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| Introduction
A. Context

The insurance indudtry is undergoing an unprecedented evolution in terms of the
dructure of its markets, its products and services, and its scope of operations and
transactions. This evolution is being spurred by the integration of financid services
markets and globa competition, dong with other economic, demographic and
technological forces. These developments are renewing a long-standing discusson of the
framework for insurance regulation in the U.S.

Insurance regulation in the U.S. is somewhat unique with respect to its reliance on
the states as the primary locus of regulatory authority.® The states regulate many aress of
intrastate commerce, but their regulation of insurance is peculiar given the interdate
operations of many insurers. In contradt, the federa government has a subgtantid role in
the regulaion of other financd savices with date authority generdly limited to
inditutions and transactions confined within state boundaries. The increasing competition
between various financid inditutions and the potentid reduction in legd bariers
between banking and insurance activities prompts a comparison of their regulatory
dructures. Some might argue that consumers would be better served if insurers were
regulated more like banks, with optiond federd chartering and regulation of insurance
companies.

One of the issues raised by such a proposd is the relative efficiency of dternative
regulatory structures for insurance. Does regulation by the dates impose extra codts or

inefficiencies that could be avoided through federd regulation? How should regulatory

1 see Klein (1995) and Klein (1999) for a description of state insurance regulation and recent regulatory
initiatives.



costs be defined and measured? Does one assess date insurance regulation as it is, or
optimaly configured? What is the dternative dructure by which the efficiency of date
regulation should be judged? Would optiond federd chatering or other structurd

changes facilitate reforms in insurance regulatory policies that would enhance market

efficiency?

B. Overview of Paper

This paper initiges an inquiry into the redive effidency of dSae insurance
regulation and related issues® We lay a foundation for our andyss by reviewing the
reasons why insurance needs to be regulated and digtinguishing what we consder to be
essentiad  regulatory functions from others that the dtates have chosen to perform. This
didinction is important in determining costs inherent to a date regulaory sructure and
the potential benefits of regulatory reforms. We then compare the current indtitutiona
dructures of insurance regulaion and banking regulaion. We posulate an optiond
federd charter/regulation system for insurance as our bass for assessing the relative costs
of a date-based regulatory sysgem. Our review includes the role of the Nationd
Asociation of Insurance Commissioners (NAIC) that helps to coordinate State insurance
regulatory activities and provides support services to the tates.

This is followed by a discusson of the types of codts pertinent to insurance
regulation and issues associated with ther measurement. We identify three basc

categories of costs: 1) government expenditures on regulation; 2) direct or tangible costs

2 This paper from analyses of the efficiency of regulators (See Grace and Phillips, 1999). In this paper, we
attempt to identify the costs of insurance regulation on insurers and consumers.



incurred by entities in complying with regulation; and 3) indirect or intangible costs
reflecting market digtortions caused by regulation, net of any benefits derived from
regulation. As one moves down this lig of cods they become increesng difficult to
quantify and compare. We confine our quantitative analysis to direct regulatory
expenditures and estimates of compliance costs. We assess other costs in quditative
terms. While intangible costs are the most difficult to measure, they aso may be the most
sgnificant.

An important issue is the scope and desgn of regulatory policies and thar
implications for regulatory costs and market efficiency. There are different perspectives
on whether reforms of regulatory policies would be more or less likdy with incressed
federd involvement in insurance regulation. The resolution of such a quegtion is beyond
the scope of this paper, but we recognize its importance and comment on it.

Our egsimates of regulatory compliance costs are based on a multiple regresson
andyss of insurer expenses. We look at the relationship between various expense ratios
and two possble indicators of compliance cogts the amount of business written in a
redtrictive regulatory environment and the number of dateslines in which an insurer
conducts business. We examine the relaionship between these explanatory variables and
the ratio of total expenses to premiums, sday expenses to premiums, clams codts to
premiums, and the ratio of regulatory license fees to tota premiums. We control for other
factors affecting insurer expenses, such as its volume of busness, lines of busness and
type of digtribution system.

Our hypothess is that regulation imposes compliance costs and that firms

operating in redrictive regulatory environments or in more states are likely to have higher



compliance cogts. Our results are condgtent with this hypothess, as the amount of
busness written in redrictive environments is podtively related to higher expense ratios,
asisthe number of sates/linein which an insurer conducts business.

We conclude that the potentid savings from optionad federal chartering depend
greatly on the scope and policies of federd regulation and how they would differ from
the dtate regulatory system that may evolve in the future. We believe that there would be
some savings from federd regulation, probably smal, in the area of solvency or financid
overdght. Much larger potentid savings could be achieved from ddegating current
market regulatory functions to a federd entity. Alternatively, sgnificant efficiencies
could be achieved under the current dtate system or dternative federd-dtate system by
diminging non-essentidl market regulations and sandardizing those regulaions that are
retained.

It is important to stress that this paper represents a fird step in assessing the
efficiency of our date-based sysem of insurance regulation and the advantages and
dissdvantages of dtenative inditutional dructures and regulatory policies  Estimating
regulatory codts is a formidable task and we need to do much more work in this area. We
dso did not examine the regulatory coss imposed on insurance intermediaries (i.e,
agents and brokers). Further, the issue of reative codts is only one of a broader set of
issues involved with the debate about how insurance should be regulated. This is a debate
that will likdy continue for some time and engender much more research. Our hope is
that this paper contributes to a thoughtful policy discusson of the structure and scope of

insurance regulaion.



Il. Regulatory Objectives

A. Why Should We Regulate I nsurance?

Our discusson of the gtructure of insurance regulation begins with a review of the
essentid  objectives of regulation. It is important to consider the functions regulators need
to peform and compare these with the functions they do perform. Economic theory
provides a bads for identifying essentid regulatory objectives and functions. Arguably,
the current scope of insurance regulation extends beyond that which benefits consumers.
Confining date regulatory efforts to critical aress could reduce costs and improve
outcomes without any changes in the inditutiona dructure of dtae insurance regulation.
Further efficiencies might be achieved by improving regulatory policies and procedures
in criticd aeas without dtering the role and authority of the dates Alternaively,
optional federa chartering or other sructura changes could promote better regulatory
policies.

Regulation is best auited to remedy cetan market falures and not necessaily
market problems (eg., high prices) caused by other externa forces, such as escaaing
cams cods. Market falures conditute violations of the structurd conditions for
workable compstition, which include entry and exit bariers, firm market power,
externdities and information condraints. The purpose of regulation should be to correct
market falures, or a lees minimize ther negdive effects and improve dlocative
efficiency (Spulber, 1988).

Not al market falures, however, are amenable to regulatory remedies. Hence, the
criteria for regulaing a certain activity could be dated as follows 1) is there a sgnificant

market falure with subdantid adverse effects on consumers or society; and 2) can



regulation sgnificantly improve market performance? There are two types of falures tha
afflict insurance markets that regulation might help to correct: information problems and

principal-agent conflicts.

1. Information Problems

Insurers and consumers need information to make good decisions about insurance
transactions. The implications of asymmetric information for insurers — adverse selection
and mord hazard — are well documented (Varian, 1992). Insurers seek to minimize thee
problems through contract provisons, risk classfication and sdection, and pricing.
Information is costly and these mechanisms are imperfect, but insurers have been able to
develop viable private markets for many risks.

Insurance buyers also face problems in acquiring the information they need and
individua consumers gppear to be less ale or less willing to overcome these problems
without regulatory assistance (Joskow, 1973; Schlesinger, 1998). Consumers need
information with respect to prices, the meaning of insurance contract provisons, the
quaity of sarvice offered by different insurers, and the financid drength of insurers and
their ability to meet their contractud obligations. It is costly for consumers to acquire this
information, and the smdler the buyer, the fewer resources they can afford to expend on
information acquigtion. Further, it is gpparent that some consumers choose to reman
uninformed and myopic, regardless of their resources or the costs and benefits of
acquiring information. Uninformed consumers are likdy to make suboptima decisons

about insurance, which not only hurt them, but dso in some ingances, could have



adverse effects on other consumers or the generad public® Hence, it can be argued that
there are net benefits to imposing certain regulatory redtrictions on insurers and insurance

transactions to prevent particularly bad consumer decisions semming from ignorance.

2. Principal-Agent Conflicts

Principd-agent conflicts arise from ther differing incertives and the principd's
problem in monitoring and controlling the behavior of his agent. In an insurance contract,
the insured could be viewed as the principd and the insurer as his agent. The insurer
seeks to maximize profits and the vaue of the company; the consumer seeks to maximize
the risk protection and benefits received under ther contract. The insured pays a premium
and the insurer holds funds to pay clams contingent on their contract. However, the
insurer could refuse to honor its obligations or take on additiona financia risk that would
jeopardize its ability to meet its obligations. Insureds can try to monitor their insurer’'s
behavior and take legd action if necessary to protect their interests, but this is costly and
possibly beyond the capacity of many smdler insureds In a legd dispute, an insurer may
have subdantidly more resources and bargaining power than a smdl policyholder.
Hence, it can be argued that regulators can assst consumers by weighing in on their sde

to ensure that insurers meet their contractua obligations.

3. Social and Palitical Objectives

3 For example, a consumer might purchase a contract that does not adequately cover his risks. If a loss
occurs, he might not have the resources to cover the loss. Thus, the consumer faces the possibility of
bankruptcy and may externalize hislossto others.



Voters and legidators may prefer insurance market outcomes that differ from
those that would result from competitive market forces. For example, voters may favor
compulsory auto liability insurance and regulatory limits on the rates pad by high-risk
drivers. The feasbility and socid wefare gains from such policies are debaable, but they
ae present in dl dates to varying degrees The cods of enforcing politically driven
regulations a the state level could be very high. The magnitude of these costs could differ
subgtantidly under a federd sysem. A redidic assessment of regulatory costs should
condder the posshble continuation of regulations motivated by socid ad politica
preferences. Indeed, federa insurance regulation could be more redrictive than the
current state system in response to interest group pressures. The congressional appetite
for redrictions on hedth insurers suggests that this kind of regulation would not be
precluded under a federd system. On the other hand, some might believe tha optiond

federd chartering would discourage attempts by regulators to transfer wedth.

B. What Do We Need to Regulate?

The exigence of insurance market falures due to information costs and principa-
agent conflicts can result in suboptima consumer decisons, excessve insolvency risk,
and abusve market prectices. Regulation can amdiorate these market falures and the
inefficiencies they cause. At the same time, it is not obvious that regulation can or should
try to fix dl the problems tha may aise from these or other dleged insurance market
flaws. Furthermore, the costs imposed by regulatory redtrictions have to be baanced

agang any perceived benefits. Bdow, we discuss two aress of insurance regulation



where government intervention seems to have fairly broad acceptance as wdl as a

plausible economic foundation.

1. Limiting Financial Risk

The public interest argument for the regulaion of insurer solvency derives from
inefficiencies created by codly information and principd-agent problems (Munch and
Smdlwood, 1981). Insurance company owners have diminished incentives to maintain a
high level of safety to the extent that ther persond assets are not at risk for unfunded
obligations to policyholders that would arise from insolvency.® It is costly for consumers
to properly asess an insurer’s financid drength in reation to its prices and quality of
sarvice. Insurers aso can increase their corporate risk profile after policyholders have
purchased a policy and paid premiums.

Thus, in the absence of regulation, imperfect consumer information and principd-
agent problems would result in an excessve number of insolvencies® This does not mean
that most insurers would fall without regulation, but regulation can condrain the behavior
of insurers that might otherwise sugtain an unacceptably high probability of ruin and
regulators may be able to accomplish this & a lower cost than the market. Regulatory
requirements on financid reporting and disclosure dso may enhance the trangparency of
insurance transactions. Solvency regulaion can hep to limit insurers insolvency risk and
decrease insolvency costs in accordance with policyholders preference for safety. The

need for regulation of inditutions with fiduciary responsbilitiesis generaly accepted.

4 Most organizational forms of insurersin the U.S. limit theliability of owners.

® The market may attempt to provide information regarding the solvency prospects of the firms in the
industry, but thisinformation comes at cost and resultsin a second best outcome.



There ae different views on how insurance financid regulation should be
conducted. It is generdly accepted that a sound financid regulatory sysem entails
aopropriate “solvency margins’, effective monitoring of insurers financid condition, and
timdy intervention agang high-risk or troubled insurers. Beyond these basic eements,
financid regulatory sysems vary dgnificantly among countries (Skipper, 1998). In the
U.S, the dates have employed a “precriptive’ gpproach to financid regulation under
which insurers must comply with a detailed set of redrictions on ther financid dructure
and transactions. Alternatively, the UK. and many European countries follow a
“prudentid” regulatory philosophy. This agpproach provides insurers greeter flexihility,
which is compensated by dricter entry requirements, more intendve regulatory
monitoring and greater regulatory discretion in intervening againg insurers.

As in other juridictions, date regulators in the U.S. utilize their control of
insurers  entry into their markets and authorization to conduct business as ther principd
tool to coerce insurers to comply with regulations. State datutes st forth the
requirements for incorporation and licenang to sdl insurance and, as a result, an insurer
must obtain a license in every stae in which it does busness® State statutes require
insurers to meet certain minimum cgpitd and surplus sandards and financid  reporting
requirements and authorize regulators to examine insurers and teke other actions to
protect policyholders intereds. The daes have edablished fixed minimum capita
requirements, as wel as risk-based capita requirements (based on a common formula

developed by the NAIC).

6 In some instances, insurers are allowed to sell certain special types of insurance on a non-licensed or
non-admitted basis.
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If an insurer fals to comply with a da€'s regulaions, regulaiors can deny or
revoke the insurer’s license to do business. An insurer’s state of domicile dso can place
the insurer into recaivership, with court gpprovd, if it is in hazardous condition. As a
metter of practice, the domiciliary date is an insurer’s principd financid regulator, but
other gates in which an insurer does business aso monitor its financid condition and can
take action againg it if necessary.

The gtates perform the following functions to meet financia regulation objectives:

processing gpplications for admission;

reviewing mandatory annud and quaterly financid datements and other
reports,

performing financid andysis and conducting early warning tests;
conducting periodic and targeted financid examinations,

engaging in informa and formal interventions againg troubled insurers;
administering receiverships, and

overseaing insolvency guarantees.

It is reasonable to assume that dl of these functions would be performed under a
federd regulatory system, athough policies, procedures and the use of resources might
differ. A shift in emphasis to a prudentid regulatory gpproach could result in sgnificant
changes in regulatory prectices. The potentia differences are discussed in the next
section.

Providing insolvency guarantees is a policy decison that is not essentid, but may
be dedrable, in a financid regulatory sysem. The daes have edablished guaranty

asociations, which cover the vas mgority of faled insurers obligations to individua

11



policyholders.” These guarantees enhance the security of policyholders and their
confidence in insurers. However, they dso diminish buyers incentives to avoid high-risk
insurers and, hence, can encourage greater risk taking by insurers (Joskow, 1973 and
Cummins, 1988). This increases the public interest in effective solvency regulation to

offset the moral hazard problem created by insolvency guarantees®

2. Policing Market Practices

The states regulate various aspects of insurers market practices and transactions,
including prices, policy forms, marketing, underwriting, policy terminations and dams
handling. A strong argument can be made that regulatory ceilings on insurance prices are
unnecessary and regulatory floors are impractica. Studies indicate that insurance markets
are dructuraly competitive and that insurers do not possess sufficient market power to
sudain excessve prices (Wess and Cummins, 1991; Klen, 1999). In fact, many States
have moved away from regulating insurance prices and there is no clear evidence tha
consumers gain when sates do regulate prices® Indeed, price regulation can be very
harmful when escdating costs and politicd condderations drive regulators to suppress

rates (Harrington, 1992).1°

7 Over time, guaranty fund coverage of large commercial policyholders has been eliminated in many states
although their premiums are still subject to assessment.

8 Risk-based pricing of assessments or cost sharing through larger deductibles and co-insurance provisions
are other potential measures that could be employed to address the moral hazard problem.

® About one-half of the states subject personal auto and home insurance to prior approval rate regulation.
A number of states are in the process of eliminating prior approval requirements for most commercial
insurance products. Life insurance prices have generally not been regulated, although the adequacy of
benefits is examined in relation to premiums. Regulation of health insurance rates and contract rms
appearsto be on therise.

10 Rate suppression distorts price signals to the market, constrains the supply and availability of insurance,
and can increase insolvency risk.



The aguments surrounding the regulation of other aspects of insurers
transactions are more complicated. The dates tend to closdy regulate the provisons of
insurance contracts purchased by individud consumers and smdl businesses. The
primary concern is that, without such regulation, some insurers might offer and some
consumers might purchase policies containing mgor gaps in coverage. States dso may
utilize form regulation to ensure compliance with mandatory insurance requirements,
legidatively-mandated benefits, or regulators view of agppropriate contract provisons. In
this respect, form regulation may cross the line from necessary consumer protections to
promoting socia and political objectives.

Smilaly, regulaion of insurers conduct in the areas of marketing, underwriting,
policy terminations and cdams handling may be beneficdd in some respects and
politicdly motivated in others. The dates regulale market conduct primarily through
periodic examindions of insurers transactions and records and responding to consumer
complaints. Some level of conduct monitoring, complaint resolution and enforcement
activity would be expected under any regulatory sysem. However, many believe that
current state market conduct regulation is inefficient and some conduct standards may

exceed what is necessary for consumer protection. ™

3. Other Insurance Regulatory Functions
The dates peform a number of ancllary insurance regulatory functions,

induding:

1 These concerns have prompted the National Conference of Insurance Legislators (NCOIL) to sponsor a
study of market conduct regulation. The use of an applicant’s credit history in underwriting auto and home
isan example of a contentious issuein market conduct regulation.
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monitoring competition and market andysis,

datidtica reporting;

resdud market administration;

providing consumer information;

agent licenang and enforcemen;

anti-fraud enforcement;

collection of premium taxes and other fees, and

legidative andyss and development of regulations.

While these activities are not as critical as financid and market regulation, they

represent a smal portion of regulatory budgets and some may provide net benefits to
consumers. Agent licenang and consumer savices ae the mogst gSgnificant of these

activities and would likely be continued under any regulatory structure.

[11. Regulatory Structuresin Insurance and Banking

A. Current Insurance Regulatory Structure
1. Role and Authority of Insurance Commissioners

Every sate and U.S. territory has a chief government officid who is responsible
for regulating insurance companies and markets. Most commissoners are gppointed by
the governor (or by a regulatory commisson) for a st term or “a will”, subject to
legidative confirmation. Tweve daes and one teritory dect their  insurance

commissoners who are more independent than appointed commissoners (NAIC, 1997).
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However, even dected commissoners must ill cooperate with other adminidration
officidsin order to achieve their objectives.

Insurance commissioners are not autonomous and face a number of condraints in
exercsng their authority. Mogt importantly, regulators must act within the framework of
insurance laws enacted by the legidaure. Regulations promulgated by the commissioner
are Ubject to review and approva by the legidature in some dates. Regulatory actions
are adso subject to review and enforcement by the courts. In addition, resource congraints
and the difficulties of superviang companies operding in multiple jurisdictions have
caused daes to defer primay solvency regulaiory authority to the domiciliary
commissoner (i.e, the commissoner in the date where an insurer is domiciled or
incorporated). Meanwhile, non-domiciliary regulators can exert consderable influence on
non-domiciliary insurers through the regulators ability to deny entry to ther da€'s

markets.?

2. Regulation of Insurersand Producers

All U.S. insurers are licensed in a least one state and are subject to solvency and
market regulation in ther state of domicile and other states in which they are licensed to
&l insurance. Reinsurers domiciled in the US. dso ae subject to the solvency
regulation of their domiciliary dtate. Some U.S. and nonU.S. insurers write certain
goecidty and high-risk coverages on a non-admitted or surplus lines bass that is not

subject to price and product regulation. States ill control entry by surplus lines carriers

12 The high degree of interdependence among states in regulating multi-state insurers is caused by the
significant amount of business written in each state by non-domestic companies, as indicated in Klein
(1995).
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by imposng minimum solvency and trust requirements and supervisng surplus lines
brokers. Other aternative market mechanisms such as risk retention groups and captives
are subject to some regulaion in their sate of domicile.

With the exception of solvency oversght by ther domicliary jurisdiction,
rensurers are not generdly subject to direct financiad and market regulaion. Reinsurers
are, however, regulated indirectly through the dtates regulaion of the primary insurers
that are ceding business to reinsurers. Regulators control whether a ceding insurer can
clam credit for reinsurance on its balance sheet, conditioned on whether the reinsurer
meets certain financid and/or trust requirements imposed by regulators.

Insurance producers (i.e, agents and brokers) also are subject to regulation.
Producers mugt be licensed to sdl insurance in a sate and must comply with various laws
and regulations governing their activities. State laws require most insurance transactions
to be conducted by licensed producers. Regulators monitor producers compliance with
regulatory requirements and can rescind or suspend a producer’s license or exact fines if
the producer fails to comply.

Insurance is a large and important industry that continues to grow despite fierce
competition from other financid inditutions and dternative risk  management
mechanisms. Table I11.1 and 111.2 summarize key financia data on the property-liaaility
and life-hedth insurance sectors. Together, U.S. property-ligdility and life-hedth insurers
collect roughly $700 billion in premiums annudly and control gpproximeatdy $3 trillion
in assats. There are a little less than 8,000 insurance companies domiciled in the U.S. and

their number has started to decline in recent years due to consolidation.
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3. Role of the Federal Government

Tenson between the federd government and the dates over the regulation of
insurance dates back to the mid-1800s (see Kimball and Heaney, 1995).1% This tension is
crested by the interstate operation of many insurers and ther significant presence in the
economy. On numerous occasions, the federal governrment has sought to exert greater
control over the industry and the dtates have fought back aggressively to hold on to ther
authority. The primacy of the dates authority over insurance was affirmed in numerous
court decisons until the Southesstern Underwriters case in 1944. In that case, the U.S.
Supreme Court ruled that the commerce clause of the U.S. Conditution did apply to
insurance and that the industry was subject to federd antitrust law. This decison
prompted the states to support the enactment of the McCarranFerguson Act in 1945,
which delegated regulation of insurance to the States, except in instances where federd
law specificdly supersedes ate law.

The federd government affects date insurance regulatory policy and inditutions
in various ways. In severa ingstances, Congress has indtituted federal control over certain
insurance markets or aspects of insurers operations that were previoudy delegated to the
dates. In other cases, the federal government has established insurance programs, which
ae essentidly exempt from date regulatory oversght, eg., flood and crop insurance.
Even the threat of such interventions has spurred the dtates to take actions to forestal an

erosion of their regulatory authority.**

13See also Meier(1988), Advisory Commission on Intergovernmental Relations (1992), and Harrington
(1999) for areview of various attempted federal interventionsinto insurance regulation.

YFor example, when the failure of a number of substandard auto insurers prompted the introduction of
federal legislation to create a national guaranty fund system in 1969, the NAIC moved quickly to adopt
model guaranty fund acts for property/casualty and life/health insurers which were subsequently enacted by
many states.
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In a few ingances, the federa government has set regulatory standards, which the
dates ae expected to enforce. In the case of Medicare supplement insurance, for
example, Congress enacted loss ratio standards, which the states were required to adopt
to avoid rdinquishing ther oversght authority to the federa government. Additiondly,
Congress has dgnificantly condrained date regulatory control over certan types of
insurance entities, such as risk retention groups and employer-funded hedth plans. This
has made market regulation more difficult when bogus groups clam federa preemption
to avoid date oversght. Findly, federa policies in a number of other arees such as
antitrugt, internationa trade, law enforcement, taxation and the regulation of banks and

securities have Sgnificant implications for the insurance industry and state regulation.

4. Roleand Structure of the NAIC

Policing a large and diverse insurance industry that operates on an interstate basis
is chdlenging for the individud daes Insurance commissoners have used their nationd
associdion extensvely in coordinating their regulatory activities The NAIC is a private,
non-profit association of the chief insurance regulatory officids of the 50 dates, the
Digtrict of Columbia, and the four territories. It was established in 1871 to coordinate the
upervison of multi-state companies within a date regulatory framework, with specid
emphass on insurers financia condition. It expanded its activities to include market
regulatory arees as these issues became more prominent. The NAIC functions both in a
advisory capacity, aswell as a service provider for sate insurance departments.

The NAIC provides a vehicle by which the individud <tates can coordinate the

exercise of ther specific regulatory authorities. Commissioners use the NAIC to pool
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resources, discuss issues of common concern, and dign ther oversght of the indudry.
Collective action can enhance as well as condran the power of individud dates. The
credence given to NAIC policy podtions and its ability to organize its members ae
subgtantid levers that help to standardize insurance regulatory policy across the country
where the dates deem dandardization to be beneficid. At the same time, given its
voluntary nature, the NAIC is reatively circumspect with regards to when and how it
uses these levers. Ultimatdy, each dtate determines what actions it will teke as only the
gates have the regulatory authority to govern insurers and insurance markets.
The NAIC supports state regulatory effortsin anumber of ways, including:

mantaning extendve insurance dadbases and computer network linking  all
insurance departments;

developing and maintaining computer gpplications for regulators,

andyzing and informing regulators as to the financid condition of insurance
companies,

coordinating examinations and regulatory actions with respect to troubled companies,

edablishing and catifying daes compliance with minimum  finencd  regulaion
Standards;

providing financid, reinsurance, actuarid, legd, computer and economic expertise to
insurance departments;

assgning credit qudity designations and valuing securities held by insurers,
andyzing and liging non-admitted dien insurers;

developing uniform statutory financia statements and accounting rules for insurers;
conducting education and training programs for insurance department staff;

developing modd laws and coordinding regulatory policy on dgnificant insurance
issues, and
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conducting research and providing information on insurance and its regulation to Sate
and federd officids and the generd public.

State regulators are able to achieve considerable efficiencies by pooling resources
through the centraized facilities provided by the NAIC. For example it is much more
efficient to have one central repostory of insurer financid data than for every department
to capture the same data from the same insurers. The objective is to dlow sates to focus
their resources on regulation of ther markets and the solvency of ther domidiliary
companies, relying on support services from the NAIC. As of June 1999, the NAIC had a
daff of 343 and an annua budget of gpproximady $40 million. Almogt hdf of NAIC
revenues come from fees paid by insurers with most of the remainder coming from the
sde of daabase products, publications and meeting regidration fees Insurance
departments aso pay member fees to the NAIC proportionate to the premiums written in

ther jurisdictions.

B. Current Banking Regulatory Structure

Banking in the U.S. is regulated by a mix of federa and dtate authorities, some
with overlgpping juridiction. Box 1 ligs the different banking regulatory agencies and
the entities they regulate. Essentidly, one or more federa agencies have a least some
supervisory responghilities for virtudly dl banking inditutions. Banks can dect to be
federdly chartered or date chartered. Even dsate-chartered banks are subject to some
oversight by the Federd Reserve or the Federd Depost Insurance Corporation (FDIC),
depending on ther participation in these inditutions. The Federa Reserve is the principa

regulator of bank holding companies, the Office of the Comptroller of the Currency is the
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principa regulator of nationd banks, and the Office of Thrift Supervison regulates
savings and loan associations. In addition, the Nationa Credit Union Association
(NCUA) regulates federdly chartered credit unions. Findly, dtate regulators do have
upervisory authority over date-chartered banks, but, as mentioned above, this authority
is shared with the Federal Reserve Board if state banks choose to be members of the

Federal Reserve System or the FDIC if they choose to be insured by the FDIC.

C. Optional Federal Chartering and Regulation of Insurers

Vaious options involving increesed federd regulation of insurance have been
discussed over the years, induding optiona federa chartering and regulation of insurance
companies. In this paper, we podulate one potentid model of federd/date regulaion of
insurance for purposes of comparison. We assume that, under such a system, an insurance
company could dect to be ether federdly chartered and regulated or state chartered and
regulated. Federdly regulated insurers would be authorized to sdl insurance in any date
without acquiring a dtate license or being subject to any date regulatory authority. A
federd chater would preempt al date regulation regarding financid supervison or
regulation relating to the status of an insurance company, as well as its market practices.
This implies that the federd regulator would be responsble for supervisng dl aspects of
such insurers, including solvency and market practices.

State-chartered insurers would be regulated much like they are under the current
system. A date-chartered insurer would need to acquire a date license in every date in
which it did busness on an admitted bass. The domiciliary state would be the principd

financid regulator. Non-domiciliay dates would retan secondary financid regulatory
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responghilities, as wel as provide primary oversght of the maket transactions of al
state-chartered insurers (domestic and nor+domestic) operating within their jurisdiction.

It is unclear how insolvency guarantees would be handled under such a system.
The most logica approach would be to edablish a federal guaranty association for
federaly regulated insurers and retain the separate Sate guaranty associaions for date-
regulated insurers®® This would preclude the need for any federd oversight of state-
chartered insurers. On the other hand, if date-chartered insurers participated in a federa
guaranty association, then some degree of federd oversight would be need to protect the
federa government’ sinterest in the insolvency guarantees provided to state insurers.'®

The progpect for implementing regulatory reforms with the establisiment of an
optiond federad regulatory system for insurers is an interesting question. It is possble,
dthough not assured, that federa legidation could narrow the scope of the regulation of
federdly chatered insurers and dso encourage the application of prudentid solvency
oversght concepts. Such policies could compd the dates to reform their regulatory
systems to avoid handicapping dtate-chartered insurers. On the other hand, there is the
potentid for “regulatory creep” a the federd leve if interest groups were successful in
pressuring federd officias to add regulations that serve their parochia objectives.

The sharing of authority and overlgpping jurisdiction among regulatory agencies
could worsen or improve the quaity and efficiency of insurance regulation. For example,
if the federd government was responsble for the solvency oversght of insurers, but the

dates retained authority over their market practices, conflicts could arise. The dates

15 Thisis essentially how the FDIC, FSLIC, and state funds operated prior to the savings and loan crisis of
the 1980s. There might be a concern that state guaranty associations would be more vulnerable to capacity
problemsif alarge number of insurers and opted for federal regulation.



would have further incentives to suppress rates, which would undermine federd solvency
objectives. Alternatively, federd and state authorities could be structured so as to creste
checks and balances and discipline regulators. For example, if an insurer belonged to a
federd insolvency guaranty system, the administrator of that system could be authorized
to enforce solvency standards that would override politicaly motivated actions by other

regulators that would increase the insurer’ s financid risk.

V. Typesof Regulatory Costs

A. Regulatory Expenditures

The most obvious but smdlest portion of insurance regulatory costs are direct
expenditures on regulation. Since 1988, the NAIC has been conducting an annua survey
of sate insurance depatments on ther budgets, daffing and other aspects of ther
activities. The data from this survey provide a bass for assessng current expenditures on
insurance regulaion. The more difficult task is to determine how these costs might
change under an dternaive federd regulatory sructure. The fact that State expenditures
on insurance regulation represent a minor fraction of indusiry revenues suggests tha even
a large reduction in direct regulatory expenditures would have a smdl impact on overal
industry regulatory cods. At the same time, the number of regulatory personnd and ther

demands on insurers can dso affect insurers: compliance codts.

1. Staffing and Budgets of State I nsurance Departments

16 See Ely (1999) for adiscussion of guaranty association issuesinvolved with federal chartering.
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The dze of date insurance depatments varies sgnificantly depending on the sze
of ther markets and other factors. In 1997, the number of dtate insurance department
personnd ranged from 24 in South Dakota and Wyoming to 1,135 in Cdifornia (see
Table IV.1).}" The insurance depatments in the four U.S. territories have smdler staffs
than the dtates Totd full-time equivaent daff for dl departments combined amounted to
10,149, in addition to 1,700 contract staff. Insurance department staff includes actuaries,
finandd examings and andyds, rates and forms andysts, market conduct examiners,
consumer service personnd, attorneys, fraud investigators, and systems anaydts.

For fiscd year 1999, state department budgets ranged from $1.3 million in South
Dakota to $127.5 million in Cdifornia, with a tota combined budget for al departments
of approximately $797 million. The size of dae insurance departments tends to vary with
the volume of business tha they regulate, dthough there is not a perfect corrdation.
States that have more domicilialy companies, that regulate more intendvely, or that
provide specid services (e.g., in-house liquidators) tend to have larger staffs and budgets.
Public and legidative support for insurance regulation also affects department resources.
The support services provided by the NAIC reduce the need for expenditures by sate
insurance departments.

Insurance departments draw their funding, directly or indirectly, from: fees
assessments; and  premium, retdiatory and other business and income taxes!® These

sources accounted for 98.7 percent of the $10 hillion in revenues that states received from

17 Unless indicated otherwise, figures on state insurance departments were obtained from the NAIC's
Insurance Department Resources Report 1997.

18 |nsurance departments are not funded by direct premium taxes on the industry. Premium taxes raised
from the industry go to the general fund where they are allocated to all governmental services. However,
some states allow insurance departments to charge fees for regulatory services provided. For example,
these fees would include fees to cover the cost of an insurer’ s solvency examination.
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the industry in 1997.1° The relaive “burden” of state insurance taxes and fees as a
percentage of total premiums was 1.3 percent.?’ This figure has steedily declined since
1988 when it was 1.7 percent.

Regulatory budgets represent only about 7.4 percent of revenues collected from
insurers, but, presumably, these revenues support other state services from which insurers
(and their policyholders) benefit. This figure has increased steadily since 1986 (when the
NAIC began to track it) when it was 4.5 percent. Some insurance departments have
patid or full dedicated funding which alows them to fund their operaions directly from
fees and assessments. Other insurance departments are funded solely from generd fund
appropriations, which tend to impose grester budget condraints as these departments are
forced to compete directly with other state agencies for scarce resources.

The dates have dgnificantly increesed the resources devoted to insurance
regulation in recent years. From fisca year 1990 to fisca year 1999, funding for date
insurance departments increased by 80 percent (see Figure I1V.1). The increased funding
has been used primarily to raise d&ffing levels, boost sdaries to attract and retain more
qudified daff, and improve automation to enhance daff productivity. Departments have
ggnificantly enhanced their use of computers and upgraded their information systems.
The increase in daff and enhanced automation has dlowed regulators to subgantialy

boogt the qudity and intengty of ther financid overdght of insurers as wel as expand

This figure does not include payroll, sales or property taxes paid by insurance companies to state and
local governments.

20\ ost state premium tax rates fall in the range of two to three percent, but various premium tax exclusions
and credits reduce effective tax rates below nominal rates.
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consumer protection activities. Staff and budget growth in many departments has begun
to plateau as they meet their resource objectives.

Figure IV.1 dso shows totd regulatory expenditures as a percentage of industry
premiums and invesment income. We can see from this figure that regulatory
expenditures have increesed, but reman a vey smdl fraction of industry revenues,
roughly 0.08 percent, over the last decade. With budgets leveling out and no new maor
date initigives planned, redative regulatory expenditures are unlikely to increase in the
near future unless the states were given additiond responshilities or compelled to further
enhance the qudity or intengity of their oversight activities.

While the NAIC data do not indicate how regulatory expenditures are divided
among the various regulaory functions, this might be inferred from the breskdown of
personnel by job category. Table IV.2 shows the dlocation of regulatory daff (including
contract employees) by postion and function. Regulators working in the financid area
represent 21.9 percent of tota dstaff. Rates/forms analysts condtitute 5.7 percent, narket
conduct examiners 3.6 percent, and consumer services staff 12.3 percent of total staff. If
we assume that the alocation of regulatory expenditures and supervisory and support
personnd follows the dlocation of line personnd, financid regulaion would account for
close to 50 percent of totad expenditures This dlocation may be dgnificant in terms of
the effect of reconfiguring date regulaory priorities or changing the inditutiona

structure for regulation, as discussed below.

2. Implicationsof Changesin Regulatory Activitiesor Structures
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It is conceivable that the states could reduce the number of regulatory personne
and associated expenditures by limiting their market regulatory functions to the most
essentiad areas, as discussed above. Eliminating prior gpprova requirements for rates and
forms in dl lines and curtalling filing requirements for most commercid products could
reduce the need for ratesforms analysts and actuaries. Indeed, many States are dready
moving in this direction. According to our estimates in Table V.2, a 75 percent reduction
in rates/forms personne would reduce regulatory expenditures by $75 million or 10
percent. There would ill be a need for some personnd and expenditures in this area for
monitoring and enforcement activities. Further, these changes would be unlikedy to
reduce the number of market conduct examiners and consumer service personnel.

Its not cdlear that sgnificant reductions in financid regulatory personnd would be
possble under the current State sysem without imparing the qudity of financid
oversght. While a prudentia regulatory gpproach might be more effective and efficient
than the current prescriptive regulatory gpproach, it is not obvious that the latter would
require fewer personnd and reduce associated expenditures.

Moving to an optiond federd regulaory system could reduce expenditures in
some areas depending on the functions that were performed. Table 1V.3 compares the
regulatory expenditures of date insurance depatments (including the NAIC) with other
financid regulators. This comparison suggests that dtate insurance regulation is relatively
coslly, dthough some of this disparity could be caused by differences in the scope of
regulatory activities as wel as the regulatory jurisdictiond overlgp among the various

agencies. In relation to the amount of assets of regulated entities, insurance regulatory
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expenditures are the highest at .023 percent; this percentage ranges from .011 percent to
.019 percent for other financia regulatory agencies*

Grace and Phillips (1999) edtimate some parameters on the costs of regulating the
insurance indudtry a the date level by examining the multiproduct cost efficiency of the
date based regulatory system They find tha the largest one-third of the states experience
decreasing returns to scale in the production of regulation. The smdler states, in contradt,
experience increasing returns to scale. Grace and Phillips assart that the reason the largest
dsates experience decreasing returns to scale is because of a free-rider problem that exists
between the larger and smdler dates in terms of solvency regulation. If the federd
government took over the solvency regulatory function, then the free-rider problem could
be diminated. Regulatory expenditures also be reduced to the extent that state insurance
departments have to duplicate some of the fixed investments in infrastructure that support
solvency regulation. Grace and Phillips dso find little evidence of economies of scope in
date regulatory functions. Thus, a separation between federd and date regulation on a
functiond basis would not necessarily increase total regulatory expenditures.

Given that the daes rey primaily on insurers domiciliary Sates for solvency
overdght, moving to a federd sysem would not necessarily sgnificantly reduce the
number of personnd in this area, dthough the need for personnd to perform secondary
monitoring of non-domiciliary insurers would be diminated. As noted above, there dso
might be some savings with respect to mantaining a technologicd infragtructure for
financid regulation by housng this respongbility under one organization. The savings

would be less if a sgnificant number of insurers remained chartered and regulated a the

21 This comparison might be somewhat biased against insurance regulation as property-liability insurers
tend to have less assets in relation to the scope of their activities compared to life insurers and banks.
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sate levd. For the sake of discussion, a 25 percent reduction in financid regulatory
personnd under a federd sysem would imply anud savings of $100 million,
representing 13 percent of total regulatory expenditures.

If the current level of market regulation was performed by a federd agency based
on a uniform set of regulations, there could be a sgnificant reduction in the number of
ratesforms regulatory personnd and expenditures. The reason for this is that, under the
current system, each date regulates the market activities of dl insurers operaing within
its juridiction and there is little if any reliance on an insurer's domiciliary date for this
regulation. At the same time, the decrease in personned peforming market conduct
examinations and responding to consumer inquiries and complaints might be smdl. If we
assume that moving to federad regulation would reduce the need for market regulatory
personnd by 25 percent, the implied savings would be $100 million annudly or 13
percent of total expenditures.

The discusson above suggedts that federd regulation of both insurer solvency and
market activities could reduce direct regulatory expenditures by as much as $200 million
annudly or 25 percent. This kind of reduction would bring reative insurance regulatory
expenditures closer to those for other financid inditutions. However, this figure
represents only .002 percent of industry revenues so its overal impact on industry costs
would be minimd. Moreover, if a dgnificant number of insurers remained under Sate
regulation, the savings would be less Much more important are the expenditures that
insurers must make to comply with state regulations. The next subsection discusses these
cods in a quditative sense. In Section V, we develop empirica quantitetive estimates of

these codts.
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B. Direct Compliance Costs

Complying with date regulations requires insurers to perform a number of tasks
with associated expenditures on personnd and other expenses. These tasks include:

submitting applications for licenang;

submitting financid and Satistica reports;

paying for independent audits and regulatory examinations,
preparing and submitting rates and forms filings;

ensuring interna compliance with Sate regulations,
responding to regulaory inquiries, and

paying taxes, fees and assessments.

There is little doubt that a date-based regulatory sysem sgnificantly increases
insurers  regulatory  compliance costs. Many of the activities lised above must be
performed for every stae in which a company conducts business on a licensed bass. The
additional compliance costs imposed by date financid regulation are probably less
sgnificant than the additiona compliance costs imposed by dtate market regulation. The
daes have genedly adopted uniform NAIC financid reporting forms, dthough some
dates require specid adjustments for supplementa reports. Also, the states generdly rey
on financid examinaions peformed by an insure’s domiciliaay dae or NAIC-
coordinated zone exams. It is rare for a non-domiciliary state to conduct its own separate
finencid examingtion.

Filing separate licensng applications in each date is probably the grestest

concern of insurers in the financid regulatory area. The average market vdue of a date



license has been estimated at $50,000, which provides some indication of the cost of the
licensng process. In response to industry concerns about repetitive and inefficient State
licensng processes, a number of dtates and the NAIC are working on an approach that
would dgnificantly reduce the duplication of effort in filing for multiple date licenses
(Klein, 1999).

It is apparent that cogts of complying with individuad state market regulations are
high. The states market regulations and procedures vary much more than ther finencd
regulations and procedures. An insurer must make a separate rate and form filing for each
product it sdls in every gsate in which it sdls the product. Any change in rates or policy
fooms dso must be filed and judified. Moreover, the regulations and procedura
requirements governing these products and filings differ by date. Extendve filings are
required and often go through a lengthy process and frequent iterations before they are
goproved. An insurer dso may have to undergo regulatory hearings on some filings A
sggnificant number of insurer personnd are dedicated to the preparation and process of
date rate and form filings.

Insurers dso complain that complying with state market conduct regulations is
codly. Unlike financid examinations, many dtates perform separate market conduct
examinations on domicliay as wel as nondomiciliay examinaions. Consequently, a
company may undergo a number of market conduct examinations every year. The
concept of single or coordinated market conduct examinations has been regected by Sate
regulators on the basis that date laws and regulations governing market conduct vary
ggnificantly among dates. Variaion in state market conduct standards further increases

insurer compliance costs.
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2. Implications of Changesin Regulatory Activitiesor Structure

Some savings in compliance costs associated with financiad regulation probably
could be achieved by moving to a federd regulatory system. Insurers under a federd
charter would only need to prepare reports for and respond to inquiries from one
regulator, rather than multiple regulators. However, given the current degree of
uniformity among dates and reliance on the domiciliay regulaor, its unlikey that
federd regulation per se would result in huge reaive reductions in financid compliance
costs. Movement to a prudentiad financid regulatory approach could further reduce some
of the paperwork and interna compliance monitoring imposed on insurers,

Rdaivey larger savings in compliance costs could be achieved by reducing the
scope of market regulation and/or imposing greeter uniformity through a federal system.
Complying with a uniform set of market regulations and filing with only one regulaory
agency would greatly reduce insurers need for compliance personnd and other
expenditures. Confining market regulation to key aess such as policy forms for
individua consumer products, marketing practices and cams handling would further
lower compliance costs. Some sense of the potentid magnitude of such savings is

provided in the next section where we estimate current compliance cogs.

C. Effects of Regulation on Market Efficiency
Findly, we come to the mogt obscure but potentidly the mogt significant area of
regulatory cods — the implicit or intangible effects of regulation on market efficency. By

this we mean the effect of regulation on socid wefare or combined consumer and
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producer surplus, beyond the tangible expenditures on regulation and regulatory
compliance. Regulation has the potentid to both increase and decrease consumer and
producer surplus. When regulation corrects dgnificant market falures, it potentidly
increases socia welfare. For example, if regulation reduces insolvency costs and
increases consumer confidence, and these “berefits’ exceed other costs imposed by such
regulation, then there should be a net addition to socid welfare. On the other hand, when
regulation redricts consumer choice and distorts market decisons and there is no
commensurate benefit to consumers, then social welfare is reduced. Below we discuss
how these intangible benefits and costs might be affected by changes in regulatory

policies and Structures.

1. Insolvency Costs

There ae some data on insurance insolvency cods. Since date guaranty
associations were established in the late 1960s, nationd organizations have tracked the
amount of payments made to policyholders of insolvent insurers and assessed back
agang dl the members of the guaranty associations. Figures 1V.2 and 1V.3 chat the
number of insurer insolvencies and guaranty association  assessments.  Totd
payments/assessments amount to $10.3 hillion over the years 1976-1995. On an annud
bass, guaranty association assessments have averaged less than 0.5 percent of industry
premiums. These figures do not include insolvency costs that were not covered by
guaranty associations, dthough these codts ae probably reaivey smdl. Also, the
intangible cogs of solvency regulation on market transactions are not reflected in these

figures



Assessments rose sharply in the middie 1980s for property-liability insurers due
to an increese in the frequency and sze of insurer falures. A Smilar pattern occurred
digntly laer for life-hedth insurers. The incresse in insurer insolvencies can be atributed
largely to external economic shocks, but there were dso criticiams of the qudity of date
insurance regulation (see Failed Promises, 1990; U.S. Generd Accounting Office, 1991).
Since the early 1990s, insolvencies and insolvency costs have fdlen dramaticdly and
have remained & alow levd.

The burden of insurer insolvency cods is didributed among policyholders,
taxpayers and the owners of insurance companies (Barrese and Nelson, 1994). Insurers
can pass a dggnificant portion of guaranty association assessments through to
policyholders through rate surcharges and to taxpayers through date and federd tax
credits and deductions*

It is possble that federd regulation could reduce insurer insolvency codts, but the
savings could be smdl given that insolvency cods have been rdatively low in recent
years. Federd solvency regulation of interstate insurers could be more effective and
efficient, however. Also, dae receverships of insolvent insurers have been criticized for
ther inefficiency and high eqpenses. Bohn and Hal (1996) found that the cost of
insurance company insolvencies were three times as high as bank insolvencies when
insolvency costs were measured in relation to pre-insolvency assets. The impact of
federa solvency regulation would depend heavily on how federd regulators would

respond to and counter new economic pressures on insurers or other factors that would

22 Property-liability insurers are able to pass a significant portion of guaranty fund assessments to
consumers through rate surcharges. Life insurers, on the other hand, must rely more heavily on tax credits
and deductions because of the long-term nature of life insurance contracts.



prompt insurers to greatly increase their financid risk. In other words, if insurers were
threatened by a mgor solvency crigs, federd regulators might be in a better pogtion to
use the power and resources of the federal government to ameliorate the crisis.

On the other hand, some have expressed the concern that a singular regulator can
adso be a problem if the regulator implements bad policies. Supporters of state insurance
regulation point to the falures of federd thrift and bank regulators in the 1980s. One
advantage of the current state system of regulation is that non-domiciliary states provide

acheck on omissons by an insurer’ s domiciliary regulator.

2. Other Market Corrections and Distortions

In addition to affecting insolvency codts, insurance regulation potentidly imposes
other market corrections and distortions. Financid regulation imposes some market costs
even if it is deemed to provide net benefits to policyholders. Financid regulation raises
barriers to entry, redtricts insurers risk and investment portfolios, and limits the products
and terms they can offer. These codis are probably affected more by the states approach
to financid regulation than the inditutiond dructure for regulation. Moving to a
prudentia regulatory approach could substantidly reduce the market costs of arbitrary
legad redrictions on insurers investments and other transactions. Simply shifting the
enforcement of prescriptive regulations from the dates to a federad regulator would seem
to have little effect on intangible regulatory codts.

The intangible cods of the current system of market regulation are probably much
greater. Price regulation digdorts maket sgnds and incentives for efficient risk

management. For example, if rates are suppressed, insurance buyers have less incentive



to lower risk and control losses (Danzon and Harrington, 1998). Redtrictions on policy
forms limit consumers options and ability to purchase contracts that might better fit their
needs and preferences. Some market conduct regulations dso may distort insurance
transactions® Moreover, the ddays involved in filing and getting rates and forms
approved impose additional market costs.

As with financid regulation, the optimality of market regulaion has to be judged
in terms of both benefits and costs. Benefits to consumers are more likey to exceed
market costs for the most essentid market regulatory functions identified in Section II.
Market costs likely exceed consumer benefits for nonessentia functions, such as price
regulation and prior gpprova requirements for commercia insurance contracts.

There are different views on whether assgning market regulation to the dates
benefits consumers. On the one hand, the necessty of deding with multiple regulators
and vaying date requirements imposes some additiond intangible costs on insurance
transactions. For example, the need to make filings in multiple states could add to the
delaysin introducing rate and product changes

Economic theory suggests the Pareto optimd provision of a public good such as
regulation will be achieved when it is produced by the most decentrdized layer of
government capable of interndizing dl the economic costs and benefits associated with
regulaion (Inman and Rubinfeld 1997, Oates 1972). The primary advantage of having
more locdized units of government produce public goods is that smdler jurisdictions are
more likdy to be responsive to the tastes and preferences of the locd citizen's and

therefore can talor the qudity and level of output to maximize their welfare. This

2 For example, in some instances, regulators may pressure insurers to pay claims that are not covered
under astrict interpretation of their insurance contracts.



advantage, however, must be weighed againg the inefficiencies of decentraization that
could include possble spillover effects between jurisdictions and the possbility that the
juridiction may be too smal to capture any economies of scde that may be associated
with the production of the regulation.

Supporters of date regulation argue that it is more responsve to the needs and
preferences of consumers in a Sate. The drength of this partly argument depends on how
much the regulatory needs and preferences of consumers vary among dates. It is not
obvious that the citizens of New Jarsey have dggnificantly different preferences for
insurer regulatory policies than the citizens of lllinois. The grestes advantage of dSate
regulation may not be the ability to vary regulatory policies, but rather the responsiveness

of regulatory personnel in addressing complaints and providing other consumer services.

V. Estimation of Regulatory Compliance Costs

Regulators can impose costs on society that are like the deadweight losses
imposed by taxation. Regulation that increases the cogt of doing busness without an
associated benefit is thus borne by capita owners, employees, and consumers and it is not
necessxily clear which group bears the incidence of this type of regulation. Regardiess of
who bears the burden, regulation can raise the cost of a product, decrease returns to
equity owners, or lower the employee’ swages.

There are potentidly many ways to show the cost of regulation imposed on the
industry. We choose a smple way that looks a the property-liadility industry. We focus

on the compliance costs measured by those increased codts associated with doing
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busness in “redrictive regulatory dimates’ or, dterndively, in each additiond date

where the insurer decides to do business.

A. Data and M ethodology

If regulation imposes cogts on a firm, then it should show up in the expenses of
the firm. Higher expenses, dl other things hed condant, should exis in those
environments that are more heavily regulated. We employ four measures of expenses that
are obtained from the NAIC Annua Statement Tapes (Page 12 of the Property-Liability
Statement) at Georgia State University. The firs (E_PRAT) is the ratio of totd expenses
to tota direct premiums written. This shows the effect of regulation on the totd expenses
(rlative to premiums) of the firm. The other ratios reflect sdary expenses to totd
premiums written (S _PRAT), clams costs expense to totd premiums written (C_PRAT),
and licenses and fees to tota premiums (F_PRAT). Changes in S PRAT are presumed to
reflect the additiond employee time spend on deding with regulation and can be thought
of as an indication of compliance cogts. C PRAT reflects the cost of resolving clams and
changes in C_PRAT can be though of the effect of regulation on rexolving cams.
Findly, F PRAT represents the (not-tax) costs paid to the state for regulatory services.
Changesin F_PRAT reflect the additiond costs of license fees.

Table V.1 shows that E_ PRAT has a mean of approximately 38 percent while
S PRAT is approximately 9 percent, C PRAT is approximately 7 percent and F_ PRAT
is less than one-hdf of one percent. We employ each of these ratios as way of measuring,

in agross sense, the effect of complying with regulatory policies on the firm's costs >

241t is possible that some regulation may actually cause the firm to make expenditures that are beneficial
(in the sense of being profitable) for some insurers. Under regulatory accounting all expenses are treated
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Conning and Co (1997) undertakes a semi-objective analysis of states based on
their regulatory environment?® They examine the types of lav governing the insurance
indusgtry. These include the type of rating law for persond lines, the status of various tort
reform measures, whether the commissoner is appointed or dected, and the amount of
the regulatory personnd in the state. Conning and Co. dso employs some undisclosed
quditative assessments to obtain a ranking of dates based on the dates regulatory
environment. Conning and Co identified the bottom 10 dates in their report and we refer
to these daes as having redrictive regulatory environments. This determination reflects
Conning and Company’s assessment that the date has a redrictive regulatory
environment in the persond lines business (auto and home insurance).?® We estimate the
totd amount of premiums written in each date with a redrictive environment for auto and
homeowners insurance. The log of this amount (RES) is employed to determine the effect
of nonessentid regulation on the cogt to the firm. Extraneous or nonressentia regulation
might include that type of regulaion not condstent with the essentid insurance regulation
described abovein Section 11.

In this ample andyds, we employ two control varidbles. The firg is a dummy

varidble for whether the company is a slock company. The second is a Sze vaiable that

equally. However, not all “expenses’ are “expenses’ as some may be investments with a positive net
present value. A better methodology would focus on the profitability of the firm in various environments.
This paper assumes that all regulation imposes costs that do not have any corresponding benefits.

%1 previous years, Conning and Co did a survey of senior insurance company executives to ask them to
rank (or comment on) a state' s regulatory environment.

2The states classified as restrictive are(in rank order California, Nebraska, Tennessee, Mississippi, New
Jersey, North Carolina, Washington, Massachusetts, West Virginia, and Delaware.
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is the log of the total direct premiums written. This is employed dong with its square as

an attempt to control for potential economies of scale of the firm.?”

B. Empirical Results

Table V.2 shows our results. We estimate a tobit modd for these ratios as they are
bounded by O and 1. To account for sgnificant heteroskedadticity we edtimated a
weighted model where the weight is the log of totd assets. In terms of organizationd
form, sock companies gppear to have dgnificantly higher fee expense ratios and no
significant relationship was found for any other expense ratio.?®

The effect of Sze is dso ggnificant in every mode. For total expenses, saaries,
clams cogts, and fees, the data suggest increasing returns to scae for the mean firm in the
sample. The margina effect of Sze in each case is sgnificantly negative implying that as
Sze increase, the expense ratio of each category decreases. This evidence of economies
of scae is conggent with the results of the insurer efficiency literature (see Cummins and
Weiss, 1992 and Berger, Cummins, and Weiss, 1998).

Examining the effect of regulaory environment, we see that writings affect the
expense ratio only in one case. The amount of busness in redrictive regulaory

environments is podtively and dgnificantly related to the dams cost expense ratio. In

27 Our sample has 1,417 property-liability companies for the year 1997. We excluded companies with ratios
of expensesto premiums greater than 1, companies with no assets, and those with no premiums.

28 \We use the stock dummy as merely a control variable. A large literature has developed to examine the
differences between organizational forms. This literature suggests two things. First stocks and mutuals are
equally profitable. They just undertake different strategies to mitigate agency costs. (See e.g. Meyers and
Smith, 1986). Secondly, expense ratios do not account for the multiproduct nature of the firm nor do they
accurate reflect the economic production function underlying the production of insurance. Further, in acase
like this profit functions should be employed to account for the fact that some expenses generate positive
benefits. (See e.g., Berger, Cummins and Weiss, 1998).



contragt, the number of dtates licensad is dgnificantly (and postively) related to the other
three expense ratios. It appears that these two indicators of regulation are orthogond to
each other. The redrictive environment gppears to influence the cost of clams resolution
while the number of licenses is rdated to expenditures on sdaries and licenses and
regulatory fees.

If we think of the sdary expenses as the cost of deding with different regulaions
among the dates, we see that being licensed in more states increases sdary expenditures
and costs to the insurer.?® This is true dso for the amount of license fees paid by the
insurer. An increase in the number of regulatory jurisdictions is associated with higher
regulatory license fees*°

The dadicities shown in Table V.2 hep in the overdl interpretation of the results.
For example, if the number of date licenses for the mean firm were to increase 10
percent, the expense ratio for salaries would increase by 0.78 percent. Smilarly, if the
number of date licenses for the mean firm were to increase 10 percent, then the amount
of regulatory license fees would increase 2.1 percent. Findly, if the percent of premiums
written in redrictive regulatory environments were to increese by 10 percent, then the
cams expenses ratio would increase by approximately one-hdf of one percent. A very

rough esimae of totd regulatory compliance costs would be roughly $4.5 hillion,

29This, as well as the following, discussion assumes that the increased costs can not be passed on to the
consumer Thus the denominator of the expense ratio is constant. This assumption is accurate when and if
the individual firm has no ability to raise price. This would be true in relatively competitive markets such as
the personal lines markets.

30 1t should be noted that insurers sometimes have licenses in states in which they are not currently writing

any business and, hence, would not be making any rates and forms filings. In further research we will
attempt to refine this variable by counting the number of states in which a company actively writes
business.
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representing less than one percent of industry premiums®! Readers are advised to not
place too much emphasis on this figures given the preliminary nature of our estimates.

We find evidence of regulatory costs associated with non-essentid regulation.
This is due to insurers writing in redrictive regulatory environments. We dso find that
cogs are higher the larger the number of dates a firm is licensed. To the extent that: 1) a
federd mode will reduce nornressentid regulation; and 2) to the extent that non-uniform
market conduct regulation across the states increases costs without associated benefits,

then afederd mode might reduce the costs of regulation on the indudtry.

VI. Conclusions

In sum, we conclude that the potentid savings from optiond federd chartering
depend greatly on the scope and policies of federd regulation and how they would differ
from the date regulatory system that may evolve in the future. We argue tha there would
be some tangible savings from federd regulation, probably smdl, in the area of solvency
or financid regulaion. Much larger potentid savings could be achieved from ddegating
market regulatory functions to a federd entity. Even then, the amount of savings in terms
of tangible regulatory expenditures and compliance costs could be smdl rdative to
industry premiums, less than one percent or $5 hillion. Further research could yidd
gndler or lager edimates of regulatory compliance cosds and savings from optiond
federd chartering.

The intangible costs of regulation in terms of maket outcomes are potentidly

much greater, athough they would probably be less affected by the inditutionad Structure

31 This estimate is based on the assumption that the average cost being licensed in a state is $100,000 per
state, that there are 3,000 conpanies that write business in multiple states, and that the mean number of
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of regulaion than the nature of its polices. Sgnificant efficiencies could be achieved
under the current state system or a dud federd-dae sysem by diminating nonessentia
market regulations and dSandardizing those regulaions that ae retained. Prudentid
solvency regulation aso could sgnificantly reduce intangible market costs. Hence, the
scope and design of insurance regulatory policies is probably more important than
whether authority resdes with the federal government or the various dates. However,
one's view of this could be different if sructurd changes facilitated reforms in regulatory
policies. Whichever inditutiona dructure is chosen, the primary focus should be on

deveoping effective and efficient regulatory policies.
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Table Il1.1
Property-Liability Insurance Trends
1960-1995

| 1960 1970 1980 1990 1995

No. of Companies n/a 2,800 2,953 3,899 3,358
Assets 30,132 55,315 197,678 556,314 765,230
Income 15,741 36,524 108,745 252,991 296,637
Net Premiums Written 95.1 94.3 89.6 86.9 87.€
Investment Income 4.9 5.7 10.4 13.1 12.4
Mkt. Share of 10 34.4 36.8 38.2 40.3 40.C

Largest Insurers
Premiums/Surplus 125.5 210.2 183.4 157.6 113.C

Return on Net Worth n/a 11.6 13.1 8.5 9.C

Source: NAIC, A.M.Best, and Insurance Information Institute



No. of Companies

Assets ($millions)
% 10 Largest Co.'s

Income ($millions)

% Life Insurance Premiums
% Annuity Considerations

% Health Insurance Premiums
% Investment Income

% Other

Reserves ($millions)
% Life

% Annuities

% Health

Net Rate of Investment Income (%) (a)

Capital Ratio (%) (b)

Return on Equity (%)

Table Il11.2
Life-Health Insurance Market Trends

1950-1995
1950 1960 1970 1980 1990 1
649 1,441 1,780 1,958 2,195
64,020 119,576 207,254 479,210 1,408,208 2,
n/a 62.4 57.7 52.5 36.7
11,337 23,007 49,054 130,888 402,200
55.1 52.1 44.2 31.2 19.1
8.3 5.8 7.€ 17.1 32.1
8.8 17.5 23.2 22.4 14.5
18.3 18.7 20.7 25.9 27.8
9.5 5.8 4.4 3.3 6.5
54,946 98,473 167,779 390,339 1,196,967 1,
n/a 71.9 68.€ 50.7 29.1
n/a 27.2 29.1 46.5 68.1
n/a 0.9 2.1 2.8 2.8
3.1 4.1 5.3 8.1 9.3
n/a n/a 9.7 9.2 8.5
n/a n/a n/a 13.9 10.7

a. Net investment income divided by mean invested assets (including cash) less half of net investment income.
b. Capital plus surplus plus Asset Valuation Reserve (or Mandatory Securities Valuation Reserve prior to 1992) divide

general account assets.

Source: American Council of Life Insurance, A.M. Best, Fortune Magazine, and Forbes Magazine.
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Table IV.1

Insurance Department Resources in 1997

Number of Insurers Direct
Licensed Premiums FY 1999 FTE
State Domestic|Non-Domestic Written Revenues Budget Staff
Alabama 89 1,380 $13,330,640,868 $160,700,014  $9,873,951 69.0
Alaska 10 1,088 1,572,340,407 33,483,294 4,192,400 50.0
American Samoa N/A N/A 2,517,242 N/A N/A N/A
Arizona 517 1,548 12,349,206,000 159,693,487 5,404,700 138.0
Arkansas 83 1,443 4,970,791,241 114,925,247 6,037,439 102.0
California 245 1,279 72,977,550,532 1,345,971,425 127,467,000 1,134.8
Colorado 90 1,372 13,114,189,038 117,229,739 7,900,000 95.4
Connecticut 135 1,000 13,976,729,766 222,671,522 15,564,918 164.0
Delaware 145 1,250 3,108,518,515 57,844,500 4,723,900 67.0
District of Columbia 15 1,301 3,679,096,915 47,216,450 7,000,067 62.0
Florida 477 1,858 33,292,936,170 465,904,567 64,104,297 1043.0
Georgia 112 1,484 18,676,739,133 444,725,115 17,241,858 168.0
Guam 5 90 219,718,617 N/A 1,337,730 8.0
Hawaii 86 888 4,540,992,000 80,064,656 5,513,038 47.0
Idaho 28 1,476 2,544,685,948 52,876,200 5,101,400 64.5
lllinois 503 1,467 41,246,624,335 208,898,251 25,704,900 353.0
Indiana 204 1,666 16,289,715,880 141,171,092 4,673,237 84.0
lowa 228 1,386 7,078,414,176 121,352,272 6,780,647 90.0
Kansas 57 1,497 5,810,540,435 140,115,654 8,004,227 154.5
Kentucky 72 1,457 8,741,582,715 155,689,965 14,051,000 174.0
Louisiana 170 1,498 10,828,176,796 189,238,852 28,227,660 261.0
Maine 32 867 3,654,010,631 47,022,101 6,074,579 72.0
Maryland 106 1,374 11,949,994,966 182,476,085 15,379,409 249.0
Massachusetts 105 1,163 27,585,573,109 26,741,423 8,422,834 163.1
Michigan 152 1,245 33,934,211,000 184,061,182 16,398,500 127.0
Minnesota 210 1,231 15,332,392,246 169,979,326 7,024,299 121.0
Mississippi 77 1,446 4,471,202,770 113,922,784 6,395,409 114.0
Missouri 309 1,529 15,065,924,689 186,132,914 12,185,653 210.0
Montana 28 1,408 1,675,033,324 37,601,561 2,094,337 43.0
Nebraska 129 1,453 4,607,803,553 54,171,918 5,929,949 92.8
Nevada 36 1,434 4,168,605,397 103,927,948 4,189,275 65.0
New Hampshire 53 800 2,757,743,796 59,897,326 3,423,418 51.0
New Jersey 112 1,085 25,136,769,913 321,293,000 33,598,000 402.0
New Mexico 22 1,521 3,232,124,928 85,157,043 3,755,800 77.0
New York 395 723 68,719,274,707 921,734,925 96,827,000 865.0
North Carolina 111 1,207 20,136,932,922 288,027,916 33,088,000 388.0
North Dakota 55 1,380 1,878,393,939 27,465,475 2,917,657 455
Ohio 310 1,452 30,610,882,420 384,341,389 22,122,025 248.0
Oklahoma 123 1,470 6,228,947,887 138,785,717 6,843,245 122.0
Oregon 116 1,498 8,192,702,017 89,806,213 6,389,145 98.5
Pennsylvania 350 1,318 46,203,910,291 224,105,000 19,039,000 274.0
Puerto Rico N/A N/A 1,685,529,391 N/A N/A N/A



Rhode Island
South Carolina
South Dakota
Tennessee
Texas

U.S. Virgin Islands
Utah

Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

Total
Mean

35
53
60
130
572
N/A
54
329
88
80
22
342

7,872
151

1,017
1,424
1,444
1,534
1,529

N/A
1,485

778
1,330
1,303
1,230
1,476
1,211

1,304

3,691,816,758
7,405,544,356
2,003,604,572
15,834,515,190
52,472,811,479
52,769,496
5,113,902,303
1,962,380,659
17,824,345,743
14,469,167,006
3,466,298,720
15,600,165,174
1,026,964,622

$766,503,956,703
$13,936,435,576

49

47,284,787
103,867,326
39,441,485
278,049,932
770,488,033
N/A
74,095,962
31,883,710
249,922,301
229,582,817
105,091,895
104,186,783
12,100,537

$9,952,419,116

$195,145,473

3,365,084
6,179,489
1,295,371
5,981,400
48,330,067
N/A
4,130,900
4,407,168
16,855,018
11,633,976
4,560,823
7,917,200
1,303,843

$796,962,242
$15,326,197

53.0
107.0
24.0
91.0
1003.2
21.0
71.5
49.0
190.0
164.0
72.0
121.7
24.0

10,148.5
191



Table V.2
Allocation of Regulatory Staff by Function

Position | Number Percent
Financial Examiners 1,198 10.1%
Financial Analysts 400 3.4%
Liguidators 927 7.8%
Company Licensing 66 0.6%
Rate/Form Analysts 676 5.7%
Market Conduct Examiners 425 3.6%
Actuaries 293 2.5%
Consumer Services 1,462 12.3%
Producer Licensing 381 3.2%
Other 6,020 50.8%
Total Staff 11,848 100.0%

Note: Figures include department and contract employees

Source: 1997 Insurance Department Resources Report (NAIC)
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Figure V.1
Insurance Regulatory Expenditures
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Table IV.3
Financial Institution Regulatory Costs: 1997

No. of Reg.| Budget Asset Percent

Regulatory Body Entities | $Millions | $Billions | Budget/Assets |Per Entity Co
State Insurance Departments and NAIC* 7,872 $ 7854 $ 3,433 0.023% $ 99,76
Federal Reserve System** 8,007 $ 5170 $ 4,791 0.011% $ 64,56
Office of Comptroller of the Currency*** 2597 $ 3500 $ 2,89 0.012% $ 134,77
FDIC 10,922 $ 6050 $ 5,607 0.011% $ 55,39
Office of Thrift Supervision 1,215 $ 1510 $ 777 0.019% $ 124,28
National Credit Union Association 11,238 $ 46.3 $ 351 0.013% $ 4,12

*Includes Property-liability and Life, Health and Annuity Companies
**Includes the number of state member banks and the number of separate banks belonging bank holding companies

Note: The Federal Reserve Board has overlapping jurisdiction with OTS and OCC;
FDIC has financial regulatory authority over insured banks

Source: Official Budget Documents or Annual Reports for the various agencies.
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Figure IV.2
Insurance Company Failures
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Figure IV.3
Insurance Guaranty Association Assessments
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Table V.1
Descriptive Statistics

|Variab|e Name|

Variable Description

| Mean |Std.Dev.|Minimum|Maximum|

E_PRAT
S_PRAT
C_PRAT
F_PRAT
STOCK
RES
LLIC
LGTDPW
LTA

Total Expenses/Total DPW 0.3801
Salary Expenses/Total DPW 0.0936
Claims Expenses/Total DPW 0.0713
Licenses and Fees/Total DPW 0.0031
Stock Company Dummy 0.6678
Log of DPW in "Restrictive" Environment 1.9132
Log of State Licenses 1.6851
Log of Total Premiums Written 17.1573
Log of Total Assets 17.8711

0.1988
0.0673
0.0767
0.0061
0.4712
4.0082
1.5598
1.8576
1.9222

0.0053
0.0001
0.0000
0.0000
0.0000
0.6931
0.0000
10.4118
12.5680

0.9970
0.7646
0.6470
0.0742
1.0000
20.4741
4.0073
23.8877
24.9638



Table V.2

Tobit Regression Results: Measurement of Costs Implications of Multistate Licensing and "F

Ratio of
Total
Expenses
to
Variable Variable Description Premiums
ONE Intercept 1.7161***
(0.3089)
STOCK  Stock Company Dummy -0.0177
(0.01112)
RES Log of Total Auto Premiums Written in "Restrictive” Regulatory Environment 1.7161%*
(0.3089)
LLIC Log of Licensed States 0.0316***
(0.0040)
LGTDPW Log of Total Premiums Written -0.1290***
(0.0363)
SIZE2 Log of Total Premiums Written Squared 0.0028***
(0.0011)
Psuedo R2
Elasticity between "expense ratios" and total state licenses 0.0950
Elasticity between "expense ratios" and prems written in bad environments 0.0018

Note: Regression weighted by the log of total assets.




statefed.doc

57



