictment alleged that the members of SEUA (200
private-stockfire insurance companies and 27 individuals)
conspired to restrain trade “by fixing and maintaining
arbitrary and non-competitive premium rates on fire . ..
insurance in Alabama, Florida, Georgia, North Carolina,
South Carolina, and Virginia,”*” and conspired to monop-
olize trade and commerce in fire insurance in the same
states. SEUA argued that it was not subject to the Sher-
man Antitrust Act because the business of fire insurance
was not commerce. The U.S. Supreme Court disagreed,
holding that the ShermanAct applied to the fire insurance
business. According to the Court:

Thisbusinessis not separated into 48 distinct
temtorial compartmentswhich function in isola-
tion from each other. Interrelationship, interde-
pendence, and integration of activitiesin all the
states in which they operate are practical aspects of
the insurance companies’ methods of doing busi-
ness. ...The result is a continuousand indivisible
stream of intercourse among the states composed
of collectionsof premiums, payments of policy obli-
gations, and the countless documentsand commu-
nicationswhich are essential to the negotiationand
execution of policy contracts.*

With its decision in South-Eastern Underwriters,the
Supreme Court acknowledged that insurance consti-
tutes interstate commerce, thus ending three-quarters
of a century of judicial deference to exclusive state au-
thority over insurance.



THE MCCARRAN-FERGUSON ACT

For different reasons, the industry and the states
immediately began lobbying efforts to reestablish state
control over insurance. In his dissenting opinion in
South-Eastern Underwriters, Justice Robert Jackson had
intimated that state regulation and taxation of insurance
may henceforth be deemed unlawful — “TheCourt’s deci-
sion at very least will require an extensive overhauling of
state legislation relating to taxation and supervision. The
whole legal basis will have to be reconsidered.”*

Although in previous eras some people in the insur-
ance industry had favored federal regulation as a less
onerous alternative to vigorous state regulation, by 1944,
the New Deal ushered in an era of federal activism lead-
ing the industry to favor state regulation. An industrybill
that would have exempted insurance companiesfrom the
Sherman and Clayton Antitrust acts was defeated when
President Franklin D. Roosevelt threatened to veto it.
Justice Jackson’s dissent also spurred the industry to chal-
lenge state premium taxes. Within one year after the
South-Eastern Underwriters decision, insurers had filed
lawsuits challenging premium taxesin 11states.>® Because
premium taxes made up a significant fraction of state tax
revenues, the statesreacted quickly. Through NAIC, the
states proposed a bill to:

1) Declare state regulation and taxation acceptable
under the commerce clause;

2) Exempt insurance from the Federal Trade Com-

mission Act;

3) Exempt insurance from the Robinson-Patman

Act; and

4) Limit the insurance exemptionfrom the Sherman

and Clayton Antitrust acts.>

Senators McCarran and Ferguson introduced an amended
version of the states’ bill. The McCarran-Ferguson Act was
signed into law in March 1945,

Broadly, the act gave primacy to state regulation of
the business of insurance. Section 1 of the act contains a
statement of this underlying policy:

Congress declares that the continued regulation
and taxation of the business of insurance isinthe
publicinterest, and that silence on the part of the
Congress shall not be construed to impose any
barrier to the regulation or taxation of suchbusi-
ness by the several States.

Section 2 provided that no act of Congresswould be inter-
preted to impair state regulation of thebusiness of insur-
ance, exceptto the extent that suchbusinesswas not regu-
lated by state law. An exception in section 3 made it clear
that the Sherman Antitrust Act would continue to apply to
agreements by insurers to boycott, coerce, or intimidate
other firms or consumers.

States responded to McCarran-Ferguson by adopting
new legislation to comply with the terms of the act. For
example, by 1950, all states had approved some form of
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rate regulation; later, states adopted unfair trade practice
statutes. Some insurersresponded by litigating the scope of
the federal antitrust exemption under McCarran-Ferguson.
This litigation continues.
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Overview of the Modern Business
of Property-Casualty Insurance

Descriptions of the business of insurance differ, de-
pending on whether the term isused in its technical sense
for purposes of construing the exemption under McCar-
ran-Ferguson or to portray what it is that insurers do. This
chapter examines the business of insurance from the lat-
ter perspective.

DEFINITION OF THE BUSINESS OF INSURANCE
A leading commentator defined insurance as follows:

It is the characteristicof insurance that a number of
risks are accepted, some of which involve losses,
and that such lossesare spread over all risks so as
toenabletheinsurertoaccepteachriskataslight
fraction of [its] possible liability.’

Thus, the primary characteristicaf the business of insurance
is underwriting or spreading of risk among policyholders.
Definitions of the terms “risk” and “underwriting” are es-
sential to understanding the business of insurance.

Insurersclassify risks as either “pure” or “speculative.”
Traditionally, insurers have covered only “pure” risks(.e.,
those that involve the possibility of loss but not the possi-
bility of profit). The risks of damage to or destruction of
property, the loss of possessionof property, and the loss of
income or increased expensesare examplesof pure risks.
The risks of gambling or investment, which involve the
possibility of profit as well as loss, are examples of specu-
lative losses not ordinarily covered by insurance.?

Underwriting a policy of insurance is a complex pro-
cess that involves several steps, including:

1) An evaluation of the dimensions of the loss ex-
posure;
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2)
3)
4)

A determination of the premium;
A review of the contract conditions; and

An evaluation of the com}pany's capacity to as-
sume the entire exposure.

In step 1, the insurer examines the information sub-
mitted and the coverage requested by the individual oren-
tity seeking insurance in order to estimate the probability
and cost of a potential loss. This step may require a safety
inspectionand credit and financial reports. Steps2, 3, and
4 require similar reviews. The four steps are related. For
example, a risk that appears unacceptable on its face may
become acceptable if priced differently or if the contract
terms are modified.

In sum, underwriting involves determining whether
to accept a particular risk and the terms on which the risk
will be accepted. As is described in the next chapter, the
failure of insurance companiesto implement and enforce
underwriting standards and the practice of turning this im-
portant functionover to managing general agents has played
a significant role in recent insurance company failures.

STRUCTURE
OF THE PROPERTY/CASUALTY MARKET

Roughly 3,900 domestic property/casualty insurers
operate in the United States. Table 1 shows the average
number of companiesby state of domicileduring the years
1969-1990. Of these, only about 1,900 firms play a signifi-
cant role in the market, and 1,300 of these are clustered
together in about 340 insurance groups under common
ownership.* Thus, only about 1,000 independent entities
operate in the property/casualty market. These insurers dif-
fer in the categoriesof risks they cover, aswell as in the legal
form of their ownership and their methods of distribution.



Property-Casualty Companies by State of Domicile

Table 1

(average number 1969-1990,in descending order)

State Number
Ilinois 21
Texas 211
New York 210
Pennsylvania 209
Wisconsin 201
Minnesota 178
lowa 173
Ohio 150
Missouri

California

Indiana

Nebraska

Delaware

Florida

Michigan

North Carolina
South Dakota
Massachusetts
New Jersey
Vermont

Oklahoma
Virginia
Tennessee
Connecticut
North Dakota

Georgia
Colorado
Kentucky
Kansas

New Hampshire

South Carolina
Maryland
Maine
Alabama
Arkansas

Louisiana
Washington
Arizona
West Virginia
Rhode Island

Oregon
Washington, DC
Hawaii

New Mexico
Idaho

Mississippi
Montana
Utah
Alaska
Wyoming

Nevada
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Source: A.M. Best Company Special Report, June 1991.

Regulatory Requirements

Historically, the structure of risk categories was
heavily influenced by state regulatory requirements. For
example, for many years, state regulators did not allow
insurers to underwrite more than one kind of insurance,
obliging companies to specialize in a particular line of
business, such as fire insurance or casualty. Following the
enormous losses suffered as a result of the 1871 Chicago
fire, NAIC recommended legislation to separate casualty
insurance from fire and life insurance. This regulatory
restriction, which is called the monoline requirement, re-
quired businesses to purchase separate insurance policies
for fire protection, theft, broken glass, etc.®> Another ef-
fect of the monoline requirement was to insulate compan-
ies from competition.

Statesno longer enforce these specializationrequire-
ments, now allowing companies to write multiple-peril
coverages, but many firms continue to specialize. More-
over, state reporting requirements continue to influence
much of the structural terminology of the business. In
order to analyze the profitability of the business sold by
insurers, states require companies to break down their
coverages into subcategories and allocate premiums,
losses, loss adjustment expenses, commissions, taxes, and
other expensesto each of the subcategories. These calcu-
lations are entered on separate lines on the standard
form Annual Statement. Thus, the term “line of busi-
ness” also refers to one of the lines on the standard
form. Following this regulatory scheme, property, casu-
alty, and multiline companies write “personal lines”
and/or “commercial lines” insurance.

Legal Forms of Ownership

The legal forms of ownership of insurance companies
under U.S. law fall into two groups—proprietary and
cooperative.

Proprietary Insurers. These include stock insurance
companies, Lloyds-type syndicates, and insurance ex-
changes. In the late 1980s, stock insurers accounted for
nearly 63 percent of the property/casualty market. Ameri-
can Lloydsare, liketheir British relatives, insurance mar-
ketplaces in which insurance is written by or on behalf of
individual members. Most American Lloyds are domi-
ciled in Texas. The members of the Texas Lloyds syndi-
catesare liablefor lossesonly to the extent of their invest-
ment in the Lloyds. In the early 1980s, three insurance
exchangeswere organized in New York, Florida, and Illi-
nois. Like Lloyds, insurance exchanges are marketplaces
where the insurance purchased is underwritten by mem-
bers who may be individuals, partnerships, or corpora-
tions. The New York and Florida exchangesare no longer
in business due to financial problems. The Illinois ex-
change continues to write primary insurance but has dis-
continued its reinsurance operations.

Cooperative Insurers. These companies are owned,
at least nominally, by their policyholdersand include mu-
tual insurance corporations, reciprocals, captive insurers,
and fraternal organizations. Mutuals are managed by offi-
cersand employeeschosen by aboard of directors elected



by the policyholders. Fraternal organizations are similar
to mutuals, but they typically limit their policyholdersto
members of a common social club. Reciprocalsare associ-
ations of buyers who agree mutually to insure one another.
Captive insurersare formed to insure the risk of the own-
ers of the captive. “Pure” captive insurance is sometimes
referred to as “formalized self-insurance.” Another form
of captive, known as an association captive, insures the
risks of other unrelated businesses. In the late 1980s, mu-
tuals and reciprocals accounted for approximately 30 per-
cent of the total property/casualty market. The share of
mutuals and reciprocals is over 50 percent in the private
passenger auto, homeowners,and medical malpractice lines.

Marketing Channels

Insurance companies initiate and maintain contact
with their policyholders through one of three types of
marketing channels: independent agents, exclusive
agents, and direct writers.

In the independent agency system, the companies
have little direct contact with the buyers. Contact withthe
policyholderis handled primarilyby independent contrac-
tors, either agents who represent the insurance company
or brokers who represent the insurance applicant. An
independent agent may represent several unrelated in-
surers. Because the independent agent owns the “expira-
tions” (or renewals)® on the business it produces, it can
move the business to another insurance company without
fear that the original company will solicit the business.
Personal contact with the insured and ownership of the
expirationson the business they write have given indepen-
dent agents significant control over the companies they
represent. For example, independent agents often prefer to
write a single commercial policy coveringmultiple risks even
when several smaller policies could be written for a com-
petitive premium. Packaging insurance into one policy
increases the need for the primary insurer to have a large
capacity, which in turn fosters the use of reinsurance.’

In contrast to the traditional independent agent, the
exclusive agent represents only one insurer or group of
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insurers. Exclusive agents may be independent contractors
or employees, but they do not own the expirations on the
business they produce. A direct writer isan insurer that does
not operate through agents but relies on the mail, tele-
phone, television, and other mass media to sell insurance.
To a large extent, differences in insurance products
determinewhat method of distribution an insurer will use.
For example, policies in the private passenger auto and
multiple-peril homeowners market are typically uniform
and mass marketed; the policies are seldom customized.
Under these conditions, the use of direct writers or exclu-
siveagents enables companiesto keep prices down. Direct
writers and exclusiveagents control approximately65per-
cent of this market. In contrast, the independent agency
system dominates the commercial market where large
corporate buyers shop for customized policies.
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Critical Issues in State Regulation
of Property-Casualty Insurance: Solvency

State regulatory mechanismsto measure and monitor
the financial health of insurers depend heavily on the
validity and accuracy of the accounting principles used by
companies to report their financial data. Thus, proper-
ty-casualty accounting is the obligatory starting point fora
discussion of insurer solvency.

REGULATORY ACCOUNTING AND FINANCE

For regulatory purposes, property-casualty insurance
company accounting is governed by statutory accounting
principles." Many of the assumptions of statutory account-
ing principles and the more commonly used generally
accepted accounting principles (GAAP) are the same;
where differences exist, the statutory accounting princi-
ples are said to emphasize current solvency. For example,
accordingto accounting terminology, assets minus liabili-
ties equals net worth. In insurance accounting, this rela-
tionship is expressed as admitted assets minus liabilities
equals policyholder surplus, or surplus. Statutory ac-
counting principles are designed to measure policyholder
surplus conservativelyby requiring companiesto limit the
assets that are recognized for balance-sheet purposes.
Given the recent increase in insurer insolvencies and
weakness in the balance sheets of many others, some
observers question whether statutory accounting princi-
ples are fulfilling their purpose.?

Property-casualty insurance companiesreport the de-
tails of their assets, liabilities, policyholder surplus, and
operating results accordingto statutory accounting princi-
ples on an Annual Statement filed with insurance regula-
tors in every state in which they do business. The Annual
Statement or Convention Blank is a 61-page document
that was developed by the National Association of Insur-
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ance Commissioners (NAIC). The financial information
required in the Annual Statement includes a balance
sheet (assets, liabilities, and policyholder surplus), state-
ment of income, capital and surplus account, and under-
writing and investment information by line of business, as
well as other financial data.

Balance Sheet Liabilities:
PolicyholderSurplus and Loss Reserves

It is easiest to understand an insurance company's
balance sheet by beginning with the liability side. The
liability side of the Annual Statement balance sheet (or
claims against assets) consists primarily of loss reserve
funds and policyholder surplus.

The purpose of policyholder surplus is to provide a
cushion against fluctuating investment values and under-
writing results. These fluctuations can render a company
statutorily insolvent unless there is an adequate surplus
account. Over theyears, actuaries have developed several
ratios to determine the appropriate relationship between
premium and surplus. Although these ratios have served
as informal guidelines for regulators, none of them has
gained the status of law.

An early set of guidelines devised for property busi-
ness, known as the Kenney rules, prescribed that policy-
holder surplusbe greater than or equal to premium. That
is, every dollar of premium written must be covered by a
dollar of policyholder surplus. For casualty business, the
Kenney rules dictated that every dollar of premium writ-
ten must be covered by two dollars of policyholder sur-
plus? Expressed as ratios, the Kenney rules, required

policyholder surplus

= 1 (property)
premiums written



policyholder surplus

- - = 2 (casualty)
premiums written

Another ratio, developed in Great Britain and known as
the “coverratio,” related premiums to loss reserves plus
policyholder surplus and required loss reserves plus poli-
cyholder surplus to cover net premiums by 2.5 times or
more. Expressed as a ratio, this rule required

loss reserves *+ policyholder surplus

- - =25
premiums written

NAIC’s Insurance Regulatory Information System (IRIS)
threshold level for further examination of an insurer’s
premium to surplusratio is three-to-one, which can be ex-
pressed as

policyholder surplus

_ : = 33
premiums written

Assurplus-to-premium ratio should have the beneficial ef-
fect of limitinga company’sability to increase itspremium
volume until the company has sufficientsurplus to ensure
itscontinued solvency. As shown, over the years, the rules
havebeen relaxed so that statesaccept afar lowersurplus-
to-premium ratio than formerly was found necessary.
Moreover, no state has codified even this lesser standard,
sothe ratios continue to serve only as informal guidelines.

NAIC believes that ratio analysis as a means of mea-
suring the financial health of insurers is crude at best. A
better measure, accordingto NAIC, would be a risk-based
capital formula. NAIC is developing such a formula,
which itbelieves will replace surplus-to-premium ratios as
a screening deviceto detect company problems, as well as
providing for progressively stricter levels of regulatory
action when a company’sadjusted capital and surplus fall
below specified levels. Because the program is still being
developed, it is not possible to evaluate its effectiveness.
NAIC istesting a life risk-based capital formula, which it
hopes to finalize and adopt in December 1992. The target
date for a property-casualty formula is June 1993.

Loss reserve funds and policyholder surplus are inti-
mately related. Insufficient reserves create the illusion of
reduced liabilities and, thereby, can give the appearance
of a healthy policyholder surplus account (assets minus
liabilities equals policyholder surplus). Thus, insufficient
reserves mask impending solvency problems. Property-
casualty companies must set up three categories of loss
reserve funds: an unearned premium reserve, an esti-
mated loss reserve, and a loss expense reserve.

The Unearned Premium Reserve Fund. The un-
earned premium reserve fund, which typically represents
about 25 percent of a company’s liabilities, is the most
straightforward of the three reserve funds. Typically, in-
surance premiums are paid in advance. Thus, an insured
may pay a premium of $500for a one-year policy covering
loss to a home. According to statutory accounting princi-
ples, the insurer may not recognize premium income
when itispaid and the policy isissued. Rather, the insurer
must “earn” the premium pro rata over the policy period.
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Thus, the insurer must set up an unearned reserve fund
consisting of the total premium payment at the time it is-
suesapolicy. Asthe premium isearned over the life of the
policy, like amounts are released from the unearned pre-
mium reserve. For example, assume as above that an in-
surer issues a homeowner’s policy for one year at a pre-
mium of $500. The insurer will set up an unearned
premium reserve fund for that policy of $500 on the day it
is issued. After one month, the insurer will have earned
1735 of the premium or $41.67, and its unearned premium
reserve will be reduced by $41.67 to $458.33.

Because the calculation of the unearned premium
reserve is straightforward, underreserving in this area
seldom createsa problem for regulators. The verification
of the other two loss reserve funds is far more difficult.

The Estimated Loss Reserve Fund. The estimated
loss reserve fund, which covers losses that have been in-
curred but not yet paid, is the largest single liability of in-
surance companies. Thus, an accurate estimate of policy
losses is key to insurer solvency. If these reserves are set
too high, the company’s profits will appear to fall and pre-
mium rates may be increased unnecessarily. If the re-
serves are set too low, the company’s financial condition
may appear better than it is, and premium rates may be
reduced unwisely. In computing loss reserves, companies
consider four different kinds of losses:

1. Reported and settled but not yet paid,;
2. Incurred and reported but not settled:;

3. Liabilitiesto third parties incurred and reported
but not yet settled; and

4. Incurred but not reported.

Category 1losses create no problems because they
are known and definite. Category 2 losses, which arise
from so-called “short tail” lines of business (i.e., coverage
for property damage in which the amount of loss can be
determined within a short time period), can be estimated
with a high degree of accuracy. For an average insurer,
losses falling within this category make up most of an in-
surer’s loss reserves. Category 3 losses, which arise from
so-called “long tail*lines of business (i.e., coverage for auto
bodily injury liability, worker compensation, and medical
malpractice), are difficult to estimate with the same de-
gree of accuracy as is possible for the first two categories
because it may take several years to determine the ulti-
mate cost of an injury. Although they are not yet reported,
Category 4 losses can be estimated with some degree of
accuracy based on a company’s past history. Sometimes,
however, these losses defy all historical data, for example,
the massive losses for asbestos-related injuries that were
undetected and unreported for several decades.

Insurers use several methods to calculate their loss
reserves. For losses within the first three categories, the
two most common methods are individual estimates made
by claimsadjusters (called the case reserve method)and an
average value method based on the insurer’s experience
with various types of claims. For Category 4 losses, insur-
ers must estimate the number and amount of unreported



claims. Generally, this estimate is made on the basis of
experience, modified for current conditions, such asrising
claim costs and severity and frequency of recent claims.

The Loss Expense Reserve Fund. The third fund is
the loss expense reserve fund. The estimated lossreserve
fund itself does not include the loss adjustment expenses
associated with a loss payment. Instead, insurers establish a
separate loss expense reserve fund. These expenses, which
consist of the costs of investigating, adjusting, and pro-
cessing claims, as well as legal fees, make up from 5 to 20
percent of an insurer’s total reserves. Insurers calculate
loss expense reserves using one of two methods: individu-
al estimatesmade by claimsadjustersand a formulamethod.

Balance Sheet: Assets

Like any other U.S. corporation, a property-casualty
insurer’s assets include stocks and bonds, real estate,
mortgages, collateral loans, and cash. Unlike other corpo-
rations, insurance company assets are limited by the concept
of “admitted assets.” State insurance laws designate which
assets are “admitted” and can therefore appear on a com-
pany’sbalance sheet. The admitted asset concept reflects
the insurance regulator’s concern that if a company be-
comes insolvent, its assets should be available to pay claims
(i.e., of certain value and easily liquidated). For example,
states typically deem office furniturea nonadmitted asset,
and many states limit the amount of real estate that an
insurer can claim as an asset. Investments in excess of
statutory limitations are deemed “nonadmitted assets.”

Bonds typically make up the largest category of an
insurer’s investments. NAIC’s securities valuation office
classifies bonds into one of six risk categories. Medium and
lower quality bonds (categories 3 through 6) are valued at
market. The highest grade bonds (categories 1and 2) are
valued at amortized cost. Stocks constitute the second larg-
est category of property-casualtyinsurance company invest-
ments. Stocks are valued at current market value at year’s
end as set forth in the “Valuation of Securities.”

Because of the need for liquidity, real estate, mort-
gage loans, and collateral loans are not usually a signifi-
cant portion of a property-casualty company’s invest-
ments. In connection with their real estate holdings, most
state regulators require insurers to value land at cost and
buildings at cost less depreciation. First mortgages (and
second mortgages under certain limited conditions) are
valued at cost, but, in most states, ifa mortgage exceeds75
percent of the appraised value of the property, the excess
is considered a nonadmitted asset. Collateralized loans
are an admitted asset if the unpaid balance does not ex-
ceed the market value of the collateral and the collateral
itself is an authorized investment.

The most important of other insurance-specific assets
are agents’ balances or uncollected premiums, reinsur-
ance recoverables on loss payments, and investments in
affiliates. The agent balance asset account represents in-
surance premiums (net of agent commissions) due from
agents. Virtually all states treat such balances or pre-
miums overdue more than three months as nonadmitted
assets. Many insurance companies reinsure a portion of
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their loss exposure by entering into a contract with anoth-
er insurance company (the assuming company)which ac-
cepts a portion of the premium and promises to pay a
proportionate share of the lossesto which the primary (or
ceding) insurer is exposed. The primary insurer then re-
duces its loss reserves by the amount ceded to the reinsur-
er. When a policyholder’s claim is settled, the primary
insurer issuesa draft for all of the loss to the policyholder
and then bills the reinsurer for its portion of the settle-
ment. Disputes frequently arise in reinsurance due ac-
counts. To the extent that these disputes reduce the
amount received by the primary insurer, the insurer’s
assets and policyholdersurplusare overstated, misleading
regulators and market analysts.

Insurers often invest in the securities of affiliated
companies (i.e., companies under the common control of
a parent holding company). Because these securities may
not be publicly traded, no accurate method exists to value
them.* The value for such securities will be set by the
parent holding companyand may reflect financial goals of
the parent rather than a market-based price.

THE ROLE OF REINSURANCE

Insurance companies purchase reinsurance in order
to spread their risk, reduce their reserve liabilities (there-
by allowing them to increase their policyholder surplus
and write more business), and for other purposes de-
scribed in the next section. The treatment of reinsurance
under statutory accounting principles may not present an
accurate picture of an insurer’s true financial condition.
Current statutory accounting principles (like GAAP) al-
lowa primary insurer to take credit against its reservesfor
reinsurance ceded to reinsurers. The effect of this provi-
sion isto increase the primary insurer’s policyholder sur-
plus, allowing it to write more business.® Yet, the picture
of financial health created by statutory accounting for
reinsurance may be illusory for several reasons.

First, the direct insurer remains responsible for the
entire amount originally insured, regardless of the fact
that some fraction has been ceded to a reinsurer.® In
practice, therefore, the direct company has not reduced
its legal liability to its policyholders, although accounting
principles (both statutory and GAAP) make it appear as
though it has, and the insolvencyof a reinsurer can trigger
the insolvency of a primary insurer. Second, in most
states, judicial interpretations and/or statutory lawallowa
reinsurer to rescind its contract with the primary insurer if
the latter has misrepresented a material term orcondition
of the insurance ceded.” Third, statesdo not directlyregu-
late unauthorized alien reinsurers (domiciled in a foreign
country and unlicensed in any state), requiring instead
collateral to cover losses either in the form of earmarked
trust funds or letters of credit. Fourth, reinsurers often
cede a portion of their business to retrocessionaire com-
panies, but states do not even collect data on alien retro-
cessionaires. Fifth, reinsurers are sometimes late in reim-
bursing the ceding company for their share of the losses,
creating severe cash-flowproblems for the ceding compa-
ny. Sixth, some forms of reinsurance agreements, called
financial reinsurance, do not transfer any risk of loss to



the reinsurer and appear to be loans rather than reinsur-
ance. Nevertheless, some state regulators allow ceding
companies to “dress up” their financial statements by
using these financial reinsurance agreements to reduce
reserves and increase stated profit and policyholder sur-
plus. These problems are described in more detail below.

Purposes and Forms of Traditional Reinsurance

In law and in practice, reinsurance isa financial transac-
tion between the primary insurer and its reinsurer or be-
tween a reinsurer and its retrocessionaire.8 Commentators
cite severalreasonsfor and purposesof reinsurance. Among
the most important are that the use of reinsurance:

1) Servesasa means of leveling earnings (under-
writing income) by protecting ceding companies
from shock losses and placing a cap on the maxi-
mum losses of a ceding company from any one
risk or occurrence;

2) Facilitatesthe departure of acompany frombusi-
ness or from one of its lines of insuranceby allow-
ing it to cede that business or line of businessto a
reinsurer, which then becomes the primary insurer,

3) Enablesthe reduction of reserves, aconcomitant

increase in policyholder surplus, and the writing
of new business;

4)
5)

Increases the profits of a primary insurer;

Enables a small or new company to expand or
write nonstandard risks by relying on an experi-
enced reinsurer to counsel it; and

6) Affords the ceding company a better spread of
risk. That is, a company with reinsurance can
spread its risk over a larger number of units, in-

suring each unit for a smaller net amount.

There are two basic forms of reinsurance, facultative
and treaty.

Facultative reinsurance This is a system whereby a
primary insurer offers to cede to a reinsurer one or more
specificrisks. The primary insurer and reinsurer negotiate
the terms under which the reinsurer will acceptthe partic-
ular risk(s) offered. Facultative reinsurance is optional;
that is, the reinsurer is not bound to accept the offer made
by the primary insurer.

Treaty reinsurance. This reinsurance is negotiated in
advance of actual coverage. The treaty covers all risks
written by the primary companythat fall withinthe classof
risks contemplated by the treaty. For example, a treaty
may coveran insurer’sentireworker’scompensationbusi-
ness or its entire business in a particular state? Treaty re-
insurance is obligatory. That is, a reinsurer may not refuse
to accept any class of insurance that comes within the
terms of the treaty. Treaties typically remain in force for a
longtime and arefrequently renewed automatically. Are-
insurer does not underwrite each risk individually in a
treaty reinsurance contract as it doeswith facultativerein-
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surance; instead, the reinsurer relies on the underwriting
expertiseand good faith of the primaryinsurer. In proper-
ty-casualty insurance, treaty contracts account for most of
the reinsurance sold.

Both facultative and treaty reinsurance are issued in
one of two forms, excess of lossor pro rata. Under an ex-
cess-of-loss agreement, the primary company pays all
losses up to a predetermined amount, called the “reten-
tion.” The reinsurer then reimburses the ceding company
for the losses it pays in excess of the retention up to the
limitsof their agreement. The reinsurer receivesaportion
of the original premium paid to the primary insurer. Un-
der a pro rata agreement, the primary insurer and the re-
insurer split all premiums, liabilities, and losses on a pre-
determined basis.!

Problems with Reinsurance

Overdue Balances. The failure of reinsurers to pay
their agreed share of the lossesin a timely manner canbe
a significantproblem for state regulators. Late payments
can signal that a reinsurer is having solvency problems.
Even when the reinsurer is solvent, late payments can
create trouble for the primary insurer, which has already
paid the losses and may be experiencing severe cash-flow
problems. Some fraction of overdue reinsurance receiv-
ables is uncollectible and should be written off by the
primary insurer. Few statistics exist on the magnitude of
the problem, however.

In 1989, NAIC issued an Annual Statement instruc-
tion that it hopes will shed light on the magnitude of the
problem and encourage ceding companies to speed up
their recovery efforts. The instruction requires a primary
insurer to reduce its surplus in an amount equal to 20
percent of reinsurance owed and overdue by more than 90
days. (In contrast, generally accepted accounting princi-
plesrequire an evaluation of the collectibilityof the entire
amount recoverable and could result in a 100 percent
write down. According to the U.S. General Accounting
Office (GAO), GAAP accounting would reflect the
“amount of reinsurance ultimately expected to be col-
lected, a better measurement than the arbitrary percent-
age required by statutory accounting principles.”*)

All licensed insurers must report overdue reinsurance
balances on their Annual Statements. Data compiled from
the Annual Statements on overdue reinsurance balances
indicated that in 1990, U.S. property-casualty insurers
could have incurred penalties (reductionsin their surplus)
totaling $382million, less than 1percent of industry-wide
surplus.!? Industry-wide statistics tell only a partial story,
however. Accordingto GAO, the insolvencies of the Mis-
sion, Transit, and Integrity insurance companies were a
direct result of the inabilityand/or refusal of their reinsur-
ers to pay amounts due the ceding insurers.*?

Loopholesinthe Annual Statement instruction make
the data suspect, however. First, in most cases, the in-
struction does not require insurers to report (or reduce
their surplusby) overdue reinsurance that is in dispute.”
In one reported case, the amount of overdue reinsurance
balances was doubled when disputed balances were in-
cluded. According to a report inBusiness Insurance, Crum



& Forster’s United States Fire Insurance Company unit
reported $100.9 million in unauthorized reinsurance bal-
ances more than 90 days past due in its 1990 Annual
Statement. Yet, only $44 million of thisamount was undis-
puted and therefore subject to penalty.s

Second, under many contracts, reimbursement from
the reinsurer isnot “due”the primary insurer until 30 days
after proof of loss is presented to the reinsurer.!® Thus,
the 90-day period in the model rule does not begin to run
until 30 days after proof of loss, increasing the penalty
threshold to 120 days.

Third, primary insurers can extend the payment peri-
od “simply by asking reinsurers if they have all the infor-
mation they need to complete a proof of lossfiling. If the
answer isno, ascedinginsurers expect it would be, the loss
is not officially payable . . .and the 90-day clock hasn’t
started running.””

Fourth, NAIC has not adopted a model law or regula-
tion that would require states to take some regulatory
action to correct the problem. At least in connectionwith
property-casualty insurance, NAIC apparently believes
that reporting overdue balances on the Annual Statement
is sufficient protection without mandatory state regulato-
ry action. Yet, NAIC’s faith in the use of uncodified ac-
counting procedures and/or instructions in the Annual
Statement as an effective regulatory tool may be mis-
placed. A recent audit of the New York state insurance
department’s procedures and practicesfor monitoring in-
surer solvency criticized the department’s failure to fol-
low NAIC standards.’®* Because the New York depart-
ment is considered by many to be among the strongest in
the nation, the criticisms are particularly significant.

Given the loopholes in the 90-day penalty rule for
overdue reinsurance recoverables,abetter solutiontothe
problem may be to adopt a rule that treats overdue rein-
surance balances (balances that are not paid within 90
days after payment is due under the terms of the contract)
as nonadmitted assets. This is apparently the solution
adopted by the Illinois Department of Insurance. Such a
rule would give a truer picture of a company’s financial
health because “dubious reinsurance claims” would be
eliminated from the company’s financial statements.*

Unauthorized Alien Reinsurers. The problem of
overdue reinsurance balances is potentially even more in-
tractable in connection with unauthorized alien reinsur-
ers. An unauthorized reinsurer is one that is domiciled
outside the United States and not licensed in any state.
Estimates of the size of the unauthorized alien reinsurer
market vary. Accordingto the Reinsurance Association of
America, in 1990, unauthorized reinsurers comprised ap-
proximately 40 percent of the property-casualtyreinsur-
ance market.? State regulators exercise no direct control
over unauthorized alien reinsurers and do not even ana-
lyze their financial statements. Instead, regulators in the
29 states that have adopted a NAIC Model Law on Credit
for Reinsurance prohibit primary insurers from taking
credit for reinsurance ceded to unauthorized alien rein-
surers unless the reinsurer has demonstrated that it will
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be able to meet its obligations. For this purpose, the mod-
el lawrequires an unauthorized alien reinsurer to setup a
trust account or establish a letter of credit?' with an ap-
proved U.S. bank in favor of the ceding insurer.

Both methods have weaknesses. The value of the
assets in the trust account or the amount of the letter of
credit must be equal to the reserves ceded to the reinsur-
er. Tothe extent that ceded reserves are understated, the
collateral supportingthe reinsurers’ obligation to the ced-
ing company will be insufficient.? Also, according to an
industry official, ceding insurers are reluctant to draw
down their letters of credit when reinsurance balancesare
overdue because they do not want to disrupt an ongoing
relationship with their reinsurer.®

State reliance on indirect regulation of alien reinsur-
ers cancreate seriousproblems. When the indirect reme-
diesprove inadequate, state regulators may not be able to
pursue direct legal remedies against alien reinsurers be-
cause they lack the requisite jurisdictional power as well
as political clout to get a U.S. judgment recognized by a
non-U.S. court.

In recognition of the regulatory problems with unau-
thorized alien reinsurers, NAIC has drafted a proposed
federal Non-U.S Reinsurers Act. According to the draft
act, the Congresswould authorize NAIC to maintain a list
of eligible non-U.S. primary insurers and reinsurers.
Non-U.S. primary insurers would not be permitted to
write business in the United States unless listed as an
eligible direct writer by NAIC. In addition, domesticcom-
panies would not be permitted to take credit for reinsur-
ance from a non-U.S. company unless that company was
listed as an eligible reinsurer by NAIC. In both cases, a
non-U.S. insurer/reinsurer wishing to do business in the
United Stateswould have to comply with certain require-
ments, including submitting to NAIC’s authority to ex-
amine its books and records, maintaining a certain net
worth, and appointinga U.S. agent for service of process.
NAIC’s draft law presumes the need for some federal assis-
tance with alien insurersand reinsurers, while attempting to
retain state control over the examination process. The par-
ticular form of the draft is awkward, however.

Another option that might accomplish the same
goal —to utilize the greater jurisdictional reach and politi-
cal clout of the federal government while recognizing the
greater insurance regulatory expertise of state govern-
ments—would be for the federal government to maintain
a list of alien insurers and reinsurers who agree to subject
themselves to state regulation, as well as agreeing to the
entry and enforcement of a valid U.S. judgment in the
courts of the country of their domicile. Such a list would
be consistent with the developing international norm of
national treatment. The principle of national treatment
requires countries to allowforeign entitiesto compete on
essentially equal terms with domestic institutions in the
host country. Under the existinginsurance regulatoryset-
up, foreignentities are allowed to compete on more favor-
able terms than are domestic and/or licensed entities in
that they need not subject themselves to state regulation.



Financial Reinsurance

Traditional reinsurance contracts cover losses that
occur after the effective date of the contractand transfer
a portion of the risk of those losses to the reinsurer. In
contrast, financial reinsurance contracts typically cover
losses that occurred before the effective date of the con-
tract. The objectives of financial reinsurance are to im-
prove the stated profit of the reinsured and/or the stated
policyholders’ surplus of the reinsured company.

These goalsare accomplishedby selling reservesto a
reinsurer at their discounted present value. For example,
under a common form of financial reinsurance—loss
portfolio transfer—the reinsurer may agree to accept $7
million worth of loss reserves in return for a premium
payment from the ceding insurer. The parties set the
premium by calculating the present value of $7 million
using an appropriate interest rate and time period over
which the losses will be paid. Assuming that the parties
agree on a 5-yearperiod over which the losseswill be paid
and an average interest rate of approximately 1125 per-
cent (compounded monthly), the premium paid would be
$4 million, which is the discounted present value of the $7
million of loss reserves removed from the ceding compa-
ny’s balance sheet. Through the use of financial reinsur-
ance, insurerscan in effectdiscounttheir reserves, a prac-
tice that is prohibited by state regulators.

In the example above, the reinsurer assumed two
risks: the risk that the primary insurer would in fact pay
claimssooner than anticipated and the risk that the inter-
est rate earned on the $4 million would be lower than
expected. Some financial reinsurance contracts—called
finite risk reinsurance —eliminate all risk to the reinsurer
by building a “contingencyloading” intothe contract. The
contingency loading may provide for an increase in pre-
mium or a reduction in the amountthe reinsurer must pay
if claims are paid sooner than anticipated or the interest
rate earned is less than expected. The exhibit below illus-
trates the effect of financial reinsurance on the balance
sheet of an insurance company.” In this example, the
Quaking Casualty Company purchased $7 million of fi-
nancial reinsurance. Because the parties anticipated a
delay in settling the claims and high interest rates, the
premium for the financial reinsurance was $4 million.

Balance Sheet for Quaking Casualty Company
Before Purchase of Financial Reinsurance

Assets
Cash $ 5,000,000
Investments 50,000,000
Total Assets $ 55,000,000
Liabilities
Unearned Premiums $ 7,000,000
All loss reserves 45,000,000
Total Liabilities $ 52,000,000
Policyholder Surplus 3,000,000
Total Liabilities and Policyholder Surplus ~ $ 55,000,000

Balance Sheet for Quaking Casualty Company
After Purchase of Financial Reinsurance

Assets
Cash $ 1,000,000
Investments 50,000,000
Total Assets $ 51,000,000
Liabilities
Unearned Premiums $ 7,000,000
All loss reserves 38,000,000
Total Liabilities $45,000,000
Policyholder Surplus 6,000,000
Total Liabilities and Policyholder Surplus ~ $ 51,000,000

The reduction of reserves by an immediate $7 million in
return for a $4 million premium doubled the company’s
policyholdersurplusin a single transaction. Many accoun-
tants view financial reinsuranceas a loan rather than asa
reinsurance agreement and conclude therefore that in-
surance companies should not be permitted to dress up
their balance sheets through the use of financial reinsur-
ance. Some states agree and prohibit primary insurers
fromtaking a credit against their reserves for financial re-
insurance transactions. For example, under New York
law, if a contractof financialreinsurancedoesnot transfer
underwriting risk, the primary insurer may not record the
transaction as an underwriting transaction.

Recently, NAIC established a property-casualty
accounting requirement that would eliminate the use of
financial reinsurance. According to the new requirement,
every contract of reinsurance must include a transfer of
underwriting risk, as well as timing and investment risks.
A primary insurer who enters into a contract of reinsur-
ance that does not contain the requisite risk transfers
would not be permitted to take credit for the insurance
ceded. This new accounting requirement could resolve
many of the problems with financial reinsurance.

Yet several problems remain. First, NAIC’s require-
ment that a contract of reinsurance must include a trans-
fer of underwriting risk has not been codified and adopted
by the states. Unless states adopt NAIC’s accounting re-
guirement as a regulation or law, industry abuses in con-
nection with financial reinsurance will remain. Second,
according to Vincent Laurenzano, Assistant Deputy Su-
perintendent and Chief of the Property Companies Bu-
reau for New York, some problems remain even in those
statesthat have adopted a law similarto NAIC’s account-
ing requirement.? For example, reinsurancecontractsare
very difficult to interpret and require actuarial analysis.
Moreover, insurersare not required to provide copies of
their reinsurance agreements to state insurance depart-
ments in connection with reinsurance among affiliated
companies. Laurenzanodoes not advocate a requirement
that states must receive copies of all reinsurance con-
tracts, however, noting that it would be nearly impossible
to review all such contracts.



GAO CRITICISM
OF STATUTORY ACCOUNTING AND SUMMARY

In addition to the problems described in the previous
sections, GAO has noted several areas in which state
statutory accounting principles hinder effective monitor-
ing of an insurer’s financial condition. Although all states
require insurance companies to file a standard Annual
Statement developed by NAIC, some states allow account-
ing practices that differ from those codified in NAIC’s prac-
tices and procedures manual.?” Because a multistate in-
surer prepares its Annual Statements in accordance with
the statutory accounting principles of its state of domicile,
the financial data filed may not be consistent with or
comparable to that of other states.?® Frequently, other
statesinwhich a multistate insurer islicensed may require
the insurer to file supplements in accordance with their
own statutory accounting principles. Two NAIC working
groups (for life insurance and for property-casualtyinsur-
ance)are attempting to codify statutory accounting princi-
ples, which then could be adopted by all states. NAIC
expects the project to be completed by 1994.

NAIC maintains that a second GAO criticism—that
most statesdo not require independent verificationof the
data or actuarial certification of the adequacy of reserves
—hasbeen corrected. Independent CPA audits and actu-
arial certification (the actuary need not be independent)
of reserves are now required aspart of the uniform Annu-
al Statement filed by all licensed insurers.

In summary, the conservatismof statutory accounting
principles is undermined by lack of uniformity and the
failure to place meaningful limits on reinsurance as an
admitted asset. These omissionsweaken the usefulness of
the Annual Statements to states and rating agencies.

STATE SOLVENCY REGULATION

The primary goal of state solvency regulation is to
ensure the financial health of insurance companies. Be-
cause a contract of insurance protects policyholders
against future losses, state regulators must not only pre-
scribe initial capitalization but also monitor the ongoing
ability of companies to pay future claims.

Intheory, an insurer cannot operate in a state without
a license from the appropriate state administrative
agency, usually a division or department of insurance.
Each state is responsible for the financial health of insur-
ers operating within its boundaries. State licensure re-
quirements are the same for domestic insurers (incorpo-
rated in the regulating state) and for foreign insurers
(incorporated in another state). Prior to receiving a li-
cense, all companies must meet minimum capital and
surplus requirements. Once the companies are in opera-
tion, most states monitor the ongoing financial health of
only their domestic insurers by reviewing their Annual
Statements and conducting field examinations.”® NAIC
aidsstates in this task by administering a statisticallybased
early-warning system that identifies companies that
should receive close regulatory scrutiny. Unfortunately,
as described below, problems exist in each of these areas
of state solvency regulation.

27

State Minimum Capital and Surplus Requirements

Appendix A lists the state minimum capital and sur-
plus requirements for licensure, which vary from state to
state and by line of business. For example, the capital and
surplus required of a domestic life insurer varies from a
low of $400,000 ($200,000capital plus $200,000 surplus)in
Montana to a high of $6 million ($2 million capital plus $4
million surplus) in New York. Capital and surplus serve
different purposes. Capital is not used to pay off the
obligations of an ongoing company. In fact, state insur-
ance laws provide that a company’s capital may not be
drawn down without throwing the company into statutory
insolvency.* Rather, capital is a “last ditch” fund to per-
mit “an orderly receivership and liquidation [if the] insur-
erdoesnot succeed, with minimal or no lossto policyhold-
ers and other claimants.”*!

Given this purpose, it is readilyapparent that current
minimum capital requirements are inadequate. For exam-
ple, in a high-volumebusiness like automobile insurance,
a new company can easily acquire 20,000 policyholders
and apremium volume of $4 millionin ayear ortwo. If the
new company’s premium structure turns out to be 15
percent inadequate, a capital of $600,000 would be needed
to absorbthe loss. Expenses, unwise investments, and the
cost of receivership could easily raise the deficiencyto $1
million or more.>2 Moreover, the required minimum capi-
tal isunrelated to the quantity and quality of risk assumed
by a company. A large insurer with a high-volume and/or
high-risk business is subject to the same capital require-
ments as a small insurer with a low-volume and/or
low-risk business. Moreover, even the minimal capital of
many companies is overstated because the insurer’s loss
reserves are understated.

Most states view the initial surplus requirement as a
working fund to pay expenses until the new company has a
sufficientvolume of business to pay its expensesand cover
losses. In most states, insurer surpluscan drop below the
initial statutory minimum without triggering the statutory
definition of insolvency, but some state laws tie their
definitions of insurer insolvency directly to their mini-
mum capital and surplus standards.

Some states justify the low capital and surplus re-
quirements as a method of encouraging new competitors
to enter the business. The low barriers to entry into the
property-casualty business do appear to encourage new
entrants, and in doing so, they provide a response to critics
who argue for removal of the McCarran-Ferguson federal
antitrust exemption for insurers. Antitrust experts cite
low bamers to entry as an important measure of the
competitivenessof a market, where prices are set compet-
itively. Thus, minimum capital and surplus requirements
serve two different goals. The minimums must be set high
enough to protect policyholders in the event that the
company fails, yet low enough to encourage new entrants
and convince criticsof the insurance antitrust exemption
that the industry is competitive.

Many state regulators recognize that minimum capi-
tal requirements are not an appropriate measure of capi-
tal adequacy for established concerns. A NAIC commit-
tee is drafting risk-based capital standards, based on the



sizeand risk of eachinsurer, for property-casualtyand life
insurers. A company that falls below the standard would
be subject to differing levels of mandatory regulatory ac-
tion, dependingon the level of deficiency. The target date
for adoption of the property-casualty risk-based capital
standard is June 1993.

Fronting and Managing General Agents

A serious problem with state licensure standardsfor
insurers is the failureof statesto enforcethem. For exam-
ple, despite state laws requiring insurers to obtain a li-
censeprior tobeginning operations,an unlicensed insurer
can operate in most states through the use of “fronting.”
Fronting is a “rent-a-license” arrangement, whereby a
duly licensed fronting insurer writes policies for another,
unlicensed insurer. The fronting insurer then cedes a
large fraction of the business to the unlicensed insurer.
The fronting insurer also cedes control over all of its
primary duties to the unlicensed insurer, including under-
writing, claims handling, and reserve setting. Because the
fronting insurer has ceded all control, it isunable to adjust
premiums to match experience. Nevertheless, legally, the
fronting insurer remains liable for all losses.

Working through NAIC, a state/industry committee
is drafting a model law to limit fronting. Industry repre-
sentatives on the committee have rejected several drafts
that would have prohibited a fronting insurer from dele-
gating reserving, underwriting, and claims handling to a
reinsurer except in connection with fronting arrange-
ments for captive insurers.** Some observersbelieve that
even stronger restrictions on frontingare needed, such as
prohibiting licensed insurers from ceding more than 50
percent of their business to unlicensed insurers and re-
quiring fronting insurers to set underwriting standards
and calculate the appropriate reserves.>

Such restrictions on fronting appear to comply with
the basic, common sense notion that the company under-
writing insuranceand setting reservesshould be subjectto
state solvency examinations. Some industry representa-
tives, however, citetwo examplesto illustrate the need for
fronting. First, it is far more efficientfor an insurerbased
outside the United States that wants to insure its U.S.
operationsbut does not want to wait the five to ten years
necessary to become licensed in all 50 states® to pay an
American insurer to front for it. Likewise, a multistate
U.S. business that does not want to buy workers” compen-
sation insurance in every state may set up a captive insur-
ance company and pay a licensed insurer to front for it.

Although some industry representatives maintain
that fronting should be viewed as just another form of
reinsurance, there are significant differences between the
two arrangements. Under a typical reinsurance agree-
ment, the licensed insurer cedes only a portion of its
businessto areinsurerand retainscontrol over underwrit-
ing standards, sets its own reserves, and adjustspremiums
as needed. In contrast, licensed insurers who front for
unlicensed companies may cede 100 percent of their busi-
ness to an unlicensed company and do not retain responsi-
bility for underwriting standards, reserving, and premiums.

Similarproblems exist with the use of managing gen-
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eral agents (MGAS). Primary insurers use MGAs as inter-
mediaries to negotiate reinsurance agreements. Al-
though MGAs are not licensed as insurance companies,
primary insurers frequently grant them authority to per-
form all of the essential tasks of insurance companies,
including underwriting, pricing, and billing. In return for
their services, MGAs receive commissionsbased on the
volume of business they write and earn interest on the
premiums that they collectand hold for the primary insur-
er. Both GAO*” and the House Subcommittee on Over-
sight and Investigations (the Dingell Report) have noted
that this fee structure gives MGAs “strong incentives to
operate recklessly or dishonestly.”#

In 1991,NAIC issued itsamended Managing General
Agents Act. The act requiresan MGA to be licensed asa
producer in any state in which it performs certain defined
acts. Further, the act requires insurers and MGAs to
enter into written contracts that contain the provisions
listed in the act. As of September 1992, approximately 29
states have adopted the model act or similar legislation.

Monitoring the Financial Health of Insurers

Statesmonitor the financial health of insurance com-
panies by reviewing their licensees’ Annual Statements
and by conducting field examinations of domestic com-
panies, Both methods have defects, as described below.

All states require licensed insurers to submit a
year-end Annual Statement by March of the following
year. The lack of uniformity in state accounting ruleswas
noted in the previoussection. Another shortcomingof the
use of the Annual Statement as a monitoring tool is the
time lag in state review of the data. For year end 1991, for
example, state laws required licensed insurers to submit
their Annual Statementby March 1,1992. Typically, state
reviews of the financial data in the report take from six
weeks to three months. As noted by GAO, a company can
have a problem for more than ayear beforea state regula-
tor isaware of it.* NAIC maintainsthat the time lag is not
a problem because many states require companiesto file
abbreviated (and unaudited) quarterly financial reports,
which containsufficientdata to allow statesto observe any
significantchanges in a company’sfinancial condition. AS
of September1992, 27 statesrequire insurersto file quar-
terly financial reports; 24 of these states require compan-
ies to file with NAIC and three require companiesto file
with the state directly.

Through field exams, state regulators can detect
problems that do not show up on Annual Statements.
Most state statutes provide for periodic (fromthree tofive
years) field exams of domestic companies. Depending on
the size of the insurer, field exams can take ayear or more
to complete. NAIC has recently taken several steps to
remedy this problem. For example, NAIC’s Examination
Processes Committee has substantiallyrevised the official
Examiner’s Handbook, begun work on a comprehensive
training program to teach examiners about the new ap-
proach, and developed a training program for senior level
financial regulators.

Anothernew project recently initiatedby NAIC isthe
Financial Analysis Working Group (FAWG). FAWG first



identifies insurance companies of national significance,
using as measurement criteria gross premium written and
the number of states in which companies are licensed.
Then, the financial statements of those companies
deemed nationally significant are analyzed, and the com-
panies are classified as needing either immediate, prior-
ity, or routine regulatory attention. Finally, FAWG moni-
tors the actions taken by the domiciliarystate regulator to
ensure that the domiciliary state is aware of the nature of
the company’sproblems, hasa correctiveplan of actionin
place, and has communicated with other states whose
policyholders may be at risk.

Detecting serious problems in the financial condition
of insurersis only half of the regulatory equation, howev-
er. Regulators also must be willing to take timely supervi-
sory actions to stem losses when an insurer’s financial
condition has become perilous. In a recent joint audit
report, the National State Auditors Association reviewed
state regulatory treatment of 16 insurers, all of which
were domiciledin either New York or Californiaand were
eventually the subject of state delinquency actions. The
report found that, frequently, 10 or more years elapsed
from the time of the initial discovery of serious financial
problems until the regulators initiated formal delinquen-
cy proceedings.*!

Monitoring Reinsurers and Reinsurance

Like primary insurers, licensedreinsurers file Annual
Statements with regulators in the states in which they are
licensed,* but unlicensed alien reinsurers do not. Rein-
surersalso purchase reinsurance (i.e., retrocede a portion of
their business to another insurer, which becomes the retro-
cessionaire). Although licensed reinsurerslist their retroces-
sionaires on their Annual Statements, the retrocessionaires
are not required to filefinancial data, and regulatorscannot
assess the financial condition of each retrocessionaire
from the financial statements of the reinsurers.*

Moreover, as each party deducts its commissionsand
fees from the original premium, the layers of retroces-
sions can reduce funds available to the reinsurers in the
chain to cover losses. GAO has noted that the insolvency
of retrocessionaires can “ripple through the reinsurance
chain to affect the original ceding companies.”” As an
example, GAO cites the recent failures of Integrity Insur-
ance Companyand its reinsurer Mission Insurance Com-
pany. The inability of Mission Insurance Company to col-
lect the amounts due it from its retrocessionaires led to
the failure of Mission to make reinsurance payments to
Integrity and brought down both companies.*

MULTISTATE
INSURANCE HOLDING COMPANIES

Special problems exist for statesattempting to ensure
the solvency of insurers that operate through multistate
holding companies, whereby a parent holding company
domiciled in one state controls separate insurance subsid-
iaries operating in several states. Insurers form holding
companies® for many reasons, including diversificationof
their business. In many states, insurers are prohibited
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from engaging in non-insurance activities. Through the
use of a holding company, an insurer can diversify into
other activities through separately incorporated affiliates.
Another reason for an insurer to forma holding company
is to circumvent state regulatory restrictions on invest-
ments. Once funds are transferred to a holding company,
they are not subject to state regulatory restrictions.

The problems associated with supervising a financial
company that operates through a holding company struc-
ture in several jurisdictions are well known. Although
separately incorporated, the parent holding company
tends to treat subsidiariesthat are engaged in the same or
similar businesses as one economic enterprise. Most as-
sets held by financial companies consist of intangible
property that can be moved with ease among affiliates
located in different jurisdictions. In most cases, a change
in a book entry will suffice to transfer assets from one
affiliate to another. Moreover, the affiliated group typi-
callyreceivesshared administrative servicesfrom itscom-
mon parent holding company, and the prices for such
services are not necessarily those that would be charged
by an unrelated company. That is, the price that the par-
ent holding company charges its subsidiariesfor such ser-
vices may be set 1o serve goals, such as tax avoidance,
other than the efficient provision of services.

Intercompany transactions and intermingling of as-
sets make it nearly impossible to estimate the solvency of
aninsurerwithoutlooking at thevarious entities that area
part of the holdingcompany, including the parent. Effec-
tive regulation of insurance holding company systemsre-
quires state regulators to review consolidated financial
statements with uniform accounting standards and to ex-
amine the financial transactions among the parent holding
company and its affiliates as a unitary economicenterprise.
GAO has noted that only 13statesrequire companiesto file
consolidated financial statements,*” and no state regu-
lates either non-insurance holding company parents or
noninsurance affiliates.””” A NAIC working group is at-
tempting to developreporting guidelinesfor the prepara-
tion of consolidated group Annual Statements.

NAIC’s Model Holding Company Act

The most recent version of NAIC’s model act on
holding company systemsrequires an insurer to notify its
domesticregulator at least 30 days in advance of itsinten-
tion to engage in any one of certain transactions with its
parent or an affiliate if the transaction will equal or ex-
ceed the lesser of 3 percent of the insurer’s admitted
assetsor 25 percent of its surplus (property-casualty com-
panies), or 3percent of the insurer’sadmitted assets (life
companies). The statute covers the following transac-
tions: sales, purchases, exchanges, loans, or extensionsof
credit, guarantees, or investments. A NAIC model regu-
lation sets forth the rules and procedural requirements
necessary for the state insurance commissionerto carry
out the provisions of the model act. It also includes the
forms used by insurers to notify the insurance department
of specified affiliate transactions. As of March 1992, 28
states had adopted the most recent version of the model
act and 14 states had adopted the model regulation!”



The restrictive language in the model act appears
conservative at first glance; in practice, the restrictions
have little force. First, the restriction is not self-executing.
The transactions described are not forbidden unless and
until a state regulator disapprovesthem using a “reason-
ableness” standard. Second, the restrictions are applied
transaction by transaction and affiliateby affiliate. That is,
in calculating the percentage limits, neither the transac-
tions nor the affiliates are aggregated over a given time
period. Thus, insurers can easily avoid the threshold level
for notificationby splitting a large transaction into two or

more smaller ones or by engaging in several transactions
with more than one affiliate.

The model act makes someattempt to close this loop-
hole by giving the commissioner authority to penalize a
company that enters into a series of transactions “if the
purpose of those separate transactions is to avoid the
statutory threshold amount and thus avoid the review that
would otherwise occur.” Not only are such after-the-fact
penalties difficult to enforce, but they may also be too late.

It is instructive to compare NAIC’s model law cover-
ing transactions with affiliates with the federal laws re-
stricting transactions among bank holding company affili-
ates. For example, subsection 1of 12U.S.C. section321c
contains a restriction on interaffiliate transactions that
prohibits a bank from engaging in certain transactions
with (1)any one affiliate unless the aggregate amount of all
such transactions does not exceed 10 percent of the capital
stockand surplus of the memberbank, and (2) all affiliates
unless the aggregate amount of covered transactions of
the member bank and its subsidiarieswill not exceed 20
percent of the capital stock and surplus of the bank.

Federal regulators have found even this tough,
self-executingstandard insufficientto solve the perennial
problem of abusive transactionsamongaffiliatedcompan-
ieswithin a holdingcompany structure that includesregu-
lated industries. In addition to the statutory restrictions
on interaffiliate transactions, federal regulators have two
other important tools to control holding company abuses.
One is a system of congressionally mandated cross guar-
antees. In 1989, the Congress enacted the Financial Insti-
tutions Reform, Recovery, and Enforcement Act (FIRREA).
Section 206 (e)(i) of FIRREA was designed to prevent
multibank holding companies from abandoning failing
insured affiliates.®® The act accomplishes its purpose by
overcoming the judicial wall between separately incorpo-
rated but commonly controlled depository institutions
and establishinga systemof crossguaranteesamongaffili-
ated depositories.”* This congressionalmandate links de-
pository affiliates acrossstate lines in aweb of warranties,
treating the affiliates asbranches of onebank rather than
separately chartered banks.

FIRREA does not extend the cross-guarantee liabil-
ity to bank holding company parents or to nonbank affili-
ates. Another tool used by federal regulators, however,
does extend responsibility to holding company parents.
Thefederal reserveboard’s “source-of-strength”doctrine
makes bank holding company parents responsible for the
financial health of their bank subsidiaries. GAO has rec-
ommended that the Congress enact a law codifying the
source-of-strength doctrine. According to GAO,
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it iskeeping with market realities to view holding
companiesas consolidated entities for operating
purposes. Market reaction.. .assumesthat seri-
ous financial problems associated with a holding
company subsidiaryare likely to negatively affect
the health of the holding company and all of its
other subsidiaries. . .. The holding company par-
ent is the “nerve center” of the company and de-
termines how its subsidiariesare operated.®

Of course, the activities of bank holding companies
are limitedby federal statute to businesses deemed close-
ly related to banking. In contrast, insurance holdingcom-
pany parents and their subsidiaries are frequently en-
gaged in businesses unrelated to insurance. Some state
regulators and industry representatives contend that a
source-of-strength doctrine may be impracticalin connec-
tion with such diversified holding companies. Yet, recent-
ly, the Bush administration’s bank restructuring bill (S.713)
proposed a similar requirement for so-called diversified
holding companies.*

The federal experience with abusive interaffiliate
transactions in national and international holding compa-
ny structures illustrates the depth of the problem.

STATE REGULATORY RESOURCES
AND INSURER FAILURE RATES

It would be helpful to compare the number of insol-
vencies per state with state regulatory resources, includ-
ing budgetary dollars and number of examiners. Unfortu-
nately, no such studies exist. A recent special report from
AM. Best Company contains some intriguing correla-
tions that deserve further study. According to the study,
six states accounted for 187 or 50 percent of the 372 insol-
vencies from 1969 to 1990.5¢ The siX states are Texas (47),
California(35), Pennsylvania(35), New York (30), lllinois
(22), and Florida (18). Four of these states— Illinois, Tex-
as, New York, and Pennsylvania—also were among the
top six in the average number of domiciled companiesper
state. It is not surprising that the states with the largest
number of domiciliary companies should have the largest
number of insolvencies. What is surprising is that when
the number of failures was adjusted to take into account
the average number of domiciled companiesin each state,
only four of the six had a failure frequency rate above the
all-state average of 0.68 percent—California (1.33%),
Florida (1.63%), Pennsylvania (0.76 percent), and Texas
(1.01%).The average failure rate for Illinoisat 0.34 per-
cent was well below the all-state average, while the aver-
age failure rate for New York at 0.65 percent was just
below the average.

As Table 2 shows, the apparently superior perform-
ance of Illinois and New York does not appear to depend
on greater regulatory resources in terms of budget dollars
per domiciliary company or in the number of domiciled
companiesper examiner. Nevertheless, this table (aswell
as other similartables in the A.M. Best Company report)
may be misleading. A better measure of the relationship,
if any, between regulatory resources and failure rate
would focus on the size (by premium dollar) of the domi-



Table 2
1990 Regulatory Resources by State

Number Budget Domiciled Average
Budget Number of Domiciled per Domiciled  Companies Failure Frequency

State (millions) of Examiners Companies Company per Examiner 1969-1990
Alabama $3.2 1 99 $32,267 9 0.38%
Alaska 20 5 14 139,743 3 0.67
Arizona 2.7 0 894 3,040 30 113
Arkansas 3.0 8 0 33,164 1n 0.19
California 60.4 89 260 232,392 3 133
Colorado 3.1 20 293 10,432 15 0.71
Connecticut 43 19 137 31,095 7 0.00
Delaware 2.7 33 193 13,942 6 0.73
District of Columbia 2.1 6 32 64,406 5 0.00
Florida 39.0 35 182 214,490 5 1.63
Georgia 6.3 12 13 47,937 1 0.70
Hawaii 20 3 37 52,209 12 0.37
Idaho 3.2 12 34 92,771 3 0.00
Ilinois 132 67 445 29,689 7 0.34
Indiana 3.3 20 186 17,733 9 0.41
lowa 4.2 33 243 17,225 7 0.13
Kansas 45 13 70 64,108 5 0.00
Kentucky 53 16 71 74,586 4 0.38
Louisiana 5.7 21 229 24,843 n 210
Maine 31 14 33 94,599 2 0.18
Maryland 75 43 9% 78,285 2 031
Massachusetts 59 6 99 59,790 17 0.66
Michigan 6.7 36 146 45,930 4 031
Minnesota 4.3 13 220 19,373 17 0.05
Mississippi 26 16 65 40,000 4 0.00
Missouri 2.1 26 220 9,571 8 042
Montana 10 9 21 46,186 2 176
Nebraska 35 14 150 23,235 1 0.32
Nevada 6.2 24 18 342,532 1 161
New Hampshire 19 13 43 43,859 3 0.00
New Jersey 121 36 115 105,104 3 0.79
New Mexico 2.3 3 34 67,553 n 129
New York 542 220 364 148,928 2 0.69
North Carolina 18.7 38 112 167,312 3 0.16
North Dakota 10 3 62 13,770 21 0.00
Ohio 118 49 278 42,354 6 0.36
Oklahoma 43 23 136 31,518 6 120
Oregon 4.6 13 89 51,755 7 1.00
Pennsylvania 113 4 347 32,490 8 0.76
Puerto Rico 2.1 14 68 31,082 5 164
Rhode Island 20 14 39 50,331 3 155
South Carolina 55 15 63 86,530 4 091
South Dakota 10 2 60 12,482 0 0.16
Tennessee 3.7 18 103 35,489 6 054
Texas 50.7 83 745 68,019 9 1.01
Utah 20 9 58 35,107 6 0.56
Vermont 15 6 188 7,923 31 0.10
Virginia 89 30 9 89,862 3 0.20
Washington 6.2 14 9 65,842 7 041
West Virginia 17 5 23 73,806 S 113
Wisconsin 49 22 304 16,268 14 0.18
Wyoming 10 5 9 111,847 2 3.75
State Average $8.2 26 157 $ 64,323 8 0.68%

Sources:National Association of Insurance Commissioners and the A.M. Best Company.
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ciled companies and compare the number of examiners
(orbudget) per premium dollar to a weighted failure rate
(i.e., the sum of the premium dollars of all failed domicili-
ary companies divided by the sum of the premium dollars
of all domiciliary companies).

SUMMARY OF MAJOR AREAS
INWHICH STATE SOLVENCY REGULATION
OF PROPERTY-CASUALTY COMPANIES
COULD BE IMPROVED

This study has reported on nine areas in which state
solvency regulation falls short and could be improved:

1) The lack of uniformity of accounting principles for pur-
poses of financial reporting;

2) Accountingfor reinsurance ina manner that mayprovide

aninaccuratepicture of an insurer’strue financial con-
dition;
3)
4)

The failure to regulate alien reinsurers effectively;

Minimum capital and surplus requirementsthat are un-
related to the size of a company or the risk it assumes;

5) The use of fronting and managing general agents to cir-

cumvent state licensure and regulatory requirements;
6)
7)

A significanttime lag in examining insurance companies;

Thefailure to initiateformal proceedings after discovery
that an insurer is operating in aperilous financial condi-
tion, thus increasing the costs to consumers and tax-
payers of the eventual demise of the company;

8) Theuse (in areas I which laws are needed) of uncodified
accounting requirementsand reporting requirements asreg-

ulatory tools in lieu of model laws and regulations; and

9) Thefailure to effectively regulate transactionshetweenin-
surers and theirparent and among insurersand their af-

filiates.

All of the above problems, with the possible excep-
tion of the last one, couldbe corrected through individual
state action without federal intervention. Indeed, NAIC
has adopted model laws that address many of these prob-
lems and has instituted an accreditation program, described
in Rt Three. The adoption of the new model lawshby states
would be a step in the direction of strengthening state regu-
lation. To date, many states have not adopted the models,
and only a handful of states has become accredited.

With respect to the last problem listed above, effec-
tive regulation of insurance holding company systems is
difficultto accomplish on a state-by-state basis. Lax regu-
lation and weak laws in a few states (or in even one state)
can lead to insolvenciesthat affect policyholdersin many
states. Given that domiciliary statesare the primary regu-
lators of their domestic multistate insurers, the conse-
quences of inadequate regulation by one state are ex-
ported to all states. Coordination among states is thus an
essential ingredient for effective state solvency regulation
of multistate insurance holding companies.
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! The discussionof insurance accountingin thissection is taken
primarily from Terrie E. Troxel and George E. Bouchie, Pro-
perty-Liability Insurance Accounting and Finance,3rd ed. (Mal-
vern, Pennsylvania; American Institute for Property and Li-
ability Underwriters, 1990).

2 Many of the accountingproblems discussed in this section are
not peculiar to statutory accounting principles but exist also
with GAAP (generally accepted accounting principles).

3 Roger Kenney, Fundamentals of Fire and Casualty Strength
(Dedham, Massachusetts: Kenney Insurance Studies Press,
1957) p. 29.

4 NAIC believes that the method used by itssecuritiesvaluation
office to value investments in affiliated companies —book va-
lue—is an accurate method.

3 The Reinsurance Association of America (RAA) notes that
not every reinsurance transaction resultsin immediate surplus
relief. For example, neither an excess of loss treaty without a
cedingcommission nor a catastrophe treaty would have sucha
result.

® In some few cases specific contract terms change this general
rule. Two such cases, assumption reinsurance and cut-through
clauses, are discussed later in the report.

7 The Reinsurance Association of America (RAA) correctly as-
serts that general contract law allows parties to rescind their
contract if it contains a material misrepresentation. Yet, rein-
surance contracts, like insurance contracts, are not contracts
between private parties. Rather, they are contracts with apub-
licpurpose, subjectto the police power of the state to regulate
in the public interest.

8 Except where specifically noted, the information in this sec-
tion is taken from Bernard L. Webb, Howard N. Anderson,
John A. Cookman, and Peter R. Kensicki, Principles of Rein-
surance, Volumel (Malvern, Pennsylvania: Insurance Institute
of America 1990).

9 Statement of Franklin W. Nutter, President, Reinsurance As-
sociation of America, submitted to the U.S. Senate, Govern-
mental Affairs Committee, Permanent Subcommittee on In-
vestigations, June 26, 1991.

19 1bid.

11 Statement of Richard L. Fogel, Assistant Comptroller Gener-
al, before the U.S. House of Representatives, Committee on
Energy and Commerce, Subcommittee on Oversightand In-
vestigations (Washington, D C U.S. General Accounting Of-
fice, May 1991), p. 10. Industry observers note that statutory
accounting principles do not differ significantly from GAAP.
An Annual Statement instruction requires that, if experience
has shown that a greater amount will be uncollectible, agreat-
er provision should be established.

12 Douglas McLeod, “‘Late Payer’ Penalties to Get Tougher:
NAIC Proposal to Extend Sanctions to Unauthorized Rein-
surance Recoverables,”Business Insurance,November 4,1991,
p. 16.

13 U.S. General Accounting Office (GAO), Insurance Regula-
tion: State Reinsurance Oversight Increased but Problems Re-
main (Washington, DC, May 1990), p. 21.

14 According to NAIC, amounts in dispute are “added back to
the calculation of the penalty if overdue recoverablesrepre-
sent. . . more than 20 percent of paid loss recoverable plus
amounts actually recovered during the calendar year preced-
ing the date of the statement.” NAIC letter to ACIR, April 24,
1992.

15 McLeod, “ “Late Payer* Penalties to Get Tougher,” p. 16.The
Reinsurance Association of America has noted that in 1990,
overduereinsurance owed represented only 2.3 percent of the
net premiums written by 26 members of RAA. According to



RAA, this percentage, which is calculated from data reported
on Schedule F of the reinsurers’ 1990 Annual Statements, in-
cludes amounts in dispute. Letter of Franklin W. Nutter to
ACIR, September 15, 1992. Yet, according to NAIC, reinsur-
ers were not required to report amounts in dispute on their
1990 Annual Statements. Even the new reporting require-
ment (for 1992) requires reinsurers to report only a fraction of
the amounts in dispute. Phone conversationwith Ed Kelly of
NAIC, October 9,1992. See also DouglasMcILeod, “Overdue
Reinsurance Penalties to Tighten: Regulators Want to Close
Loopholes in Current Regulations, Business Insurance, Octo-
ber 26, 1992, p. 19.

18 |bid.
17 1bid.

18 State of New York, Office of the State Comptroller, Division
of Management Audit, State Insurance Department Monitoring
of Insurer Solvency (Albany, April 8, 1992).

19 National Association of Independent Insurers, Insurer Solven-
cy: Public Policy Recommendations for Improvement (Des
Plaines, Illinois: 1989). This excellent report contains a wealth
of information for regulators and policymakers.

2 Statement of Franklin W, Nutter. In contrast, one law firm
notes that the alien reinsurance market constitutes only 25
percent of the U.S. market. Letter to ACIR from William
Marcoux of LeBoeuf, Lamb, Leiby & MacRae, September 1,
1992.

2L The letter of credit must be irrevocableand unconditional and
have at least a one-year term.

22 Some state regulators, recognizing the problem of under-
stated reserves, require an actuarial certificationof an insur-
er’sgrossreserves (ceded reserves aswell asretained reserves).
This new practice may improvethe accuracy of ceded reserves
reported by primary companies.

2 In fact, some observersnote that “the vast majority of [letters
of credit] were negotiated with the bank with the understand-
ing that they would not be drawnon. If banks are. ..forcedto
honor these LOCs, they will demand more money from rein-
surers for the instruments, and reinsurers will pass the costs
alongto cedingcompanies....” McLeod, “ “Late Payer’ Penal-
tiesto Get Tougher,” p. 16, quoting Edmond Rondpierre, Se-
nior Vice President and General Counsel, General Reinsur-
ance Corporation.

24 Except where specifically noted, the information in this sec-
tion is from Webb et al., Principles of Reinsurance, Volume 1.

25 The exhibitsare taken from Webb et al., Principles of Reinsur-
ance, Volume 1, p. 163.

26 Phone conversationwith Vincent Laurenzano, May 11,1992.
27 Statement of Richard L. Fogel.
28 hid., p. 9.

2 National Association of Insurance Commissioners (NAIC),
Insumnce Department Resources Report (Washington, DC,
1990). NAIC notes that the data in its report do not include
zone examinations.

30 See, for example, Colorado Revised Statutes section 10-3-212,
“Astock insurance company is deemed insolvent when its ad-
mitted assets are less than all of its liabilities, excluding from
such liabilities the aggregateamount of its capital stock, and is
deemed impaired when its admitted assets are less than its lia-
bilities, including as a liabiljfythe aggregateamount of its out-
standing capital stock. . . .

31 Spencer L. Kimball and Herbert S. Denenberg, eds., Insur-
ance, Government,and Social Policy: Studies in Insurance Regu-
lation (Homewood, Illinois: Richard D. Irwin, Inc., 1969), p.
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32 |bid., p. 154.
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Charles A. Bowsher, Comptroller General of the United affiliates of diversified holding companies as well as the bank
States, before the U.S. House of Representatives, Committee affiliates.
on Energy and Commerce, Subcommittee on Telecommuni- 34 Best’s Solvency Study, Property/Casualty Insurers 1969-1990,
cations and Finance (Washington, DC: U.S. General Ac- (Oldwick, New Jersey: A.M. Best Company, June 1991), pp.
counting Office, July 10, 1991). 19-20.
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Critical Issues in State Regulation

of Property-Casualty Insurance:
Liquidation Laws and State Guaranty Funds

All states have laws specifying the actionsthat an insur-
ance commissioner cantake to protect the policyholdersof a
financially troubled insurance company. These laws give
insurance commissioners authority to institute delinquency
proceedingsagainst financiallytroubled companies. Permis-
sible delinquency proceedings range from supervision to
liquidation. As is the case with solvency regulation, liquida-
tion of an insolvent insurer, even a multistate insurer, is
handled primarily by the domiciliary state. In contrast, state
guaranty funds, which provide protection for policyholders
and claimants of an insolvent insurer, must be activated in
the nondomiciliary states where policyholders or claimants
of the insolvent multistate insurer reside.

STATE DELINQUENCY PROCEEDINGS

Virtually every state delinquency law isbased on either
or both of two acts, the Uniform Insurers Liquidation Act
(UILA) and the Insurers Supervision, Rehabilitation, and
Liquidation Act (Model Act). UILA was promulgated in
1939hy the National Conference of Commissionerson Uni-
form State Laws and the American Bar Association. As its
title implies, UILA is targeted specifically at liquidation
proceedingsand is designed to solve the problemsthat arise
in connection with the liguidation of insurers that have
assets and liabilities in more than one state. Approximately
24 states have adopted UILA. The Model Act, issued by the
National Association of Insurance Commissioners (NAIC)
in 1969, is broader, covering delinquency proceedings short
of liquidation as well as liquidation of multistate insurers.
Roughly 29 states have adopted the Model Act.
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The purposes of the two acts are similar—toprotect
the interests of insureds, claimants, creditors, and the
public and to reduce the problems of interstate liquida-
tion by facilitating cooperation among states. To accom-
plish these purposes, the acts limit where delinquency
proceedings can be brought and control the disposition of
the assets of the insolvent insurer. The two acts have
many similar provisions. For example, both acts vest ex-
clusive authority to institute delinquency proceedings in
the insurance commissioner,both designate the domicili-
ary state as the primary location for all delinquency pro-
ceedings, and both specify that all delinquency proceed-
ings be administered under the supervision of a court.
Table 3 compares pertinent provisions of the two acts.

In addition to differencesbetween UILA and the Mod-
el Act, several other problems have arisen in delinquency
proceedings. Not surprisingly, many of the problemsinvolve
reinsurance. Other difficultiesarise from the lack of unifor-
mity among state laws and state/federal clashes over claim
priorities. These problemsand the litigation they engender,
alongwith the lawsuits of third-party claimants against
policyholders of the insolvent insured, increase the time and
expense of liquidations.

Marshaling General Assets: Reinsurance

As was described in Chapter 3, insurance companies
purchase reinsurance in order to reduce their reserve
liabilities, thereby allowing them to increase their
policyholder surplus and write more business. Insurers
that have purchased reinsurance are permitted to reduce
their reserve liabilitiesbecause the reinsurer has agreed



Table 3

UILA and the Model Act Compared

UILA Model Act
Domiciliary State in which U.S.-based insurer is incorporated; Same
State domiciliary state is deemed to be the primary location
for delinquency proceedings
Ancillary State |Any state other than a domiciliary state, where |Same

delinquency proceedings parallel to those of domiciliary
state may be instituted because assets of delinquent
company are located there

Reciprocal State

Any state that has enacted the substance of UILA

Any state that has enacted certain sections of the Model
Act

Summary
Proceedings

No provisions

Allows commissioner to petition court for possession of
insurer’s property while ascertaining what further ac-
tions are needed; protects property until formal pro-
ceedings are initiated; petition 1s confidential.

Rehabilitation

No provisions

Commissioner of domiciliary state may petition the
court for order of rehabilitation of a company, allowing
commissioner to take possession of all assetsand admin-
ister them under court supervisionand to take all actions
necessary to reform and revitalize insurer

General Assets | All property not specifically mortgaged, pledged, or |Same
deposited for benefit of specified persons or a limited
class of persons; reinsurance proceeds are general assets
Special Deposits | Any deposits made pursuant to statute for benefit & | Same
limited class of persons
Domiciliary Commissioner of domiciliarystate Same
Receiver
Ancillary Commissioner of domiciliary state must petition court | Commissioner of ancillary state may initiate proceed-

Proceedings

for appointment of an ancillary receiver if (1)there are
“sufficient” assets of the company located in the
ancillary state, or (2) ten or more state residents petitior
commissioner requesting receiver

ings if “the protection of creditorsorpolicyholdersin an-
cillary state requires”

Federal No specificprovision, but courtshave allowed when the | No provision
Receiver state of domicile was unable or unwilling to conduc
delinquency proceedings
Stays and No provision After entry of order of liquidation, all prosecution of
Injunctions claimsstayed; other states must give full faith and credit

toanti-injunction orders entered in liquidation proceed-
ings if domiciliary state would do likewise

Control Over
Assets

Domiciliaryreceiver giventitle to all property, contracts
and rights of action of delinquent company wherever
situated as of date of entry of an order giving receive:
possession of company; ancillaryreceiver in areciproca
state has sole right to recover assets of company ir
ancillary state; assets not needed to satisfy securec
claims in ancillary state must be returned to domiciliary
receiver

Same

Filing Claims

Claimants residing in reciprocal states may bring claim:
against delinquent company in either domiciliary o
ancillary proceeding; if no ancillary proceeding i
| commenced, then must bring claimsin domiciliarystat

Same, but specifically allows claimants in nonreciproca*
states to file claims with domestic state

Priority of
Preferred
Claims

Claimants have priority in special deposits held for thei
benefit, according to the particular state provisions; in
all other cases, priority scheme of domiciliary state

| controls

I Same
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to sharetherisk of loss. Given that insurers purchase rein-
surance for the purpose of indemnifying the primary in-
surer for its losses from policyholder claims, it would be
reasonable to assumethat on the insolvencyof the prima-
ry insurer the reinsurance proceeds would be used solely
to satisfy the claimsof policyholders. This is not the case,
however. In fact, until 1939, reinsurers often refused to
pay the claimsof policyholders left stranded by the insol-
vency of their insurer, claiming that their duty to indemnify
arose only on payment of the claim by the primary insurer.

Legally, areinsurance policy isa contract of indemni-
ty between a primary company and its reinsurer. The
policyholder has no rights in the reinsurance contract.
These legal principles led early reinsurers to argue that
they had no duty to pay the losses of the policyholders of
an insolvent company. Because the primary company was
insolvent and could not pay policyholder claims, there
were no losses to indemnify. After the U.S. Supreme
Court upheld a similarargument based on the contractual
language in the reinsurance agreement between a New
York-based primary insurer and its reinsurer,” the New
York legislature passed a law that prohibited a primary
insurer from taking credit for reinsurance unless the rein-
surance was payable undiminished by the insolvency of
the ceding insurer.

Most states followed the lead of New York and
adopted similar statutes. These laws effectively obligated
reinsurers to indemnify the primary insurer even in the
event of insolvency of the primary insurer, but the lawsdid
not require that reinsurance proceeds be used solely for
the protection of policyholders. In all states, reinsurance
proceeds are treated as general assets that are subjectto
the control of the liquidator and distributed accordingto
the state’s priority scheme. A typical priority scheme re-
quires the liquidator to pay the creditors of the insolvent
insurer in the following order:

1) Costs and expenses of the administration of the
estate by the liquidator and the administrative
expenses of the state guaranty funds;

2) Employee wage claims, subject to certain limita-

tions;
3) Claimsby policyholders, beneficiaries, insureds,
and liability claims against insureds covered un-
derinsurance policiesissued by the company,and
claims by state guaranty funds and associations
for payments of covered claims;
4) All other claims of general creditors not falling
within any other priority, including claims for
taxes and debts due the federal government or
any state or local government which are not se-
cured claims;

5)
6)

Thus, although the amount of payments made by the rein-
surer is based on its liability to indemnify the primary in-
surer forpolicyholderlosses, policyholdersare atbest third

Preferred shareholders; and

Proprietary claims.
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in line for reimbursement; in some states, policyholder
claimsare fourth priority, following state tax claims. Typi-
cally, policyholders receive only a small fraction of their
claimsfrom the liquidating estate.

Litigation over the fate of reinsurance proceeds on
the insolvency of the reinsured involves four key issues:
(D) the effect of misrepresentations made by the ceding
insurer, (2) set offs, (3) cut-through clauses, and (4) state/
federal clashes involving federal tax liens and arbitration
agreements.

Curiously, state lawsand judicial decisionsfavorrein-
surersin liquidation proceedings by treating them as play-
ersin need of special protection.” State laws and judicial
rulingsfavoring reinsurers on the above issues can dimin-
ish drastically the size of the insolvent insurer’s estate
available for distribution to policyholders. State guaranty
funds cover some, but not all, of the losses of policyhold-
ers of an insolvent insurer. In addition, unlike the case
with reinsurance proceeds, taxpayers and policyholders
ultimately bear the burden of the payments initially made
by the funds to cover policyholder losses.

The Effect of MisrepresentationsMade
by the Ceding Insurer

The legal principles governing reinsurance were de-
veloped largely in the 18thand early 19th centuries,® an
era in which insurers and reinsurers dealt with each other
on a handshake. The relationship between the two was
said to be one of “the utmost good faith.” Judicial inter-
pretations of this phrase vary. Most state courts have
interpreted the duty of utmost good faith to require the
cedinginsurer to disclose all known information material
tothe riskand to filetimelynotice of claims. The failure of
a ceding company to comply with either of these condi-
tions will absolve the reinsurer of its duty to reimburse the
ceding insurer, if the reinsurer can prove that the failure
of the ceding insurer to disclose information or to file
timely notice of claims prejudiced it in some material
way.* These courts have followedthe general rule that, “A
basic duty of the reinsured is to discloseto the reinsurer
all known information touching on the risk of loss. Failing
inthat duty. . .the reinsurance contract may be rescinded
or cancelled.”

In contrast, some state courts have denied reinsurers
the right to rescind their contracts even with evidence of
fraud. These courts have found a duty in the reinsurer to
monitor the business practices of its ceding insurer. For
example,in Glacier General Assur. Co. v. Casualty Indemni-
ty Exchange,® a federal district court refused to allow Gla-
cier, a reinsurer, to rescind its contract even though the
ceding insurer had deliberately understated its loss re-
serves. The court noted that “if the . ..agreement were
rescinded, then the reinsurance obligationsundertaken in
it would be discharged, the preexisting reinsurance would
not be reinstated, and the burden of open claims would
fall on the policyholders or claimants, or some state-
created fund. .. .Glacier entered into the. . .agreement
with information which should have warned it of the pre-
carious nature of the venture it was undertaking.”” In the
majority of states, then, reinsurers canrescind theiragree-



ments if the ceding insurer misrepresentsa material term of
the contract or does not provide timely notice of claims.

Set Offs (Offsets)

Set off has been defined as the right between two
parties to net their respective debts when each party owes
the other an obligation? In the context of insurance liqui-
dations, the bulk of set offs involve incurred but not re-
ported (IBNR) claims and occur in connection with as-
sumed-ceded reinsurance, a situation in which the
insolvent insurer has both ceded some businessto a rein-
surer and assumed some business from the reinsurer. A
NAIC model law prohibits set offs in such a situation, but
few states have adopted the NAIC model.

Most states allow set offs either by statute or judicial
interpretation? A small number of courts have denied
offsets in order to retain the reinsurance proceeds for
policyholders.!® These courts have noted that reinsurers
have the right to terminate their contracts with ceding
insurers who are overdue on their premiums. Thus, rein-
surers that choose not to pursue that remedy while the
primary insurer is solvent may not do so to the detriment
of policyholdersafter an insolvency. In the recent case of
Bluewater Ins. Ltd. v. Balzano, the Colorado Supreme
Court found that the commissioner of insurance had the
power to regulate reinsurance contracts by excluding off-
set clauses. The court focused on the accounting treat-
ment of reinsurance and overdue premiums. According to
the court, primary insurers are permitted to take a credit
for reinsurance because the reinsurance makes up the
difference, maintaining the reserve at a prescribed mini-
mum. Allowance of set offs would destroy the statutory
quid pro quo.

In general, the legal theories for set offsin the setting
of an insurance liquidation are murky. The Reinsurance
Association of America (RAA) makesthe case for setoffs,
contending that they have their basis in common law, as
well as in federal bankruptcy law. The allowance of set
offs provides a kind of security interest for reinsurers,
thereby assuring the continued financial health of rein-
surers in the event of the insolvencyof the primary insur-
er. In the long run, RAA maintains, a state prohibition
against set offswill disrupt the market and make reinsur-
ance more expensive and less available. According to
RAA, if states restrict set offs, reinsurers will simply de-
mand another form of security interest from the ceding
insurer, such as a letter of credit.

From a liquidator's point of view, a reinsurer's asser-
tion of the right of set off is a preference. Reinsurance
proceeds are often the primary asset of an insolventinsur-
er; therefore, the grant of set off rights to a reinsurer not
only gives the reinsurer (and other general creditors) a
priority status in the estate of the insolvent insurer but
also decreases the size of the estate available for distribu-
tion to all other claimants and increases the burden on
state guaranty funds. Opponents of set offs maintain that
the common lawbasis for set offs is not clear; in fact, some
courts have specifically denied the existence of such a
common law right. Moreover, insurance regulatory stat-
utes are frequently said to be in derogation of the com-

38

mon law. For example, many insurance statutesspecifical-
ly require or forbid certain contract terms between an
insurer and its policyholder, an insurer and its agents, and
an insurerand itsreinsurer. Thus, examplesabound to prove
that a state can, through its police power, prohibit set offsoy
statute in order to protect policyholders. Analogies to feder-
al bankruptcy law are not relevant because insurance insol-
vencies are specifically excluded from that law.

Both sides can claim judicial victories for their theo-
ries, and a definitive judicial resolution of this issue is
unlikely. One way to address the set off issue is to analyze
the effects of allowing or restricting set off rights. RAA
may be correct in asserting that a restriction on set offs
will be disruptive fora period of time. Yet, all government
regulation can be said (and has been said) to disrupt the
market. Inevitably, markets adjust and pass the costs
along as competition allows.

RAA may also be correct that a restriction on set offs
will increase the cost of reinsurance, and that such in-
crease may be passed along to consumers of insurance.
Yet, state taxpayers (through the premium tax offset) and
policyholders (through recoupment laws) are paying the
costs of guaranty fund payments now, and those costsare
higher when set offs are permitted to reduce an insolvent
insurer's estate. Moreover, the current system results in
costs that are hidden and not subject to public scrutiny
because state taxpayers and policyholders are seldom
aware that they are picking up the tab for guaranty fund
payments. Nor does the current system subject the costs
of increased taxes to the competitive pressures of the
marketplace. In contrast, if states restricted set offs, any
resulting increased costswould be open, exposed to public
scrutiny,and subjectto the competitive forces of the mar-
ketplace. A basic premise of free markets is that econo-
mies operate most efficiently when costs are openly as-
signed to those who incur them.

Cut-Through Clauses

Cut-through clauses change the general rule that no
legally enforceable agreement existsbetween a reinsurer
and the original policyholder. A cut-through clause is an
agreement between a reinsurer and the ceding insurer
made for the benefit of a third-party policyholder. The
agreement, entered into at the request of the poticyhol-
der/beneficiary, obligatesthe reinsurer to pay any lossdue
under the policy directly to the policyholder in the event
that the ceding insurer becomes insolvent. One reason
that a policyholder might seek a cut-through clause is to
cover for uncertainty about the financial health of the
primary insurer. Cut-through clauses allow some policy-
holders to be paid in full (in an amount that is not limited
by state statutes) without having to filea claim in liquida-
tion, thereby gaining a priority over other, less knowledge-
able policyholders and reducing the estate of the insolvent
insurer. Some state laws implicitly allow cut-through
clauses; other state laws explicitly allow them."" At least
one court, the Supreme Court of Puerto Rico, has held
cut-through clauses unenforceable, finding them to be a
preference unauthorized under UILA.?

Again, no studies exist that measure the size of the



problem, includingthe effect of cut through clausesonan
insolventinsurer’sestate. Suchastudy might enable regu-
lators to craft a solution.

State/Federal Clashes

The McCarran-Ferguson Act provides that state laws
regulating the “business of insurance” prevail over con-
flictingfederal lawswhen a particular federal law does not
specifically address insurance.!* Conflicts between state
and federal laws in the context of insurer insolvencies
arise mainly in two areas, federal claimsagainst the insol-
vent insurer’s estate and attemptsby reinsurersto enforce
their arbitration clauses.

Priority of Claims. Typically, the clash between state
and federal law in the context of priority-of-claims’ pay-
ment arises from federal government claims either as a
policyholder or for back taxes. The statute governing
priority of federal claims!* providesthat a claimof the fed-
eral government will be paid firstwhen the debtor isinsol-
vent. In contrast, many state priority statutesgrantfederal
and state government claims lower priority than those of
policyholders. At first glance, the McCarran-Ferguson Act
appearsto solvethe potential clashbetween the two laws:

No Act of Congress shall be construed to invali-
date, impair, or supersede any law enacted by any
State for the purpose of regulating the business
of insurance, . ..unless such Act specificallyre-
lates to the business of insurance. ..."

Thefederal claimspriority statute does not specifical-
ly relate to the business of insurance. Yet, federal circuit
courts of appeal in the 9th and 4th circuits have inter-
preted the McCarran-Ferguson Act narrowly in connection
with insurer insolvencies, finding that the liquidation of
an insurance companyis not the “business of insurance.” In
Soward v. United States,'® the 9th Circuit Court of Appeals
reviewed the conflict between Idaho state law, which
treated federal govemment claimsas Class 5 (the lowest
priority status)claims, and the federal claimspriority statute.
According to the 9th circuit court, state priority statutes do
not constitute regulation of the business of insurance be-
cause a liquidation is not the business of insurance.

The court applied the three-part test announced by
the U.S. Supreme Court in an antitrust case, UnionLabor
Life Insurance Company v. Pireno.!” According to that test,
a state law purporting to regulate the business of insur-
ance must (1) involve the spread or transfer of risk, (2)
relate to the policyholder/insurer relationship, and (3) be
limited to entities solely within the insurance industry.
The Soward court found that the Idaho priority statute
failed all three tests. Accordingly, the court allowed the
federal tax claims against the insolvent insurer to be re-
classified from Class 5to Class 1.Using similar reasoning,
the 4th Circuit Court of Appeals in Gordon v. United
States,'® allowed the federal government to increase its
priority statusunder Maryland law from Class 3to Class 1.*

In Fabe v. U.S. Department of Treasury,® the 6th Cir-
cuit Court of Appeals also applied the three-prong test of
Pireno to determinewhether the Ohio liquidation priority
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statute was regulation of the business of insurance and
reached a different conclusion. Given Ohio’s “compre-
hensive scheme for orderly liquidation of Ohio insurance
companies”and the importance of stateregulation “tothe
protection of the insurance consumer,” the court found
that the state’s priority statute was the business of insur-
ance. Accordingly, the court held that the claim of the
United Stateswas governed by Ohio law, not by the feder-
al priority statute. The U.S. Supreme Court has agreed to
review the decision.

The effect of treating the federal government as a
“super creditor’” is, of course, to reduce theamount of the
insolvent insurer’s estate that is available to pay policy-
holders. The reduction can be dramatic.?* Recently, IRS
placed a $643 million lien against the insolvent Executive
Life Insurance Company of California. Some commenta-
tors have suggested that the Congress should amend the
lawto treat policyholdersof insolventinsurers similarlyto
depositors of defunct banks. In the latter situation, the
Internal Revenue Code provides that the federal govern-
ment’s claims are subordinate to those of depositors of
banks in liquidation.?

Reinsurance Arbitration Clauses. A second area in
which state insurance laws often clash with federal law or
international convention involves the arbitration clauses
generallyfound in reinsurance agreements. These clauses
typically require the use of arbitration in the event of “any
difference of opinionbetween the Reinsurer and the [ced-
ing] Company with respect to the interpretation of this
[reinsurance] certificate or the performance of the obliga-
tions under the certificate. . ..”?* Reinsurers frequently
dispute the amount due upon the insolvency of the ceding
insurer and invoke their right to settle their dispute in ar-
bitration rather than before the liquidator. Courtsin such
cases must determine whether the Federal Arbitration
Act* or the McCarran-Ferguson Act controls. The arbitra-
tion act provides that:

If any suit or proceeding be brought in any of the
courts of the United States upon any issue refer-
able to arbitration under an agreement in writing
forsucharbitration, the court in which such suitis
pending, upon being satisfied that the issue in-
volved in such suit or proceeding is referable to
arbitration under such an agreement, shall on
application of one of the parties stay the trial of
the action until such arbitration has been had in
accordancewith the terms of the agreement. . ..%

Theissueinthese casesissimilartothat in the federal
priority statute cases. State liquidators maintain that lig-
uidation isthe regulation of the business of insurance and
that arbitration proceedings would “invalidate, impair, or
supersede” state laws that typically vest exclusivejurisdic-
tion over insolvent insurers in the state liquidator. The
conclusions reached by courts differ, some holding that
the McCarran-Ferguson Act bars application of the Federal
Arbitration Act,? and others finding that the arbitration
act takes precedence over McCarran-Ferguson.?’ In the
most recent case on arbitration clauses, the 9th Circuit
Court of Appeals upheld a contractual arbitration agree-



ment against a state liquidator, finding that the McCar-
ran-Ferguson Act did not take precedence over the Federal
Arbitration Act.?

Lack of Uniformity among State Liquidation Laws

As noted, approximately 24 states have adopted
UILA and 29 states have adopted the Model Act. These
laws define a reciprocal state as one that has adopted the
substance of UILA or one that has adopted certain key
provisions of the Model Act. If all of the assets of an
insolvent insurer are located in the domiciliarystate or in
an ancillary state which is a reciprocal state (a state that
has adopted the same law as the domiciliary state), then
an injunction issued by a domiciliary receiver will be hon-
ored by the courts in the ancillary state. If the domiciliary
state and an ancillary state are not reciprocal states, then
the ancillary state isnot obligatedby state lawto honor an
injunction issued by the domiciliary receiver. Such situa-
tions can lead to protracted litigation over rights to assets,
depleting the estate of the insolvent insurer. Domiciliary
receivers have relied on three doctrines to convince courtsin

nonreciprocal states.to enforce their anti-lawsuitin%unc-
tions, comity, full faith and credit, and abstention.2

Comity. Literally, comity means courtesy or civility.
Under the doctrine of comity, courts may recognize the
legislative, executive, or judicial acts of another jurisdic-
tion. Although the comity doctrine is discretionary,some
courtshave found that states should honor the judicial de-
cisions of a foreign state unless to do so would contravene
strong local publicpolicy or prejudice local citizens. Other
courts have refused to apply the doctrine. For example, in
Fuhrman v. United American Insurers,* the Minnesota Su-
preme Court considered the validity of an injunction is-
sued by the lowa domiciliary receiver of United Ameri-
can. The injunction purported to restrain all nonresident
claimants, including Fuhrman, from pursuing claims
against United American. Relyingonthe “general rule. ..
that an injunction operates in personam, and a court
therefore may not enjoin persons who are not within its
territorial jurisdiction,” the Minnesota court ruled that
the lowa injunction had no effect on Fuhrman’s lawsuit in
Minnesota. According to the Minnesota Supreme Court,
the lowa court could not enforce its injunction against
Fuhrman because he did not have sufficient contacts with
lowa. That is, Fuhrmanwas not present in lowaand did no
business in lowa.

Full Faith and Credit. Full Faith and Credit is a con-
stitutional principle3! that requires a court in one state to
honor the decision of a court in another state if the court
in the first state had jurisdiction over the relevant parties
and the subject matter of the suit. Few courts have
deemed themselves bound by the Full Faith and Credit
Clause to honor injunctionsissued by a domiciliaryreceiv-
er. Typically, courts in the second state refuse to be bound
by the injunction, finding that the out-of-state issuing
court lacked jurisdiction over its resident policyholders.*?

Abstention. Abstention is a discretionarydoctrine under
which federal courts refrain from hearing cases in order to
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avoid piecemeal litigation, allow state courts to interpret
their own state statutes, and/or refrain from interfering
with judicial proceedings that have already begun in a
state court. Several federal courts have abstained from
hearing claims when a state court has taken jurisdiction
over an insolvent insurance company. Other federal
courts have refused to abstain, particularly when a rein-
surer invokes the provisions of the Federal Arbitration Act.

None of these doctrines, alone or in combination, has
been adopted by courts in a majority of states, and so
litigation over rights to the multistate assets of an insol-
vent insurer continues. The Model Act attempts to deal
with this problem by penalizing claimants who reside in
states in which an ancillary receiver fails to transfer assets
(other than special deposits) to the domiciliary receiver.
The UILA has no penalty provisions. The penalty im-
posed under the Model Act for noncooperation is the
subordination of the claimsfiled in the ancillaryproceed-
ing to the next-to-last priority status.

STATE PROPERTY-CASUALTY GUARANTY FUNDS

Theestate of an insolvent property-casualty insurer is
seldom sufficient to pay more than a small fraction of the
claims of policyholders and third-party claimants.®* Con-
sequently, prior to the enactment of legislation creating
state guaranty funds, policyholdersand third-party claim-
ants often went uncompensated.** Media coverage of this
situation in the 1960sled first to congressional investiga-
tions, then to calls for federal intervention, and finally to
the creation of state guaranty funds.

Thus, as with a number of reforms implemented by
stateregulatorsand legislators, state guaranty fundsarose
out of congressional investigations(1965*%) and the intro-
duction of federal legislation (1966% and 1969%”). For sev-
eral years prior to the congressional investigations, state
regulators had discussed proposals for an industry-funded
backup plan for paying claims of insolvent insurers, but
the insurance industry had strongly opposed such propos-
als. Some industry representatives objected to being re-
quired to pay for the mismanagement of their competi-
tors. Others believed that the funds might create a
disincentive to effective regulation, in a manner akin to
the moral hazard of bank deposit insurance.

Faced with the threat of federal regulation, the indus-
try chose what it “considered the lesser of two evils,”* and
worked with NAIC to prepare a model insurance guaranty
fund act. Fearing that federal regulation would lead to the
loss of their regulatory control and tax revenues, states
rushed to adopt the model legislation. Between 1970
(when NAIC issued the Model Act) and 1972, 45 states
passed guaranty fund legislation.®® All states now have
some form of property-casualty guaranty fund legislation,
most of them patterned after NAIC’s model law.

The purpose of the Post-Assessment Property and
Liability Insurance Guaranty Association Model Act
(Guaranty Fund Model Act), is to:

provide a mechanism for the payment of covered
claims under certain insurance policies to avoid
excessivedelay in payment and to avoid financial
loss to claimants or policyholdersbecause of the



insolvency of an insurer, to assistin the detection
and prevention of insurer insolvencies, and to
provide an association to assess the cost of such
protection among insurers.

As its full name suggests, the Guaranty Fund Model Act
establishes a mechanism to collect funds from assess-
ments on solvent insurers and to disburse those funds to
policyholders and claimants of an insolvent insurer.

The National Committee on Insurance Guaranty
Funds, an industry committee, was organized in 1971to
assist states in implementing their guaranty fund laws.
Funded by three industry trade associations and some
unaffiliated insurers, the committee developed uniform
accounting procedures, issued assessment reports, and
served asa clearinghouse of information on insurer insol-
venciesand related litigation. In 1989,the National Con-
ference of Insurance Guaranty Funds (NCIGF) replaced
the committee. Membership is mandatory for all insurers
who are licensed to write lines of property-casualtyinsur-
ance covered by the guaranty association in the state.

Thework of the guaranty funds ishandled by individ-
ual states. The Guaranty Fund Model Act calls for an
insurance guaranty association in each state. Each associ-
ation is headed by a board of directors chosen from the
member insurers.* The primary duty of the board is to
oversee payment of covered claimsand includes assessing
member insurersthe amounts necessary to pay the obliga-
tions of the association.

Membership in the national conference is limited to
guaranty funds that are post-insolvency assessment funds
based on the model act. NCIGF continues to perform a
clearinghouse function and attempts to increase coopera-
tion and coordination among state guaranty funds and
liquidators involved in multistate insolvencies.

Proceduresfor Payment of Covered Claims

The primary duty of state guaranty fund associations
is to pay covered claims up to the limits set forth in state
law. According to the Guaranty Fund Model Act, a cov-
ered claim is one that:

arises out of. ..an insurance policy to which the
Act applies issued by an insurer, if such insurer
becomes an insolvent insurer after the effective
date of the Act and:

(@) The claimant or insured is a resident of this
state at the time of the insured event,. ..for enti-
ties other than an individual, the residence of a
claimantorinsured isthe state inwhich its princi-
pal place of business is located at the time of the
insured event; or

(b) The property from which the claim arises is
permanently located in this state.*!

The Guaranty Fund Model Act has both a deductible
and a statutory cap. Thus, the guaranty funds typically
pay covered claims in excess of $100 up to a limit of
$300,000per claim. As Table 4 shows, actual state statu-
tory caps vary considerably.
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After a state guaranty fund association has investi-
gated the covered claims arising out of an insolvency, it
assesses member insurers an amount sufficientto pay the
settled claims. These initial assessments are based on
estimates of ultimate guaranty fund liability and the par-
ticular insurer’s proportionate share of the premiums
written in the state, subjectto a cap. State assessmentcaps
range from 1-2percent of an insurer’s total annual pre-
mium written in the state. Depending on the number and
size of claims,the cap may require assessmentstobe made
over a number of years. Rather than basing assessments
on market share, some commentatorshave suggestedthat
guaranty fund assessments should be based on the riski-
ness of an insurer’s operation.*

Problems with the Guaranty Fund Model Act

At first glance, the relatively simple language defin-
ing a covered claim obscures the difficultieswith the con-
ceptual basis of host-state coverage as well as the poten-
tial for forum shopping built into the definition. Three of
the most serious problems will be discussed here —the
territoriality principle, coverage, and forum shopping.

Territoriality Principle of the Guaranty Funds. Pay-
ments under the Guaranty Fund Model Act are based
solely on a territoriality principle. That is, the act places
responsibility for payment of a covered claim with the
state of residence of the policyholder or claimant. Thus,
concurrent guaranty funds can be triggered and payments
administered (but not duplicated) in each state in which
the insolvent insurer was licensed and a policyholder or
claimantresides. Not onlydoesthe multiplication of guar-
anty fund proceedings increase the administrative ex-
penses, but it can also lead to disagreementsamong guar-
anty funds as to which fund must pay a particular claim.
Moreover, policyholdersand claimants in some stateswill
be paid a greater portion of their debt than similar credi-
tors in other states. Both statutory capsand the breadth of
coverage differ from state to state.

Some critics contend that these state-law variances
violate a basic principle of fairness that requires similarly
situated policyholders to be treated equally. Under the
present system, two policyholderswith identical coverage
from the same insolvent insurer receive different guaran-
ty fund payments because they live in different states. A
U.S. General Accounting Office (GAO) example illus-
trates the potential inequity. Consider a small business
with $500,000 theft coverage which isburglarized and has
a$500,000 claimagainstits insolventinsurer. Thebusiness
could collect the entire claim if it were located in Rhode
Island, more than half ($300,000) if in Ohio, and one-fifth
($100,000) in Colorado.*® Others maintain that different
state coverage limitsreflect legitimate differences in eco-
nomicpolicies. For example,because state taxpayersand/
orpolicyholdersbear the ultimate burden of insurer insol-
vencies, a state may decide to limit guaranty fund
coverage S0 as to limit the cost to resident taxpayers.*

As noted previously, the domiciliary or home state is
primarily responsible for examining its insurers and moni-
toring their financial health. Although an out-of-state
insurer must receive a license in the host states in which it



Table 4

State-by state Comparison of Property-Casualty Guaranty Fund Provisions

Maximum
] o Annual
State Lines of Insurance Covered? Claim limits Assessments |
l Alabama | NAIC standard coverage | $150,000 per claim and unlimited workers’ compensation | 1.0% |
Alaska NAIC standard coverage plus Ocean | $500,000 per claim and unlimited workers’ compensation 2.0%
marine
Arizena NAIC standard coverage $100,000 per claim, workers’ compensation covered 1.0%
through other provision
|Arkansas NAIC standard coverage $300,000 per claim including workers’compensation 2.0%
l California | NAIC standard coverage | $500,0000er claim and unlimited workers’ compensation | 1.0% i
| Colorado l NAIC standard coverage I $100,000 per claim and unlimited workers’ compensation | 1.0% |
I Connecticut I NAIC standard coverage I $300,00 per claim and unlimited workers’ compensation I 2.0% I
Delaware NAIC standard coverage $300,000 per claim and unlimited workers’ compensation 2.0%
District NAIC standard coverage plus surety | $300,000 per claim and unlimited workers’ compensation 2.0%
of Columbia and fidelity, credit, and Ocean marine
Florida NAIC standard coverage except ex- [ $300,000per claim and unlimited workers’ compensation 2.0%
cludes wet marine
Georgia NAIC standard coverage $100,000 per claim and unlimited workers’ compensation 2.0%
Hawaii NAIC standard coverage $300,000 per claim and unlimitedworkers’compensation 2.0%
Idaho NAIC standard coverage $300,000 per claim and unlimitedworkers’compensation 1.0%
Ilinois NAIC standard coverage plus title and [ $300,000per claim and unlimited workers’ compensation 1.0%
credit
Indiana NAIC standard coverage except excludes | $100,000 per claim and $300,000 per occurrence; both 1.0%
general damages limits apply to workers’ compensation claims
Towa NAIC standard coverage $300,000per claim and unlimited workers’ compensation 2.0%
Kansas NAIC standard coverage plus surety | $300,000 per claim and unlimited workers’ compensation 2.0%
and fidelity and Ocean marine
Kentucky NAIC standard coverage plus surety | $100,000per claim and unlimited workers’ compensation 1.0%
and fidelity
Louisiana NAIC standard coverage $150,000 per claim and $300,000 per Occurrence and un- 2.0%
limited workers’ compensation
Maine NAIC standard coverage plus surety [ $300,000 per claim and unlimited workers’ compensation 2.0%
and fidelity and some marine
Maryland NAIC standard coverage plus surety and | $300,000 per claim and unlimited workers’ compensation 2.0%
fidelity, title, credit, and ocean marine
Massachusetts | NAIC standard coverage $300,000 per claim including workers’ compensation 20%
Michigan NAIC standard coverage plus surety | /20 of 1percent of aggregatepremiums written by mem- 1.0%
and fidelity, title, credit, mortgage guar- | ber insurers during the preceding year, and unlimited
anty, and Ocean marine workers’ compensation
Minnesota NAIC standard coverage plus surety | $300,000per claim and unlimited workers’ compensation 2.0%
and fidelity
(Mississippi NAIC standard coverage $300,000 per claim and unlimited workers’ compensation 1.0%
Missouri NAIC standard coverage except excludes | $300,000 per claim and unlimited workers’ compensation 1.0%
general damages
Montana NAIC standard coverage $300,000 per claim and unlimited workers’ compensation 2.0%
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State-by state Comparison of P

Table 4 (cont.)
roperty-Casualty Guaranty Fund Provisions

Maximum
] o Annual
State Lines of Insurance Covered* Claim limits Assessments
Nebraska NAIC standard coverage except excludes | $300,000 per claim and unlimited workers’ compensation 1.0%
general damages
Yevada NAIC standard coverage plus credit  [$300,000 per claim including workers’ compensation 2.0%
claims
Yanv Hampshire | NAIC standard coverage $300,000per claim and unlimited workers’ compensation 2.0%
Yaw Jersey NAIC standard coverage $300,000 per claim, workers’ compensation covered 2.0%
through other provision
Vew Mexico NAIC standard coverage $100,000per claim and unlimited workers’ compensation 2.0%
Vaw York NAIC standard coverage plus surety | $1 million per claim including workers’ compensation 2.0%
and fidelity, and Ocean marine
Vorth Carolina | NAIC standard coverage $300,000 per claim, workers’ compensation covered 2.0%
through other provision
North Dakota NAIC standard coverage $300,000 per claim including workers’ compensation 2.0%
claims
Ohio NAIC standard coverage $300,000 per claim including workers” compensation claims 1.5%
Oklahoma NAIC standard coverage $150,000 per claim and unlimited workers’ compensation | The lesser
of 2 percent
of net
premiums
or 1percent
of surplus
Oregon NAIC standard coverage except ex- | $300,000per claim and unlimited workers’ compensation 2.0%
cludes transportation
Pennsylvania NAIC standard coverage $300,000 per claim, workers’ compensation covered 2.0%
| through other provision
Rhode Island NAIC standard coverage $300,000per claim and unlimited workers’ compensation 2.0%
South Carolina | NAIC standard coverage $300,000 per claim and unlimited workers’ compensation 1.0%
South Dakota NAIC standard coverage $300,000per claim and unlimited workers’ compensation 1.0%
Tennessee NAIC standard coverage except excludes | $100,000 per claim and unlimited workers’ compensation 1.0%
general damages i
Texas NAIC standard coverage | $100,000 per claim and unlimited workers’ compensation 2.0%
Utah NAIC standard coverage $300,000per claim and unlimited workers’ compensation 2.0%
Vermont NAIC standard coverage $300,000per claim and unlimited workers’ compensation %ggg)
Virginia NAIC standard coverage $300,000per claim and unlimited workers’ compensation gg%
Washington NAIC standard coverage $300,000 per claim, unlimited workers’ compensation 2.0%
covered through other provision
West Virginia NAIC standard coverage $300,000 per claim, unlimited workers’ compensation 20%
covered through other provision
Wyoming NAIC standard coverage $150,000per claim and unlimited workers’ compensation 1.0%

Source: National Conference on Insurance Guaranty Funds; updated by U.S. General Accounting Office, April 1990.
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doesbusiness, most host statesdo not monitor nondomici-
liary insurers. Under the territoriality theory of the Guar-
anty Fund Model Act, the host state must nevertheless
“pick up the pieces” of the regulatory failures of a sister
state. That is, the cost of insolvency of a multistate insurer
isborne by each state in which apolicyholderresides rath-
erthan by the state of the primary regulator (the insolvent
insurer’s domiciliary state). For this reason, the domicili-
ary state has little incentive to work with other states to
reduce the potential cost of an insolvency. In fact, the in-
surer’shome state may even have a motiveto withhold in-
formation about its troubled insurers from sister states. If
such information isdisclosedto asister host state, the host
state may require the troubled insurer to stop writing new
business in the state, cutting off a flow of new fundsto the
troubled insurer and hastening its demise. Thus, only a
few states provide their sister states with regular reports
on the condition of their domestic multistate companies.

In contrast, the use of a universality theory, by which
the guaranty fund of the home state would pay all covered
claimsof a domestic insolvent insurer, would increase the
incentive for the home state to take prompt action. The
incentive would be increased even further in those domi-
ciliary states that allow insurers to recoup their asses-
sments through either a credit against their premium
taxes ora surcharge on policyholders. The loss of revenue
from premium tax credits and/or the political pressure
from policyholder surcharges, if publicized, can be strong
incentivesfor effective regulation, counteracting the ten-
dency for insurance companies to choose to domicileina
state with lax regulatory standards.

The primary argument against requiring the guaranty
fund of the domiciliary state of an insolventinsurer to pay
the claimsof policyholderswherever situated is that such
a policy would severely restrict capacity. That is, asses-
sments on domiciliary state insurers at the present level
would not be sufficient to cover the policyholders of a
large multistate insurer, and if the assessments were in-
creased, they would have a dangerous effect on company
surplus. Moreover, the attendant premium tax offsets
would drain state coffers. Given the current state guaran-
ty fund system, the territoriality principle of guaranty fund
payments appears to be the only practical way to assure
sufficient capacity and minimize the effects of premium
tax offsets on state revenues. Nevertheless, states could
adopt provisionsto mitigate some of the negative effects
of the territoriality principle. For example, a prefunded
plan could solve both the capacity problem described be-
low and the state revenue problems. Part Three of this
report describes several proposed solutions to the exclu-
sive reliance on post-assessment guaranty funds.

Coverage. A second problem with the Guaranty Fund
Model Act is that it provides the same protection to so-
phisticated, high-net-worth consumers of insurance as it
does to unsophisticated consumers.* Lessons learned
from the Savingsand Loan crisis have taught us that guar-
anty funds create a “moral hazard”; that s,
high-net-worth corporate insureds, who know that they
will not bear the full loss if their insurer fails, feel free to
shop by price and ignore quality. (Giventhe complexityof
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insurance coverages, individual consumers of insurance
are seldom able to gauge the financial strength of insur-
ance companies. Moreover, the entities that could pro-
vide unsophisticated consumers with valid information
about the financial stability of a company—e.g., state in-
surance departments —willnot do so, usually citing confi-
dentiality requirements.)

Using agency theory, one commentator, Arthur M.B.
Hogan, has found a correlation between the existence of
guaranty fundsand the degree of risk acceptable to corpo-
rate insurers. According to Hogan, in the absence of guar-
anty fund protection, corporate insurers balance their
desire to benefit stockholdershby investingin higheryield,
higher risk products with their need to minimize the risk
of loss to their policyholdersby investing conservatively.
The presence of guaranty funds upsets the balance by
“reduc[ing] the risk that claimswill not be paid, thereby
reducing the conflict of interest between stockholdersand
policyholders. . . .[rlational consumers . . .will not seek
information regarding the risk of the insurer, since there
will be no effect upon their wealth.”#

Market disciplinecouldbe reintroduced into guaran-
ty fundsby excludingor restricting the coverage of sophis-
ticated corporate insurers. Large multistate corporations
with professional benefits officersare well able to shopfor
stability as well as price and should be encouraged to do
s0. AS some states have recognized, these corporate con-
sumers of insurance can exert market pressure on insur-
ers to remain financially sound. For example, Michigan
and Colorado have enacted laws that deny guaranty fund
coverage to high-net-worth policyholders.

The Michigan law excludes from coverage insureds
whose net worth exceeds one-tenth of 1 percent of the
aggregate premiums written by member insurers in the
state in the preceding calendar year.*” In 1989, Borman’s
Inc., the corporate owner of a supermarket chain in Mich-
igan, challenged the law when its insurer became insol-
vent and the Michigan guaranty fund refused to pay a
$1.15 million tort judgment against Borman’s even
though the judgment was covered under Borman’s policy
with the insolvent insurer. The Michigan guaranty fund
association rejected Borman’s claim because the compa-
ny’s net worth exceeded the statutory limits. Borman’s
filed suit against the guaranty association, maintaining
that the law violated the Equal Protection Clause of the
U.S. Constitution. The 6th Circuit Court of Appeals
upheld the Michigan law, finding that the state had a
reasonable basis for the classificationsin the law.*

The Colorado law excludes from guaranty fund cov-
erage all persons who have a net worth in excess of $50
million.” In all, nine states have adopted similar net
worth exclusions.®® A common criticism of these exclu-
sionary lawsiis that third-party claimants would be unable
to tap the liability coverage of a corporate multistate poli-
cyholder, although such claimants are neither sophisti-
cated nor in control of the purchase of insurance. This
criticism has some merit, but it may go too far.

A loss of guaranty fund coverage does not mean that
the third party has lost a claim against the corporate enti-
ty. Other options are available, including excluding from



guaranty fund coverage only the first-party claims of
high-net-worth policyholders and/or extending guaranty
fund coverage to third-party claimants if the corporate
policyholder is bankrupt. Another way to introduce mar-
ket disciplineinto the process would be to require insurers
toprefund someportion of state guaranty fund programs.
Many commentators believe that the exclusive reliance
on post-assessment guaranty funds reduces market disci-
pline and subsidizes the riskiest firms.* Pat Three de-
scribes several options for prefunded plans.

Forum Shopping. A third problem with the proper-
ty-casualty Guaranty Fund Model Act is the potential for
forum shopping. The combination of coverage of large
corporate multistate policyholders, variancesamongstate
statutory capson coverage,and the imprecisedefinitionof
residence creates opportunities for policyholders and
claimantsto seek to have their claimssettled in stateswith
larger statutory limits. For example, in the Guaranty Fund
Model Act, the claim of a corporate claimant or insured is
said to be covered by the state of its “principal place of
business,” a phrase that may allow a multistate businessto
choose where it will request payment.

Some states have attempted to limit the circum-
stances under which their guaranty funds are a potential
forum for payment of claimsby directing their domiciliary
corporations to file their claims elsewhere. According to
Delaware law:

...if the insured isa corporation which transacts
business outside of the state of incorporation, re-
coveryshall be sought in that jurisdictionwhere a
principal place of business most closely related to
the claim is located.®

Other stateshave goneto great lengthsto limit the coverage
of their guaranty funds. The Connecticut guaranty fund will
pay only if the claimant (rather than the policyholder) is a
resident of Connecticut. The statute containsone exception
to the rule: if the claimant is not a resident of Connecticut,
the state’sguarantyfund will pay if the policyholderisa Con-
necticut resident and the claimant has been refused cover-
age by another state’s guaranty fund because the insolvent
insurer was not licensed in the other state.

Who Paysthe Assessments?

Although member insurers must pay the assessment
in the short run, taxpayersand/or many policyholderspay
the assessments in the long run.® The federal govern-
ment and many states allow guaranty fund paymentsas a
deduction from corporate income taxes. For an insurance
company that pays federal taxes, 34 percent of the asses-
sment is offset through a reduction in federal taxes. In
addition, approximately 15 states allow insurers a state
premium tax credit against the assessments. AS with all
deductions/credits from federal and state taxable income,
the governmental entity makes up for the loss of revenue
by looking to other revenue sources. In states that allow a
premium tax credit, the federal deduction islower than 34
percent because the state tax credit reduces a company’s
state income tax and that reduction increases the firm’s
federal income tax (state income taxes are deductible
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against federal income taxes; therefore, a reduction in
state income taxes results in a corresponding increase in
federal taxes). NAIC’s Model Act provides insurers with
an offset of 20 percent of an assessment per year for 5
years. The actual amounts of credit vary among states,
although most of the 43 states that allow a credit for life
companies grant those companies a full credit. James
Barrese and Jack M. Nelson of the College of Insurance
estimate that the weighted average tax offset for proper-
ty-casualty insurers is 51 percent, a 10percent federal tax
offset and a 41 percent state tax offset.>

In addition to these federal and state tax deductions
and credits, section 16 of the Model Act allows member
insurers to include in their rate structure “amounts suffi-
cient to recoup a sum equal to the amounts paid to the
Association.” Thirty-four states provide recoupment
through rates and premiums, and four states require a
policyholder surcharge.>® Model regulations instruct in-
surers how to calculate the recoupment. No studies exist
that measure the amounts recouped by insurers through
policy rate increases under the Model Act.

Insurers oftenargue that abenefit of the premium tax
offset is that it creates an incentive for the public to
pressure states to regulate more effectively. Yet, the fail-
ure to publicize either the existence of guaranty funds or
the amount of the loss of revenue from offsets nullifies
any such incentive. Moreover, under the current
state-by-state guaranty fund scheme, it isthe host (nondo-
miciliary) state that grants the premium tax credits and
must make up the shortfall by increasing taxes on its
residents. The primary regulator of a failed insurance
company resides elsewhere. Public pressure against weak
regulation is unlikely either to materialize or to be effec-
tive in a host state that is not the primary regulator of the
insolvent company.

Finally, a direct relationship exists between reinsur-
ance offsets, rescissions, cut-through clauses, coverage
limitations, and tax credits. To the extent that the estate of
an insolvent insurer is increased through prohibitions or
limitations on reinsurance offsets and cut-through
clauses, etc., the assessments made against host state
insurers (which give rise to the tax credits) will be reduced.

The Capacity
of State Property-Casualty Guaranty Funds

The number of property-casualty insurer insolvencies
rose from four in 1980to 25 in 1985, and the nationwide
guaranty fund assessments rose from $19 million in 1980
to $292 million in 1985.%6 Trends in property-casualty in-
solvenciesare hard to find after 1985. For example, ac-
cordingto data collected by NCIGF, the number of insol-
venciesand the amount of assessments for the years 1985
through 1991 were:

Number Assessments

of Insolvencies (millions)
1986 16 $525
1987 14 $902
1988 12 $427
1989 PA] $716
1990 14 P55
1991 27 $408



Neither the number of insolvencies nor the level of
assessments has returned to the pre-1985 lows. A recent
GAO report suggests that most state guaranty funds do
not have the capacity to handle the insolvency of a large
property-casualty insurer. According to GAO, the insol-
vency of one or more large property-casualty insurers
could outstrip the guaranty fund capacity of 33to 38state
guaranty funds.>? A 1985studyby the IllinoisDepartment
of Insurance was only slightly more optimistic, concluding
that the insolvency of a large national property-casualty
insurer could exceed the guaranty fund capacity in a ma-
jority of states.® Table 5, which lists state property-casualty
guaranty fund assessmentsand capacity in 1991, lends sup-
port to these studies. NCIGF maintains that the federal
claimspriority statute, which gives the federal governmenta
“super priority” status, has reduced the “early access” pay-
ments (made by the liquidator from the estate of the insol-
vent insurer to the guaranty funds) made to guaranty funds.
According to NCIGF, the result hasbeen a decrease in state
guaranty fund capacity because “early access funds have the
effect of a dollar-for-dollar increase in guaranty fund capac-
ity.”® No data exist to prove or disprove this claim.

Stateshave at least four optionsto increase the capacity
of their guaranty funds. First, all states could increase
their assessment limits to at least 2 percent, thereby in-
creasing the nationwide capacity, or all states could increase
their assessment limits beyond 2 percent. Second, states
could reduce coverage by, for example, restricting pay-
ments to all policyholders to 80 percent of state maximums
or excluding coveragefor large corporations. Third, states
could adopt a prefunded guaranty fund program. Such a
program would increase the capacity of the guaranty sys-
tem and would introduce some market discipline into the
system. Under afourth option, state guaranty fundswould
jointly establish a reinsurance or excess insurance mecha-
nism.% The latter two options would involve joint action
and might be best accomplished through the mechanism
of an interstate compact, discussed in Chapter 11.

SUMMARY OF MAJOR AREAS
INWHICH STATE LIQUIDATION
AND GUARANTY FUND LAW
COULD BE IMPROVED

This report has identified eight areas in which state
liquidation and guaranty fund laws could be improved as
follows:

1) The treatment of reinsurers under state law asplayers in
need of special protection when a ceding insurerbecomes
insolvent. The effect of this treatment isto reduce the
assets available for distribution to policyholders (and
thereby increase state taxes) by allowing reinsurers to:

a) Rescind their contracts with insolvent insurers
when the reinsurers can prove a material misrep-
resentation;

b) Offset (without limitation) balances due from an
insolvent insurer against the amount the reinsur-
erowesasreimbursement for the liabilitiesof the

insolvent insurer; and
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3)

4)

5)

6)

7)

Use cut-through clauses granting some policy-
holders specialtreatment by allowingthem tore-

ceive payments directly from the reinsurer with-
out complyingwith state liquidation procedures.

Clashes betweenfederal and state law that diminish the
amount of reinsuranceproceeds available for policyhold-
ers. The federal priority statute allows the federal
government in its status as policyholder and/or tax
collector to take first priority in liquidation proceed-
ings, despite state laws to the contrary. The Federal
Arbitration Act allows reinsurers to bring their dis-
putes over coverage to a private forum outside of the
state liquidation proceedings.

A lack of uniformity among state liquidation laws, lead-
ing to conflicts among states and gaps in coverage.

Thefailure to disclose to thepublic that insurersmay re-
cover their guaranty fund assessmentsby state tux offsets
andlor policyholder surcharges and publicizing the ef-
fects of such recoveries on state revenues andlor the price
of insurance.

Thefailure to adopt measuresto mitigate the negative ef-
fects of the use of a territoriality (orhost-state)conceptin
the administration of state guarantyfunds, whereby re-
sponsibilityfor payment of claimsrests with the state
of residence of the policyholderor claimant. The neg-
ative effects of the use of this concept include:

a) Concurrent guaranty fund proceedings in each
state in which a policyholder or claimant resides;

b) Disagreementsamong state guaranty funds as to

which fund must pay a particular claim;
c) The regulatory failures of the domiciliary state
(the primary regulator) being paid for by host
states, reducing the incentive for domiciliary
states to regulate effectively;and
e) Multistate policyholders being able to forum
shopby bringing their claimsto the stateguaranty
fund that offers the broadest coverage.

Thefailure tointroducemarket disciplineintostate guar-
anty fund plans by disallowing or limiting guaranty
fund coverage for high-net-worth policyholdersand
adopting a fully or partially prefunded guaranty fund
plan.

Thefailure to adopt measuresto increase the capacity of
state guarantyfunds. Options to increase the capacity
of state guaranty funds include:

a) All states could increase their assessment limits
to at least 2 percent or beyond 2 percent, thereby
increasing nationwide capacity;

b) States could reduce guaranty fund coverage by,
for example, restricting payments to all policy-
holders to 80 percent of state maximums, or ex-
cluding/limiting coverage for large corporations;



Table 5

Property/Casualty Guaranty Assessments and Capacity

Estimated Assessments Estimated Assessments
1991 Net Maximum  Assessable 1991 as a Percent Capacity as a Percent of

State Assessments Rate Premiums Capacity of Capacity at2% Capacity at 2%
Alabama 0 1.0% 2,658,521,000 26,585,210 0.0% 53,170,420 0.0%
Alaska 2,185,089 20 580,181,250 11,603,625 18.8 11,603,625 18.8
Arizona 0 10 2,982,706,000 29,827,060 0.0 59,654,120 0.0
Arkansas 0 20 1,621,973,100 32,439,462 0.0 32,439,462 0.0
California 0 10 31,525,837,000 315,258,370 0.0 630,516,740 0.0
Colorado (5,000,000) 10 2,650,544,600 26,505,446 -189 53,010,892 -94
Connecticut 16,456,050 20 4,277,326,000 85,546,520 19.2 85,546,520 19.2
District of Columbia 425,717 20 721,014,050 14,420,281 30 14,420,281 30
Delaware 8,239,000 20 764,683,150 15,293,663 539 15,293,663 539
Florida 48,119,360 20 10,767,426,350 215,348,527 223 215,348,527 223
Georgia 0 2.0 5,356,100,050 107,122,001 0.0 107,122,001 0.0
Hawali 0 20 1,131,530,400 22,630,608 0.0 22,630,608 0.0
Idaho (1,000,000) 10 662,873,700 6,628,737 -15.1 13,257,474 75
Ilinois (4,516,835) 1.0 9,764,438,500 97,644,385 -4.6 195,288,770 -2.3
Indiana 1,900,000 10 3,844,880,100 38,448,801 4.9 76,897,602 25
lowa (7,000,000) 20 1,946,635950 38,932,719 -18.0 38,932,719 -180
Kansas 0 20 1,846,896,400 36,937,928 0.0 36,937,928 0.0
Kentucky 5,793,462 10 2,517,960,600 25,179,606 23.0 50,359,212 115
Louisiana 62,651,940 20 3,168,253,150 63,365,063 98.9 63,365,063 98.9
Maine 7,500,874 2.0 1,128,976,950 22,579,499 333 22,579,499 333
Maryland 10,500,000 20 4,290,168,200 85,803,364 12.2 85,803,364 12.2
Massachusetts 30,000,000 20 6,755,551,750 135,111,035 22 135,111,035 22
Michigan (810,599) 10 7,873,618,400 78,736,184 -1.0 157,472,368 -05
Minnesota 13,425,000 20 3,850,758,950 77,015,179 174 77,015,179 174
Mississippi 0 1.0 1,748,600,000 17,486,000 0.0 34,972,000 00
Missouri 7,072,147 10 3,565,777,500 35,657,775 19.8 71,315,550 9.9
Montana (4,500,000) 2.0 530,859,750 10,617,195 -424 10,671,195 -42.4
Nebraska 112,839 10 1,140,544,800 11,405,448 10 22,810,896 05
Nevada (1,037,228) 20 932,100,650 18,642,013 -5.6 18,642,013 -5.6
New Hampshire 4,869,688 20 1,090,063,550 21,801,271 223 21,801,271 223
New Jersey 20,502,256 2.0 3,147,332,100 62,946,642 326 62,946,642 326
New Mexico 0 20 1,073,821,000 21,476,420 0.0 21,476,420 0.0
North Carolina 6,000,000 2.0 3,882,714,100 77,654,282 7.7 77,654,282 7.7
North Dakota 0 20 491,584,000 9,831,680 00 9,831,680 00
Ohio 31,400,000 15 6,452,150,467 96,782,257 324 129,043,009 243
Oklahoma (66,834) 20" 2,123456,350 42,469,127 -0.2 42,469,127 -0.2
Oregon 1,998,621 20 2,310,807,700 46,216,154 43 46,216,154 4.3
Pennsylvania 0 2.0 8,897,692,000 177,953,840 0.0 177,953,840 0.0
Puerto Rico 0 20 626,958,550 12,539,172 0.0 12,593,172 0.0
Rhode Island 19,661,783 20 1,008,089,150 20,161,783 975 20,161,783 975
South Carolina 4,740,588 20 1,354,260,750 27,085,215 175 27,085,215 175
South Dakota 0 10 467,511,800 4,675,118 0.0 9,350,236 0.0
Tennessee 0 10 3425443700 34,254,437 0.0 68,508,874 0.0
Texas 110,855,184 20 14,836,797,250 296,735,945 374 296,735,945 374
Utah 0 20 898,829,700 17,976,594 0.0 17,976,594 00
Vermont 501,131 20 521,027,450 10,420,549 4.8 10,420,549 4.8
Virgin Islands 0 30 62,395,985 1,871,880 0.0 1,871,880 0.0
Virginia 10,736,440 20 4,342,246,250 86,844,925 124 86,844,925 12.4
Washington 7,500,000 20 3,233,432,700 64,668,654 116 64,668,654 116
West Virginia 2,645,000 20 3,743,369,800 74,867,396 35 74,867,396 35
Wisconsin (3,473,008) 20 3,500,513,000 70,010,260 -5.0 70,010,260 -5.0
Wyoming (750,000) 10 274,860,100 2,748,601 -27.3 5,497,202 -13.6
Total® 407,646,215 188,372,093,752 2,984,763, 13.7 3,768,065,836 10.8

"Oklahoma's cap is the lesser of 2 percent of premiums or 1percent of surplus. This table uses 2 percent of premiums as the cap.

bNew York has a pre-insolvencyassessment guaranty fund and is not included here. Therefore, the total system capacity is understated.

Source: National Conference on Insurance Guaranty Funds and National Association of Insurance Commissioners.
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c) States could adopt a prefunded guaranty fund
program that would increase the capacity of the
guaranty system and introduce some market dis-
cipline into the system; and

d) State guaranty funds could jointly establish a re-

insurance or excess insurance mechanism.

A solution to the problem of clashesbetween federal
and state law may require the Congress to exempt state
insurance liquidations from the effects of the federal
priority statute and the Federal ArbitrationAct. These laws
sharply curtail the ability of state liquidatorsto collectand
distribute the assets of the insolvent insurer’s estate in an
orderly manner.

All of the other problems listed above could be cor-
rected through individual or coordinated state action
without federal intervention. Problems 1, 4, and 6 could
be handled by states individually; indeed, states are ex-
perimenting with remedies. Problems 3, 5, and 7 may be
difficult to solve without coordinated state action. Part
Three examines alternative methods for coordinated
state action, as well as proposals for federal intervention.
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History of State Regulation
of Life Insurance Companies

Like property-casualty insurance, the early life insur-
ance industry was subject to abuses, consumer complaints
about dishonest practices and insolvencies, and calls for
federal regulation. The abuses in the industries differ, how-
ever. Unlike the typical property-casualty company, life in-
surance companies receive large cash payments and have
predictable, deferred liabilities. Consequently, life compan-
ies have less need for liquidity and can make long-term
investments. Not surprisingly, problemsin the life insurance
industry have, from the beginning, typically involved invest-
ments in speculative ventures followed by worthless securi-
ties and, finally, insurance company insolvencies.

EARLY HISTORY OF LIFE INSURANCE

The first contracts providing for payments on death
covered masters of ships. One early law provided that “if
the merchant obliges the master to insure the ship, the
merchant shall be obliged to insure the master’s life
against the hazards of the seas.”” These early forms of life
insurance were known aswager policies and were usually
temporary, lasting for the duration of a particular voyage.
Wager policieswere outlawed as a form of gamblingin the
16th century in France, the Netherlands, and Spain.?

In England, Queen Elizabeth | encouraged the devel-
opment of life insurance by granting persons the right to
make and register all kinds of insurance policies. By the
late 16th century, a life insurance regulatory system ex-
isted in England, includinga Chamber of Insurance that
registered life policies and a group of commissionersap-
pointed to settle disputes. The early life policies in En-
gland were, like early property insurance policies,
Lloyds-type agreements made by individual underwriters
who agreed to pay a fraction of the total insured amount in
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return for a proportionate share of the premium. These
early policies were typically of short duration, and the
proceeds were used to protect creditors against the death
of a debtor or to protect families and friends against the
failure of a voyager to return from his journey.?

Life insurance in the modern sense, as a contract
whereby in return for a premium an insurer agrees in
advance to pay a certain sum of money to the insured’s
estate or chosen beneficiary, developed in England in the
latter half of the 16th century. Nearly a century passed
before the individual life insurance contract evolvedintoa
life insurance industry based on distribution of risk. The
scientificbasis for such an industry was given a boost in
1693when Edmund Halley (the astronomer who discov-
ered the comet later named after him) constructed the
first mortality tables. The tables provided a basis on which
to determine the value of life annuities, which were the
most common form of life insurance at the time. Halley
developed his tables by comparing the number of deaths in
the population of Breslau, Silesia, at different ages. He
published the resulting table in 1693in a paper entitled “An
Estimate of the Degree of Mortality of Mankind, etc.”*

In 1706, the first life insurance organization that sur-
vived beyond the lives of the original members was char-
tered in England. The Amicable Society for a Perpetual
Assurance Office was a mutual assessment society, but
unlike other mutual assessment societies in which each
member paid a stipulated sum only when a death oc-
curred, each member of the Amicable Society paid a fixed
amount per year. Then, the beneficiaries of the members
who died each year would divide a fraction of the total
amount paid in.’

Other life insurance projects followed, most of which
had strong elements of speculation. For example, several



mutual assessment societies were formed between 1708
and 1721in which all persons, particularly those in poor
health, were encouraged to join. The managers of these
organizations, who were not financially responsible for
claim payments, were thus able to reap quick fortunes by
taking feesfrom the initial premiums and deductionsfrom
the death claims paid. Moreover, many of these societies
also invested in highly speculative ventures. One favorite
investment was in the South Sea Company! In 1721,the
failure of the South Sea Company rendered most of the
securities held by these societies worthless and led to the
downfall of all of the existing mutual assistance societies
except the Amicable.’

Meanwhile, several works published between 1725
and 1742 advanced the “science of life contingencies.”
These works included generalized formulas for calculat-
ing the value of lifeannuities, interest tables, and accurate
mortality tables for London.®2 The new formulas and
tables made it possible for companies to base their pre-
miums on the probability of death at the age of insuring. In
1762, the Society for Equitable Assurances on Lives and
Survivorships (the Equitable) became the first company to
take advantage of the new information. Unlike prior mutual
assessment societies, the Equitable functioned like a mod-
em insurance company, by having a stipulated premium,
using mortality tables to measure average risk, and investi-
gating the health and occupation of the insured to evaluate
individual risk. The company charged extra for women un-
der age 50 and for men who engaged in hazardous occupa-
tions. If an insured misrepresented the state of health or
occupation on the application, the policy was deemed void.

A different form of life insurance developed on the
European continent. In 1653, Lorenzo Tonti, an Italian
physician, developed a plan by which the government of
France could raise money by selling annuities to its citi-
zens. The first so-called tontine plan worked as follows:
Subscribers purchased their annuities from the state; in
return for an initial payment, the government promised to
pay subscribersa life annuity at dividend periods of 10, 15,
and 25 years. Tontine plans had no cash surrender value,
and the subscriberswho died before the dividend payment
period received nothing. The plan participants were di-
vided into classes according to age. On the death of a
subscriber in a particular class, the payments formerly
paid to that member increased the amounts paid to the
remaining members of that age group. The state’s obliga-
tion ceased on the death of the last survivorin the group.
The tontine plans differed from traditional annuities in
that the surviving annuitants, rather than the insurer,
benefited from the early death of an annuitant. Tontine
plans differed alsofromthe typical life insurance policy in
that plan members who survived the longest received the
largest benefits.?

Early Life insurancein the United States

The use of life insurance in the coloniesbegan in the
same manner as it had in England, with Lloyds-type poli-
cies on lives of maritime traders. The first life insurance
associations formed were religious societies. In 1759, the
Presbyterian Synod of Philadelphia established “The Cor-

poration for the Relief of Poor and Distressed Presbyteri-
an Ministers and for the Poor and Distressed Widowsand
Children of Presbyterian Ministers.” As its name sug-
gested, the corporation supported needy ministers, as
well as the surviving families of deceased ministers. In
return for a minister’s yearly contribution, his widow and
children would receive an annuity for life. The amount of
the annuity depended on the contribution and was re-
duced if the minister died before he had contributed to
the plan for 15years. Over the following decade, other
churches formed similar life insurance corporations. Un-
til the adoption of the U.S. Constitution, these religious
corporations were the only entities organized in America
to provide life insurance.!®

The first commercial insurance companies formed in
the United Statescovered marine and fire risks. Although
most of these companies had the right under their char-
ters to underwrite life insurance policies, few did so. Be-
fore the 19th century, The Insurance Company of North
America was the only private corporation in the United
States to issue life insurance policies, and did not write
more than a half-dozen policies.” About 1790, tontine
plans were introduced into the United States. Several
cities used the plans to finance public and private build-
ings, as well as to raise money for charitable purposes.
Because most of them failed after a short time, tontine
plans fell into disrepute. Although the life insurance in-
dustry failed to flourish in pre-industrial 18th century
America, scholars from Yale and Harvard universities
were paving the way for a viable industry by preparing
mortality tables. For example, in 1789, Edward Wiggle-
sworth of Harvard University presented a paper to the
American Academy of Arts and Sciences that contained
the first American mortality table,'? enabling insurers to
calculate reserves.

Companies began to make use of this work in the
early to mid-19th century. The first commercial company
organized to engage solely in the business of selling life
insurance to the public at large was The Pennsylvania
Company. Chartered in 1810 with $500,000 of capital
stock, the company offered term and whole life insurance
policies, aswell asdeferred annuities. As general business
prospered in the 1820s and 1830s, the number of new
insurance companies mushroomed.

These new companies introduced new methods of
marketing life insurance that signaled the birth of the
modem life insurance company. For example, The New
York Life and Trust Company, chartered in 1830, was the
first to market its products actively through advertising
andthe use of an agency system. The New England Mutu-
al Life Insurance Company, which was the first chartered
mutual life insurance company, introduced a “part-note”
premium plan in 1843.** According to the part-note plan, a
policyholder paid part of the premium in cash and gave a
note for the remainder. Because mutual companies
shared their surplus earnings with their members/policy-
holders, the policyholdercould redeem the premium note
with policy dividends.

Some observers condemned this premium financing
plan, arguingthat it encouraged personsto purchase more



life insurance than they could afford. Other critics of the
burgeoning industry complained that companies failed to
maintain adequate reserves and to allow policyholders
who were unable to maintain premium payments and let
their policies lapse to share in the reserves (i.e., the pre-
mium payments made by the policyholder) on forfeiture.

One of the most vocal criticswas Elizur Wright, who
in 1853published 203 pages of net valuation tables show-
ingthe reserve that should be held at the end of eachyear
during the life of various kinds of life insurance policies.
Wright used his work to advocate the passage of regulato-
ry legislation in Massachusetts. Specifically, Wright
sought a nonforfeiture law, which would require life com-
panies to provide lapsed policyholderswho had paid pre-
miums for at least two years with a paid-up policy in the
amount of the policyholder’sreserve, less an 8 percent
surrender charge. The Massachusetts General Court
passed the law in 1880.

During this period, companies also developed a new
form of life insurance policy. In 1875, the Prudential
Friendly Society began selling industrial life insurance.
Unlike regular life insurance, which was sold primarily to
the middle and upper classes, industrial life insurance was
sold to lower and lower middle class people. These poli-
cieshad a low face value, with a minimum as lowas $25in
contrast to the $500 minimum face value on regular poli-
cies.’ Company salesmen sold industrial life policies door
to door and collected premiums weekly.

The “new” life insurance policy that generated the
most interest, then criticism, and finally major reforms in
the industry, was the tontine investment policy issued first
by the Equitable. The new policy wasbased on the original
tontine principle and, like the original policies, offered 10,
15,and 25- year dividend periods, depending on the age of
the policyholder. The Equitable’s modified version of the
tontine contained several limitations. If the policyholder
diedbefore the end of a designated period, the beneficiary
received the face value of the policy but no dividends.
Everything was forfeited if the policyholderfailed to con-
tinue premium payments to the end of the designated
period. Policyholders who paid premiums to the end of
their periods, however, shared in the division of the divi-
dends, including those of lapsed policyholders. Henry B.
Hyde, president of the Equitable, appealed to the self-
interest and gambling instincts of the population by adver-
tising the tontine investment policy as one under which
the investor could win by living rather than by dying. The
advertising ploy paid off as the Equitable sold millions of
policies and received a “pyramiding income.”15

Tontine policies became the rage in the early 1880s,
and most other life insurance companies began selling
them. The so-called “tontine wars” erupted between the
Equitable and the Mutual Life Insurance Company (the
Mutual), each of which was determined tobe the leader in
sales. The tontine warswere waged in New York newspa-
pers, the insurance press, and in pamphlets. To gain the
upper hand, the Mutual offered its new policyholders a
rebate of 30 percent on the first two premiums on whole
life policies.' The tontine wars focused the public’satten-
tion on the insurance industry and eventually led the
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muckrakers of the early 20th century to scrutinize the
industry in general and the Equitable in particular. What
they found was internal squabblingamong the officers of
the Equitable, fueled by speculative investments, manip-
ulation of investment funds through subsidiary compan-
ies, and schemes to build a huge insurance trust through
mergers with other life and oil companies.!” News of the
growing scandal was widely reported in the press.

The Armstrong Committee Investigations
and Regulatory Reform

With public confidence in the life insurance industry
at an all-time low and with newspapers advocatingprose-
cution of the managers and officers of the Equitable, the
company was soon reorganized under new management.
Almost immediately, critics complained that some of the
new managers had histories of unethical conduct. Finally,
the New York insurance departmentissued the Hendricks
report, which described numerous shady dealings be-
tween the Equitable and its subsidiaries. A public outcry
for further investigations followed, and in 1905the New
York legislature appointed an investigatingcommittee to
examine the “affairs of the life insurance companies au-
thorized to do business in the state of New York, the
investments of said companies, the relation of their offi-
cersto suchinvestments, the relation of the companiesto
subsidiary organizations and to their policyholders, the
expenses of the companies. . ..”®®

The Armstrong Committee (named after its chair-
man, New York State Sen. William Armstrong) asked
Charles Evans Hughes to become its counsel. Hughes
began the hearings with the testimony of the officers of
the largest insurance companies. The practices that cap-
tured the public’s interest and generated the most public
ire seem commonplace today: use of the companies’enor-
mous cash surplusesto pay large sumsto lobbyists in Albany,
cash contributions to political campaign funds, and lavish
salaries paid to company officers and managers.*®

Abuses in the use of the agency system were strongly
criticized by the Armstrong Committee. The committee
noted that the practice of competing for the loyalty of
general agents by paying them large bonuses and raising
their commissions increased the cost of life insurance to
the public. Moreover, the pressure on agents for sales led
to rebating (whereby agents would engage in price dis-
crimination by discounting the cost of policies for certain
policyholders), and twisting (whereby agents would en-
courage a policyholder of one companyto forfeit his policy
and purchase a policy from another company). The New
York Department of Insurance came in for its share of
criticism, too. Characterizedas ignorant, evasive, neglectful,
and subject to political manipulation, the department’s rep-
utation was badly damaged by the Armstrong hearings.

The Armstrong Committee submitted its report to
the New York legislature in February 1906. Among the
recommendations were: a prohibition of investments in
stocks, a limitation on new businessto $150 million a year for
the largest companies, standard policies for dl companies,
annual distribution of dividends, a limitationon agents’ com-
missions, an amendmentto the anti-rebate law to make the



receiver equally guilty with the giver, and caps on the sala-
ries and pensions of company officers.?

Some of the recommendations became law in April
1906, including the limitationon newbusiness, annual distri-
bution of dividends,aban on political contributions,prohibi-
tion of rebating, nonforfeiture provisions, standard policy
forms, prohibition of investmentsin common stock and real
estate, and caps on the salariesand pensions of the officers.

The Armstrong Committee report stimulated activity
in other states, among industry representatives, and
among advocates for federal intervention. Surprisingly,
few states followed the lead of New York; lowa, Massa-
chusetts, Indiana, Texas, and Wisconsin did take some
action. Tothe consternation of the life insurance industry,
the Texas legislature passed the Robertson law, which
provided that 75percent of the reserves on Texas policies
must be invested in Texas securities, and that such securi-
ties must be kept on deposit in Texas where they would be
subjectto the state’sad valorem taxes. Only the Wisconsin
legislature adopted reforms that rivaled those of New
York, enacting legislation in 1907 to limit premiums, ex-
penses, and salaries of company officers, as well as to
require an annual apportionment of dividends.

The life insurance industry, too, was active following
the Armstrong Committee investigations. The American
Life Convention, an organization of the smaller western
and southern life companies,?! grew into a national group
that began to play a leadership role in the life insurance
industry. In November 1906, some representatives of this
industry group met in Chicago with a number of state
commissioners and members of the lowa and Wisconsin
investigating committees. The purpose of the meeting
was to draft model laws, 16 of which were endorsed by the
industry. These model laws covered such subjects as stan-
dard policy forms, annual apportionment of dividends,
prohibition of discrimination and rebating, and prohibi-
tion of political contributions. The models were intro-
duced in a dozen or so states, but few were passed.?

Another effect of the Armstrong Committee investi-
gationswas a call for federal supervisionof the insurance
industry. President Theodore Roosevelt recommended in
April 1906 that the Congress provide for federal regula-
tion of interstate transactions of insurance. Several bills
were introduced, but they died when the congressional
committees determined that, given the opinion of the
U.S. Supreme Court in Paul v. Virginia, the Congress had
no authority under the Constitution to superviseand reg-
ulate the business of insurance.

The period from approximately 1910to the 1960s was
characterized primarily by the growth of state regulatory
bureaucracies and a more conservative style of management
by life insurers. When major life insurance scandalssurfaced
again in the 1960s, they involved the use of the holding
company structure and the formation of conglomerates.

New York as Super Regulator:
The Appleton Rule

It is thought that New York adopted the Appleton
Ruleashorttimebefore the Armstrong Committee inves-
tigations. The real power of the rule was not felt, however,
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until the New York legislative reforms of 1907 were com-
plete. The rule, issued by New York Deputy Superinten-
dent of Insurance Henry Appleton, provided that

. . no foreign insurer and no United States
branch of an alien insurer shall be or continue to
be authorized to do an insurance business in this
stateif it failsto comply substantially with any re-
quirement or limitation of this chapter, applica-
ble to similar domestic insurers hereafter to be
organized, which in the judgment of the superin-
tendent is reasonably necessary to protect the in-
terests of the people of this state.

The ruleapplied all aspects of New York regulatory law to
foreign aswell as domesticcompanies. Thus, a foreign life
insurance company that chose to dobusiness in New York
would have to comply with the state’s investment restric-
tions. At least with regard to foreign companies that did
businessin New York, the effect was to extend New York’s
regulatory lawto all companieswherever domiciled.? For
that reason, the Appleton Rule was not popular with the
insurance commissionersof other states.

The Firemen’s Insurance Company of New Jersey
challenged the Appleton Rule, claimingthat New York’s
attempt to exercise extraterritorial power violated the
Fourteenth Amendment to the U.S. Constitution. Judge
Learned Hand, writing for a three-judge federal district
court, upheld the rule. Judge Hand found that, practical-
ly, New York had two choices: to accept the judgment of
other insurance superintendents asto the safety of certain
investments and practices or to apply its own regulatory
law to protect New York policyholders. According to
Hand, the former choicewould result in differential treat-
ment between New York-based and foreign insurers and
allow “each state to set the standard of security for the
rest of the Union, an intolerable limitation upon the au-
tonomy of each community.”?* The latter choice would
have some extraterritorial effects, but those would be
“ancillary to the accomplishment of genuinely local pur-
poses. . ..”% In upholding the constitutionality of the
Appleton Rule, Hand appeared to limit the court’sruling
to extraterritorial laws that related to solvency:

Perhaps the power may be limited by the pur-
pose and the fitness of the measure toaccomplish
it. ... Aswe have said, scarcelyany condition can
be imposed touching the financial stability of a
foreign corporation, which will not involve some
results elsewhere. . ..% (emphasis supplied)

The U.S. Supreme Court affirmed Hand’s opinion in a
memorandum opinion.

Eventually, New York enacted the Appleton Rule as
part of the state insurance code, and New York was the
super regulator of the insurance industry. By the 1960s,
however, insurers had found a structural way to avoid the
effects of the Appleton Rule. If a foreign insurer did
business in New York through a separate subsidiaryincor-
porated there, it could confine the rule’s impact to that
subsidiary, leaving the parent and affiliated companies
free from strict New York regulation.?’
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Overview of the Modern Business

of Life Insurance

Like property-casualty insurance, the function of
life insurance is to protect against the financial effects
of loss. Like all insurance, life insurance involvestrans-
ferring risk from the individual to a group and sharing
losses among members of the group. Life insurance is
big business in the United States, with 2,228 U.S. life
insurance companies operating in 1990. Table 6 (page
60) shows the number of life insurance companies by
state of domicileasof mid-1991. In 1990, these compan-
ies had assets valued at $1.4 trillion, received over $76
billion in life insurance premiums and over $129billion
in annuity considerations, and paid out over $88billion
worth of life insurance and annuity benefits.’

TYPES OF LIFE INSURANCE

Typically, life insurance is classified into one of three
broad groups, depending on how the promised benefits
are delivered. The three groups are term life insurance,
whole life insurance, and annuities.? Insurers define sub-
groupswithin each of these groups, based on whether the
premium and/or the face amount of the policy increases,
decreases, or remains level during the policy period.

Term Life

The purchaser of a term life policy receives protec-
tion (i.e., a cash payment for a designated beneficiary)
onlyif the insured diesduring the stipulated policy period.
If the insured lives beyond the policy term, there is no
benefit. The term of the policy may range fromoneyearto
several decades. Term life policies usually have level death
benefits and increasing premiums over the policy period.
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Whole Life

In contrast to term insurance, whole life insurance
pays the face amount of the policy on the death of the
insured regardless of when death occurs, hence the name.
Most whole life policy premiums are constant throughout
the payment period, and most are based on mortality
tables that assume all insureds die by age 100;* therefore,
most whole life policies are prefunded. That is, the likeli-
hood of death is slight at the beginning of the policy
period, and the premium paid ismore than needed to fund
the promised death benefits. For this reason, whole life
policies have cash values, in the amount of the prefund-
ing. Policyholderscan use the cash value either by surren-
dering the policy or borrowing the cash from the life
company. In the latter case, the insurer will charge inter-
est and deduct the amount of the loan from the remaining
cash value of the policy or from the death benefit.

Two types of whole life insurance have become very
popular recently, variable life insurance and universal life
insurance. A variable life insurance policy differsfrom an
ordinary policy in that its death benefits and/or cash val-
ues varyto reflect the investment experience of a separate
pool of assets.® The policyholder chooses among several
investment options, including money market funds, com-
mon stock funds, and bond funds. The death benefits and
cashvaluesaretied to the investment performance of the
policyholder’s chosenfunds, although the benefits/values
cannot fall below a guaranteed minimum.

Universal life insurance has a flexible premium and
an adjustable death benefit. The premiums are flexible in
that after making an initial minimum payment, policy-
holders may “pay whatever amounts and at whatever



Table 6
Life Insurance Companies by State of Domicile
July 22,1992
(in descending order)

State

Number State Number

i 668 North Carolina 23
,_?&zac;na 217 Washington 20
Louisiana 102 Maryland 19
New York 86 South Carolina 19
linois 79 Kentucky 18
Delaware 59 B/Iasr?achusetts %Z‘)
Pennsylvania 56 Kta 1
Indiana 52 Nansas

I ew Jersey 12
California 50 Viraini 1
Missouri 48 irginia

. North Dakota 1
OE;Oh ZE Hawaii 6
OI qdoma a4 South Dakota 6
Florida Washington, DC 5
lowa 36 Idaho 5
Arkansas 34

. . New Mexico 5
Wisconsin 32 Oregon 5
Alabama 28 Rhode Island 5
Colorado 27 Vermont 5
Minnesota 27 Montana 4
Mississippi 27

Maine 3

Georgia 26 New Hampshire 3
Michigan 26 Nevada 2
Nebraska 25 Alaska 1
Connecticut 24 West Virginia 1
Tennessee 24 Wyoming 1

Source: American Council of Life Insurance.

times they wish, or even skippremium paymentsaslongas
the cash value will cover policy charges. . . . Also policy
ownersmay raise. ..or lower their policies’ deathbenefits
as they deem appropriate.™

Annuity

An annuity is an insurance policy that promises to
make a series of payments for a fixed period or over a
lifetime. A life annuity is a contract in which the insurer
agrees, inreturn fora cash “deposit”or premium, to make
lifetime payments to an annuitant. An annuity safeguards
the annuitant against the possibility of outliving income
and/or savings.

Under a “pure” life annuity, the insurer is deemed to
have earnedthe entire premium at the death of the annu-
itant; thus, no payments or refunds are made after death,
even if the annuitant diesbefore the age of life expectan-
cy.® In contrast,a “refund”life annuity providesa refund if
the annuitant dies shortly after the payments have begun.
Part of the purchase price of a refund life annuity is invested
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to meet the cost of the refund, lowering the periodic income
payments to the annuitant. Like variable whole life policies,
the amount of variable annuity benefits changesaccordingto
the investments chosen by the annuitant.

Notes———

! The data are from American Council of Life Insurance, “1991
Life Insurance Fact Book Update” (Washington DC, 1991).
2Some include a fourth group—endowment insurance. By
1984, however, endowment insurance accounted for only 1
percent of all life policies sold in the United States. Endow-
ment insurance is like term insurance in that it pays the face
amount of the policy on the death of the insured during the
policy term. Unlike term insurance, endowment policies also
pay the face amount of the policy at the end of the term if the
insured isstill living. See Kenneth Black, Jr., and Harold Skip-
per, Jr., Life Insurance (Englewood CIiffs, New Jersey: Prentice-
Hall, 1987), p. 59.

3 |bid., p. 61.

4 Ibid., p. 69.

5 1bid., p. 85.

¢ Ibid., p.100.



Critical Issues in State Regulation
of Insurance: Life Insurance Solvency

Some of the issues involved in state life insurance
solvency regulation were discussed in detail in Part | in
connection with property-casualty regulation. Except
where noted in this chapter, the prior discussion is rele-
vant to life insurance as well. This chapter focuses on
those aspects of solvencyregulation that are unique tothe
life insurance industry.

REGULATORY ACCOUNTING

Like property-casualty insurance, life insurance ac-
countingis governed by statutory accounting principles. Life
insurers, too, report the details of their assets, liabilities,
surplus, and operating results according to statutory ac-
counting principles on an Annual Statement filed with in-
surance regulators in every state in which they are licensed.

Balance Sheet Liabilities:
Surplus and Reserves

Life companies have far fewer problems than do
property-casualty companies with estimating their losses
because life company liabilities are typically certain in
time and fixed in amount. Nevertheless, the current per-
missible methods of valuing reserves for claim payments
have been subject to much criticism.

Policy Reserve. In terms of size, the most important
reserve fund of a life insurer is the policy reserve —the
amounts deemed necessary to provide the benefits prom-
ised in the company's life and annuity contracts." All
states have laws controlling the bases on which reserves
are calculated. The widely used net-level premium method
defines the needed reserves at a valuation date as the ex-
cessof the present value of future death benefits overthe
present value of future premiums. This method requires
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the use of net-level premiums even if the policy contract
calls for a variable premium. If, for example, the present
value of future death benefits is $2,557,900 and the pres-
ent value of future premiums is $1,589,988, then the
net-level premium reserve would be $967,912. To calcu-
late the present values, a life company must make certain
assumptions about the interest rates on its investments
and the mortality rates of its policyholders. Insurers that
use the net-level premium method must comply with state
laws that prescribe the maximum rate of interest that can
be assumed and the mortality tables that can be used. If the
assumed rate of interest is increased, the size of the reserve
fund will decrease; or, in other words, larger anticipated
earningscan be supported by a smaller fund and vice versa.

Although the allowable interest rates and mortality
tables are said to be conservative, the net-level premium
method does not necessarily produce conservative levels
of reserves. Critics of the net-level premium method note
that the unrealistic assumptions used —hypothetical rather
than actual premiums, the disregard of expenses, and the
failure to take into account policy dividendsand lapse rates
—underminethe conservatism of the interestand mortality
rates.> According to some observers, the conservative mar-
gin in the interest rate assumptionsis not sufficient to cover
the disregarded expenses, dividends, and lapse rates.

Two other permissible methods used to calculate
policy reserves typically produce lower reserve fundsthan
the net level premium method. The full preliminary term
method assumes that the first year of a whole life insur-
ance policy is term insurance, which requires no policy
reserves. The original contract then goes into effect at the
beginning of the second policy year, and the reserve is
based on a policy issued in that latter year. The deferred
first-year reserve isamortized over the period of the con-
tract; nevertheless, the yearly additions to reserves re-



main lower throughout the policy period than under the
net-level premium method. The commissioners’ reserve
valuation method is similar to the full preliminary term
method, but requires higher reserves for planswith higher
premiums due to greater expenses.?

Asset Valuation Reserve. The second largest reserve
required for life insurers is the new asset valuation re-
serve (AVR). Beginning with their 1992 Annual State-
ments, life companies are required to set up a reserve to
absorb potential losses on all of their assets. The AVR
grew out of an earlier mandatory securities valuation re-
serve (MSVR), which was designed to absorb potential
losses on only the common and preferred stocks and
bonds held by life companies.

Changes in the financial climate in the late 1970sand
early 1980s led some state regulators and the National
Association of Insurance Commissioners (NAIC) to re-
evaluate the effectiveness of MSVR. For example, when
interest rates soared in the early 1980s, many of the as-
sumptions built into MSVR (e.g., that fluctuations in
bond prices were not significant) became untenable.
Moreover, to remain competitive, some life companies
introduced new interest-sensitive products and shifted
their investment strategies to shorter term, higher yield
assets. To meet the regulatory challengesof these changes
in company strategies, NAIC and state regulators devel-
oped AVR, a comprehensive reserve that covers all life
company assets. AVR has two components—defaultand
equity. The default component providesfor future credit-
related losses on fixed-income investments, such as
bonds, preferred stock, and farm, commercial and resi-
dential mortgages. The equity component contains the
reserve provisions for all types of equity investments,
including common stock and real estate.

Interest Maintenance Reserve. The interest mainte-
nance reserve (IMR), like AVR, isrequired of all life com-
panies beginning with the 1992 Annual Statements. The
reserve grew out of a realizationby regulators that the tra-
ditional method used by valuation actuaries to calculate
policy reserves was deficient. Typically, policy reservesare
calculated on the assumption that future yields on
fixed-income investments will be available to support lia-
bilities. If these fixed-income investments are sold, IMR
requires companies to amortize the resulting capital gains
that representfuture interestyields needed to supportpolicy
liabilities over the remaining life of the investment.*

Banee Sheet. hsse\s

Until recently, life insurance premiums received for
traditional whole life policies were far larger than the
considerations received for annuities. For example, in
1955, lifeinsurance premiumswere seventimesaslargeas
annuity considerations.’ By 1980, however, life premiums
were only 1.8timesas large, and by 1989,the situationwas
reversed, with annuity considerations 1.6 times the size of
life insurance premiums? Prior to 1980,then, life insurers
received large sums of cash from whole life policyholders
and had deferred, non-interest-sensitive liabilities.
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The problem for life insurance regulators was to assure
that a company’ssurpluswas sufficientto absorba decline
in investment values over time. Historically, state regula-
tors handled this problem by restricting the investments
of life companies. For example, at the close of the Arms-
trong Committee investigations, New York amended its
insurance code to limit life insurance investments to gov-
ernment bonds, secured corporate debt, mortgages, and
policyholder loans. Investments in common stockand real
estate were prohibited. Because of New York’s Appleton
Rule, the New York investment limitations applied to all
companies, wherever domiciled, doing business in the state.

After 1980,with the growing popularity of new invest-
ment products and interest-sensitive annuities, life com-
panies began to change their investment strategies. Data
from the American Council of Life Insurance illustrate

the shift in aggregate life insurer investments between
1980and 1991.7

Aggregate Life Insurer Holdings— 1980

Corporate bonds 38.3%
Commercial/Residential mortgages
(traditional fixed rate) 29.4%
Policy Loans 9.3%
Government Securities
(including agency issues) 6.9%
Stocks (common and preferred) 6.7%
Real Estate (directly owned) 2.6%
Other 6.8%
Aggregate Life Insurer Holdings— 1991
Corporate Bonds 43.5%
Commercial/Residential mortgages
(traditional fixed rate) 19.4%
Government Securities
(including agency issues) 17.8%
Stocks (common and preferred) 5.0%
Policy Loans 4.9%
Real Estate (directly owned) 2.1%
Other 6.7%

An important shift in life insurer investments took
place between 1980and 1991. In 1980, 15 percent of the
life companies’ aggregate gross acquisitions of govern-
mentand corporate bonds and mortgage-backed securi-
ties were in medium- and short-term instruments (i.e.,
those with maturities <10 years). In 1991, 62 percent of

all such gross acquisitions of bonds were in medium-
and short-term instruments. This shift illustrates the
desire of life companies to match their assetswith their
newer, interest-sensitiveliabilitiesand to increasetheir
liquidity as consumer confidence waned in the face of
some well publicized failures.® In recognition of the
changes in life insurance products, many states relaxed
their prior investment restrictions. Most statesallowin-
surersto invest in government bonds, corporate stocks
(commonand preferred) and bonds, policy loans, stocks
and bonds of subsidiaries, commercial and residential



mortgage loans, and real estate. Some states place per-
centagelimitationson theseinvestmentsinorderto en-
courage portfolio diversification. No commonality ex-
ists among state investment laws, however.

In contrast to the aggregate investment figures listed
above, some companies have a far greater percentage of
their assets in low quality bonds and risky real estate
ventures. For example, investments in junk bonds were a
significant factor in the recent failure of the Executive
Life Company of California. According to Californiareg-
ulators, approximately $6.4 billion of the company’s$10.4
billion of assets was invested in junk bonds? In 1991,
NAIC issued a model regulation restricting insurer in-
vestments in “below investment-gradebonds.” Only eight
states have adopted the model regulation.'

Similar concentrations in risky real estate loans led to
the seizure of Mutual Benefit Life by New Jersey officials.”
The role played by risky investments in recent life insurer
failures illustrates the pressing need for stricter state invest-
ment lans.NAIC is developinga model investment law that
it hopes will bring greater uniformity and greater safety.

In all states, regulatory percentage limitations are
disregardedfor assets held in separate accountswhere the
policyholder participates directly in the investment risk.
Investments funded by premiums received from variable
life and variable annuity contracts are held in separate
accounts and are segregated from all other company as-
sets. State laws restricting insurer investments do not
apply to separate accounts. Thus, the funds in a separate
account may be invested in commonstocks, inbonds, or in
real estate, or in any combination of the three.'? Separate
accounts are used generally to handle variable life insur-
ance, variable universal life insurance, and pension funds.
The first two accounts are subjectto some Securitiesand
Exchange Commission (SEC) standards, and the pension

accountis subjectto provisions of the Employee Retirement
Income Security Act.

THE ROLE OF REINSURANCE

Reinsurance use in the life insurance industry is simi-
lar to the property-casualty industry, but with some nota-
ble differences. For example, unlike the situation with the
property-casualtybusiness, the majority of life reinsurers
arelicensedinat least one state. Also, because every state
requires life companiesto compute their reserves accord-
ing to a statutory formula rather than through the esti-
mating techniques used by property-casualtyinsurers, un-
derreserving is less of a problem. Finally, unlike the
property-casualty business, catastrophic events (such as
an earthquake or industrial accident) are rare in the life
insurancebusiness. In some cases, these differencesin the
lifeand property-casualtybusinessesdictate different reg-
ulatory responses. For example, overdue reinsurance bal-
ances are rare in the life insurance industry, eliminating
the need forarule requiringa reductionin surplus. Three
problemswith reinsurance are relevant to life companies
and are considered here — transfemng business, interatfi-
liate reinsurance, and financial reinsurance.

Transfer of Business

The use of reinsurance to transfer blocks of busi-
ness to other companies has created special problems
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for the life insurance industry. Sometimes called as-
sumption reinsurance, these transfers have been used
by some companies to remove an entire block of busi-
ness from itsbalance sheet and cancel its obligations to
the policyholders. Thisresult isin contrast to the usual
situation in which an insurer, who cedes indemnifica-
tion to a reinsurer, remains legally liable to its policy-
holders. Because the reinsurer or transferee assumes
the liability of the primary insurer without the consent
of (and sometimeswithout the knowledge of) the poli-
cyholder and without regulatory oversight, the transac-
tion is subject to abuse. Joseph M. Belth, a long-time
commentator in the insurance industry, cites the fol-
lowing example of an abusive transfer.

Many individuals bought single-premium deferred
annuities from First Pyramid Life of Arkansas. A
block of these annuities was transferred three
times through assumption reinsurance agree-
ments. The first transfer was to Security Benefit,
and the second to Life Assurance Company of
Pennsylvania. The third transfer was to Diamond
Benefits Life of Arizona. Shortly thereafter Dia-
mond Benefits was taken over by Arizona insur-
ance regulators. .. .Life of Pennsylvania was re-
cently taken over by Pennsylvania regulators.
The affected annuitants have been unable to get
at their funds for almost three years.®

NAIC has developed,but not adopted, a model act that
would require life insurersto notify consumersof a pending
assumption reinsurance transaction and given them the op-
portunity to remain covered by their current insurer.

Interaffiliate Reinsurance

Interaffiliate reinsurance, whereby a group of affili-
ated insurance companiesagrees to reinsure each other’s
risks, has also created problems for state regulators. Ac-
cording to the U.S. General Accounting Office (GAO),
“[TIn a group of affiliated insurers, intercompanyreinsur-
ance may serve to obscure one insurer’s financial condi-
tion by shifting loss reserves from one affiliate to another.
Improper support or subsidy of one affiliate at the ex-
pense of another may adversely affect the financialcondi-
tion of one or more companies within the group.”** For
example, “an affiliate reinsurer may receive exorbitant
premiums, or an affiliated ceding company may receive
excessive commissions.”**

Financial Reinsurance

The use of financial reinsurance (described in Chap-
ter 3), is widespread in the life insurance industry. For
example, in 1991,the Equitable Life Assurance Society of
the U.S. boosted its total capital by $600 million using
surplus relief reinsurance.'® A relatively weak NAIC
Model Regulation on Life Reinsurance Agreements is-
sued in 1988 prohibitsa company from taking a credit for
financial reinsurance if the reinsurer does not comply
with certain accountingrequirements: the reinsurer must
accept some risk, such as mortality or investment risk,
and/or the reserve credit taken by the ceding insurer must



not be greater than the underlying reserve of the ceding
company supporting the obligations transferred.

The limitations on the use of financial reinsurance in
the 1988 version of the model law are weaker than the
accounting rule recently issued by NAIC in connection
with property-casualty insurance. In June 1992, NAIC issued
a revised model rule that would require life insurers to
transfer all significant risks on the business ceded to a rein-
surer. Insurers who fail to do so would be denied a credit.
The 1992 model rule has not been formally adopted by
NAIC, but it has been adopted by California and Colorado.

STATE SOLVENCY REGULATION

Many of the problems with solvency regulation of
property-casualty insurers described in Part | are relevant
to life insurance companies. For example, state capital
and surplus requirements for life insurers are unrelated
to either the size of the company or to the riskiness of its
assets. Life companies also use managing general agents
(called third-party administrators) as intermediaries to
negotiate reinsurance agreements. A NAIC model law
imposes many of the same restrictions on third-party
administrators that the managing general agent model
law imposes on MGAs. Approximately 20 states have
adopted the model law. Fronting appears to be less of a
problem with life companies. Apparently, some of the
draft model laws on fronting have included life compan-
ies, and others have not. Finally, the failure of most states
to adopt meaningful investment limitations affects both
industries. Multistate life insurers have created unique
problems for state regulators and deserve special mention.

Multistate Insurance Holding Companies

The American Council of Life Insurance (ACLI) re-
cently examined 68 life/health insurance company insol-
vencies that occurred between January 1985and Septem-
ber 1989. Affiliate transactions were a significantfactor in
69 percent of the companies.!’

GAO found similarproblems with holding companies
in both the banking and insurance industries. According
to GAO, the largest life insurer failure in history was
caused by “abusive interaffiliate transactions”'® orches-
trated by the parent holding company of several insurance
subsidiaries.The story of the failure of Baldwin-Unitedis

instructive, proving once again that the pyramid is not far
from the tomb.

The Baldwin Phenomenon. Baldwin began as a piano
company in 1862.Baldwin entered the insurance business
in 1968when it bought National Farmers Union Life and
Casualty companies. From 1970to 1980, Baldwin-United
developed rapidly intoa large financial conglomerate, ac-
quiring commercial banks, savings and loan associations,
mortgage banks, real estate firms, and life and proper-
ty-casualty insurers around the country.” In 1981 and
1982, Baldwin-United was praised in financial publica-
tions as a “well-managed, diversified financial services
company with an impressive growth rate and high profit-
ability.”” Baldwin’s management also received impres-
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sive reviews: “The stock of Baldwin-United represents an
interesting special situation. We do not believe its out-
standing management team is being accorded a proper
multiple.”?* A.M. Best Company gavethe National Inves-
tors Life Insurance Company (NILIC), a Baldwin-United
subsidiary, an excellent rating.”

In large part, Baldwin’s phenomenal growth was fueled
by sales of a life insurance/investment/tax shelter product
known as a single premium deferred annuity (SPDA), un-
derwritten primarily by NILIC. The Baldwin SPDA had the
following features, which made it attractive to purchasers:

m  The purchaser of an SPDA paid a one-time pre-
mium deposit, eliminating the need for a recur-
ring financial commitment.

m  The SPDAwas similarto a ten-year certificate of
deposit in that the purchaser received interest
payments from NILIC or another Baldwin sub-
sidiary issuing the SPDAs.

m  The SPDA had a death benefit and two tax ad-
vantages: (1) the capital (premium deposit) and
accumulated reinvested interest were not taxed
and (2) an investor could withdraw interest as a
tax-free policy loan.

m  The SPDA contained a guaranteed growth of
principal. If Baldwin earned less than the guaran-
teed rate (i.e., 0.75 percent below the initial rate),
the company would refund the investor’sinitial
deposit without levying a surrender charge.®

Although the SPDAs were not a hew product (being
based loosely on the old tontine principle), Baldwin’s
method of selling them was new. SPDAs were sold
through national securities brokerage houses, suchasE.F.
Hutton and Merrill Lynch.?

The Baldwin Failure. Even before weaknesses in
Baldwin’sfinancial empirebegan to surface, the company
had manipulated its tax liability by shifting assets among
its subsidiaries. For example, Baldwin funnelled holding
company profits to subsidiaries that were in a low tax
bracket and shifted paper losses to subsidiaries that were
in high tax brackets. As its SPDA premium deposits in-
creased, NILIC needed more regulatory surplus to sup-
port its new business. In order to increase its surplus,NILIC
turned first to reinsurance, ceding business to an affili-
ated reinsurer, National Investors Pension Insurance
Company (NIPIC).

When NILIC’s need for capital and surplus outgrew
this reinsurance arrangement, Baldwin exchanged securi-
ties and other assets among its affiliates and engaged in
interaffiliate loan transactions to pump up the apparent
net worth of NILIC and NIPIC. In summer 1982, Arkan-
sas insurance department examiners reappraised the as-
sets of reinsurer NIPIC and lowered their value. The
reevaluation rendered NIPIC statutorily insolvent.
Once NIPIC was found to be insolvent, the affiliated
companies it reinsured could no longer claim a reinsur-
ance credit for the risks ceded and had to cover the risks
themselves. Without reinsurance, these ceding compan-



ies (including NILIC) were also statutorily insolvent.
Baldwin reacted by reinsuring its SPDA premiums in an
Arizona subsidiary because Baldwin recognized Arizona
as “one of the least regulated insurance states in the
Union.”? Nevertheless, neither Arkansas as the primary
domiciliary regulator of both NIPIC and NILIC, nor In-
diana, asthe domiciliary regulator of three other Baldwin
subsidiaries underwriting SPDAs, took any supervisory
action against the Baldwin subsidiaries until spring 1983,
when state regulators petitioned their state courts for a
rehabilitation order. In fall 1983, the insurance commis-
sioners of Arkansas and Indiana imposed a moratorium
until November 1987 on surrender of Baldwin SPDAs.
Not until February 1988did the holders of SPDAs of the
now-bankrupt Baldwin receive their final distributions.?’

NAIC and other commentators have listed the lessons
that states should learn from the Baldwin failure. A com-
mon regulatoryweakness cited was the excessive investment
in affiliate securities, over $650 million in the investment
portfolios of NILIC and NIPIC.2 On several occasions,
NILIC paid cash for the securitiesof affiliates. Yet, the value
given to these securities was speculative at best. Because
these shareswere not publicly traded and earned no income,
their value could not be verified independently.

Another regulatory weakness was the practice by
NILIC of reinsuring 100percent of its SPDAbusinesswith
affiliated reinsurance companies. NAIC reacted to the
Baldwin-United failure by amending the model holding
company act. The amended act, which is described in Chap-
ter 3, isone of the model acts that states must adopt in order
to become certified under NAIC’s accreditation program.

Executive Life of California. As the recent experi-
ence with Executive Life of California illustrates, serious
problems remain with interaffiliate transactions in insur-
ance holding company systems. In its investigation of the
companyjust prior to the failure, the Californiainsurance
department uncovered deceptive transactions among
company affiliates. For example, in one series of transac-
tions, Executive Life transferred over $700 million of junk
bonds in exchange for the securities of six newly formed
affiliated partnerships. After this transaction, Executive
Life reduced its mandatory securities valuation reserves
and increased its surplusby $120miltion.? On completion
of itsexaminationtwo years after the transaction, the Cal-
ifornia department ordered Executive Life to recalculate
its MSVR and to disclose the substance of the junk bond
transactions in its Annual Statement.
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Critical Issues in State Regulation
of Insurance: Life Insurance
Liquidation Laws and Guaranty Funds

The state laws that specify the actions that an insur-
ance commissioner can take to protect the policyholders
of a financiallytroubled insurance company are the same
for property-casualty insurersand life insurers. Chapter 4
of this report describes state delinquency proceedings for
property-casualty insurers and the two acts governing
such proceedings, the Uniform Insurers Liquidation Act
and the Model Act. These lawsalso apply to life insurers;
therefore, their provisionsare not described again here,
nor are such other common problems as the impact of
federaltax lien priorities, arbitration clauses, and the lack
of uniformity among state liquidation laws.

STATE LIFE GUARANTY ASSOCIATIONS

Like property-casualty guaranty funds, state life guar-
anty associations protect policyholders of insolvent life
insurers.! The structure of the two model lawsis similarin
several respects. For example, all insurers licensed in a
state are required to be members of the state’s guaranty
association. When a life company becomes insolvent, the
associationfirst estimates how much will be needed to pay
claimsand benefits and then assesses member companies
a percentage of their premium income. State annual
assessment caps range from 1-4 percent, but most states
have a 2 percent cap. For large insolvencies, the assess-
ment process is repeated in subsequent years until all
covered claimsare paid up to the state’s limit. State cover-
age limits range from $100,000 to $500,000 per life for
individual life and annuity benefits.

Like property-casualty guaranty fund coverage limits,
the differences in state life guaranty association coverage
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can result in inequitable treatment among similarly
situated policyholders. For example, a New York resident
who purchases an annuity with a cash value of $200,000
from a California company that was not licensed in New
York (and therefore not eligible for coverage by the New
York guaranty fund) would receive $100,000 from the
Californiaguaranty fund. In contrast, a resident of Wash-
ington with an annuity from the same company and with
the same cash value would receive $200,000 from the
Washington guaranty fund.2 Some observers maintain
that such differences represent legitimate public policy
choicesby states.

Unlike property-casualty contracts, life and annuity
contracts are long term. When a life company fails, the
policyholdermay be in bad health and unable to find new
coverage. Therefore, life guaranty associations are re-
quired to continue life, annuity, and health insurance
coverage in effect, as well as pay claims. When a multi-
state life insurer fails, the National Organization of Life
and Health Insurance Guaranty Associations (NOLH-
GA) coordinates the activitiesof the state guaranty associ-
ations, all of which are members of the organization.
Formed in 1983, NOLHGA also provides information on
guaranty fund laws and provides others servicesto mem-
ber guaranty associations.

Prior to the early 1980s, life insurance insolvencies
were infrequent, averaging about five per year from 1975
to 1982.> Moreover, the failed companies were typically
small; most had assets and premiums of less than $50
million. From 1975 to 1982, guaranty fund assessments
totaled $50 million. Recently, life insolvencies have in-
creased dramatically in number and size; for example,



guaranty fund assessments tripled from $154.8 million in
1990 to an estimated $469.7 million in 1991.

Coverage

Virtually all life insurance policyholder claims are
covered by state guaranty funds up to the typical limits of
$300,000. Most guaranty associations do not, however,
cover the newer, investment-type products sold by life
companies to governmental agencies and pension funds.
Approximately 19 state guaranty funds cover the unallo-
cated annuity contracts of insolvent insurers, while 18
states specifically exclude such contracts: NAIC’s model
act defines an unallocated annuity contract as “any annu-
ity contract or group annuity certificate which isnot issued
to and owned by an individual, except to the extent of any
annuity benefits guaranteed to an individual by any insur-
er under such contract or certificate.” Tyoicallly, unallo-
cated annuity contractsare purchased by private and gov-
ernmental entities (to fund their retirement plans) that
are advised by professional (albeit sometimes dishonest)
money managers. Coverage of such products is, of course,
intimately related to the capacity of guaranty funds to
cover large life company insolvencies.

One form of an unallocated annuity contract, the
guaranteed investment contract or GIC, constituted a
significant portion of the policy liabilities of the recently
failed Executive Life Insurance Company of California.
At the time of its failure in 1991, Executive Life had over
$1.8billion of muni-GICs outstanding. The typical Execu-
tive Life muni-GIC worked as follows:

A municipal agency would issue bonds, which
were then purchased by investors. The agency
would use the proceeds of the bonds to buy a GIC
from Executive Life. Because the rate of interest
onthe GICwas higher than the interestrate on the
municipal bonds, the agency received extra money
in the amount of the interest rate differential.>

The California conservatorship court ruled that the
state’s guaranty fund would have to grant the holders of
Executive Life muni-GICs the same priority statusasindi-
vidual policyholdersin the assets of the insolvent estate.
This ruling will affect the capacity of state guarantyfunds.
Granting the holders of muni-GICs the same priority sta-
tus as policyholders limits the amounts that traditional
policyholderscan recover from the insolventinsurer’s es-
tate, thereby increasing the amount that guaranty funds
must contribute to compensate policyholders for their
covered claims. The court’s ruling was based on the am-
biguous state of California law at the time of Executive
Life’s insolvency. California has since amended its law.

A recent report by NAIC describes a serious gap in
life guaranty fund coverage. According to the report, a
policy owner who lives in a state in which the insolvent
insurerwas never licensed may not be covered by any state
guaranty fund. According to the model act, a state guaran-
ty fund is required to provide coverage to nonresidents if:

1) The insolvent insurer is domiciled in the state;
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2) The insurer was never licensed in the state in
which a policyholder resides;

3) Thestateinwhichthe policyholderresideshasan
associationsimilarto the domiciliary state’s asso-

ciation; and

4) The policy owner is not eligible for coverage by
the guaranty fund in the state in which he or she

resides.

Some state guaranty fund laws do not have this reciprocal
provision and offer no coverage to nonresidents.®

Statutory Prohibitions
on Guaranty Fund Disclosure

One provision in the Guaranty Fund Model Act pro-
hibits disclosure of guaranty fund coverage. Insurers ar-
gue that disclosure would invite unscrupulous insurers to
encourage consumers to shop for price rather than for
price plus company stability. The argument is faulty in
several respects. First, in a competitive industry, it is as-
sumed that consumers should and will shop primarily for
price. Second, in a regulated competitive industry, unso-
phisticated consumers have the right to assume that the
primary duty of monitoring the financial solvency of insur-
ers belongs with taxpayer-funded state departments of
insurance, not with the consumer. Indeed, state depart-
ments of insurance are the best source of information for
consumers on the financial health of insurers; yet statt
commissionersare generally precluded from or unwilliny
to share their information with policyholders. Third, t
ensure effective state regulation, consumers must be in
formed of al aspects of guaranty fund coverage, including
the amount of coverage, the amount of assessments,and the
amount of revenue lost due to state premium tax offsets.

Who Paysthe Assessments?

Few states allow property-casualty insurers to recover
their guaranty fund assessments by taking a credit against
state premium taxes. Rather, most property-casualty
insurers recoup their assessmentshy increasing their policy
rates or levying a surcharge on policies. In contrast, 43
states grant life insurance companies a state premium tax
credit for assessments paid to the state’s guaranty fund.
The dissimilar treatment reflects the differences in proper-
ty-casualty and life contracts. Unlike property-casualty
contracts, life and annuity agreements are long term,
making it difficult for life companies to recover guaranty
fund assessments through policy rate increases.

The effect of state premium tax offsets is to shift the
cost of life insolvenciesto taxpayers. James Barrese and
Jack M. Nelson have calculated that for life companies,
approximately79 percent of the guaranty fund assessment
isborne by state taxpayersand 7 percent by federal taxpay-
ers; 14 percent is allocated by insurers to policyholders,
equity holders, and employees.’

The Capacity of Life Guaranty Funds

Table7 liststhelife/health guaranty fund assessments
and capacity in 1990. Accordingto NOLHGA, nationwide



Table 7

Life/Health Guaranty Funds in 1990: Assessments and Capacity

Estimated Assessments Estimated Assessments
Net Maximum  Assessable 1990 as a Percent Capacity as a Percent of

State Assessments Rate Premiums Capacity of Capacity at 2% Capacityat 2%
Alabama 60,000 1.0% 2,201,405,671 22,014,057 0.3% 44,028,113 0.1%
Alaska 0 2.0 362,640,745 7,252,815 00 7,252,815 0.0
Arizona 46,001,000 20 2,186,005,402 43,720,108 105.2 43,720,108 105.2
Arkansas 165,300 20 1,336,408,772 26,728,175 0.6 26,728,175 06
California 0 2.0 17,457,965,401 349,159,308 00 349,159,308 0.0
Connecticut 159,300 20 3455424390 69,108,488 02 69,108,488 0.2
Delaware 0 20 732,935,946 14,658,719 00 14,658,719 0.0
Florida 11,146,000 1.0 9,949,287,740 99,492,877 11.2 198,985,755 5.6
Georgia 0 20 4,332,929989 86,658,600 0.0 86,658,600 0.0
Hawaii 0 20 646,970,256 12,939,405 00 12,939,405 0.0
Idaho 0 20 462,858,665 9,257,173 00 9,257,173 0.0
Hlinois (16,715,140) 2.0 10,667,609,569 213,352,191 -7.8 213,352,191 -7.8
Indiana 1,800,000 20 4845178850 96,903,577 19 96,903,577 19
lowa 546,840 20 1,820,947,754 36,418,955 15 36,418,955 15
Kansas 1,823,842 20 1,542,600,473 30,852,009 59 30,852,009 59
Kentucky 1,994,790 20 2,256,577,033 45,131,541 44 45,131,541 4.4
Maine 0 20 743,270,259 14,865,405 0.0 14,865,405 0.0
Maryland 252,122 20 3079,131,342 61,582,627 04 61,582,627 04
Massachusetts 520,000 20 4,155,827,366 83,116,547 0.6 83,116,547 06
Michigan 112,585,000 20 6,899,225,732 137,984,515 81.6 137,984,515 81.6
Minnesota (892,000) 20 2,930,613,000 58,612,260 -15 58,612,260 -15
Mississippi 5,607,450 20 1,254,022,731 25,080,455 224 25,080,455 224
Missouri 3,941,000 2.0 4,128,269,062 82,565,381 48 82,565,381 48
Montana 8,793,502 20 646,558,246 12,931,165 68.0 12,931,165 68.0
Nebraska 399,000 20 1,518533408 30,371,068 13 30,371,068 13
Nevada 1,101,250 20 643,805,162 12,876,103 8.6 12,876,103 8.6
New Hampshire 0 40 709,529,642 28,381,186 0.0 28,381,186 0.0
New Mexico 145,700 20 1,089,399,940 21,787,999 0.7 21,787,999 0.7
New York 0 20 14,347,863,722 286,957,274 0.0 286,957,274 0.0
North Carolina (505,377) 40 5,054,063,658 202,162,546 -0.2 202,162,546 -0.2
North Dakota 176,500 20 452,751,366 9,055,027 19 9,055,027 19
Ohio 3,738,800 20 9,049,285568 180,985,711 2.1 180,985,711 2.1
Oklahoma 5,513,027 20 1,798,375,842 35,967,517 153 35,967,517 15.3
Oregon 10,983,614 20 1,903,301,989 38,066,040 28.9 38,066,040 289
Pennsylvania 0 20 8,347,170576 166,943,412 0.0 166,943,412 0.0
Puerto Rico 0 20 460,960,061 9,219,201 0.0 9,219,201 0.0
Rhode Island 2,500 30 551,116,917 16,533,508 0.0 16,533,508 0.0
South Carolina 0 40 2,088,976,303 83,559,052 0.0 83,559,052 00
South Dakota 0 20 572,575,659 11,451,513 0.0 11,451,513 0.0
Tennessee 500,000 20 2,998,028,666 59,960,573 0.8 59,960,573 0.8
Texas 61,852,195 1.0 12,373,281,185 123,732,812 50.0 247,465,624 25.0
Utah 343,891 20 981,641,206 19,632,824 1.8 19,632,824 18
Vermont 0 20 344,065,042 6,881,301 0.0 6,881,301 0.0
Virginia 194,746 20 4,700,909,000 94,018,180 0.2 94,018,180 0.2
Washington 45,200 20 2,785,953345 55,719,067 0.1 55,719,067 0.1
West Virginia 0 20 1,142,211,000 22,844,220 0.0 22,844,220 0.0
Wisconsin (6,164,538) 20 3,528,115,667 70,562,313 -8.7 70,562,313 -8.7
Wyoming 0 20 298,136,057 5,962,721 0.0 5,962,721 0.0
Total 256,115,514 165,834,735,375 3,234,017,523 7.9 3,479,257,269 74

Source: NOLGHA and NAIC.
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assessment capacity for life insurance and annuities was
$2.68 billion in 1990 ($1.9 billion for life insurance and
$784 million for annuities).® Historically, net life/health
assessments have been low. For example, from 1975 to
1982, those assessments averaged $6.2 million a year. Re-
cently, however, assessments increased dramatically,trip-
ling from $154.8 million in 1990 to $469.7 million in 1991.
Although the latter figure represents only 14.4percent of
1990 capacity, assessments made in 1991 for the Executive
Life of Californiafailure are preliminary and could reach
$400 million per year over five years? Moreover, nation-
wide capacity figures tell only part of the story. In 1990,
individual state assessment capacity ranged from $2.1mil-
lion in Vermont to $114.7million in New Yorkfor life pre-
miums and from $1.4 million in Wyoming to $91.3million
in linois for annuity considerations. !

As noted previously, states have at least four options
to increase the capacity of the guaranty funds. First, all
states could increase their assessment limits to at least 2
percent, thereby increasing the nationwide capacity of
life/health guaranty funds by 7.6 percent,” or beyond 2
percent. Second, states could reduce coverage, for exam-
ple, by excluding coverage for unallocated annuities or
restricting payments to all policyholders. For example,
California’snew life/health guaranty fund coversthe less-
er of 80 percent of the contractual obligation or $250,000
(1ife)/$100,000 (annuities). Third, states could adopt a pre-
funded guaranty fund program. Such a prefunded pro-
gram would not only increase the capacity of the guaranty
system but also would introduce some market discipline
into the system. Under a fourth option, state guaranty
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funds would jointly establish a reinsurance or excess in-
surance mechanism.'? The third and fourth options would
involve joint action.

Notes———

! The funds also protect policyholders of failed health insurers,
a subject not included in this report.

2 See U.S. General Accounting Office (GAOQ), Insurer Failures:
Life/Health Insurer Insolvencies and Limitations of State Guar-
anty Funds (Washington, DC, March, 1992, p. 27.

3 1bid.

4 The remaining states have either no statutory provisions or
ambiguous provisions.

5 Summary is from Joseph M. Belth, The Insurance Forum, April
1990.

5 Robert Klein, “Issues Concerning Insurance Guaranty
Funds,” p. 33. As of September 1990, Washington DC was the
onlyjurisdiction that did not offer any life guaranty fund cov-
erage. The American Council of Life Insurance notes that
only five jurisdictions do not include the reciprocal provision.
Letter from Edward J. Zimmerman, September 2, 1992,

7 “Distributing the Cost of Protecting Life-Health Insurance
Consumers,” Statement of James Barrese and Jack M. Nelson
before the U.S. Senate, Committee on the Judiciary, Subcom-
mittee on Antitrust, Monopolies, and Business Rights, April
28, 1992.

8 Letter from Edward J. Zimmerman, American Council of
Life Insurance, September 2,1992.

? Klein, “Issues Concerning Insurance Guaranty Funds.”
10.GAOQ, Insurer Failures, pp. 46-47.

1 Klein, “Issues Concerning Insurance Guaranty Funds.”
12 1hid.
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Improving State Regulation

Parts | and II of this report identified and described

several areas in state solvency regulation and liquidation
and guaranty fund laws that could be improved.

1)

2)

3)
4

5)

6)

7

8)

9

For state solvency regulation, these areas include:

Thelack of uniformity of accountingprinciplesforfinan-
cial reporting;

Accountingfor reinsurancein a manner that mayprovide
an inaccuratepictureof an insurer's true financial con-
dition;

Thefailure to regulate alien reinsurers effectively;

Minimum capital and surplus requirements that are too low
and unrelated to the risk assumed by a company;

The use of fronting and managing general agents by
property-casualty insurers to circumvent state licen-
sure and regulatory requirements;

A significant time lag in examination of insurance
companies;

Thefailure to initiateformal proceedings after discovery
that an insurer & operating in aperilousfinancial condi-
tion, thus increasing the costs to consumers and tax-
payers of the eventual demise of the company;

The use of uncodified accounting requirementsand re-
porting requirements as regulatory toolsin lieu of model
laws and regulations(e.g., NAIC has failed to adopt a
model law restricting the use of financial reinsurance
by property-casualty insurers, relying instead on ac-
counting and reporting requirements);

Thefailure to effectively regulate transactionsbetween
insurersand theirparent and among insurersand their
affiliates;

10) Thefailureto adopt meaningful investment standardsfor

life insurance companies; and

11) Thefailure to enact effective regulationof assumptionre-

insurance, whereby an insurer cedes business to a re-
insurer (without the approval of the policyholder)
who agrees to assume all liability for the business.

Areas in which state liquidation and guaranty fund

laws could be improved include:

12) The treatment of reinsurers under state law asplayers in

need of special protection when a ceding insurer becomes
insolvent. The effect of this special treatment is to re-
duce drastically the assets available for distribution to
policyholdersby allowing reinsurers to:

a) Rescind their contracts with insolvent insurers
when the reinsurers can prove a material misrep-
resentation;

b) Offset (without meaningful limitation) amounts
duefromaninsolvent insurer against the amount

the reinsurer owes as reimbursement for the lia-
bilities of the insolvent insurer; and

c) Use cut-through clauses granting some policy-
holders specialtreatment by allowing them to re-
ceive payments directly from the reinsurer with-
out complying with state liquidation procedures.

13) Clashesbetweenfederal and state law that diminish the

amount of reinsuranceproceeds availableforpolicyhold-
ers. The federal priority statute allows the federal
government in its status as policyholder and/or tax
collectorto take first priority, despite state laws to the
contrary, in state liquidation proceedings. The feder-
al arbitration statute allows reinsurers to bring their
disputes over coverage to a private forum outside of
the state liquidation proceedings.

14) A lack of uniformity among state liquidation laws, leading

to conflictsamong states and gaps in coverage.



15) Thefailure tointroducemarket disciplineintostate guar-
anty fund plans by disallowing or limiting guaranty
fund coverage for high-net-worth policyholdersand

adopting a fully or partially prefunded guaranty fund
plan.

16) Thefailure to discloseto thepublic that insurers may re-
cover their guarantyfind assessmentsby state tax off-
sets and/or policyholder surcharges and publicizing
the effects of such recoveries on state revenuesand/
or the price of insurance, respectively.

17) Thefailure to adopt measures to mitigate the negative ef-
fects of the use of a territoriality (orhoststate) conceptin
the administration of state guarantyfinds, whereby re-
sponsibility for payment of claims rests with the state
of residence of the policyholderor claimant. The neg-
ative effects of the use of this concept include:

a) The existence of concurrent %uarant_y fund pro-
ceedings in each state in which a policyholder or
claimant resides;

b) Disagreementsamong state guaranty funds asto
which fund must pay a particular claim;

c) The regulatory failures of the domiciliary state
(the primary regulator) being paid for by host
states, reducing the incentive for domiciliary
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states to regulate effectively; and

d) Multistate policyholders forum shopping by
bringing their claims to the state guaranty fund
that offers the broadest coverage.

18) Thefailure to adopt measuresto increase the capacity of
state guarantyfinds. Options to increase the capacity .
of state guaranty funds include:

a) All states could increase their assessment limits
to at least 2 percent or beyond 2 percent, thereby
increasing nationwide capacity.

b) States could reduce guaranty fund coverage by,
for example, restricting payments to all policy-
holders to 80 percent of state maximums, or ex-
cluding/limiting coveragefor large corporations.

c) Statescould adopt a prefunded guaranty fund pro-
gram. Such a prefunded program would increase
the capacity of the guaranty system and would in-
troduce some market discipline into the system.

d) State guaranty funds could jointly establish a re-
insurance or excess insurance mechanism.

The following chapters describe and evaluate pro-
posed solutions.
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State Effortsto Strengthen

Solvency Regulation

The National Association of Insurance Commission-
ers (NAIC) has a wealth of experience in working with
states to increase the uniformity and efficiency of insur-
ance regulation. NAIC has developed more than 200
model laws and regulations. Until recently, many states
did not adopt the models. However, the new NAIC ac-
creditation program, described below, makes adoption of
certain model laws mandatory. The organizationalso col-
lectsdata on insurers, updates the uniform Annual State-
ment on which insurers report their financial data, and
monitors the financial health of companies. This chapter
describes and evaluates NAIC’s efforts to strengthen
state solvency regulation.

NAIC'S EARLY WARNING SYSTEM

NAIC has attempted to fill the information void that
arises from state-by-state regulation by conducting sol-
vency analyses of multistate insurers and making the re-
sultsavailableto all states. NAIC’s Insurance Regulatory
Information System (IRIS) uses a system of financial ra-
tios to identify potentially troubled companies so that
regulators in states where these companies do business
can resolve problemsbefore they lead to insolvency. As of
March 1992, 31 states mandated insurer participation in
IRIS.” The IRIS system uses 11 audit ratios to test the
health of insurers. Insurers that fail four or more of the
ratios are targeted for regulatory scrutiny. The ratios
tested and the scores that result in failure for property-
casualty companies are:

1. Net premium written divided by surplus (fail if
the result is greater than 300 percent),

2. Change in net written premium (fail if result is
greater than 33 percent or less than -33percent),
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3. Surplus aid divided by surplus (fail if result is
greater than 25 percent),

4. Two-year adjusted underwriting ratio (fail if re-
sult is greater than 100 percent),

5. Net investmentincomedividedby averageinvested
assets (fail if result is greater than 5 percent),

6. Change in surplus ratio (fail if result is greater
than -10 percent or greater than 50 percent),

7. Liabilities divided by liquid assets (fail if result is
greater then 105percent),

8. Agents’ balances divided by surplus (fail if result
is greater than 40 percent),

9. One-year reserve development divided by sur-
plus (fail if result is greater than 25 percent),

10. Two-yearreserve developmentdivided by surplus

(fail if result is greater than 25 percent),

11. Estimated current reserve deficiency divided by

surplus (fail if result is greater than 25 percent).

NAIC sends a list of all companies that fail four or
more of these tests to every state insurance regulator,
along with the association’s recommendation for either
no action or immediate regulatory attention.

NAIC’s early warning system has been sharply criti-
cized. Observersnote that the capital and surplus of many
insurers is probably overstated because loss reserves are
understated and because a significantamount of reinsur-
ance receivables will never be collected. For example, the
U.S. General Accounting Office (GAQ) cites one indus-
try analyst’s estimate that as much as $20 billion in rein-



surance, equivalent to 17 percent of the property-casualty
industry’s 1988 surplus, may never be collected? James
Barrese has summarized other criticisms as follows:

.. .the problems of the IRIS ratio tests include
their pass/fail nature, the fact that they are
equallyweighted in importance, and their depen-
denceon surplus (which is easilymanipulated). ..
If afirmisaborderline passinall 11tests, it may
never be subject to scrutiny; it does not matter
how poorly the company performed on any par-
ticular test. Moreover, the testsare internally in-
consistent; if a firm’ssurplus increases by over 50
percent it failsone test. Since each test is equally
weighted, the relative importance of failing the
change in surplus test is exactly the same as hav-
ing a ratio of net investment income to average
invested assets of -200 percent. Yet, there is no
reason to expect that the two ratios are equally
correlated with financial difficulty, or that they
work in the same direction. A final criticism is
that there is a heavy dependence on surplus
(seven of the 11tests are computed using surplus),
and surplusis easily manipulated within statutory
accounting rules.?

NAIC has initiated a project to test the effectiveness
of its IRIS ratios. The Solvency Surveillance Research
Project will test IRIS against alternative models using sta-
tistical techniques. NAIC has set March 1993 as the due
datefor itsfinal results on the property-casualty section of
the research and June 1993 as the due date for its report
on life/health research.

NAIC'S ACCREDITATION PROGRAM

NAIC has high hopes that its accreditation program,
adopted in 1990, will accelerate state acceptance of at
least those model laws that the association deems critical
to financial regulation. The purpose of the accreditation
program is to establish a consistent nationwide system of
solvency regulation. To become accredited, a state must
comply with NAIC’s financial regulation standards. As of
September 1992, 13 states have become accredited.

An accreditation team, made up of persons knowl-
edgeable about insurance and not associated with (nor
having represented insurers in matters before) the state
insurance department under review, tests compliance
with NAIC’s standards by reviewing a state insurance
department’s laws and regulations, past examination re-
ports, and organizational and personnel policies, and as-
sessing the department’s levels of reporting and supervi-
sory review. NAIC has identified 16 model laws and
regulations that a state must adopt before becoming ac-
credited. The accreditation team reports its findingsas to
state complianceto aNAIC committee of stateinsurance
commissioners.(Appendix B contains a description of the
accreditation program.)

BeginninginJanuary 1994, NAIC plans to askaccred-
ited states to penalize statesthat do not become accred-
ited. For example, an accredited state would not accept
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examination reports on insurers domiciled in nonaccred-
ited states. It is thought that insurers in unaccredited
states would find such a requirement burdensome be-
cause they would potentially be subject to examinationin
every state in which they did business.

Unfortunately, such a penalty may be more burden-
some for states than for insurers. Most state insurance
regulators complain of chronic budgetary and staffing
problems that make it impossible for them to monitor
even domiciliary companies on a regular basis. An in-
crease in supervisoryduties over nondomiciliarycompan-
ies may stretch state resources to the breaking point. If,
however, accredited states would share the task of ex-
amining insurers domiciled in nonaccredited states, with
perhaps the largest of the accredited departments con-
ducting most of the exams and sharing the results with all
other accredited states, the penalty might be viable.

GAO criticisms of NAIC’s accreditation program in-
clude the following:

1) Thefinancial regulation standards are “gen-
eral and have been interpreted permissively
by accreditation review teams.” For example,
states with weak regulatory authorities have
been accredited, and, in numerous instances,
accreditation teams found apparent com-
pliance deficienciesbut certified compliance
. asacceptable.
2) Theprogram has “toolittle focus on statein-
surance departments’ implementation” of
accreditation standards. For example, “ac-
creditation teams are not required to assess
insurance departments’ use of many re-
quired legal or regulatory authorities.”

3) The “review teams’ documentation of their
accreditation decisions did not consistently

support their compliance decisions.”

Although the failure of regulatory agencies to comply
with established formal rules is serious, it is not limited to
stateagencies. For example, GAO has on numerous 0CCa-
sionsexpressed similarconcernsin connection with feder-
al bank regulators. Most recently, GAO warned that na-
tional bank examiners were being asked to interpret
national bank laws loosely to deemphasize current market
conditions in evaluating real estate loans. In his recenl
testimony before the House Committee on Banking, Fi-
nance, and Urban Affairs, Charles Bowsher, Comptrollei
General of the United States, questioned the inconsisten
cy between the actions of federal regulators and the re-
cently passed bank reform legislation.’

In addition to the shortcomings noted by GAO,
NAIC’s accreditation program suffers from other prob-
lems in connection with the required model laws. For
example, the model laws on reinsurance do not address
many of the serious problems with reinsurance described
in this report. Equally serious, as described in Chapter 3,
the required model law on holding company systems con-
tains several loopholes that could allow a parent holding
company to shift assets among its subsidiaries, obscuring
the true net worth of insurer subsidiaries in a manner



similar to the abusive interaffiliate transactions that were
implicated in the downfall of Baldwin-United and Execu-
tive Life of California. Moreover, NAIC’s proposal for im-
proving state guaranty funds does not address any of the
market and regulatory disincentives in the current system.
The latter issue is described in the following sections.

ANALYSIS OF PROPOSALS
FOR IMPROVING STATE LIQUIDATION
PROCEDURES AND GUARANTY FUNDS

State compliance with NAIC’s accreditation process
might soften some of the wasteful effects of state-by-state
liquidation procedures and guaranty fund payments. For
example, standard number 4 requires states to have a law
authorizing the insurance department to order acompany
to take necessary corrective action or cease and desist
certain hazardouspractices. Standards 10, 12, and 13com-
pel states to prescribe minimum standards for the estab-
lishment of liabilitiesand reserves, require annual audits
of domestic companies by independent certified public
accountants, and require an actuarial opinion on the ade-
quacy of reserves, respectively. Yet, as to guaranty funds,
the NAIC program provides merely that state laws should
provide for a statutory mechanism similar to NAIC’s
model law, which will ensure payment of policyholder
obligations when a company is deemed insolvent. The
standard does not designate the provisions of the model
guaranty fund law that states must adopt in order to be-
come accredited. Given the vague nature of the stan-
dards, even 100 percent compliance with NAIC’s guide-
lines would not eliminate significant variances among
state liquidation procedures and guaranty funds.

Moreover, NAIC’s accreditation program does not
address any of the following issues that impact state liqui-
dation procedures and guaranty funds: reinsurance set
offs, forum shopping, coverage of high net-worth insureds
and products, and the market and regulatory disincentives
in the current system of guaranty fund payments. The
latter two issues could be addressed effectivelyby requir-
ing all insurers to participate in a prefunded plan. Sucha
plan would alleviate concerns about the capacity of
post-assessment guaranty funds to cover the increasing
number of large insolvencies.

Prefunded State Guaranty Funds

Many commentators note that the exclusive reliance
on post-assessment guaranty funds reduces market disci-
pline and subsidizes the riskiest firms. Curiously, al-
though several commentators have suggested plans for
prefunded catastrophic guaranty funds, all such sugges-
tions have been found wantingby the insurance industry.
The proposals range from:

1) A state-chartered mutual reinsurance company
from which all licensed insurers in a state must
purchase insolvency reinsurance that would pro-
vide a backup fund to cover claims that exceeded
a guaranty fund’s assessment limit (Nationwide
Insurance Company proposal);
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2) Abackuptrust fund prefundedby policyholdersur-
charges (Hartford Insurance Company proposal);

3) A Solvency and Financial Enforcement Trust
(SAFE-T)account held by an independent custo-
dian (State Farm Insurance Companies proposal);

and
4) A prefunded interstate compact.

Any of these proposals would help alleviate the guar-
anty fund capacity problem.

Thefirst proposal has the added benefit of increasing
insurer accountability by allowing for risk-based pre-
miums. Although some insurers maintain that an equita-
ble design of risk-based premiums would be nearly impos-
sible to achieve and administer, others believe that it is
possible to design such a system based on NAIC’s forth-
coming risk-based capital standard. In contrast, the sec-
ond proposal would decrease insurer responsibility by
shifting the funding to policyholders for both prefunded
and post-assessment plans.

The third plan (the SAFE-T account) would require
property-casualty insurers to maintain sufficient market-
able securities to meet loss and loss adjustment reserves
obligationsdetermined at the end of the prior year. This
plan would allow insurers to trade marketable securities
in the account and to actively manage the portfolio. With-
drawalsfrom the account would require prior approval of
the insurance regulator, and insurers would be required
to correct deficiencies in the account.® Moreover, by bas-
ing the amount of assets required to be held in a security
account on the company’s nationwide loss reserves, the
plan mitigates some of the disincentivesin the host-state
concept. That is, under current state law, guaranty fund
assessments are made in the states in which the policy-
holders of the insolvent company reside, even though
these host states were not the primary regulators of the
company. The host-state concept spares the domiciliary
state from the full effect of the insolvency, reducing the
domiciliary state’s incentive to regulate effectively. The
State Farm plan would moderate this effect. The fourth
plan, an interstate compact, could be used to resolve many
of the wasteful effects of state-by-state guaranty funds
and could incorporate some of the best features of the
other plans for prefunding.

Insurer objectionsto prefunded plans include the loss
of tax offsets, fears that the funds accumulated would be
appropriated by states for other purposes, and concerns
that a preexisting fund would create an incentive for lax
state regulation. The latter two fears do not appear to
impose serious obstacles. Several proposals are designed
to thwart state appropriation, and there is no reason to
suspect that a prefunded plan contains any greater incen-
tivesfor lax state regulation than does the present system.
In fact, the primary impediments to the adoption of a
prefunded plan appear to be the loss of premium tax
credits and the loss of federal tax deductions for guaranty
fund assessments.

As described in this report, the amount of these state
and federal tax offsets is very significant. The loss of some
1ax offsets (only for the prefunded portion of guaranty fund



plans) should not deter states from implementing a pre-
funded catastrophic fund, however. The alternative to re-
sponsible state regulation is, ultimately, federal intervention
and the virtual certainty of a federal prefunded plan. Under
federal regulation, states would continue to collect their
premium taxes, but likely would not offer insurers a pre-
mium tax offset for payments into a federal guaranty fund.

Because a prefunded guaranty fund plan (with or
without risk-based premiums) would be effective only if a
majority of states participated, such a plan may be im-
plemented best through an interstate compact as de-
scribed in the following chapter.

Notes———
]
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Cooperative State Regulation
through an Interstate Compact

Two areas in which state regulation could be im-
proved would be difficult to solve on an individual state
basis: state regulation of insurance holding companies
and state administration of insurer liquidations, including
guaranty fund payments to policyholders and claimants.
The problems could be handled by increasing either the
power of the federal government or cooperation among
states. Many commentators argue for the first solution,
noting that the inability of statesto regulate the interstate
insurance market on their own compels the creation of a
centralized federal agency with nationwide jurisdiction
and broad preemptive powers.

Critics of centralization note that the current system
of state regulation has by and large worked well, despite
some recent large insolvencies.These criticscite the S&L
debacle as a stunning example of the failures of central-
ization. In contrast to the lossesfrom S&L failures, which
current estimates place at from $200billion to $500billion
without counting interest, losses in the insurance industry
stand at less than $15billion during the past 10 years. Ona
more general level, opponents of centralization point to
the need for strong, competent state governments in an
increasingly complex regulatory environment and warn
against turning states into “mere administrative divisions
of the central government.””

This chapter examines cooperative administration of
state liguidations and guaranty fund laws through the use
of an interstate compact.

THE COMPACT CLAUSE

Avrticle I, section 100f the U.S. Constitution provides
that “No state shall, without the consent of Congress. ..
enter into agreement or compact with another state or
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with a foreignpower. ...” Little legislativehistory existsto
explain which agreements or compacts require congres-
sional consent or how the Congress would signify its con-
sentif itwere deemed necessary. Intheyears immediately
following the adoption of the Constitution, states used
interstate compacts primarily to settle boundary disputes.
Between 1789and 1900, states entered into 21 such com-
pacts.2 Typically, these boundary-dispute compacts in-
volved only two states, and none of the early compacts
created a permanent administrative agency.

In 1925, two influential legal scholars, Felix Frank-
furterand James M. Landis, had published in the YaleLaw
Journal an article entitled “The Compact Clause—A
Study in Interstate Adjustments,’” which urged the use of
interstate compacts for purposes broader than boundary
disputes. The authors noted that “the combined legisla-
tive powers of Congress and the several States [combined
in compacts] permit a wide range of permutations and
combinations for governmental action.”® This article led
other groups, such as the Chamber of Commerce of the
United States, and the National Governors’ Conference
to advocate an expansive use of interstate compacts.*

As the use of interstate compactsbecame more com-
monplace, suits challenging this method of state coopera-
tion increased. Many of the early suits involved interpre-
tation of the phrase “agreements and compacts” and
delineation of when congressional consent was needed.
For example, in Holmes v. Jennison,’ the US. Supreme
Court considered the validity of a Vermont law under
which the governor sought to extradite an individual to
Canada. Chief Justice Roger Taney found that the extradi-
tion statute was an unconstitutional “agreement or com-
pact” with a foreign power. Later, the Court took a less
absolutistview of the compact clause. In Virginia v. Tennes-



see,® the Supreme Court considered an agreement be-
tween Virginia and Tennessee that settled a boundary
dispute between the two states. Justice Stephen J. Field,
writing for the Court, adopted a less literal reading of the
compact clause and declared that not dl agreements be-
tween states were compacts within the meaning of Article 1,
section 10. In dicta, the Court went on to note that express
congressional consent was not always required, even when a
true compact was involved. Instead, such consent could be
inferred from subsequentcongressional actions, in this case
congressional assumption that the agreed-on boundary line
was correct. The Courtalso announced the so-called “politi-
cal balance” doctrine, declaring that congressional consent
was required for interstate compacts only if they “in-
crease[d] .. . the political power or influence of the states
affected and thus encroached . . . upon the full and free
exercise of Federal authority.””

Another important test of interstate compacts came
in 1950in the case of West Virginia exrel. Dyeret al. v. Sirns.”
Dyer v. Sirns arose out of the refusal by the West Virginia
state auditor to pay the state’s share of the expenses of a
congressionallyapproved, eight-state compact to control
pollution in the Ohio River system. The West Virginia
Supreme Court had found that the state legislation,which
delegated certain powers to an administrative agency
created by the compact, was unlawful. Onappeal, the U.S.
Supreme Court held that a state may delegate the power
to make rules and decide particular cases to an agency
established by interstate compact as well as to a regular
state agency. According to the Court, such a delegation is
no more than a “conventional grant of legislative power.’*
This case is also cited for the proposition that interstate
compacts have “‘super’status .. .in the hierarchy of the
laws of the adopting state.”” Once enacted as a valid
compact, the agreement “cannot be amended, altered or
repealed [by subsequent state legislation]except in accor-
dance with the terms of the compact itself.””

The most recent Supreme Court decision construing
the compact clause is a 1978 opinion upholding an inter-
state tax compact. One commentator has noted the close
analogybetween the compactupheld in U.S. Steel v. Multi-
state Tax Commission and proposed insurance regulation
compacts.'? U.S. Steel challenged the interstate tax com-
pact, claiming that it was invalid because it had never
received congressional approval. The compact consisted
of a uniform law for apportioning the income of a multi-
state corporation, set up a commission to oversee the
operation of that law, and provided for an audit staff to
determine the tax liability of multistate corporate taxpay-
ers. In upholding the compact, the Supreme Court elabo-
rated on its earlier political balance doctrine by announc-
ing a two-part test to determine when a compact must
have congressional consent:

1 Does the compact authorize member states “to
exercise any powers they could not exercisein its
absence”?

2. Is there “any delegation of sovereign power to
the Commission”?
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If both of these questions are answered in the nega-
tive, the compact would not be deemed to require con-
gressional consent. The Multistate Tax Compact met the
testsbecause “onitsface the Multistate Tax Compact con-
tains no provisions that would enhance the political power
of the member States in a way that encroaches upon the
supremacy of the United States. ... This pact does not
purport to authorize the member States to exercise any
powersthey could not exercise in its absence. Nor isthere
any delegation of sovereign power to the Commission;
each State retains complete freedom to adopt or reject the
rules and regulations of the Commission. Moreover, . ..
each State is free to withdraw at any time.”**

Arecent article published in the Journal df Insurance
Regulationby James Jackson has sparked renewed interest
in the use of the interstate compact for interstate insur-
ance regulation. Jackson noted that an insurance regula-
tory compactthat meets the dictates of the above two-part
test would not need congressional consent, and that even
if states were to delegate some “sovereignpowers” to an
administrative agency created by the compact, specific
congressional consent may not be required. In the McCar-
ran-Ferguson Act, the Congress declared that “the contin-
ued regulation and taxation by the several States of the
business of insurance is in the public interest, and that
silence on the part of Congress shall not be construed to
impose any barrier to the regulation or taxation of such
business by the several States.”** In addition to Jackson,
other commentators have contended that the McCar-
ran-Ferguson Act provides all the congressional consent
necessaryunder the compact clause forthe statesto enter
into cooperative agreements.!

STRENGTHS AND WEAKNESSES
OF INTERSTATECOMPACTS
AND CONDITIONS FOR SUCCESS

Over the years, several studies have looked at specific
interstate compacts and analyzed their strengths and weak-
nesses. The authors of these studies have noted the follow-
ing general and specific merits of the interstate compact:

1 Compactspermit the formulation of one pattern
of law for a particular subject and bind the com-
pacting states to the uniform law until changedby
joint action.'®

Compacts bridge jurisdictional gaps.

Compacts increase the capacity of the states to
handle a larger share of the total task of govern-
ment.!’

4. Compacts strengthen the states and reduce ex-
pansion of power and scope of jurisdiction of the
national government.””

In contrast, critics of the interstate compact cite the fol-
lowing weaknesses:

1 The agencies created by compact are undemo-
cratic and unrepresentative. This problem is
made more serious by the fact that the agencies
tend to be dominated by their staff.*



2. Thecompact device hasbeen used by private en-
terprise groups to prevent regulations that they
perceive as inimical to their interests. Thus,
while the compacts ostensiblyprotect the author-
ity of the states over the activitiesof such private
enterprise groups, actual power tends to remain
in the hands of private interests.?’

3. Compacts seldom contain mechanisms for inde-
pendent evaluation or audit to measure whether
the administrative agency created by the compact
is doing a good job.2!

4. Compacts are difficult to amend and therefore
tend to be overly rigid.

Successful compacts (i.e., those that have made sig-
nificant contributions to the solution of the problems they
were designed to meet) are said to have the following
common characteristics:

1 Thecompact and its administrative agency were
created in the realization that the only way to
handle the issues in question was to establisha
compact agency to do the joh.%

2. The compact agency was not assigned powers
that threatened existing powerswithin the states.

3. Thecompact received support from various oth-
er agencies, including federal agencies.

4. The compact agency’s actions were limited to
those areas inwhich the states are individually in-
effectual.®*

THE NCOIL PROPOSAL

In November 1992, the National Conference of In-
surance Legislators (NCOIL) issued its third “exposure
draft” of an Interstate Insurance Protection Compact.
NCOIL believes that an interstate compact would bring
greater uniformity in state solvency and guaranty fund
laws, thereby deflecting congressional moves for federal
intervention. As envisioned by NCOIL, the compact
would not require congressional consent prior to becom-
ing effective. The compactwould operate through a regu-
latory commission comprised of the commissionersof the
compacting states (one member per state). Although
created for the limited purposes of enhancing state sys-
tems for liquidating insolvent insurance companies, pay-
ing claims, and establishinguniform operating procedures
for guaranty associations, the commission actually would
have broad powers to:

1. Promulgate statutes and regulations relating to
guaranty associationsand the conservation, reha-
bilitation, and liquidation of insurers;

2. Act as receiver of insolvent insurers;

3. Oversee and coordinate the activitiesand func-
tions of the insurance guaranty associations;and
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4. Establish minimum standards for the regulation
of the financial condition of insurers.

The compactclassifiesstatesas either “highpremium
states” (the compacting states that comprise the 30 per-
cent of the compacting states with the greatest insurance
volume), “low premium states” (the compacting states
that comprise the 30 percent of compactingstates with the
least insurance premium volume), or “median premium
states” (those compacting states that are not either high-
or low-premium states). Each compacting state would be
allowed one so-called member vote and an additional
so-called premium vote based on its premium volume.
Commission acts would become law only after an affirma-
tive vote of a majority of both the member votes and the
premium votes. Laws adopted by the commission would
become binding on the compacting states at the earlier of
(1) approval by a majority of the compactingstates or (2) at
the end of the second full legislative session of all of the
compacting states. A compacting state could, however,
enact legislation specifically rejecting the commission
law. In that case, the commission law would not become
binding on the rejecting compacting state(s).?

An executive committee, elected by and from the
commission, would manage the affairs of the commission,
oversee and evaluate the implementation and administra-
tion of commission acts, and recommend laws. The com-
pact would be financed by commission assessments on
each insurer authorized to do insurance business in a
compacting state. States could withdraw from the com-
pactby enacting a statute specificallyrepealing the statute
by which it entered the compact into law.

Although many of the details of the compact are
sketchy, having been delegated to the commission, a pre-
liminary assessment is possible. First, although the com-
pact gives the commission and a majority of states power
to adoptbinding legislation, it would allow single statesto
opt out of any such “binding” law. This provision may
undercut the effectiveness of the compact. Second, the
compact fails to distinguish between those situations in
which uniformity is essential and those in which state law
varianceswould not decrease the efficiency of liquidation
procedures and guaranty fund payments. For example,
some states may decide to limit guaranty fund coverage
(e.g., by dollaramount and/orby a net worth test) in order
toreduce the expense to their taxpayers and policyholders
who ultimately bear the burden of guaranty fund pay-
ments. For similar reasons, other states may decide to
limit reinsurance set offs, rescissions, and cut-through
clauses in liguidations.

Third, the draft compact fails to provide for public
accountability. Although the draft calls for an indepen-
dent audit of the commission’s functions as receiver, it
requires that the auditor’s report be kept from public
view. Moreover, the compact makes no provisions for any
public report of the activities of the commission, public
access to commission data on liquidations and guaranty
fund payments, or for formalized public input into com-
mission projects. Finally, the draft contains no incentives
to encourage statesto join. Thus, the compactascurrently
drafted would appear to have some significant defects



when measured under the criteria set forth above.
Some changes that might increase the viability and
accountability of the compact would include:

1. Amechanism to distinguishbetween those situa-
tions in which uniformity is essential and those in
which state law variances would not decrease the
efficiency of liquidations and guaranty fund pay-
ments;

2. The addition of guidelines for evaluating com-
mission activities, an independent and publicly
availableaudit of the commission’sactivities, and
a requirement that the commission issue an an-
nual report of its activities to state legislatures;

3. The inclusion of public representation in com-
mission activities; and

4. Theaddition of an incentive to encourage states
to join.2

One incentive that would benefit states and insur-
ance companies would be to link NAIC’s accreditation
program with the compact and to allow accredited state
insurance departments in compact states to dobusiness in
other accredited compact states with a single license from
the domiciliary state. The use of a singlelicense need not
eliminate the ability of host states to regulate nondomici-
liary insurers.

For example, the European Community providesfor
such a single license issued by the domiciliary country for
banks operating in EC countries, while retaining certain
regulatory oversight by the host country. The Second
Banking Directive of the European Communityprohibits
a host member state from requiring an EC-licensed bank
to enter its market through a separately capitalized sub-
sidiary, but it does not ban the host state from regulating
some aspects of branch activities. In particular, the host
state may adopt legal rules “in the interest of the general
good.” The process to establish a branch within a host
member state is as follows:

1. Thebank that wishesto establisha branch within
the territory of another member state must notify
the proper authorities of its home member state
and provide certain information, including the
types of business envisaged and the structural or-
ganization of the branch, the address in the host
member state from which documents may be ob-
tained, and the names of the persons responsible
for the management of the branch.

2. The authorities of the home member state must
communicate the above information to the au-
thorities of the host member state.

3. Thehost member state then indicates the condi-
tions under which, in the interest of the general
good, the branch activities may be carried on.

After thebranch hasbeen established, the host mem-
ber state may require that it (along with all domestic
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banks) provide periodic reports on its activitiesand such
other information as is required of domestic institutions.
If the branch does not comply with the laws that the host
member state has adopted “in the interest of the general
good,” the host member state first reports the violation to
the home-state authorities, which must take “allappropri-
ate measures” to ensure that the institution concerned
ceases the offending conduct. Continuing noncompliance
may lead to the host member state itself punishing the
branch, including preventing the institution from initiat-
ing any further transactions within its territory.

Similarrules couldbe adopted foraccredited states in
an interstate compact. If the use of a single license is
deemed too radical a departure from current practice,
compact states could agree to an accelerated licensing
procedure.
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Proposals for Federal Oversight/Regulation

Since the mid-1800s, insurers have frequently argued
for federal rather than state regulation of the industry.
Billswere introduced in the Congress in 1866and 1868to
create a national bureau of insurance, in 1869 to create
the position of national commissionerof insurance, and in
1897to declare that insurance companies doing business
outside their state of incorporation were engaged in inter-
state commerce." None of the bills passed, and two were
never reported out of committee. These and later bills
failed primarily because the Congress concluded that,
given the ruling of the Supreme Court in Paw! v. Virginia
that insurance was not interstate commerce, it did not
have the power to regulate insurance.

By 1944, when the Supreme Court changed its inter-
pretation and acknowledgedthat insurance was interstate
commerce, the New Deal had ushered in an era of federal
activism leading the industry to favor state over federal
regulation. Fearing that federal regulation would result in
aloss of state premium tax revenue, states joined with the
industryto lobby Congress to pass the McCarran-Ferguson
Act, which allowed states to maintain exclusive regulatory
control over insurance.

At various times since 1944, insurers have renewed
their efforts to encourage Congress to enact a federal
insurance regulatory scheme. The recent spate of large
insurer insolvencieshas led some insurers to seek federal
regulation again. This chapter examines some of the cur-
rent proposals, including one in the form of a report by a
consulting firm, another in the form of a bill introduced in
1991by U.S. Sen. Howard M. Metzenbaum, and a third in
the form of abill introduced by U.S.Rep. John D. Dingell.
It isunlikely that Congress could preempt state authority
over insurance companies that operate in only one state.
Therefore, all of these proposals for federal regulation
would involve a dual regulatory scheme, whereby states
would regulate local insurance companies and, in some
cases, the local aspects of interstate insurers (such as con-
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sumer protection laws), while the federal governmentwould
regulate the interstate activities of multistate insurers.

THE STEWART ECONOMICS PROPOSAL

In 1990, Stewart Economicsissueda report describing
a national system of liquidation and guarantees for prop-
erty-casualty companies.” The Stewart proposal would
require Congress to create a National Insurance Guaran-
ty Corporation (NIGC). NIGC would not be a regulatory
agency; itsonly functionwould be to act asrehabilitator or
liquidator of companies placed in receivership by state
regulators. Like current state practice, NIGC would be
funded by assessments on insurance companies, but, un-
likecurrent practice, some of those assessments would be
made as advance feesand used to pay for the initial oper-
ating costs in rehabilitating and liquidating companies.
Membership in NIGC would be voluntary, unless mandated
by states as a condition of licensure. States would not be
required to turn over their insolvent member insurers to
NIGC, but NIGC guarantees would only be available in
liquidations conductedby NIGC. Stateswould retain exclu-
sive responsibility for market and solvency regulation.

The proposal suggests several incentives to encour-
age insurers, states, and policyholders to safeguard the
financial solvency of insurers. For example, the prefunded
portion of the national fund could be assessed according
to the quality of insurer assets. Also, NIGC would have a
financial analysis staff that could request a special state
examination of a particular company and also have the
ability to withdraw fund coverage from states that fail to
take action against troubled companies.

Other incentives would encourage agents and bro-
kers and reinsurers to be more watchful of the financial
health of insurers. In the former case, agents and brokers
would be given lower guaranty fund payment priority for
unpaid commissions; in the latter case, reinsurers would
not be permitted to offset the premiums owed them by an



insolvent ceding company against the reinsurance they
owe it on losses.

The Stewart proposal has much to recommend it. For
example, the plan’s incentives to encourage agents, bro-
kers, and reinsurers to watch over the financial health of
insurersand to reduce the liabilitiesof guaranty fundsare
crucialingredientsto the financial health of insurers. Yet,
the proposal falls short in that it fails to address the real
problems that states have in regulating multistate insur-
ers. Moreover, by divorcing the regulatory function from
the liquidation and guaranty fund function and by turning
over governance to the industry, the proposal sets up a
very unstable situation.

It is unlikely that a national guaranty fund would
continue to cover a state with strict rate regulation. Rate
regulation is a sensitive issue for insurers, who maintain
that it either doesn’t work (i.e., studies show that rates in
unregulated states are very close to those in regulated
states) or that it works to keep rates artificially low (re-
moving the flexibility of insurers to change rates with
changed conditions at best and playing a role in insurer
insolvencies at worst). Some consumer groups disagree,
contending that rate regulation is important as long as
insurersremain exempt from antitrust laws. A large state
like Californiathat regulates rates is unlikely to choose to
join a national guaranty fund that is governedby insurers.
Other states that do not regulate rates would likely be un-
willing to give up their authority to monitor rates and inter-
vene if they deemed it necessary. Statesthat fall in either of
these two categories would therefore likely maintain their
state liquidation staff and guaranty fund provisions.

S. 1644:
PROPOSAL OF SENATOR METZENBAUM

In August 1991, Senator Metzenbaum introduced S.
1644, known as the “Insurance Protection Act of 1991.”
The bill would create a federal insurance regulatory com-
mission made up of five members appointed by the Presi-
dent. The commission would have authority to certify
state insurance departments. Without such federal certi-
fication, a state could not issue a license to engage in
insurance in interstate commerce. In order to become
certified or accredited, a state insurance department
would have to adopt certain uniform minimum federal
standardsin several areas, includingthe following: capital
and surplus, accounting practices and procedures, invest-
ment regulations, liabilities and reserves, independent
CPA audits, qualified actuarial analysis, restrictions own-
ership and transfer of owners of insurers, restrictions on
transfer of policies, consumer disclosure, consumer pro-
tection, and maintenance of adequate resources by state
departments of insurance, such.as a federally mandated
minimum number of examiners and actuaries.

The commission would periodically examine state in-
surance departments to assure their enforcement of and
compliance with the federal standards. States that failed
to comply could lose their accreditation, forcing insurers
in the state to lose their licenses to do business in inter-
state commerce.

In addition to the insurance regulatory commission,
the Metzenbaum bill would create several new entities. A
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national guaranty fund would cover all insurers operating
in interstate commerce. The cost of the guaranty program
would be funded by pre-insolvency assessments against
member companies. A national guaranty corporation
would serve as the exclusive liquidator for insurers oper-
ating in interstate commerce. The bill would also create
an Office of Reinsurance Regulation, which would grant
or revoke licenses to reinsurers, and a Securities Valua-
tion Office, which would value and establish quality rat-
ings for insurer assets. Finally, the bill would create a
central depository for insurance data for the purpose of
studying the insurance industry.

Likethe proposal by Stewart Economics,theMetzen-
baum proposal has much to recommend it. In particular,
the plan to conduct studies of the insurance industry, to
make reports to the public, and to make annual and spe-
cial reports to Congress has merit. It is hard to overstate
the value of ongoing federal studies of pertinent insur-
ance regulatory issues. Both the history of state insurance
regulation and the recent flurry of activity with NAIC’s
accreditation program show that states cooperate to
strengthen solvency regulation when pressured by the
threat of federal preemption.

Other provisions may be less sound. For example,
the provisions for extensive federal control of
state-funded insurance departments is unprecedented
in state-federal relations.

H.R. 4900:
PROPOSAL OF REPRESENTATIVE DINGELL

On April 9,1992, Representative Dingell introduced
H.R. 4900, a bill to “ensure the financial soundness and
solvency of insurers.” H.R. 4900 would establish an inde-
pendent federal regulatory agency, the Federal Insurance
Solvency Commission (the commission), made up of five
members appointed by the President. The commission’s
duties would include establishing standards to ensure the
solvencyof insurersand reinsurers“in or affecting interstate
or foreign commerce” and issuing federal certificates of
solvency for those insurers that choose federal regulation.

A domestic insurer choosing federal regulation
would be required to meet certain federal standards, in-
cluding the following:

1. Minimum capital and surplus (the minimum may
not exceed $500,000);

2. Appropriate standardsfor investments, reserves,
and asset valuations;

3. Limitationsontheuse of and credit for reinsur-
ance;

4. Requirements governing transactions with man-
aging general agents;

5. Limitationson the amount of risk that may be re-
tained on a single risk;

6. Accountingstandards that would promote strong
and appropriate financial monitoring of insurers;

7. Annual examinationsby independent accountants;



8. Certification of loss reserves by certified actu-
aries; and

9. Regulation of financial transactions within hold-
ing company systems.

H.R. 4500 would establish separate standards for foreign
insurers (insurers domiciled outside the United States).

Aside from listing the areas in which federally certi-
fied insurers would have to comply with federal require-
ments, the bill does not describe the content of the stan-
dards, leaving that duty to the commission. Because the
mandated standards are vague, it is not possible to com-
pare the federal regulatory system proposed in H.R. 4900
to the current state system. The standards in H.R. 4900
appear to be similar to the accreditation standards of the
National Association of Insurance Commissioners
(NAIC), however. Thus, a federal system operated by the
federal government would appear to have an advantage
over the existing state system only in those areas in which
legislatively mandated uniformity and centralization are
essential. In such areas, the needed uniformity and cen-
tralization could be achieved either through federal regu-
lation or through an interstate compact.

Federally certified insurers designated “highly capi-
talized” by the commission that provide commercial in-
surance for a “large insurance buyer” would be exempt
from all state regulation, including state laws governing
unfair trade and claims practices. Because the bill would
not create federal unfair claims standards, third-party
claimants injured by the actions of a large commercial
insurance buyer may have no avenue for redress through
eitherastate or federal regulatory system. Other federal-
ly certified insurers would continue to be subject to state
laws regulating

®  Rates and policy forms;

m  Unfair insurance trade practices or unfair claims
settlement practices;

m  Participation in an assigned risk plan or joint un-
derwriting association;

m  Filing copies of annual and quarterly financial
statements;

m  Payment of state premium and income taxes;

= [ncorporation, organization, and corporate gov-
ernance of insurance companies; and

m  Registration with and designation of the state in-
surance regulatorasitsagent for service of process.

Yet, because H.R. 4900 would give the commission
broad authority to preempt all state laws, the ability of
states to enforce the above laws is problematic. Sections
102(7) and 206(c)(1) would grant the commissionauthority
to determine whether a state law ispreempted under the
act. For example, section 206(b}(6) would authorize the com-
mission to preempt a state law if it finds that the law would
placean insurerin an unsafe or unsound firencial condition.
If it is unclear whether a particular state law falls within the
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206(b)(6) category, the commission could issue a regulation
defining the state law as one preempted by the act.

Insurers often argue that state rate regulation, a pow-
er ostensiblyretained by the states under the Dingell bill,
placesthem inan unsafe and unsound financial condition.
Although some consumer groups disagree, sections
206(c)(1) and 206(b)(6) would allow the commission to
eliminate state rate regulation for a federally certified
insurer if the commission found that state rate regulation
was detrimental to the financial condition of an insurer. In
effect, these sections would give the commission power to
eliminate all state rate regulation because states are un-
likely to subject state-licensed insurers to rate regulation
when one or more federally certified insurersare exempt.

Insurers that are part of a holding company system
would be subject to dual regulation. Transactionswithina
holding companysystem that includesa federally certified
insurer or reinsurer would be subject to federal require-
ments. Section 406 would require that such transactions
be “fair and reasonable,” and certain transactions involv-
ing 5 percent or more of the assets of the insurer or
reinsurer would require prior approval. If the holding
company system included one or more insurers that are
not federally certified, the insurance commissionerof the
domiciliarystate could also prohibit or approve, subjectto
conditions, any acquisition, merger, or other transaction
as provided under state law.

As to the regulation of reinsurers, the commission
would have the sole power to regulate so-called profes-
sional reinsurers.) Other providers of reinsurance could
apply for a federal certificate if they met certain condi-
tions, including @ minimum net-worth requirement and
the establishment of a trust fund. Although one section of
the bill would allow states to continue to license reinsur-
ers other than professional reinsurers, all reinsurers
would have to obey federal standards because another
sectionwould permit primary insurers to receive creditfor
reinsurance only if they contract with reinsurers that have
a federal certificate.

In addition to the commission, H.R. 4900 would es-
tablish two private, nonprofit industry entities, the Na-
tional Insurance Protection Corporation (NIPC) and the
National Association of Registered Agents and Brokers
(NARAB). NIPC would guarantee property-casualty
(personal and commercial), life and health, and annuity
insurance claims in the event of an insolvency. Claims
made againstcertain lines of insurance, suchastitle insur-
ance and surplus lines insurance, would not be guaran-
teed. Other limitations would cap coverage for highinter-
est-rate life policies and annuity contracts and prohibit
coveragefor unallocated annuities protected under other
federal programs.

The priority scheme for distribution of assets from
the insolvent insurer’s estate would place reinsurers
claimsforunpaid premiums (set offs)ahead of policyhold-
ers. Membership in NIPC would be mandatory for all
federally certified insurers and voluntary for other insur-
ers. Subject to supervision of the commission, NIPC
would be prefunded by assessments on members based on
their net direct written premiums.



NARAB would be authorized to regulate insurance
agents and brokers. Membership in NARAB would be
voluntary and would not be limited to agents and brokers
engaged in interstate business. Although section 616(a)
states that “all State laws, regulations, provisions, or ac-
tions purporting to regulate insurance producers shall
remain in full force and effect,” members of NARAB
would not in fact be subject to most state laws. Section
616(b) would preempt all state laws that impose require-
ments on members of NARAB that differ from the uni-
form provisions issued by NARAB. Moreover, section
616(c) would give NARAB itself the power to preempt
state laws, subject to commission review.

Like other proposed federal solutions, the Dingell
bill would subject alien reinsurers to federal regulation
and would set up a process for ongoing federal research
on matters “that may affect the financial condition and
solvency of the insurance industry in the United States.”
Other aspects of H.R. 4900 may create an unstable regula-
tory regime. For example, the system of dual regulation of
insurers and reinsurers that are members of a holding
company could lead to a situation in which the federal
commission and one or more state regulators disagree on
the permissibility of a particular merger, with the insurer
caughtinthe middle. Moreover, the provisions for contin-
ued state regulation of rates may fall asinsurers argue that
state rate regulation conflicts with the commission’s duty to
ensure the financial health of the industry. Finally, the broad
preemption authority that H.R. 4900 would grant the com-
mission and the private industry entities created by the bill
could render continued state regulation illusory.

SUMMARY:
STATE v. FEDERAL REGULATION OF INSURANCE

Therecent savingsand loan crisisand continuingrash
of bank failures serve as powerful reminders that federal
oversight cannot eliminate or even moderate industry
failures, whether those failures result from insufficient
regulatory resources, lack of regulatory will, industry ma-
nipulation of the political process, or fraud. All were
present in the recent crises in our depository institutions.
For example, congressional action raising the ceiling on
deposit insurance from $40,000 to $100,000 per account in
1980is frequently cited as a significant contributing factor
in the savings and loan scandals. Stories of intervention
into the regulatory process by members of Congress in
order to procure forbearance for favored constituents,
thereby increasing the ultimate cost of insolvencies to
taxpayers, have been front-page news for several years.
Despite tough federal antifraud statutesand well trained
federal examiners, fraud played a major role in the down-
fall of several savingsand loan institutions. Critics,includ-
ing the U.S. General Accounting Office (GAO), have
warned that recent effortsby the administration to weak-
enbank legislationpassed by Congress could lead to more
bank failures.

If, asrecent eventsillustrate, federal solvencyregula-
tion is not intrirsically superior to state solvency regula-
tion, then the choice among the three regulatory sys-
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tems—state, federal, or dual statelfederal —should be
made by first identifying the specific regulatory successes
and failures of the current systemand, second, analyzing
regulatory options for resolving the failures.

Thisreport has described 18weaknesses in the system
of state regulation of insurance. Many of those weak-
nesses can be addressed adequately by individual state
action. Indeed, several states have adopted model legisla-
tion and/or regulations issuedby the National Association
of Insurance Commissioners to resolve the weaknesses.
The resolution of other problems in the current system
may require collective state action. Effective regulation of
insurance holding companies, uniform procedures for in-
surer liguidationsand a uniform guaranty fund systemfall
into the latter category.

All current proposals for federal regulation of insur-
ance advance a dual system of regulation, whereby both
stateand federal governments play an activerole. None of
the proposals provides for a true statelfederal partner-
ship, however. In fact, a true state/federal partnership
may be difficult to achieve with insurance regulation be-
cause solvency regulation (an area that some believe
should be supervised by the federal government) is so
intimately related to rate regulation (anareathat isintrin-
sically local). Of course, the Congress could preempt all
state rate regulation, but such an action would nullify the
states’ role in a dual regulatory scheme.*

As part of their desire to maintain authority over
insurance regulation, states must not only coordinate and
strengthen their lawsbut alsoadopt policiesto ensure that
regulators avoid the appearance of impropriety in their
dealingswith industry representatives. A recent article in
the Washington Post described the “tradition” of NAIC
meeting host states to solicit funds from the industry for
the purpose of providing entertainment and conference
receptions and dinners.?

Other conference traditions include the distribution
of gifts to commissioners and hospitality suites in the
conference hotel. Official NAIC policy regarding the pro-
priety of such industry involvement in meetings has
evolved over the years. Recently, the organization has
taken several steps to assure that the level of industry
participation is appropriate. For example, in response to
concern expressed by some interested consumer groups
that the cost of travel to NAIC meetings was too great for
some consumer organizationstobear, NAIC establisheda
unique fund to underwritethe travel expenses of consum-
er representatives. In addition, NAIC members voted
recently to have the commissioners’ dinner (held at each
NAIC meeting) paid for by NAIC rather than by the
industry.

State policies regarding the acceptance of such gifts
range from no policy to a requirement that all gifts re-
ceived from the regulated industry be disclosed to a desig-
nated state official (the so-called legislative model) to a
prohibition against acceptance of gifts and benefits. The
officialpolicy of the Texas Department of Insurance isan
example of the latter. The policy prohibits the commis-
sioner, state board of insurance officials, and employees
from “accepting any benefit, gift, traditional holiday gifts



and foods, favor, service, or operations or activities that
are provided to, or regulated by, the agency.” In connec-
tion with NAIC meetings, this policy requires Texas regu-
lators to pay their own way to special events, receptions,
and hospitality suites sponsored by industry groups, pay
for their meals unless includedin the registrationfee, and
decline to attend industry-sponsored meals. Texas Insur-
ance Board member Allene Evans believes that regula-
tors have no business accepting gifts from industry repre-
sentatives. According to Ms. Evans, the Texas ethical
guidelines, along with an open door policy, strikes the
proper balance by ensuring that industry representatives
gave input into regulatory policy but in a business rather
than a social setting. Ms. Evansbelievesthat NAIC could
eliminate the appearance of improprietyat its meetingsby
refusing to sanction industry cash donations, receptions,
and dinners, as well as by discouraging sponsorship of
unofficial events and gift giving.®

Althoughfederal interventioninto insurance regulation
may be premature, Congress should continue to play a role
in state regulation of insurance. Many of the most important
reforms instituted by the stateswere a direct result of con-
gressional investigations, which exposed state regulatory de-
ficiencies. Over the years, federal oversight, in the form of
periodic congressional investigationsand agency studies, has
proved to be an effective stimulus to state action.

CONCLUSION

It is commonly presumed that decisions involving
economic regulation (such as the decision whether to
regulate insurance rates) should be vested in the political
jurisdiction whose constituents directly reap the benefits
and bear the costs of those decisions. The presumption
suggests that regulatory authority over insurance should
remain in state hands. The results of arecent ACIR Gal-
lup Poll of public opinion indicate that there is significant
public support for this proposition. When asked whether
the federal government or each state government should
regulate companiesthat sell life, fire, property, casualty,
and automobile insurance, 51 percent voted for state reg-
ulation and 37.4 percent favored federal regulation.” Re-
cently, however, calls for federal intervention in insur-
ance regulation have increased dramatically. Those
urging federal regulation cite the growing number and
size of insolvencies as evidence of the inability of statesto
regulate the interstate and international aspects of insur-
ance. Thus, the continuingrole of statesas sole regulators
of property-casualty and life insurance is in doubt today.

This report has described the system of state regula-
tion and identified areas for improvement. Most of the
weaknesses identified could be resolved by the states.
Indeed, some states have adopted effective corrective
measures. Two of those weaknesses may require federal
intervention, however, and four may require coordinated
state action. Congress could strengthen state regulation
by passing legislation exemptingstate insurance liquidations
from the effects of the federal priority and federal arbitra-
tion statutes. These two federal statutes sharply aurtail the
ability of state liquidators to collect and distribute assets of
the insolvent insurer’s estate in an orderly manner.
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The four areas that would benefit from coordinated
state action are (1)the regulation of insurance holding
company systems, (2) the need for uniformity in state
liquidation procedures, (3) the need to coordinate the
administration of state guaranty fund programs, and (4)
the need to impose market discipline on those programs
through prefunding and coverage limitations.

Both the states and the federal government have
proposed solutions to the current regulatory problems.
NAIC has recently establisheda program to accreditstate
insurance departments that have adopted certain model
solvency-related laws and to establish through this pro-
gram a nationwide system of regulation. To date, 13states
have become accredited. The recent actions of NAIC to
strengthen state insurance regulation and the responsive-
ness of many state legislatures are impressive. Yet, the
accreditation program may not be sufficientto resolvethe
serious problems in the areas in which coordinated state
action is essential —holdingcompany regulation, liquida-
tion procedures, and guaranty fund laws.

Although several proposals for a federal system of
regulation exist, none of them appears likely to become
law in the near future. Estimates of the cost of the recent
S&L crisis range from over $200 billion to $500 billion,
without counting interest. These figures and the recent
rash of bank failures are sober reminders that federal
regulation is not a panacea for the problems in the regula-
tion of financial industries. In fact, many of the more
serious problems that GAO has identified in connection
with state regulation apply also to federal regulation. In
particular, GAO has criticized the failure of federal bank
regulators to comply with existing statutes and regula-
tions. Moreover, the states and NAIC have extensive
experience in regulating insurance. Many of the current
federal proposals recognize that experienceby either pro-
viding for retention of state regulation (with the addition
of federal mandates and oversight) or adopting NAIC’s
accreditation standards.

In their current form, neither the bill introduced by
Senator Metzenbaum nor the bill introduced by Repre-
sentative Dingell providesfor areal federal-state partner-
ship. The Metzenbaum bill would transform state regula-
torsinto administrators of a federal program. The Dingell
bill would appear to allow states to continue to regulate
someaspectsof insurance, but the broad preemption pow-
er granted the federal agency and private industry entities
may signal the end of state regulation.

A promising proposal for strengthening administra-
tion of state liquidation and guaranty fund procedures is
the interstate compact. Through a compact administered
by a commission with limited rulemaking authority dele-
gatedto it by state legislatures, states could centralize the
liquidation of insolvent insurers and guaranty funds. In
order to ensure its success, such a compact should provide
for accountability through an independent audit of the
commission’sactivitiesand contain incentivesto encour-
age participation. A legislature-based compact would be
in a position to work with and exploit the wealth of experi-
ence possessed by NAIC.

The use of a compact would have another important
benefit. During the 1970s and 1980s, the prior bright lines



separating insurance from banking and from securitiesacti-
vities began to blur. The distinctions among these financial
industries will almost certainly continue to blur in the fore-
seeable future. A realistic assessment of state-federal rela-
tions would compel the conclusion that federal regulators
faced with regulating the interstate and international as-
pects of the financial industrieswill preempt state regulation
of insurance rather than attempt to deal with 51 different
insurance regulators and regulatory systems. But if states
can put in place a structure for coordinated regulation of
some of the interstate aspects of insurance, they will have
the ability to enter into a regulatory partnership with the
federal government, rather than becoming mere administra-
tive divisions of the central government.

The history of state regulation of insurance demon-
strates that states have strengthened and coordinated
their regulatory procedures when forced to do so during
periods of congressionalactivity,suchasfederal investiga-
tionsand threats of preemption. The other sideof the coin
is, of course, the tendency for states to relax their efforts
at coordination when the congressional spotlight shines
elsewhere. Given this history, it may be time to authorize
a federal agency to conduct research and issue studies of
the property-casualty and life insurance industries to en-
sure continual federal scrutiny of state regulatory efforts.

Some examples of studiesthat could increase the effec-
tiveness of state insurance regulation include: the size and
effect of reinsurance offsetson state tax revenues and insur-
er solvency, a state-by-state examination of the percentage
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of policyholdersthat reside in the state of domicile of their
insurers, the effect of guaranty fund assessmentson state tax
revenues, the effect of the federal priority statute on the
capacity of state guaranty funds, analyses of workplace and
product safety, and analyses of highway safety issues. In
conducting insurance studies, a federal agency could review
trends that are wider than single states.
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favored/disfavored rate setting as a regulatory tool.

5 Thomas Heath and Albert B. Crenshaw, “Insurance Firms
Pick Up Tab for Regulators’ Events, Washington Post, Decem-
ber 14, 1992.

8 Phone interview with Allene, member, Texas Insurance
Board, December 15, 1992.

7 U.S. Advisory Commission on Intergovernmental Relations,
Changing Public Attitudes on Governments and Tares 1992
(Washington,DC, 1992).The question posed was: “Should the
federal government regulate companies that sell life, fire,
property, casualty, and automobile insurance throughout the
country, or should each state government regulate the com-
panies that sell these types of insurance in its state?”
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ALABAMA §§ 27-3-7 to 27-3-9

Capital Surplus

1 Life 800,000 150%/ 100%

2. Disability 500,000 150%/ 100%

3. Life and Disability 800,000 150%/ 100%
4. New Domestic Stock Life Insurers 1,000,000 1,000,000
5.  Property 300,000 150%/ 100%
6. Casualty 400,000 150%/ 100%
7. Marine 300,000 150%/ 100%
8. Surety 350,000 150%/ 100%
9. Title 200,000 150%/ 100%
10. Multiple Lines 500,000 150%/ 100%

Alabama has a 5 year seasoning requirement; if an insurer has not transacted business for 5 years, then is required to
maintain surplus of 150% of capital; otherwise, 100% of capital is to be maintained as surplus.

ALASKA §§ 21.09.270, 27.09.080

Basic Capital
or Basic Add' Surplus Additional
Guarantee When First Maintained
Surplus Authorized Surplus
1. Life 1,000,000 1,000,000 750,000
2. Disability 1,000,000 1,000,000 750,000
3. Life and Disability 1,250,000 1,250,000 1,000,000
4. Property 1,000,000 1,000,000 750,000
5. Casualty, excluding vehicle 1,000,000 1,000,000 750,000
6. Marine and Transportation 1,000,000 1,000,000 750,000
7. Surety 1,000,000 1,000,000 750,000
8. Title 500,000 500,000 250,000
9. Vehicle 1,000,000 1,000,000 750,000
10. Any three or more of numbers 2, 4-7, and 9 3,000,000 3,000,000 2,250,000
11. Legal Expenses 1,000,000 1,000,000 750,000
12. Mortgage Guarantee 1,000,000 1,000,000 750,000
ARIZONA §§ 20-210 to 20-212
Capital Surplus
1. Life+ 300,000 150,000
2. Disability 300,000 150,000
3. Life and Disability+ 400,000 200,000
4. Property 600,000 300,000
5. Casualty 600,000 300,000
6. Marine and Transportation 600,000 300,000
7. Surety 1,000,000 500,000
8. Title*+ 500,000 250,000
9. Vehicle 600,000 300,000
10. Multiple Lines (any two or more numbers 4
through 7 1,000,000 500,000

* Does not apply to mutual insurers ~ + Does not apply to reciprocal insurers
Director may require additional capital based on type, volume and nature of business conducted.

Except for life and disability combination and title, any insurer may be authorized to transact lawful combination with
additional capital of $200,000 per kind over the largest amount required.
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ARKANSAS §§ 23-63-205, 23-63-207

Capital Surplus

1. Life 500,000 500,000
2. Disability 500,000 500,000
3. Life and Disability 500,000 500,000
4. Property 250,000 250,000
5. Casualty 500,000 500,000
6. Surety 500,000 500,000
7. Marine 250,000 250,000
8. Title 100,000 100,000
9. Titleand Abstractor's Professional Liability 125,000 125,000
10. Property, Casualty & Marine 750,000 750,000
11. Multiple Lines sum of the minimum  sum of the minimum
as set forth as set forth

Commissioner may require insurer to possess and maintain additional capital and surplus in addition to that required
above based on the types, volume or nature of the business transacted by the insurer.

CALIFORNIA §§ 700.01 to 700.05, 10510, 15011, 12359

Capital Surplus
1. Life 2,250,000 100% of capital
2. Life and Disability 2,500,000 100% of capital
3. Title 250,000 100% of capital
4. Fire 350,000 100%of capital
5. Marine 350,000 100% of capital
6. Surety 350,000 100%of capital
7. Disability 250,000 100% of capital
8. Plate Glass 100,000 100% of capital
9. Liability ) ( foranyorall 100% of capital
10. Workers' Compensation ) ( of these
11.  Common Carrier Liability) ( 300,000
12. Life and any of above 3 lines 2,550,000 100% of capital
forany or
all of them
13. Boiler and Machinery 100,000 100% of capital
14. Burglary 100,000 100% of capital
15. Credit 100,000 100% of capital
16. Sprinkler 100,000 100% of capital
17. Team and Vehicle 100,000 100% of capital
18. Automobile 200,000 100% of capital
plus $200,000
19. Aircraft 100,000 100% of capital
20. Miscellaneous 100,000 100% of capital
21. Mortgage 250,000 100% of capital
22. Mortgage Guaranty 1,000,000 100% of capital

Insurers transacting multiple lines shall have $2,600,000 or the aggregate as set forth above, whichever is lower.

Incorporated insurers not transacting life lines, fire, marine or surety shall have excess capital of $300,000 over the
aggregate amount set forth above.

For admission, no incorporated insurer shall have less than $1,000,000 nor more than $2,600,000 capital.
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COLORADO § 10-3-201

Certificate of Authority issued
p_u_aﬂoj&i&}_a (but see below)

oA WN R

~

Life

Fire

Fire (territory limited to Colorado)
Casualty (including fidelity and surety)
Casualty (excluding fidelity and surety)
Casualty (including fidelity and surety and
territory limited to Colorado)

Multiple Line

Certificate of Authority issued
On or After 5/6/63: (but see below)

DU AWN P

© N

Life

Fire

Fire (territory limited to Colorado)
Casualty (including fidelity and surety)
Casualty (excluding fidelity and surety)
Casualty (excluding fidelity and surety and
territory limited to Colorado)

Multiple Line

Title

Title (territory limited to Colorado)

Certificate of Authority issued
On or After 7/1/79: (but see below)

~

8.
9.

O WN R

Life

Fire

Fire (territory limited to Colorado)
Casualty (including fidelity and surety)
Casualty (excluding fidelity and surety)
Casualty (excluding fidelity and surety and
territory limited to Colorado)

Multiple Line

Title

Title (territory limited to Colorado)

Certificate of Authority Issued
On or After 7/1/91:

Companies licensed prior to July 1, 1991 shall have until
12/3 1/92to increase their total capital and surplus to the

amounts marked with asterisks.

DA W

Life

Fire

Casualty
Multiple Line
Title

Coloradocontinued on next page
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100,000
200,000

50,000
250,000
100,000

50,000
400,000

200,000
200,000
100,000
250,000
200,000

100,000
400,000
200,000
100,000

400,000
400,000
200,000
500,000
400,000

200,000
1,250,000
400,000
200,000

Capital and Surplus

*780,000
*780,000
*900,000
*2,000,000
*630,000

95

50,000
100,000
25,000
125,000
50,000

25,000
350,000

100,000
100,000

50,000
125,000
100,000

50,000
350,000
100,000

50,000

200,000
200,000
100,000
250,000
200,000

100,000
750,000
200,000
100,000



COLORADO((cont.)

Capital and Surolus
Certificate of Authority Issued
On or After 7/1/92:
1. Life 960,000
2. Fire 960,000
3. Casualty 1,050,000
4. Multiple Line 2,000,000
5. Title 690,000
Certificate of Authority Issued
On or After 7/1/93:
1. Life 1,140,000
2. Fire 1,140,000
3. Casualty 1,200,000
4. Multiple Line 2,000,000
5. Title 690,000
Certificate of Authority Issued
On or After 7/1/94:
1. Life 1,320,000
2. Fire 1,320,000
3. Casualty 1,350,000
4. Multiple Line 2,000,000
5. Title Insurance 720,000
Certificate of Authority Issued
On or After 7/1/95:
1. Life 1,500,000
2. Fire 1,500,000
3. Casualty 1,500,000
4., Multiple Line 2,000,000
5. Title Insurance 750,000
CONNECTICUT § 38a-72
Mutual
Capital surplus surplus
1. Life 1,000,000 2,000,000 3,000,000
2. Mortgage Guaranty 2,000,000 2,000,000 4,000,000
3. Health 500,000 500,000 1,000,000
4. Marine 500,000 250,000 750,000
5. Fidelity and Surety 500,000 500,000 1,000,000
6. Title 500,000 500,000 1,000,000
7. Worker's Compensation 500,000 500,000 1,000,000
8. Liability 500,000 500,000 1,000,000
9. Property 500,000 250,000 750,000
10. Life & Health 1,000,000 2,000,000 3,000,000
11, Al Lines-Max, Requited. 2000 A0 PAVNATNA N 4 ANV AN
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DELAWARE tit. 18§ 511

Capital Surplus
1 Life 300,000 150,000
2. Health 300,000 150,000
3. Lifeand Health 350,000 200,000
4. Property 300,000 150,000
5. casualty 400,000 200,000
6. Marine & Transportation 350,000 175,000
7. Surety 300,000 150,000
8. Title 250,000 125,000
9. Multiple 500,000 250,000
DISTRICT OF COLUMBIA §§ 35-608, 35-701, 35-1516
Capital Surplus
Life Companies
Capital Stock Company 1,000,000 50%of capital stock
Mutual Company N/A 1,500,000
Fire and Casualty Companies
Capital Stock Company 300,000 300,000
Domestic Mutual Company N/A 300,000
Foreign and Alien Mutual Company N/A 400,000

FLORIDA §8 624.407.624.408, 628.161
Stock Companies
To receive authority: capital and surplus of $2,500,000
To maintain certificateof authority:
Insurers licensed prior to 1989 must maintain at least:
Until Dec. 31, 1992 $1,300,000
Thereafter 1,500,000
or alternative calculation based on liabilities.
Maintenance

Initial Surplus Level Surplus

Mutuals
1. Health 300,000 200,000
2. Property 200,000 150,000
3. Casualty 300,000 200,000
4. Any Combination 1,2,3 400,000 250,000
5. Life 2,500,000 1,500,000

GEORGIA §§ 33-3-6 and 33-3-7

Capital Surplus
1. For companies newly admitted 1/1/91and
thereafter and for all companies on 7/1/92
and thereafter: 1500000 1,500,000 or 50% cap.
2. Until July 1, 1992 for companies admitted
prior to 1/1/91: 1,500,000 400,000 or 50% cap.

Commissionermay, at his discretion, grant a company 2 extra years to meet these requirements.
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HAWAII §§ 431:3-205 to 431:3-207

Capital (Stock)
or Unimpaired

Surplus
Additional
amount required of
all insurers after

Surplus (Mutual) 111193
1. Life 600,000 50% capital
2. Disability 450,000 50% capital
3. Property 750,000 50% capital
4. Marine and Transportation 1,000,000 50% capital
5. Vehicle 1,000,000 50% capital
6. General Casualty 1,500,000 50% capital
7. Surety 1,000,000 50% capital
8. Title 400,000 50% capital
9. Combination of Classes: Amount equal to the sum required of each individual class of
insurance, total not exceed $2.5 million.
IDAHO §41-313
Paid-Up Capital
Stock or Additional
Basic Surplus Surplus
1. Life 400,000 400,000
2. Disability 400,000 400,000
3. Life and Disability 506,000 500,000
4. Property 400,000 400,000
5. General Casualty 500,000 500,000
6. Marine and Transportation 450,000 450,000
7. Vehicle 400,000 400,000
8. Surety 500,000 500,000
9. Title 100,000 100,000
10. Multiple Lines (all but life and title) 650,000 650,000
11. Any 2of Property, Marine & Transportation,
General Casualty, Vehicle, Surety, Disability 550,000 550,000
TLLINOIS 1.C. §4,13,43
CLASS 1: Life. Accident and Health etc.
a. Life Fire
b. Accident and Health Elements
C. Legal Expense War,Riot and Explosion

CLASS 2. Casualtv. Fidelitv and Surety
Accident and Health

Vehicle

Liability

Workers' Compensation
Burglary and Forgery

Glass

Fidelity and Surety
Miscellaneous

Other Casualty Risks

Contingent Losses

Livestock and Domestic Animals

Legal Expense
1linois continued on next page

EXTP SR 00 o
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Marine and Transportation

Vehicle

Property Damage, Sprinkler Leakage and Crop
Other Fire and Marine Risks

Contingent Losses

Legal Expense

— SR o0 o0 o

98



ILLINOIS (cont.)

Stock Insurers

1
2.
3

Class la, b and/or ¢

Class 23, b, ¢, d, g, g,1, andorj
Class 2¢, f, i, 1and/or Class 3
(any, all of or combination of)

4. Class 2 - any and all clauses excepte, f, k,
1
and Class 3 - any and all clauses

5. Class2-fork only**

Mutual Insurers

1. Class la, b and/orc

2. Class2a,b,c,d,g,h,i, and/o j

3. Class2e, f, Kk, land/or Class?
(any, all of or combination of)

4. Class 2 -any and all clauses excepte, f, k,
1
and Class 3 - any and all clauses

5. Class2-forkonly

*In addition to minimum original capital.
** provided company shall not expose itself to any loss on any one risk in an amount exceeding $5,000.

INDIANA §§ 27-1-5-1,27-1-6-14, 27-1-6-15

CLASS 1©

a. Life and Annuities a

b. Accident and Health b.
C

CLASS 2 d

a. Accident, Health and Disability

b. Employers Liability, Workers' Comp.

c. Burglary and Theft

d. Glass

e. Boiler and Machinery

f. Motor Vehicle Liability

g Water Damage

h. Liability

1. Credit

J. Title

k. Fidelity and Surety

1 Other Casualty

m. Legal Expense

Indiana continued on next page
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Surplusto be

Maintained*

1,000,000 1,000,000 500,000
1,000,000 1,000,000 500,000
400,000 600,000 300,000
1,000,000 1,000,000 500,000
100,000 150,000 50,000
Surplus to be

Maintained*

Initial Surp] 19911995

2,000,000 1,500,000

2,000,000 1,500,000

1,000,000 700,000

2,000,000 1,500,000

250,000 150,000

CLASS 3:

Fire, Wind, Hail, Loot, Riot

Crop

Water and Fire Extinguisher Damage
Marine and Transportation

99



INDIANA (cont.)

Stock:
id-In Capj Surplus
Organized Prior to 3/7/67:
1. One or More Kind of Class 1 200,000  1,000,000/250,0004#
2. Any One Kind of Class 2 exceptk 200,000  1,000,000/250,0004
3. Any 2 Kinds of Class 2 except k 300,000  1,000,000/250,0004
4. 3 or More Kinds of Class 2 except k 400,000  1,000,000/250,000#
5. One or More Kind Class 3 400,000 1,000,000/250,0004#
6. One or More Kinds under Class 2 and
Class 3 750,000  1,000,000/250,0004
7. One or more Kinds of Class 2 including k 750,000 1,000,000/250,0004#
Organized after 3/6/67 and prior to
77T
1. Oneor More Kind of Class 1 400,000 1,000,000/250,0004#
2. Any One Kind of Class 2 except k 400,000 1,000,000/250,0004#
3. One or More Kind Class 3 400,000 1,000,000/250,0004
4. One or More Kinds under Class 2 and
Class 3 750,000  1,000,000/250,0004#
5. One or more Kinds of Class 2 including k 750,000  1,000,000/250,0004#
Organized after 6/30/77: 1,000,000  1,000,000/250,000#
Mutual:
Minimum
Surplus
Organized prior to 7/1/77: 250,000
1. Oneor More Kinds under Class 2 or
Class 1and Class 3, excluding 2k 750,000
2. One or More Kinds of Class 2 including k 1,000,000
3. One or More Kinds under Class 2 and
Class 3, including 2k 1,000,000
Organized after 6/30/77: 2,000,000/1,250,000#

#First amount is initial requirement/Second amount is that to be constantly maintained

IOWA §§ 508.5, 515.8,515.10

Capital Surplus
1. Life 2,500,000 2,500,000
2. Other Than Life 2,500,000 2,500,000

KANSAS §§ 40-401, 40-402, 40-901, 40-1102, 40-1103, 40-1104

Capital Surplus
1. Life 600,000 600,000
2. Single Line (Property or Casualty) 450,000 300,000
3. Multiple Line (Property or Casualty) 900,000 600,000
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KENTUCKY § 304.3-120

Capital Surplus

1. Stock Insurers 1,000,000 2,000,000
2. Foreign Mutual, Reciprocal and Lloyd's

Insurers 1,000,000 2,000,000

LOUISIANA §§ 22:71 t0 22:71.2, 22:121.2

Paid-In capital and surplus requirements for companies admitted prior to 9/1/89:

Capital Surplus
1 Life 100,000 200,000
2. Health and Accident 100,000 200,000
3. Life, Accident and Health 100,000 200,000
4. Vehicle Physical Damage 100,000 150,000
5. Title
- licensed prior to 9/1/85 50,000 25,000
- licensed on or after 9/1/85 100,000 200,000
6. Industrial Fire 200,000 100,000
7. Workers' Comp. Only (licensed as of
7/27/66) 100,000 50,000
8. Cropand Livestock Only (licensed as of
7/27/66) 100,000 150,000
9. Vehicle 650,000 350,000
10. Liability 650,000 350,000
11. Burglary and Forgery 650,000 350,000
12. Workers' Compensation 650,000 350,000
13. Glass 650,000 350,000
14. Fidelity and Surety 650,000 350,000
15. Fire and Extended Coverage 650,000 350,000
16. Steam Boiler and Sprinkler Leakage 650,000 350,000
17. Cropand Livestock 650,000 350,000
18. Marine and Transportation 650,000 350,000
19. Miscellaneous 650,000 350,000
20. All Lines, except Life and Title 1,000,000

Capital and surplus requirements for companies admitted on or after 9/1/89:

1. Life 100,000 1,900,000 1,000,000
2. Health and Accident 100,000 1,900,000 1,000,000
3. Life, Accidentand Health 100,000 1,900,000 1,000,000
4. Vehicle Physical Damage 100,000 1,150,000 1,000,000
5. Title 100,000 400,000 500,000
6. Industrial Fire 200,000 800,000 1,000,000
7. Vehicle 650,000 1,350,000 1,000,000
8. Liability 650,000 1,350,000 1,000,000
9. Workers' Compensation 650,000 1,350,000 1,000,000
10. Burglary and Forgery 650,000 1,350,000 1,000,000
11. Glass 650,000 1,350,000 1,000,000
12. Fidelity and Surety 650,000 1,350,000 1,000,000
13. Fire and Extended Coverage 650,000 1,350,000 1,000,000

Louisianacontinued on next page
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LOUISIANA (cont.)
PaidIn Capital  Mini Surol Operating Surol

14. Steam Boiler and Sprinkler 650,000 1,350,000 1,000,000
15. Crop and Livestock 650,000 1,350,000 1,000,000
16. Marine and Transportation 650,000 1,350,000 1,000,000
17. Miscellaneous 650,000 1,350,000 1,000,000
18. All Lines, except Life and Title 650,000 1,350,000 1,000,000

The commissioner may require additional capital and surplus based on type, volume, and nature of business transacted.

MAINE 24-A §§ 410,411

Paid-In Capital
(Stock) or Basic Initial Free
Surplus (Mutual) Surplus
1 Life* 1,500,000 1,500,000
2. Health 1,000,000 1,000,000
3. Life and Health* 2,500,000 2,500,000
4. Casualty 1,500,000 1,500,000
5. Marine and Transportation 1,500,000 1,500,000
6. Property 1,000,000 1,000,000
7. Surety 1,500,000 1,500,000
8. Title 500,000 500,000
9. Multiple Line 2,500,000 2,500,000
10. All lines (life and one or more lines except
health) 5,000,000 5,000,000
11. Legal services (in addition to above) 500,000
12. Financial Guaranty (monoline) 2,500,000 47,500,000

*Does not apply to reciprocal insurers.

A domestic mutual insurer holding a certificate of authority prior to January 1, 1989 may continue to write a business if it
maintains the following basic surplus:

1 Life 1,000,000
2. Health 500,000
3. Life and Health 1,250,000
4. Casualty 750,000
5. Marine and Transportation 1,000,000
6. Property 500,000
7. Surety 1,000,000
8. Title 350,000
9. Multiple Line 2,500,000

MARYLAND 48A §§ 47 to 49

. . Capita] Surplus
1. Life, including annuities and health 200,000 #
2. Health 100,000 #
3. Property and Marine, excluding #5 250,000 #
4. Title 250,000 #
5. Wet Marine and Transportation 250,000 #
6. Casualty, excluding #7 and #8 250,000 #

Maryland continued on next page
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MARYLAND (cont.)

© oo~

10.

Vehicle Liability

Workers' Compensation
Surety

2 or more of these listed lines

Commencing Business

On or After 7/1/65 and Before 7/1/91

CPENDOSWN

|
©

Life, including annuities and health
Health

Property and Marine, excluding #5
Title

Wet Marine and Transportation
Casualty, excluding #7 and #8
Vehicle Liability

Workers' Compensation

Surety

2 or more of these listed lines

Commencing Business
Qn or After 7/1/91:

BoomNpo s wpp

Life, including annuities

Health

Property and Marine, excluding #5
Title

Wet Marine and Transportation
Casualty, excluding #7 and #8
Vehicle Liability

Workers' Compensation

Surety

2 or more of these listed lines

Capital

250,000

250,000

250,000

lesser of $500,000
or sum total

Capital

500,000
250,000
250,000
250,000
250,000
250,000
250,000
250,000
250,000
500.000

Capital

1,500,000
750,000
750,000
750,000
750,000
750,000
750,000
750,000
750,000

1,500,000

Surplus

#*

:

E HHHHFEHHHEHRHE

HHHHHHHHHHF

On or after 7/1/2001 any insurer which qualified to engage in business before 7/1/91 shall possess and maintain paid-in
capital in an amount not less than 150% of that required of insurers commencing business on 6/30/91.

#Minimum Surplus Required: (1) new insurers need minimum surplus of 150% of minimum capital stock; (2) insurer
which commenced business on or after 7/1/66 shall maintain surplus in an amount not less than 100% of minimum
capital required; (3) an insurer which commenced business before 7/1/66 shall maintain surplus in an amount not less
than 50% of minimum capital required.

*Vehicle Liability insurers which commenced business prior to 7/1/66 must also maintain $300,000 additional surplus.

MASSACHUSETTS 175 §§ 47 to 48, 51

1
2

3,
4.

Fire

Ocean Marine, Inland Navigation
a. 1+ Ocean marine

b. 1- ocean marine

Surety and Fidelity

Boiler and Machinery

Massachusettscontinued on next page
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Paid-Up Capital

200,000
300,000
400,000
300,000
200,000
200,000

103

Paid-Surplus

400,000
600,000
800,000
600,000
400,000
400,000

Mutual in Surplus
600,000

900,000

1,200,000

900,000

600,000
600,000



MASSACHUSETTS (cont.)
Paid Up Canital Paid-Surol Mutual i

5. Accident and Health, Liability and
Property Damage, Automobile Workers'

Compensation 400,000 800,000 1,200,000
- Accident and Health Only 100,000 200,000 300,000
6. Glass 100,000 200,000 300,000
7. Water Damage and Sprinkler Leakage 200,000
8. Elevator and Aircraft Property Damage 200,000 400,000 600,000
9. Credit Insurance 200,000 400,000 600,000
10. Title 100,000 200,000 300,000
11. Mortgage 200,000 400,000 600,000
12_ Burglary, Forgery and Larceny 200,000 400,000 600,000
13. Livestock 100,000 200,000 300,000
15. Reinsurance 500,000 1,000,000 1,500,000
16. Life 400,000 800.000 1,200,
17. Repair and Replacement (when combined
with one or more of classes 1, 2and 8) 400,000 800,000 1,200,000
19. Legal Services 100,000 200,000 300,000
Classes 6& 16 800,000 800,000
Classes 1 & 8 200,000
Classes 1 & 2except ocean marine 300,000
Classes 1 & 2 400,000
Classes 1 & 17 400,000
Classes 1, 2, 8, 17 400,000

Any 2 or more in Classes 4,5, 6,7,8,9, 10, 12, 13 - Largest amount plus 1/2requirement for each additional
line. Surplus is twice that amount.

MICHIGAN $500.410

Capital Surplus
1. Life 1,000,000 500,000
2. Life and Disability 1,000,000 500,000
3. Disability 1,000,000 500,000
4. Property and Marine 1,000,000 500,000
5. Automobile 1,000,000 500,000
6. Casualty 1,000,000 500,000
7. Surety and Fidelity 1,000,000 500,000
8. Surety and Fidelity, Casualty 1,000,000 500,000
9. Multiple Lines 1,000,000 500,000

1. $1,500,000 is the minimum amount of capital and surplus required for an initial COA. Dept. has authority to require
additional surplus. After licensure, $1,000,000 must remain unimpaired.
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MINNESOTA §§ 60A.06, 60A.07

Stock Insurers
1 Fire
2. Marine and Transportation
3. Boiler and Machinery
4. Life
5a. Accident and Sickness
Mutual insurers
5b.  Workers' Compensation
6. Fidelity and Surety
7. Title
8. Glass
9. Burglary, Theft and Forgery
10. Livestock
11. Credit
12. Vehicle
13. Liability
14. Elevator
15. Legal Expense
16. Multiple Lines

Mutual Insurers

Capital

350,000
350,000
200,000
1,000,000
500,000

500,000
500,000
500,000
200,000
200,000
200,000
350,000
500,000
500,000
200,000
350,000
1,000,000

Surplus#

350,000/175,000
350,000/175,000
200,000/100,000
2,000,000/500,000
1,000,000/500,000
1,500,000/1,000,000
1,000,000/500,000
500,000/250,000
500,000/250,000
200,000/100,000
200,000/100,000
200,000/100,000
700,000/350,000
1,000,000/500,000
1,000,000/500,000
200,000/100,000
350,000/175,000
1,000,000/500,000
2,000,000/1,500,000

#First amount is initial requirement/second amount is that to be constantly maintained
Mutual insurers must meet same surplus requirements except where otherwise specified.

MISSISSIPPI $83-19-31

Capital Surplus
1. Glass, Fire, Windstorm, Related
Coverages, Wet Marine or Inland Marine 400,000 600,000
2. Fidelity, Casualty, Surety or Guaranty 400,000 600,000
3. Sprinkler Leakage 400,000 600,000
4. Vehicle, Bicycles, Aircraft and Elevator 400,000 600,000
5. Life or Accident and Health 400,000 600,000
5a. Life, Accident and Health 400,000 600,000
6. Industrial Life 100,000 50,000
7. Multiple Lines 600,000 900,000
MISSOURI §§ 376.280, 379.010, 379.525
Capital Surplus
Licensed after 7/1/87:
Stock Insurers:
Life and Accident 600,000 600,000
Property or Liability or Fidelity and Surety
or Accident and Health 800,000 800,000
More than one of above P/C classes 1,200,000 1,200,000

Missouri continued on next page
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MISSQURI (cont.)

P/C insurers licensed prior to 7/11/87, have until December 31, 1992to meet requirements, in graduated steps:

Capital Surplus
One line by 12/31/9 1surplus of 700,000 700,000
More than one line by 12/31/91
surplus of 1,100,000 1,100,000
Mutual Insurers:
More than one line 2,400,000
Single line mutuals 1,600,000

Mutuals licensed prior to 7/1/87 have until 12/31/92to increase surplus to these amounts in graduated steps:

One line by 12/31/91 surplus of 1,400,000
More than one line by 12/31/91
surplus of 2,200,000

MONTANA §§ 33-2-109, 33-3-204

Capital surplus
1. Life 200,000 200,000
2. Disability 200,000 200,000
3. Life and Disability 300,000 300,000
4. Credit Life and Disability 50,000 50,000
5. Property 400,000 400,000
6. Marine 400,000 400,000
7a. Casualty, except Workers' Compensation 400,000 400,000
7h. Casualty with Workers' Compensation 600,000 600,000
8. Surety 500,000 500,000
9. Title 200,000 200,000
10. Multiple Lines 800,000 800,000
NEBRASKA §§ 44-201, 44-214, 44-219, 22-243
Initial Capital
and Surplus
(Stock) or Maintained
Surplus (Mutual) Surplus
Life and Variable Life without Variable

Annuities and/or Accident and Sickness, or
any one line P/C 1,000,000 1,000,000
All Lines including variable annuities 2,000,000 2,000,000
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NEVADA § 680A.120

Effective 10-1-91 for a certificate of authority must have:
Paid-In Capital
(Stock) or Basic
Surplus (Mutual)  Initi Sumnl
Life, health, property, casualty, surety,
marine and transportation, and multiple

line 500.000 1,000,000
Title 500,000 750,000
Financial Guarantee 10,000,000 40,000,000

Insurers licensed prior to effective date may continue to meet the requirements below until 1/1/94.

1. Life 200,000 500,000
2. Health 200,000 500,000
3. Life and Health 300,000 750,000
4. Property 300,000 750,000
5. Casualty 300,000 750,000
6. Casualty and Health 400,000 1,000,000
7. Surety 500,000 1,000,000
8. Marine and Transportation 300,000 750,000
9. Multiple Line 500,000 1,000,000
10. Title 100,000 250,000

NEW HAMPSHIRE §§ 401:4, 402:13, 402:14, 405:2, 405:4, 411:1, 416-A:5

1. All Stock Insurers 800,000 200,000 1,000,000
2. All Mutual Insurers 500,000 800,000
3. Multiple Lines 400,000 400,000
4. Life Stock Insurers 600,000 150,000 750,000
5. Title Insurers 200,000 100,000 300,000
NEW JERSEY §§ 17B:18-35, 17:17-1, 17:46B-7, 17:17-6, 17:17-7
Stock Insurers Mutuals
Net Cash
Capital Surplus Assets
a. Fire and Casualty 200,000 100,000
b. Marine and Transportation 200,000 100,000
c. Lifeand Health 800,000 1,700,000 600,000
d. Liability 400,000 600,000 300,000
e. Workers' Compensation 300,000
f. Boiler and Machinery
g. Fidelity and Surety 250,000 50% capital 375,000
h. Title 500,000 250,000
1 Credit
j. Burglary and Theft
k. Glass
1. Water Damage and Sprinkler Leakage 200,000 100,000
m. Livestock
n.  Smoke and Smudge

New Jersey continued on next page
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NEW JERSEY (cont.)

Stock Insurers Mutuals

Net Cash

Capital Surplus Assets
o. All Lines but Life and Health 2,000,000 1,000,000
p. Life and Annuity 1,000,000 2,100,000
q. Life, Health, Annuity 1,500,000 2,850,000
r. Health 500,000 750,000

Stock Insurers: minimum capital $200,000 with additional $100,000 for each additional line; minimum surplus 50% of
capital.
Mutual Insurers: minimum $50,000net cash assets required for each line authorized to transact.

NEW MEXICO § 59A-5-16

Capital Surplus
1. Life andlor Health 600,000 400,000
2. General Casualty and/or Surety 500,000 500,000
3. Property and/or Marine and Transportation 500,000 500,000
4. Vehicle 500,000 500,000
5. Title 500,000 500,000
6. Multiple Lines, except life and/or health
and title, per each additional line transacted 100,000 100,000
Aggregate Requirements Related to Premium Volume (earned or received):
$5 to $10 $10to $25 Over $25
Million Million Million
1. Life and/or Health 700,000 800,000 900,000
2. General Casualty and/or Surety 800,000 900,000 1,000,000
3. Property and/or Marine and Transportation 800,000 900,000 1,000,000
4. Vehicle 800,000 900,000 1,000,000
5. Title 800,000 900,000 1,000,000
NEW YO=  §§ 1113,4103,4202,4208,4107
Domestic Stock Companies
Capital Surplus
Group A:
1. Life 2,000,000 4,000,000
2. Annuities (initial surplus) 150,000 100,000
3a. Accident and Sickness 100,000 50,000
3b. Disability 100,000 50,000
5. Miscellaneous Property?
6. Water Damage@.€ 100,000 50,000
*7. Burglary and Theft 300,000 150,000
*8. Glass 100,000 50,000
*9. Boiler and Machinery 100,000 50,000
*10. Elevator 100,000 50,000
*11.  Animal 100,000 50,000
12. Collisionb:c,d 100,000 50,000
*13.  Personal Injury Liability 500,000 250,000
*14. Property Damage Liability 100,000 50,000

New York continued on next page
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NEW YORK (cont.)

Domestic Stock Companies
Capital Surplus
*15. Workers' Compensation/Employer 500,000 250,000
Liability
*16. Fidelity and Surety 900,000 450,000
*17. Credit 400,000 200,000
18. Title
19. Motor Vehicle and Aircraft Physical
DamageS:d
21. Marine Protection and IndemnityoI
22. Residual Value 2,000,000 1,000,000
23. Mortgage Guaranty
24. Credit Unemployment 400,000 200,000
* Basic Additional Amount Required to
Write Any One or More of These Lines 100,000 50,000
Group B:
4. Fire® 500,000 500,000
20. Marine and Inland Marined 500,000 500,000

Multiple Lines: Domestic Stock Property/Casualty Insurers

If licensed to write one or more of the lines in Group A and having minimum capital of $1,000,000 may be licensed to
write any other kind of insurance in Group A upon having an initial surplus equal to the aggregate of capital and surplus
specified and shall maintain a surplus of the greater of $1,000,000or aggregate capital specified.

If licensed to write any kind of insurance in Group A, must have minimum capital of $1,0600,000 and an initial surplus
equal to the aggregate of capital and surplus specified before being additionally authorized to transact any insurance of
Group B. Insurer shall maintain a surplus of the greater of $1,000,000 or aggregate capital specified.

Insurers reinsuring lines of business and transacting business outside the U.S_for which they are not licensed to write
directly, must maintain a minimum surplus to policyholders of $35,000,000 and a deposit of $3,000,000 (included in
surplus of policyholders).

4 if licensed to write fire (4), additional capital and surplus is not required

b if licensed to write fire (4) or marine and inland marine (20), additional capital and surplus is not required

C if licensed to write fire (4), no additional capital and surplus is required to write miscellaneous property (5), water
damage (6), collision (12), motor vehicle and aircraft physical damage (19) or inland marine only (20)

d if licensed to write marine and inland marine (20), no additional capital and surplus is required to write collision (12),
motor vehicle and aircraft physical damage (19) or marine protection and indemnity (21)

New Yotk cotinued on next page
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NEW YORK (cont.)

TABLE TWO
Minimum
Surplusto be
Initial Surpl Maintained
Fire 4 [also5,6,
12,19 and 20
inland]a:b.€ 300,000 200,000
Burglary 7 300,000 200,000
Glass 8 150,000 100,000
Boiler 9 300,000 200,000
Elevator 10 150,000 100,000
Animal 11 150,000 100,000
Liab. -P.I 13 [als06,12
and 14]¢:€ 500,000 400,000
Workers' Comp. 15f 500,000 400,000
Fidelity/Surety 16 1,500,000 1,000,000
Credit 17 750,000 500,000
Marine 20 [also 12.19
and 21]b.d.e 1,000,000 500,000
Marine P.&1. 21b 500,000 500,000

If licensed to write any kind of insurance specified in TABLE TWO ,a mutual property/casualty company may write any
one or more of the kinds of insurance specifiedin TABLE THREE - Group A and Group B.

If licensed to write any kind of insurance specified in TABLE THREE - Group A, it may write any one or more of the
kinds of insurance specified in TABLE THREE - Group C.

TABLE THREE

Minimum
Surplusto be

Group A
Burglary 7 100,000 100,000
Glass 8 50,000 50,000
Boiler 9 100,000 100,000
Elevator 10 50,000 50,000
Animal 11 50,000 50,000
Liab. - P.1. 136, 300,000 300,000
Workers' Comp. 15 300,000 300,000
Fidelity/Surety 16 900,000 900,000
Credit 17 300,000 300,000

Group B

Fire 4 [als05,6,12,19
and 20 inland] 300,000 200,000

Marine 20 [als0 12,19
and 21]b:d.e 1,000,000 500,000
Accident & Health 3(3) 100,000 100,000
Accident & Health 3(i1) 100,000 100,000
Water Damage 63.C.8 50,000 50,000
Collision 128,6h 50,000 50,000
Liab. P.D. 14%.€ 50,000 50,000
Residual Value 22 3,000,000 2,000,000

New York continued on next page
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NEW YORK (cont.)

A mutual property/casualty insurance company may be licensed to write any one kind of insurance as specified in

TABLE TWO [exceptas provided for in b], subject to the following:

a. If licensed to write paragraph 4,no additional surplus required for 5,6,12,19 and 20 (inland marine).

b. If organized to write paragraphs 4, 20 or 21, the initial and minimum surplus required for paragraphs 7, 8, 9, 10,
11, 13, 15, 16, 0r 17to be taken from TABLE TWO for the line with the highest initial surplus.

c. If licensed to write paragraph 13, no additional surplus required for paragraphs, 6, 12and 14.

d. If licensed to write paragraph 20, no additional surplus required for paragraphs, 12, 19and 21.

e If licensed to write paragraphs 13, 14and 19, must maintain a surplus of $600,000.

f If licensed to write paragraph 15, no additional surplus required for paragraph 3(i) if licensed for the purpose of
Acrticle 9 of the workers' compensation law.

g. If licensed to write paragraph 4 or 13, no additional surplus required.

h If licensed to write paragraphs 4, 13or 20, no additional surplus required.

NORTH CAROLINA §§ 58-7-75.58-7-15

Paic. In Capital Surplus

1. Life 600,000 900,000/150,000#

2. Accident and Health (cancellable) 400,000 600,000/100,000
3. Accidentand Health (cancellable and

noncancelable) 600,000 900,000/150,000

4. One or more of the following lines: Fire,

Misc. Property, Water Damage, Burglary

and Theft, Animal, Collision, Motor

Vehicle and Aircraft, Marine, Marine

Protection and Indemnity or Miscellaneous 800,000 1,200,000/200,000
5. One or more of the following lines:

Accident and Health, Water Damage,

Burglary and Theft, Glass Boiler and

Machinery, Elevator, Animal, Collision,

Personal Injury Liability, Property Damage

Liability, Workers' Compensationand

Employers Liability, Fidelity and Surety,

Credit, Title, Motor Vehicle and Aircraft,

Marine, Marine Protection and Indemnity

or Miscellaneous. 1,000,000 1,500,000/250,000

#First amount is initial requirement/second amount is that to be constantly maintained

Constantly
Maintained
Initial Surplus Surplus
NMutual:
1. Limited Assessable:
Fire, Misc. Property, Water Damage,
Burglary and Theft, Glass, Boiler and
Machinery, Animal, Collision, Motor
Vehicle and Aircraft, Marine, Marine
Protection and Indemnity and/or
Miscellaneouslines 300,000 300,000

North Carolina continued on next page
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NORTH CAROLINA (cont.)

2. Assessable:

A. Fire, Misc. Property and/or Water
Damage

B. Burglary and Theft, Glass, Animal,
Collision, Motor Vehicle and Aircraft,
Marine, Marine Protection and Indemnity
and/or Miscellaneous lines

C. Multiple Lines

Nonassessable:

A. Fire, Misc. Property, Water Damage,
Burglary and Theft, Glass, Boiler and
Machinery, Animal, Collision, Motor
Vehicle and Aircraft, Marine, Marine
Protection and Indemnity and/or
Miscellaneous lines

B. Accident and Health, Water Damage,
Burglary and Theft, Glass, Boiler and
Machinery, Elevator, Animal, Collision,
Personal Injury Liability, Property Damage
Liability, Workers' Compensation and
Employers Liability, Fidelity and Surety,
Credit, Title, Motor Vehicle and Aircraft,
Marine, Marine Protection and Indemnity,
and/or Miscellaneous

C. Multiple Lines (A and B above)

D. Life

E. Accidental Death and Personal Injury
F. Life, Accidental Death and Personal
Injury

G. Disability

H. Multiple Lines

twice the net retained liability under
the largest policy of insurance; never
less than $60,000

60,000 constantly maintained
400,000 constantly maintained

800,000 constantly maintained

1,000,000 constantly maintained
1,800,000 constantly maintained
200,000/100,0004#
200,000/100,000#
400,000/200,000#

500,000/300,000#
1,000,000 constantly maintained

#First amount is initial requirement/second amount is that to be constantly maintained

NORTH DAKOTA §§ 26.1-05-04, 26.1-12-08, 26.1-12-10

Capital Surplus
1. All Stock Insurers 500,000 500,000
2. All Mutual Companies 1,000,000
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OHIO §8§ 3907.05, 3909.02, 3925.12, 3929.011
Stock insurers other than life or title:

For a new or renewal certificate of authority issued after 8/8/91, domestic and foreign insurers writing the lines in each
list must have:

Total

Maintained
Capital and At Least At Least
Surplus Capital Surplus
1. ListA 2,500,000 1,000,000 1,000,000
2. ListB 5,000,000 2,000,000 2,000,000
3. ListC 10,000,000 4,500,000 4,500,000

4. Assumes reinsurance and writes from List

AorB 10,000,000 4,500,000 4,500,000

Mutual insurers other than life or title:

For a new or renewal certificate of authority issued after 8/8/91, insurers writing any of the lines listed in each list shall
have:

Total

Maintained

Surplus

1 ListA 2,500,000

2. ListB 5,000,000

3. ListC 10,000,000
4. Assumes reinsurance and writes from List

AorB 10,000,000

A

fire, allied lines, farmowners multiple peril, homeowners multiple peril, ocean marine, inland marine, earthquake, group
accident and health, credit accident and health, auto liability, auto physical damage, aircraft, glass, burglary and theft,
boiler and machinery, and credit.

B

commercial multiple peril, financial guaranty, medical malpractice, workers compensation, other liability, fidelity,
surety, any other risk other than life insurance.

C

reinsurance only.

Titleinsurers
$120,000 capital and $180,000 surplus.
Life insurers:

Stock:
$2,500,000 capital and surplus with at least $1,000,000 each in capital and surplus.

Mutual:
$1,000,000 surplus.
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OKLAHOMA tit. 36 §§ 610to 612.2

Life and/or Accident and Health
Property

Marine

Casualty

Vehicle

Surety

Alien-Surety

Title

All Insurance Except Life, Surety and Title
All Insurance Except Life and Title
Workers” Compensation
Guaranteed Renewable A&H

Boo~NouswnRk

e
N =

13. Additional Lines, per line

Capital and
Surplus

500,000
500,000
500,000
500,000
500,000
500,000
500,000
500,000
500,000
500,000
5,000,000
2,000,000

(if licensed
after 10/1/84);
1,000,000, if
licensed before
that date
100,000

Additional
Expendable

50%of min.
50% of min.
50%of min.
50% of min.
50% of min.
50% of min.
50% of min.
50% of min.
50% of min.
50% of min.

50% of min.

Surplus

surplus
surplus
surplus
surplus
surplus
surplus
surplus
surplus
surplus
surplus

surplus

Vehicle and Accident and Health may be combined with Casualty without additional funds.

OREGON §§ 731.554, 731.558, 731.562, 750.045

1. All insurers not defined below:
Additional when first authorized for any
Certificate of Authority:

Workers” Compensation

Mortgage

Home Protection

Sl SN

o

Title
6. Health Care Service Contractors

Capital and
Surplus

1,000,000

500,000
3,000,000
4,000,000

10%aggregate
premiums, not
less than

40,000 nor more

than 1,000,000
500,000
250,000 min,
500,000 min.

PENNSYLVANIA §§ 40-5-106, 40-37-101, 40-59-102, 40-61-105

L Property/Casuyalty Companies

(@) Class of Business
(1) Life, Variable Life, Variable Annuities
(2) Life, Variable Life, Variable Annuities,

Health and Disability
Total (a) Authority

Pennsylvaniacontinued on next page
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PENNSYLVANIA (cont.)

Capital Surplus Tota]

(b) Class of Business
(1) Fire, Allied Lines 100,000 50,000 150,000
(2) Inland Marine, Auto Physical Damage 100,000 50,000 150,000
(3) Ocean Marine 200,000 100,000 300,000
Total (b) Authority 400,000 200,000 600,000

Minimum capital and surplus for any one (c) authority is at least $750,000 and $375,000, respectively. For any two or

more classes of insurance, the capital must equal the greater of $750,000 or the sum of total reauired for each class;
surplus must equal or exceed 50% of the minimum required capital.

Capital Surplus Total
(c) Class of Business

(1) Fidelity & Surety 200,000 100,000 300,000
(2) Accident and Health 50,000 25,000 75,000
(3) Glass 50,000 25.000 75,000

(4) Other Liability including:

professional liability,
medical malpractice, etc. 50,000 25,000 75,000
(5) Boiler & Machinery 50,000 25,000 75,000
(6) Burglary & Theft 50,000 25,000 75,000
(7) Credit 100,000 50,000 150,000
(8) Water Damage 50,000 25,000 75,000
(9) Elevator 50,000 25,000 75,000
(10) Livestock 50,000 25,000 75,000
(11) Auto Liability 500,000 250,000 750,000
(12) Mine 50,000 25,000 75,000
(13) Personal Property Floater 50,000 25,000 75,000
(14) Workers' Compensation 750,000 375.000 1.125.000
Total (c) Authority 1,950,000 975,000 2,925,000
Total (a), (b) & () Authority 4,450,000 2,225,000 6,675,000

Mutual insurers issuing non-assessable policies must possess surplus equal to the capital required for stock insurers.

IL. Title Companies

Must possess capital of at least $250,000 and surplus of at least $125,000.

Capital Surplus Total

1. Life Insurers
Life and Annuities 1,000,000 500,000 1,500,000
Accident and Health 100,000 S50.000 150,000
Total 1,100,000 550,000 1,650,000

Mutual life insurers must have a guarantee capital, before commencing business, of not less than $500,000, and shall
maintain unimpaired a policyholders surplus of $250,000 out of guarantee capital, surplus, or any combination thereof.
Mutual life insurers authorized to issue variable annuity contracts, in addition to life and annuity contracts, must have a
policyholders surplus of not less than $1,500,000.

No additional amounts are required by stock life insurers for variable life and variable annuity authority; however,
separate authorization must be sought for variable authority as contained in PA Code, Title 31, Chapters 82 and 85.

Pennsylvaniacontinuedon next page
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BENNSYLVANIA (cont.)

NOTE; The above capital and surplus amounts are statutory minimums. The Insurance Commissioner has the discretion
to require additional amounts. Because Section 503 of the Insurance Department Act requires insurers to maintain the
minimum required capital and surplus unimpaired at all times, the Insurance Commissioner will require newly-
incorporated insurers to demonstrate possession of surplus over the statutory minimum amount. The exact amount of
additional surplus will be dependent upon the financial forecasts included in the insurer’sbusiness plan.

—JO RICQ 26§§ 309,310,312

Capital Surplus

1 Life* 500,000 50% of capital
2. Disability* 300,000 50% of capital
3. Life and Disability* 800,000 50% of capital
4. Property 500,000 50% of capital
5. Agricultural Only must qualify for must qualify for
property property

6. Marine and Transport 500,000 50% of capital
7. Casualty 600,000 50% of capital
8. Vehicle Only 500,000 50% of capital
9. Surety and Fidelity 750,000 50% of capital
10. Title* 500,000 50% of capital
11. Mortgage Loans* 1,000,000 50% of capital
12. All Lines but Life and Mortgage Loans 1,000,000 50% of capital

*For lawful combinations, add $200,000 for each additional kind of insurance to the amount required above.

RHODE ISLAND §§ 27-2-5, 27-1-37

Stock Mutuals
Assets Over
1. Domestic Insurers 1,000,000 2,000,000 3,000,000
2. Foreign Insurers 1,000,000 2,000,000 3,000,000
3. Monoline Companies 2,000,000 capital and surplus
SOUTH CAROLINA §§ 38-9-10, 38-9-20, 38-6-30
Maintained
Capital nitial Surplus Surplus
Stock:
1. Life 600,000 600,000 25% initial amount
2. Accident and Health 600,000 600,000 25% initial amount
3. Life, Accident and Health 1,200,000 1,200,000 25% initial amount
4. Property 1,200,000 1200000 25% initial amount
5. Casualty 1,200,000 1200000 25% initial amount
6. Surety 1,200,000 1,200,000 25% initial amount
7. Marine 1,200,000 1,200,000 25% initial amount
8. Title 600,000 600,000 25% initial amount
9. Multiple Lines 1,500,000 1,500,000 25% initial amount

The Commissioner may require additional initial capital and surplus based on the type or nature of business transacted.

Insurers licensed prior to 7/1/91 which do not meet the minimum requirements shown, must maintain at least the capital
shown on 1990annual statement and surplus in an amount of at least 25% of that amount.

South Carolina continued on next page
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SOUTH CAROLINA (cont.)

Initial Surp]

Mutual Insurers:
1. Life 1,200,000
2. Accident and Health 1,200,000
3. Life, Accident and Health 2,400,000
4. Property 2,400,000
5. Casualty 2,400,000
6. Surety 2,400,000
7. Marine 2,400,000
8. Title 1,200,000
9. Multiple Lines 3,000,000

Mutual insurers maintained surplus must be equal to the sum of capital and maintained surplus of a licensed stock
insurer.

The Commissioner may require additional initial surplus based on the type or nature of business transacted.

Insurers licensed prior to 7/1/91 which do not meet the minimum requirements shown, must maintain at least the capital
shown on 1990annual statement and surplus in an amount of at least 25% of that amount.

SQUTH DAKOTA §§ 58-6-23, 58-6-25

Capita] Surplus

1. Life

Domestic 200,000 300,000

Foreign 300,000 350,000
2. Health

Domestic 200,000 300,000

Foreign 300,000 350,000
3. Life and Health

Domestic 400,000 400,000

Foreign 400,000 425,000
4. Property 200,000 300,000
5. Casualty with Workers' Compensation 300,000 350,000

without Workers' Compensation 200,000 300,000
6. Marine and Transportation 200,000 300,000
7. Surety 200,000 300,000
8. Title 200,000 300,000
9. Multiple Lines 400,000 400,000

If within 3 years after initial certificate of authority is issued, the insurer applies to transact additional line(s), it must
possess capital and surplus in the aggregate as shown above.

TENNESSEE §§ 56-2-114, 56-2-115

Capital Surplus

1. All Insurers 1,000,000 1,000,000
2. Reinsurance Only - Credit Life and/or

Accident and Health 150,000 50% of capital
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TEXAS Arts. 2.02, 3.02,3.22, 15.04,21.43, 21 .44

Capital Surplus
1. Companies Other Than Life, Accident or
Health 1,000,000 1,000,000
2. Life and/or Accident and/or Health 700,000 700,000
3. Foreign Mutual - Cyclone, Tornado, Hail
and Storm Insurance 2,000,000

By 12/31/92,company's capital must be increased by at least 10% of the difference between the minimum capital level
required for a newly incorporated company and the company's capital on December 31, 1991.

By 12/31/93,company's capital must be increased by at least 20% of the difference between the minimum capital level
required by a newly incorporated company and the company's capital on December 31, 1991.

By 12/31/94,increase by at least 30%.

By 12/31/95, increase by at least 40%.

By 12/31/96,increase by at least 50%.

By 12/31/97,increase by at least 60%.

By 12/31/98,increase by at least 70%.

By 12/31/99,increase by at least 80%.

By 12/31/2000,increase by at least 90%.
By 12/31/2001,same as for new company.

The board may adopt rules, regulations and guidelinesrequiring.any company incorporated under this article and any
admitted alien or foreign insurer to maintain capital and surplus levels in excess of the statutory levels required by this
article based upon nature, type and volume of risks, company's portfolio, and company's reserves.

UTAH §§ 31A-5-211, 31A-17-302, 31A-6-204, 31A-7-201, 31A-9-209, 31A-14-205

Capital (Stock)

or Surplus Compulsory
(Mutual) Surplus
1. Life, Annuity, Disability or and
combination 400,000 (See note #)
*2.  Property 200,000
*3.  Surety 300,000
*4, Bail Bonds Only 100,000
*5.  Marine and Transportation 200,000
*6. Vehicle Liability 400,000
*7. Liability 600,000
*8.  Workers' Compensation 300,000
9. Title 200,000
10. Professional Liability, excluding Medical
Malpractice 700,000
11. Professional Liability, including Medical
Malpractice 1,000,000
12. Multiple Lines, except life, annuity or title 2,000,000

*Subject to an aggregate of $1,000,000 capital for more than one of these lines.

Assessable Mutuals: shall not issue life or annuities; need not have a permanent surplus if policyholder assessment

liability is unlimited; compulsory surplus is equal to that required of an insurer in compliance with the code.

Utah continuedon next page
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UTAH (cont.)

# Compulsory Surplus: the greater of

a. 75% minimum capital; or

b. net total of $S0O per $1,000 life insurance amount at risk, plus 10% disability premiums earned, plus
3 1/2% annuity reserves, plus 15% net workers' compensation and other liability premiums earned, plus
20% medical malpractice premiums earned, plus 10% net premiums earned on lines of insurance not set
forth, plus 5% admitted value of common stocks and real estate, plus 2% admitted value of all other
invested assets (some exclusions apply), less any mandatory security valuation reserve being
maintained, and less minimum required capital (or permanent surplus) required.

"Phase-In Standards" apply to insurers who do not meet the above compulsory surplus requirements as of 12/31/86.

YERMONT tit. 8 §§ 3301, 3304, 3309; Bulletin 43

Capital Surplus
Stock Insurers:
All Insurers Seeking to
Commence 2,000,000 3,000,000
Business After 7/1/91
Prior to 7/1/91 250,000 150,000

Basic Surplus Free Surplus
Mutual Insurers:
Commencing Business After
7/1/91 2,000,000 3,000,000
Prior to 7/1/91 250,000 150,000

Commissioner may prescribe additional capital or surplus for all insurers based upon the type, volume, and nature of
insurance transacted.

VIRGIN ISLANDS tit. 22 §§ 451, 462, 466

.
Initial Requi : Capital Surplus
1 Life 100,000 50,000

2. Disability 100,000 25,000

3. Life and Disability 125,000 75,000

4. Property 200,000 50,000

5. Marine and Transportation 250,000 150,000

6. Vehicle Only 200,000 100,000

7. General Casualty 300,000 150,000

8. Surety 100,000 400,000

9. Bail Bonds Only 25,000 25,000

10. All Lines but Life and Title 450,000 250,000

Virgin Islands continued on next page
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YIRGIN [SI ANDS (cont.)

Additional Capital Requirements:
A. Authorized for Disability:
Property
Vehicle
General Casualty
Marine and Transportation
Surety
Bail Bond
Fidelity
B. Authorized for Property:
Disability
Vehicle
General Casualty
Marine and Transportation
Surety
Bail Bond
Fidelity
C. Authorized for Vehicle:
Disability
Property
General Casualty
Marine and Transportation
Surety
Bail Bond
Fidelity
D. Authorized for General Casualty:
Disability
Property
Vehicle
Marine and Transportation
Surety
Bail Bond
Fidelity

E. Authorized for Marine and Transportation:

Disability
Property
Vehicle
General Casualty
Surety
Bail Bond
Fidelity

F. Authorized for Surety:
Disability
Property
Vehicle
General Casualty
Marine and Transportation
Bail Bond
Fidelity

Virgin Islands continued on next page
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150,000
150,000
200,000
250,000
250,000

50,000

50,000

50,000
100,000
150,000
100,000
150,000

50,000

50,000

50,000
100,000
100,000
100,000
150,000

50,000

50,000

none
50,000
none
50,000
50,000
25,000
none

50,000
50,000
50,000
100,000
100,000
25,000
50,000

50,000
50,000
50,000
50,000
50,000

none

none



VIRGIN ISLANDS (cont.)

Capital Surplus
G. Authorized for Bail Bond:
Disability 100,000
Property 200,000
Vehicle 200,000
General Casualty 275,000
Marine and Transportation 225,000
Surety 250,000
Fidelity 50,000
Special Surplus:
A. Vehicle, General Casualty (except disability and fidelity), Marine and Transportation, or Surety (except
bail bond and fidelity), shall be $100,000.
B. All Lines but Life, Title and Disability: $250,000.
VIRGINIA §§ 38.2-1037, 38.2-1028, 38.2-1029, 38.2-1030
Capital Surplus
New [nsurers:
1. All Stock Insurers 1,000,000 3,000,000
2. Assessable Mutual Insurers 1,600,000
3. Nonassessable Mutual Insurers 2,000,000
4. Nonassessable Mutual Insurers Authorized
After 6/30/91 4,000,000

Insurers licensed to transact business prior to 6/30/91 have until 7/1/94 to attain the above levels.

WASHINGTON §§ 48.05.340, 48.05.360

Paid-In (Stock) Capital
or Basic Surplus Additional
(Mutual) Surplus
Authorized Before 7/1/91:

1. Life 1,000,000 1,000,000
2. Disability 1,000,000 1,000,000
3. Life and Disability 1,200,000 1,200,000
4. Property 1,000,000 1,000,000
5. Marine and Transportation 1,000,000 1,000,000
6. General Casualty 1,200,000 1,200,000
7. Vehicle 1,000,000 1,000,000
8. Surety 1,000,000 1,000,000

9. Any Two of the Following: Property,

Marine and Transportation, General

Casualty, Vehicle, Surety, or Disability 1,500,000 1,500,000
10. Multiple Lines (all but Life and Title) 1,500,000 1,500,000

Washington continued on next page
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WASHINGTON (cont.)

Paid-In (Stock) Capital
or Basic Surplus Additional
Mutual) Surplus
Authorized On or After 7/1/91:

1 Life 2,000,000 2,000,000
2. Disability 2,000,000 2,000,000
3. Life and Disability 2,400,000 2,400,000
4. Property 2,000,000 2,000,000
5. Marine and Transportation 2,000,000 2,000,000
6. General Casualty 2,400,000 2,400,000
7. Vehicle 2,000,000 2,000,000
8. Surety 2,000,000 2,000,000

9. Any Two of the Following: Property,

Marine and Transportation, General

Casualty, Vehicle, Surety, or Disability 3,000,000 3,000,000
10. Multiple Lines (all but Life and Title) 3,000,000 3,000,000

WEST VIRGINIA §§ 33-3-5a, 33-3-5b, 33-24-10
Minimum Capital
(stock insurer)

or Surplus
Authorized prior to 3/10/90:

1. Life 750,000 2,000,000
2. Accident and Sickness 750,000 2,000,000
3. Life, Accident and Sickness 1,000,000 2,000,000
4, Fire and Marine 250,000 2,000,000
5. Casualty 250,000 2,000,000
6. Surety 600,000 2,000,000
7. Accident and Sickness with:

Fire and Marine and/or Casualty 450,000 2.000,000
8. Fire and Marine and Casualty 500,000 2,000,000
9. Surety with Accident and Sickness, Fire

and Marine, and/or Casualty 750,000 2,000,000

Insurers authorized under prior law have until 1/1/93 to meet requirements below.

WISCONSIN § 611.19
Minimum Capital
(stock insurer)
or Surplus

(mutual insurerY  Additional Surplus

1. All Stock and Nonassessable Mutual

Insurers 2,000,000 50% of minimum
2. Assessable Mutuals:
Initial Minimum 100,000
Assessment Unlimited none
Assessment Limited reduced to
reasonable
amount

Commissioner may reduce the required amounts.
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WYOMING §§ 26-3-108 to 26-3-110, 26-24-109

Reciprocals
and Foreign
Stock Insurers Domestic
Mutuals Mutuals
Capital Surplus Surplus Surplus
1 Life 1,000,000 500,000 1,500,000 150,000
2. Disability 1,000,000 500,000 1,500,000 150,000
3. Life and Disability 1,000,000 1,000,000 2,000,000
4. Property 1,000,000 1,000,000 2,000,000 200,000
5. Casualty without Surety or W.C. 1,000,000 1,000,000 2,000,000 200,000
6. Casualty with Surety and W.C. 1,000,000 1,500,000 2,500,000 250,000
7. Marine and Transportation 1,000,000 1,000,000 2,000,000
8. Multiple Line (property and any
additional kind) 2,000,000 2,000,000 4,000,000
9. Title 500,000 250,000

The commissioner may require additional capital and surplus based on types, volume, and nature of insurance business
transacted.

Every attempt has been made to provide correct and completeinformation. The reader should consult the statutes of the specific states to ascertainall applicable requirements.

NAIC
9/17/92
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INTRODUCTION

A system of effective solvency regulation has certain
basic components. It requires that regulators have ade-
quate statutory and administrative authority to regulate
an insurer’s corporate and financial affairs. It requires
that regulators have the necessary resources to carry out
that authority. Finally, it requires that insurance depart-
ments have in place organizationaland personnel practic-
es designed for effective regulation.

Toguidestate legislatures and state insurancedepart-
ments in the development of effective solvency regula-
tion, the NAIC began, in 1988, the process which led to
the adoption of the NAIC Financial Regulation Standards
in June 1989. These standards, discussed in greater detail
below, establish minimum requirements for an effective
regulatory system in each state.

In order to provide guidance to the states regarding
the minimum standards and an incentive to put them in
place, the NAIC adopted in June 1990a formal certifica-
tion program. Under this plan, each state’s insurance de-
partment will be reviewed by an independent review team
whose job it is to assess that department’s compliance with
the NAIC Financial Regulation Standards. Departments
meeting the NAIC Standardswillbe publicly acknowledged,
while departmentsnot in compliancewill be given guidance
by the NAIC to bring the department into compliance.
Furthermore, beginning in January 1994, accredited states
will not accept reports of zone examinationsfromunaccred-
ited states except under limited circumstances, providing
further impetus for statesto adopt the minimum standards.
It is likely that states will pass similar provisions to act as
incentives for state insurance departments to become ac-
credited. For example, a state may decide not to license a
company domiciled in a non-accredited state.

To help states assess their compliance with the stan-
dards, the NAIC has performed a review of each state’s
laws and regulations addressing insurer insolvency, in or-
der to alert states to differences between the NAIC mod-
els that are a part of the Financial Regulation Standards
and each state’s statutes and regulations.

Thirteen states—Colorado, Florida, Illinois, lowa,
Kansas, Minnesota, New York, North Carolina, North
Dakota, Ohio, South Carolina, Virginia, and Wisconsin —
have undergone the formal certification processand have
been accredited asbeing in compliancewith the Financial
Regulation Standards. Additional states will be reviewed
in the second half of 1992.

HOW THE ACCREDITATION PROGRAM WORKS

The NAIC accreditation program establishes mini-
mum requirements under which a state insurance depart-
ment may seek initial accreditation. Additionally, the Pro-
gram establishes guidelines for states already accredited
to maintain that accreditation over time.

Initial Accreditation Review

1. State requests an accreditation review by contacting
the Support and Services Office (SSO) of the NAIC.
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10.

11.

NAIC/SSO confirmswith the state that the Financial
Regulation Standards Self-Evaluation Guide on file
at the SSO is current and complete or requests the
state to submit an updated Self- Evaluation Guide.

NAIC/SSO notifies the Financial Regulation Stan-
dards and Accreditation Committee (FRSAC) that
the state has requested an accreditation review and
provides FRSAC with a list of qualified Review Team
candidates, comprised of expertsin insurance regula-
tion with no present ties to either the industry or an
insurance department.

FRSAC selects the Review Team and the Review
Team Leader from the qualified list. The Review
Team consists of three to six individuals, depending
on the size of the state. At least one of the Review
Team members is required to be a disinterested for-
mer executive level regulator.

NAIC/SSO notifies the state of the Review Team se-
lected by the FRSAC.

NAIC/SSO notifies the Review Team members.The
Review Team members are paid by the NAIC/SSO at
a set hourly rate for the time plus reasonable actual
expenses incurred.

NAIC/SSO works with the state to schedule the site
visit and notifiesthe Review Team of the timing. Gen-
erally, a site visit takes three to five days, depending
on the size of the state.

NAIC/SSO sends copies of the state’s completed Fi-
nancial Regulation Standards Self-Evaluation Guide
plus any applicable supporting documentation and
the NAIC/SSO staff’ssynopsisof the Self-Evaluation
Guide and detailed review of the Laws and Regula-
tions section including any concerns and potential
problemsto each Review Team member to enable the
Review Team to plan and prepare for the site visit.

NAIC/SSO notifies the state of the data, other infor-
mation, and interview needs of the Review Team for
their on-site review.

Review Team performs the on-site review followinga
general outline of procedures to be performed to al-
low for uniformity among the site visits at the differ-
ent states. In addition, an NAIC/SSO representative
isan observer on each sitevisit to help ensure unifor-
mity and consistency in each on-site review. Before
the on-site review, there is an initial meeting of the
team members to discuss comments and concerns
from review of the Financial Standards Seif-Evalua-
tion Guide and supporting documentation and the
NAIC staff’s synopsis of the Self- Evaluation Guide.

The on-site review consists of the following:
a. Interviewswith department personnel.
b. Review of laws and regulations.

C. Review of prior examinationreports and support-
ing work papers and analytical reviews.



12.

13.

14.

15.

16.

17.

18.

d. Inspection of regulatory files for selected com-
panies.

€. Review of organizational and personnel policies.

f.  Walk-through of the departmentto gain an under-
standing of document and communication flows.

g. Meeting of the team members to discuss com-
ments and findings from the review.

h. Closingconferencewith the state to discuss find-
ings.

As aresult of the site visit, a report is prepared by the
Review Team and submitted to the FRSAC by the
Team Leader. The report summarizes the scope of
the procedures performed during the site visit, docu-
ments the findings on an exception basis, highlights
major recommendations as a result of the review, and
concludes with an opinion of the Review Team as to
whether the Team believes that the state should be
accredited by the FRSAC.

FRSAC meets to discuss the Review Team’s report.
FRSAC also has copiesof the state’s Financial Regu-
lation Standards Self-Evaluation Guide and support-
ing documentation available. In addition, the Review
Team and/orthe Team Leader is present at the meet-
ing as needed. The NAIC/SSO representative who
served as an observer on the on-site review also at-
tends the meeting.

As a result of this meeting, the FRSAC makes a deci-
sion whether or not the state should be accredited. Ex-
cept in unusual circumstances, the recommendations of
the review team will be adopted by the FRSAC.

FRSAC informs the state of its decision. If the deci-
sion is favorable, the state receives an accreditation
award at the next scheduled NAIC national meeting,
and a press release acknowledging the accreditation
will be issued. If the decision is unfavorable, the state
has three options: withdraw the request for accredita-
tion; ask FRSAC to hold its decision in abeyance
pending legislative or other corrective action to bring
the state into compliance with the standards; or ask
the FRSAC to reconsider the decision.

If the state requests reconsideration, FRSAC meets
to hear the state’sappeal. Asa result of this meeting,
FRSAC makes a final decision regarding whether to
accreditthe state and inform the state of the decision.

Accreditation is for a five-year period, subject to an-
nual reviews of the state’s Financial Regulation Stan-
dards Self-Evaluation Guide. If information comes to
the attention of the FRSAC which suggests that a
state may no longer meet the standards, a special re-
view may be conducted.

If FRSAC concludes that the state should not be ac-
credited, the specificreasons are documented inare-
port to the state.

Interim Annual Reviews

1. Annually, on the first four anniversaries of the state’s
accreditation, the state shall submit updated Finan-
cial Regulation Standards Self-Evaluation Guides
along with a report which summarizes the changes
from the prior year to the NAIC/SSO.

2. The state’s report in the first interim year after ac-
creditation shallalsorespond to all recommendations
made in the Review Team’s report which was pre-
pared during the accreditation process.

3. NAIC/SSO will review the documentation submitted
by the state and summarize for presentation to
FRSAC.

4. After hearing the report from the NAIC/SSO,
FRSAC will determine whether the state still com-
plieswith the financial regulation standards. (FRSAC
can request that a representative of the state be pres-
ent to answer questions, if desired.)

5. If FRSAC finds the state to be in non-compliance
with the financial regulation standards, the specific
reasons would be documented in a letter to the state
and the accreditation would be revoked.

6. On the fifth anniversary of the state’s accreditation,
the state would be subject to a full accreditation re-
view followingthe steps outlined for an initial accred-
itation review above.

A CLOSER LOOK
AT THE MINIMUM STANDARDS

The financial regulation standards have been divided
into three major categories: laws and regulations; regula-
tory practices and procedures; and organizational and
personnel practices.

Laws and Regulations

1. Examination Authority

The department should have authority to examine com-
panies whenever it is deemed necessary. Such authority
should include complete access to the company’s books
and records and, if necessary, the records of any affiliated
company, agent, and/or managing general agent. Suchau-
thority should extend not only to inspect books and re-
cordsbut also to examine officers, employees, and agents
of the company under oath when deemed necessary with
respect to transactions directlyor indirectly related to the
company under examination.

2. Capital and Surplus Requirement

The department should have the ability to require that in-
surers have and maintain a minimum level of capital and
surplus to transact business. The department should have
the authority to require additional capital and surplus
based upon the type, volume, and nature of insurance
business transacted.

3. NAIC Accounting Practices and Procedures
Thedepartment should require that all companiesreport-



ing to the department file the appropriate NAIC annual
statement blank which should be prepared in accordance
with the NAIC’s instructions handbook and follow those
accounting procedures and practices prescribed by the
NAIC’s Accounting Practices and Procedures Manual.

4, Corrective Action

State law should contain the NAIC’s Model Regulation to
Define Standardsand Commissioner’s Authority for Com-
panies Deemed to be in a Hazardous Condition or a sub-
stantially similar provision which authorizesthe department
to order a company to take necessary corrective action or
cease and desist certain practices which, if not corrected,
could place the company in a hazardous financial condition.

5. Valuation of Investments

The department should require that securities owned by
insurance companies be valued in accordance with those
standards promulgated by the NAIC’s Valuation of Secu-
rities Office. Other invested assets should be required to
be valued in accordance with the procedures promulgated
by the NAIC’s Financial Condition (EX4) Subcommittee.

6. Holding Company Systems

State law should contain the NAIC Model Holding Com-
pany Systems Act or an Act substantially similar, and the

department should have adopted the NAIC’s model regu-
lation relating to this law.

7. Risk Limitation

State law should prescribe the maximum net amount of
risk to be retained by a property and liability company for
an individual risk based on the company’s capital and sur-
pluswhich shouldbe no larger than 10% of the company’s
capital and surplus.

8.

State statute should require a diversified investment port-
folioforall domestic insurersboth asto type and issueand
include a requirement for liquidity.

Investment Regulations

9. Admitted Assets

State statute should describe those assets which may be
admitted, authorized, or allowed as assets in the statutory
financial statement of insurers.

10. Liabilities and Reserves

State statute should prescribe minimum standards for the
establishment of liabilitiesand reserves resulting from in-
surance contracts issued by an insurer; including, life re-
serves, active life reserves, and unearned premium re-
serves and liabilities for claims and losses unpaid and
incurred but not reported claims.

11. Reinsurance Ceded

State law should contain the NAIC Model Law on Credit
for Reinsurance and the Model Regulation for Life Rein-
surance Agreements or substantially similar laws.
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12. CPA Audits

State Statute or regulation should contain a require-
ment for annual audits of domestic insurance compan-
ieshby independent certified public accountants, such as
contained in the NAIC’s Model Requiring Annual Au-
dited Financial Reports.

13. Actuarial Opinion

State statute or regulation should contain a requirement
foran opinionon life and health policy and claim reserves
and property and liability loss and loss adjustment ex-
pense reserves by a qualified actuary or specialist on an
annual basis for all domestic insurance companies.

14. Receivership

State law should set forth a receivership scheme for the
administration, by the insurance commissioner, of insur-
ance companies found to be insolvent as set forth in the
NAIC’s Model Law on Supervision, Conservation, Reha-
bilitation, and Liquidation.

15. Guaranty Funds

State law should provide for a statutory mechanism, such
asthat contained inthe NAIC’smodel acts on the subject,
to ensure the payment of policyholders’ obligations sub-
ject to appropriate restrictions and limitations when a
company is deemed insolvent.

16. Other
i)

State Statute should contain a provision similarto the
NAIC Model Act requiring domestic insurance com-
panies to participate in the NAIC Insurance Regula-

tory Information System (IRIS).

State law should contain a provision similar to the
NAIC’s Model Risk Retention Act for the regulation
of risk retention groups and purchasing groups.

State statute should contain the NAIC’s Model Law
for Business Transacted with Producer Controlled
Property/Casualty Insurer Act or a similar provision.
This Model was amended in June 1991and will not be
required for accreditation until June 1993,

17. Recent Additions to the Standards
In December 1990, the NAIC added to the original list of
Financial Regulation Standards three additional standards:
i) Managing General Agents
State law should contain the NAIC Managing General
Agents Act or an Act substantially similar.
it) Reinsurance Intermediaries
State law should contain the NAIC Reinsurance In-
termediaries Act or an Act substantially similar.
lif) Examinations
State law should contain the NAIC Model Law on
Examination or an Act substantially similar.

States will have two years from the date of adoption by
the NAIC to comply with these new standards (see
“Evolving Standards: The Impact of Changes in the Fi-



nancial Regulation Standards,” page 11,forprocedures
for revising standards).

Regulatory Practices and Procedures

1. Financial Analysis

i) Department should have a sufficient staff of financial
analysts with the capacity to effectivelyreview the fi-
nancial statements as well as other information and
data to discern potential and actual financial prob-
lems of domestic insurance companies.

i) Department should have an intra-department com-
munication and reporting system that assures that all
relevant information and data received by the depart-
ment which may assistin the financial analysisprocess
is directed to the financial analysis staff.

iii) Theinternal financial analysis Process should provide
for levels of review and reporting.

iv) The financial analysis procedure should be priority
based to ensure that potential problem companiesare
reviewed promptly. Such a prioritization scheme
should utilize the NAIC’s Insurance Regulator Infor-
mation Systemand/or a state’s own system.

2. Financial Examinations

iy The department should have the resources to ex-
amine all domestic companies on a periodic basis
which is commensurate with the financial strengths
and position of the insurer.

ii) The department’s examination staff should consist of
avariety of specialistswith training and/or experience
in the following areas or otherwise availablequalified
specialistswhich will permit the department to effec-
tively examine any insurer: computer audit specialist,
reinsurance specialist, life and health company ex-
aminers, property and liability examiners, life and
health actuarial examiners, property and liability ac-
tuarial examiners, and property and liability claims
examiners.

iif) The department’s procedures for examinations shall
D£ov1de for spperv15(i(ry review w1(t]h1n the department
of examination work “papers an reports to ensure

that the examination procedures and findings are ap-

propriate and comolete and that the examination was
conducted in an efficient and timely manner.

iv) Thedepartment’s policy and procedures for examina-

tions_should follow those that are set forth in the
NAIC’s Examiners Handbook.

v) Inschedulingfinancial examinations, the department
should follow those procedures set forth in the
NAIC’s Examiners Handbook. The schedule should
provide for the periodic examination of all domestic
companies on a timely basis. This system should ac-
cord priority to companies which are having adverse
financial trends or otherwise demonstrate a need for
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examination such as determinations of the NAIC
IRIS Examiner Team.

vi) The department’sprocedures require that all exami-
nation reports which contain material adverse find-
ings be promptly presented to the Commissioner or
his or her designee for determination and implemen-
tation of appropriate regulatory action.

vii) The department’s reports of examination should be
prepared in accordance with the format adopted by
the NAIC and should be sent to other states in which
the company transacts business in a timely fashion.

3. Other

The department should generally follow and observe the
procedures set forth in the NAIC’s Troubled Insurance
Company Handbook regarding domestic insurance com-
panies identified as troubled, including communication to
the insurance departments in jurisdictions in which the
carrier transacts business.

Organizationaland Personnel Practices

1 Professional Development

The department should have a policy which requires the
professional development of staff through job-related
college courses, professional programs, and/or other
training programs which are funded by the department.

2. Organization

All financial regulation and surveillance activitiesare the
responsibility of an individual who shall report to the
Commissioner or his or her designee.

3. Evaluation of Staff

The department’s staff and contractual staff involved in
financial regulation and surveillance should all be period-
ically evaluated by the department to ensure that job du-
ties and responsibilitiesare being discharged in a satisfac-
tory manner.

4. Minimum Educational and Experience Require-
ments

The department should establish minimum educational
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veillance and regulation area which are commensurate

with the duties and responsibilities of the position.

5. Pay Structure

The department’s pay structure for those positions involved
with financial surveillanceand regulation shouldbe compet-
itively based to attract and retain qualified personnel.

6. Funding

The department’s funding should be sufficient to allow
for the financial surveillance and regulation staff’spartic-
ipation as appropriate in the meetings and training ses-
sions of the NAIC and meetings relating to the review,
coordination, and the development and implementation
of action for troubled insurers.



Evolving Standards:
The Impact of Changes
in the Financial Regulation Standards

As insurance industry practices evolve, SO must solvency
regulation. In recognition of this, the NAIC has anticipated
that the original Financial Regulation Standards, outlined
above, would not be static, but would be changed from time
to time. The Accreditation Program reflects this concept by
allowingfor additional minimum standards. In the event ad-
ditional standards are established by the NAIC, state insur-
ance departmentsseeking to acquire Or retain accreditation
will have two years from the date of the NAIC established
the new standards to implement them.

In December 1991,the NAIC adopted formal proce-
duresto encourage input from public officials,consumers,
academics, and industry representatives in the process
when making changes in the NAIC’s Financial Regula-
tion Standards and Accreditation Program.

The procedures identify four ways in which the sol-
vency standards may be modified:

1
2.

The development of new models;

Amendments to existing models already included in
the standards;

3. Addition of more or more specific requirements in
any part of the standards; or

Modification of current requirements already generi-
cally included in the standards, such as modification
of the Annual Statement Blank required tobe filed by
all companies.

The procedures for the development of a new model
that the Executive Committee foresees will be considered
for incorporation into the standards and amendments to
models already included in the standards are much the
same. In both cases, the Executive Committee, either
upon request or of its own initiative, will make note of the
potential impact on the standards in its charge to the panel
responsible for the development of the model. The panel
willthen give notice to all insuranceregulators, the National
Conference of State Legislatures (NCSL), National Gover-
nors’ Association (NGA), National Conference of Insurance
Legislators (NCOIL), and others, both of the potential
change in standards and of meeting times and places.

Once the new or amended model is received by the
Executive Committee, it will be referred to the Financial
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Regulation Standards and Accreditation Committee
(FRSAC) for a recommendation onwhether the modelis
appropriate for inclusion in the standards.

Shouldany member of the NAIC or FRSAC propose
additional requirements in parts A, B, or C of these stan-
dards, initial review of that proposal will be conducted by
FRSAC, and the procedure for notice to and participation
by public officialsand members of the public shall be the
same as for other changes in the standards.

WHAT THE FUTURE HOLDS:
A STRONG SYSTEM
OF SOLVENCY REGULATION

In its present state, the regulation of the insurance
industry for solvency stands as a unique example of how a
national regulatory systemcanbe built with its foundationat
the state, not federal, level. The strength of that system
resides in the interdependence of independent state regula-
tors, each responsible to his or her own constituency, yet
jointly responsiblefor the financial health of an entire indus-
try.
i State insurance regulators, not content to rest on
historicsuccessof the current regime, have devised, in the
Financial Regulation Standards Accreditation Program, a
powerful means of achieving the necessary degree of uni-
formity among states without sacrificing the multi-state
diversity that has been instrumental to that success. At
thiswriting, state legislatures and insurance departments
across the nation are moving at an unprecedented pace to
bring their respective solvency regulation into compliance
with the NAIC’s standards. In fact, in 1991alone, 42 states
adopted legislative packages designed to bring their de-
partments of insurance into compliance with the Finan-
cial Regulation Standards. Four other states and the Dis-
trict of Columbia considered similar packages.

This flurry of legislative and administrative activity
runs counter to the prediction of some critics of the Ac-
creditation Program that the incentives for compliance
with the standards would prove to be inadequate to moti-
vate legislatures and insurance departments to upgrade
their solvency regulation approach. As can be seen from
this activity, the blend of peer pressure among state regu-
lators, political support from multi-state domestic insur-
ers, the sanction imposed by the new Model Law on Ex-
amination (see discussionat Page 1), and the likelihood of
the future adoption of even more severe incentives, has
proven to be a potent force in encouraging legislatorsand
regulators to strive to attain the NAIC’s standards.
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What Is ACIR

The U.S. Advisory Commission on Intergovernmental Relations
(ACIR) was created by the Congress in 1959 to monitor the operation
of the American federal system and to recommend improvements.
ACIR is an independent, bipartisan commission composed of 26
members—nine representing the federal government, 14 representing
state and local government, and three representing the general public.

The President appoints 20 members—three private citizens and
three federal executive officials directly, and four governors, three
state legislators, four mayors, and three elected county officials from
slates nominated by the National Governors’ Association, the
National Conference of State Legislatures, the National League of
Cities, U.S. Conference of Mayors, and the National Association of
Counties. The three Senators are chosen by the President of the Senate

and the three Representatives by the Speaker of the House of
Representatives.

Each Commission member serves a two-year term and may be
reappointed.

As a continuing body, the Commission addresses specific issues
and problems the resolution of which would produce improved
cooperation among federal, state, and local governments and more
effective functioning of the federal system. In addition to examining
important functional and policy relationships among the various
governments, the Commission extensively studies critical governmen-
tal finance issues. One of the long-range efforts of the Commission has
been to seek ways to improve federal, state, and local governmental
practices and policies to achieve equitable allocation of resources,
increased efficiency and equity, and better coordination and
cooperation,

In selecting items for research, the Commission considers the
relative importance and urgency of the problem, its manageability
from the point of view of finances and staff available to ACIR, and the
extent to which the Commission can make a fruitful contribution
toward the solution of the problem.

Alfter selecting intergovernmental issues for investigation, ACIR
follows a multistep procedure that assures review and comment by
representatives of all points of view, all affected governments,
technical experts, and interested groups. The Commission then
debates each issue and formulates its policy position. Commission
findings and recommendations are published and draft bills and
executive orders developed to assist in implementing ACIR policy
recommendations.
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