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Regulating Insurer Solvency in a Brave New World
Robert W. Klein
Abstract

This paper provides an inditutiond overview of insurance solvency reguldion in the U.S.
to as9s ressarchers evduating its impact, effectiveness and reform. It updates previous
overviews of insurance regulaion by the author in the context of emerging issues
associated with the convergence of financid services markets (Klein, 1995). Insurance is
primarily regulated by the dates but this scheme is being reconddered again as the
regulatory barriers between competing financid inditutions fal. Insurers are increasingly
concerned about the inefficiencies associated with dae regulaion in a naiond and
globa financiad economy greased by rapid advances in communicaion technology. At
the very least, the dtates will need to restructure and coordinate their regulatory activities
to diminae unnecessary impediments to interdate transactions. Whether ther initiatives
will prove auffident to deday the movement towards a federa regulatory scheme is
uncertain. Regardless, the regulatory sysem for insurance must adjust to economic
redities. This paper discusses the current dtate of insurer solvency regulation and how it
may change in the brave new world of integrated financid markets.



| Introduction

Insurance regulation in the U.S. has progressed through severd evolutionary phases
in its dmogt two-century higory. As insurance markets have evolved in a dynamic
economy, O has ther regulation progressed in an dtempt to maintan consumer
protections and permit market innovations. Like other financid inditutions with
sgnificant fiduciary responshilities, insurance companies have been subject to intensve
solvency regulation.  However, insurance regulation does not end there and has
encompassed prices, products and trade practices, which interact with solvency
regulation. Insurance has been characterized as an industry “vested with the public
interes” and this is evidenced by extensve government intervention in insurance market,
motivated by socia and politica forces as well as market imperfections.

(P. L. 106-102), which

The convergence of financid markets and the enactment of the Graham-Leach
Bliley Act (GLBA) in 1999 is ushering in ancther phase in the evolution of insurance
makets and ther regulation. GLBA dggnificantly eased Depressonera  financid
regulations (the Glass-Steagdl Act of 1933) that hampered the ability of banks and other
finencid inditutions to provide a full range of financid sarvices that crossed atificid
organizationad bariers. The new law permits financid services companies to merge and
engage in new business activities and the cross sdling of financid services and products,
while attempting to address the regulatory issues raised by such combinations. Insurance
and norrinsurance financia entities are developing and implementing various drategies
in redlocating capitd and serving consumers in an environment where an aray of

financid products compete as substitutes or are marketed as complements.



The NAIC supported GLBA with the proviso that it would preserve state insurance
regulation and protect consumer privacy. GLBA contemplates a sysem of “functiond
regulation” in which severa government authorities regulate the respective activities of
financid inditutions. Banking, securities and insurance regulators are wrestling with how
to enforce this new regulatory scheme and coordinate their responshilities. Increased
globd trade in financid services innovations in financdd ingruments, and rapidly
advancing information technology add further dimensions to this task. Consequently, the
paradigm for insurance regulation is being reconsdered in a brave new world of
integrated financid markets.

It is important for scholars, experts and officids from the various disciplines and
segments of the financid services industry to engage in an informed discusson about
insurance regulaion and how it fits in the overdl sysgem of financid inditution
oversight. Unfortunately, insurance regulation can gppear arcane and even myserious to
those who do not make it a primary occupation. The purpose of this paper is to describe
and explain the infrastructure for insurance solvency regulation to help inform explorers
as wdl as curious observers. Emerging issues and regulatory approaches dso are
discussed in considering the future direction of government oversight of insurance.

The paper begins with laying the conceptua foundation for insurance regulation as
bass for evduding its drengths and flaws. This is followed by a review of the
inditutiona infrastructure that underpins insurance. Section IV gets to the heart of the
maiter by explaning the daes activities in regulating insurer solvency and identifying

the issues they rase. Regulatory inditutions and policies are consdered in terms of the



changes needed to adjust to market trends. | conclude by speculating on the politica

prospects for insurance regulatory reform.

I1. A Conceptual Framework
A. The Structure of the Insurance Industry

We begin with a brief review of the structure of the insurance industry and how it is
changing to st the context for its regulation. Tables 1.1 and I1.2 provide summary
datistics on trends in the property-casualty and life-hedth insurance segments of the
industry. Both sectors have experienced sgnificant growth in revenues and assets,
coupled with a decline in the number of insurance companies. Despite competition from
other financia products, the insurance industry has continued to grow in absolute and
reldive terms. This may be due, in part, to increased consumer demand for insurance
products driven by risng household incomes.

The property-casudty sector has seen its leverage (net premiums/surplus) decline
from a high of 210.2 percent in 1970 to a low of 84.5 percent in 1998. This has led to
growing concerns about “excess’ capitd in the industry and discusson about capitd
dlocation drategies. Fierce competition is driving consolidation within the industry. As
the number of property-casudty insurance companies has declined, the share of net

premiums written by the top 10 groups has increased. However, we have yet to see this



trandate into market power that would enable these insurers to dominate the hdudtry in a
way that would thwart competition.

In the life-hedth sector, market growth has been accompanied by a sgnificant shift in
the types of products purchased. The increasng demand for retirement related products
has trandformed the indudtry. In 1960, life insurance congtituted 71.9 percent of industry
policy reserves, while annuities accounted for most of the remainder. The gtuation is
now reversed with annuities condituting 69 percent of policy reserves. Further, whole life
insurance policies have dgnificantly declined in favor of term life and universd life
policies (ACLI, 1999).

On an aggregate basis, both sectors appear to be relatively strong in terms of capitdl
levels and leverage indicators. This dso is reflected in the sharp decline n the number of
insurer falures the mid-1990s (see Figure 11.1). In the late 1980s and early 1990s, the
totd number of insurer falures hovered around 100, but declined to amost sngle digits
by 1996. It does not appear from these data that the insurance industry currently suffers
from any obvious financid weekness that poses an immediate threat to solvency.
However, industry restructuring, the need to improve efficiency, and the ever present risk
of a mgor economic shock, creste long-term issues for meny insurers. Regulators will
need to diginguish thriving insurers from companies with a questiongble future with
gopropriate policies for both to facilitate industry consolidation with minima  insolvency

Ccost.



B. A Rationalefor Solvency Regulation

While this paper approaches insurance solvency regulation from an inditutiond
perspective, it is hepful to outline its conceptua framework and the factors that influence
regulatory policy. The economic retionde for regulating insurer solvency arises from
market falures crested by codly information and agency problems (Munch and
Smdlwood, 1981). Owners of insurance companies have diminished incentives to
maintain a high level of safety to the extent that their persona assets are not at risk for
unfunded obligations to policyholders that would result from insolvency. It is codly for
consumers to properly assess an insurer’s financid drength in relaion to its prices and
quaity of service Principd-agent conflicts dso exis in that insurers can incresse their
risk after policyholders have purchased a policy and paid premiums.

The mord hazard associated with these conditions is exacerbated by insolvency
guarantees (in the U.S) that further reduce buyers incentives to monitor and consider the
financia drength of insurers. In theory, solvency regulation should limit the degree of
inolvency risk in accordance with society's preference for safety. Regulators may limit
insolvency risk by requiring insurers to maintain a minimum amount of capital and meet
other financid requirements.

Insurance regulators must bdance various gods in maximizing socid welfarel
Regulation affects the range of possble vaues of the risk-return tradeoff involved with
insurance transactions. Greater flexibility with respect to solvency requirements dlows

insurers to offer a wider range of possible product/price options and alows consumers to

'For example, Pentikdinen (1988) discusses the need for a "reasonable balance” in determining the
appropriate regulatory solvency margin between the aim of protecting the beneficiaries and the aim of
avoiding excessive capital or other requirements that would unduly hamper the effective functioning of
insurers.



incur greater risk in return for lower prices and/or higher benefits. Tighter solvency
dandards will tend to reduce the supply of insurance and increase its price. In turn,
regrictions on insurers prices and market practices can impar solvency. Policymakers
and regulators mugt ultimately determine the boundaries governing firm and consumer
choicesin promoting the public interest.

This implies a tenson between solvency and other regulatory objectives such as
affordable prices and wide avallability of coverage. If regulators possessed perfect
information and an unadulterated commitment to a reasonable interpretation of the public
interest, they would be expected to optimize the tradeoffs between solvency and other
regulatory objectives. However, redity intervenes The tenson between regulatory
objectives is influenced by voters difficulty in undergtanding the relationship between
solvency and price reguldion. Further, the fracturing of an insurer's regulation among
multiple jurisdictions can lead to externdities that further distort regulatory policies.

In the red world, insurance regulators are not omnipotent, omniscient, nor purey
dtruigic. They face informational and logistical condraints that compromise their ability
to afect maket outcomes. Insurance is a complex product with many different
parameters that insurers can adjust in response to regulatory redrictions. It is difficult for
regulators to control certain aspects of insurers behavior without causng unintended
effects in other areas. Hence, there is no guarantee that well-motivated regulators can
necessarily improve market performance. Moreover, the economic and politica
environment in which insurance is regulated may affect policy in ways tha do not serve

the public interest in the long run. Insurance regulation is not unique in this sense, but it




arguably more vulnerable to public misperceptions and interest group pressures than most

other regulated industries.

C. FactorsInfluencing Regulatory Policy

The economics and politicd science literature provides abundant theories about how
various factors influence regulation in ways that conflict with the public interest. Politica
scientists began to question the public interest theory of regulation in the 1950s when
they observed various industries such as trucking and ralroads where regulatory policy
seemed to work againg rather than for consumers. Capture theory postulates that
regulation is initisted or acquired by the regulated industry to serve its own interests
rather than the public interest (Berngtein, 1955; Kolko, 1965). Stigler (1971) and Jordan
(1972) extended this view in developing an economic theory of regulation in which the
concentrated interests of firms tend to preval over the diffused interests of consumers in
the transfer of wedth through regulaion. Petzman (1976) generdized Stigler's modd to
dlow for the regulatory bias between consumers and firms to vary depending upon
market conditions. Politica scientists such as Meier (1985, 1988) have since reclamed
ome of the intdlectud initigtive in forwarding multidimensond theories of regulation.
In ther world, economics, politics, bureaucracy and ideology interact to influence
regulatory policy in various directions depending on the circumdances surrounding a
particular industry and even a pecific issue.

One interesting implication of this thread of work is that regulators notions of the
“public interet” may play a role in shaping policy, adthough not necessarily an exclusve

or dominant role. Specificaly, some scholars have explored the mechanism by which



voters preferences are trandformed into policy and dlow explicitly for ideologicd or
“other-regarding” preferences of public officids to affect policy (see Levine and

Forrence, 1990; Kalt and Zupan, 1984, 1990).

D. Implicationsfor Insurance Solvency Regulation

Insurance regulation in the U.S. has provided a rich environmert to refine and test
theories of regulatory behavior. This research has been concentrated on price regulation,
but the multiple and interconnected aspects of insurance regulaion offer a much wider
fiddld of exploration. Meier (1988), for example, applies his multidimensond condruct of
regulatory behavior to insurance. His moded encompasses a number of determinants,
including the reative strength of producer and consumer interests, regulators norms and
resources, politica leadership, the courts and the sdiency and complexity of regulatory
issues.

Meer hypothesizes that the insurance industry should favor regulatory policies that
benefit it and oppose policies that redrict it. He further observes that the insurance
indudry is not a monolith and that different segments of the industry (smdl insurers,
large insurers, agents, etc.) may have different views with respect to certain regulatory
isues. The adility of the indudtry, or any segment of it, to influence regulaion is
hypothesized to be afunction of its politica resources, i.e., Sze and wedth.

Consumer groups are expected to push for greater regulation and favor policies that
redrict the industry. Their success will be postively related to their sze and contact with
each other. Regulators support policies consgtent with their policy gods, i.e, greater

regulation, and their influence is pogtively related to ther politicd resources. Politicd
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elites - the legidature and the courts - mediate among competing groups and pursue their
own policy vaues.

Mee suggeds that, in the policy environment for insurance regulation, issues tend to
be complex but generdly not sdient with the exception of cetain issues like auto
insurance rates and managed care in hedth insurance. This favors the influence of the
industry and regulators over that of consumer groups and political dites. Despite such a
generd policy environment, Meer concludes that insurance regulation has not aways
promoted industry interests and that the direction of policy varies from sate to state and
issueto issue.

Two important observations are offered here to further enrich this conceptuaization
of insurance regulaion. The fird is that the question of how dternative policies might
affect the public interex or market efficdency is rdevat to andyzing regulaory
motivations and outcomes. Politicians have incentives to adopt policies that increase
economic  efficency. Regulators and legidators can potentidly increese thelr politica
support by correcting market falures and reducing deadweight losses. However, there
will generdly be condraints on how the economic gains from such policies can be
redidgributed among different interest groups to increase politicad support. Hence, wel-
organized specid-interest groups that would be affected adversdy by such policies may
thwart efficiency increasing regulatory policies.

The second observation is that, to the extent that both sellers and buyers of insurance
act in ther private sdf-interest, they should favor policies which will transfer wedth to
them and oppose regulatory redrictions that will condrain ther ability to maximize ther

regpective objective functions. Presumably, insurers will be willing to trade some limits
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on ther activities to the extent that they are more than offset by wedth trandfers that will
increase profits. Smilarly, consumers may be willing to accept less product diversty in
return for lower regulated prices. Of course, on any given issue the interests and
ideologies of different consumers can diverge just as those of insurers and agents can.

At the same time, because of condrained information, firms and consumers may not
correctly understand how ther interests or others interests will be affected by a given
policy. Consumers, in particuar, may be subject to misperceptions that cause them to
favor policies, such as gringent price ceilings, which gppear to be beneficid to thar
interests but that ultimately may harm them. Industry postions on a proposed regulation
aso may be based on misnformation or incorrect assessments of the effects of the
regulation.

High-diency, high-complexity issues ae especidly prone to misunderstanding.
Misperceptions may be exacerbated by advocacy organizations that engage in "politica
entrepreneurship” to increase ther membership and financid support by championing
policies that appear to favor condtituencies that they are trying to court. The popular
media aso may digtort certain insurance issues in order to increase reader/viewer interest
and support.

These observations suggest some modifications to Meier's predictions  about
regulatory policies and thelr outcomes in insurance, including solvency regulation. The
determination of indudry podtions on regulatory policies is complex because some
regulaions may promote a given insurer’s economic interests while other regulations

may not. Companies are expected to generdly oppose regulatory standards that will
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regtrict their own actions but may support standards that will redtrict the actions of their
competitors.

It is in the indugry’s interest to support effective solvency regulation within certain
bounds. Insurers incentives to do so are 1) the potentid loss of profits to high-risk
insurers that underprice their product; 2) the potentid loss of profits due to diminished
consumer confidence in insurers generaly because of insolvencies, and 3) the burden of
unreimbursed guaranty  fund assessments for insolvencies Financidly drong insurers
with subdantid incentives to limit their insolvency risk should favor solvency regulaions
that limit the ability of other insurers to pursue high-risk dtrategies. For example, strong
companies would be expected to support minimum risk-based capital standards that they
will exceed but that will force regulatory action againg weskly capitdized insurers. On
the other hand, insurers will fight standards that will sgnificantly restrict ther flexibility,
eg., tight condrants on invetments or dividend payments to stockholders. Strong
companies should support more resources for solvency monitoring because those
resources are presumed to hep identify and prompt regulatory action agangt high-risk
and faling companies. However, insurers will oppose giving regulators carte-blanche
authority to take companies out of the marketplace arbitrarily without some lega grounds
for action.

Consumers  interests adso will be affected differently by insurance regulation.
Consumers would be expected generaly to favor stronger protections againgt insolvency
(eg., more generous guaranty fund coverages subsdized by taxpayers, higher capitd

requirements, etc.) as long as they do not unduly raise prices or greetly redtrict ther
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choices of insurers or products? However, consumers and voters adso may express
preferences for redrictions on insurer's  pricing and underwriting redtrictions, and
mandated benefits, which may have negative effects on the supply of insurance and
insurer solvency. The relaionship between these regulatory practices and market results
is difficult for the average consumer/voter to understand and, hence, regulators may be

pressured to adopt policies with conflicting objectives and suboptimal outcomes.

[11. Thelnfrastructurefor Solvency Regulation
A. The Role and Authority of State Insurance Regulators
In contrast with other financid indudtries, insurance is primarily regulated a the date
levd.® Every state and U.S. territory has a chief government officid who is reponsible
for regulating insurance companies and makets This officd has the authority and
respongbility to ensure that insurance companies do not incur excessive insolvency risk,
nor treat policyholders unfarly. More specificdly, insurance commissioners regulate

insrers:  admisson or licenang; solvency and invesments rensurance activity,

2 For example, media accounts of the increase in insurer insolvencies motivated greater public pressure for
stronger solvency regulation. Consumers' concerns about insurer insolvencies may have dissipated, which
could tip the balance towards greater political pressure for restrictions on prices and trade practices.

3 This situation is a historical artifact that has endured because of strong political pressures from the states
and the industry and federal reluctance to assume major new regulatory responsibilities. However, the
federal government does have a substantial role in insurance regulation and intervenes in insurance markets
in anumber of ways. The issue of state versus federal regulation of insurance continues to be debated and
this debate has been intensified by developmentsin financial markets and large insurers’ reconsideration of
their position on federal regulation. See Klein (1995) for a brief history and Kimball and Heaney (1995) for
amore extensive discussion of the state and federal rolesin insurance regulation.
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transactions among  afiliates, prices, underwriting; cdams handling; and other market
practices. Regulaiors aso oversee producer licenang and market practices, dong with
cetan other areas rdated to insurance company and market functions. Figure 111.1
diagrams the mogt prominent regulatory functions and their organization within a typica
state insurance department.*

Most commissioners are appointed by the governor (or by a regulatory commission)
for a st teem or “a will”, subject to legidative confirmation. Twelve dates and one
territory dect ther insurance commissoners who are autonomous in the sense that they
do not take orders from the governor but they must sill cooperate with the administration
in order to achieve their objectives Elected commissioners directly seek voters political
support, while appointed commissoners do this indirectly as pat of the governor's
adminigration.

Commissioners can exert consderable influence over insurers structure and conduct
through the admisson and licenang process. Insurers who fal to comply with regulaory
requirements may not obtain or are subject to losng their authorization to sdl insurance
through the suspension or revocation of ther license or cetificae of authority. Certan
financia transactions and organizationd changes dso are subject to regulatory approvd.
Commissioners may intervene and seize companies that are deemed to be in hazardous
financid condition. These measures give regulators subgantid leverage in compdling

insurers  to comply with insurance laws and regulaions. Further, insurance

* The picture in Figure 111.1 is a very broad generalization. It is most common for insurance departments to
divide financial and market regulatory functions organizationally, but this is not always the case. Yet, the
typical division of these areas has tended to impede their coordination, a problem that regulators are
seeking to fix.
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commissonas can exercise public and politica influence in ther visble role as
consumer protectors and insurance experts.

At the same time, insurance commissoners are not autonomous and face a number of
condrants in execisng ther authority. Regulators operate within  a broader
governmental  framework that influences and limits ther actions. Mog importantly,
regulators must act within the framework of insurance laws enacted by the legidature.
Regulations promulgated by the commissioner are subject to review and approvad by the
legidature in some dates. Regulatory actions are dso subject to review and enforcement
by the courts. Hence, insurance regulatory policy is a product of al three mgor branches
of government at both the state and federd levels.

Further, information and resource condraints and the difficulties of supervisng
companies operating in multiple jurisdictions have caused dates to defer primary
solvency regulatory authority to the domiciliary commissoner (i.e, the commissoner in
the state where an insurer is domiciled or incorporated). A non-domiciliary regulator can
pressure out-state insurers by denying access to his state’'s market and other sanctions, but
these are blunt tools and asymmetric information can hamper their effective use®
Externdities dso are present in tha regulatory policies in one dae can affect insurer
solvency and market outcomes in another Sate.

Indeed, the fact that an insurance company must gpply for admisson and obtan
regulatory approva for its products and prices in each State increases costs for multi-state
insurers and transactions. Differing state laws and procedures exacerbate these cods.

Insurers  tolerance of the direct and indirect costs of dtate regulation has been taxed as

® 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 (see Klein, 1999).
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interstate commerce in insurance and other financia services has increased. The dates
have made some efforts toward grester coordination, “harmonization” and streamlining
of this Bakanized regulatory dructure, but these efforts have fdlen short of insurers
demands for regulatory reforms. Consequently, industry support for dtate insurance
regulation continues to erode. The NAIC has embaked on a new st of initiatives
(discussed in Section V) to respond to GLBA. It remans to be seen whether the

redization of theseinitiatives will deter the growing pressure for federd regulation.

B. Principal Insurance Regulatory Responsibilities

Insurance regulatory respongbilities can be divided into two primary categories. 1)
solvency or financid regulation; and 2) market regulation. In theory, solvency regulation
seeks to protect policyholders againg the risk that insurers will not be able to meet their
financid obligaions Market regulation attempts to ensure far and reasonable insurance
prices, products and trade practices. Solvency and market regulation are inextricably
related and must be coordinated to achieve their specific objectives. Regulation of rates
and market practices will affect insurers financid performance and solvency regulation
congtrains the prices and products that insurers can reasonably offer.

All US. insurers are licensed in a least one state and are subject to solvency and
market regulation in ther gate of domicile and other gtates in which they are licensed to
sl insurance. Reinsurers domiciled in the U.S. dso ae subject to the solvency

regulation of ther domicliay state® Some U.S. and nontU.S. insurers write certain

6 With the exception of solvency oversight by their domiciliary jurisdiction, reinsurers are not generally
subject to direct financial and market regulation. Reinsurers are, however, regulated indirectly through the
states’ regulation of the primary insurers that cede risk to reinsurers. Regulators control whether a ceding
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goecidty and high-risk coverages on a non-admitted basis that are not subject to price and
product regulation. These are coverages that tend to purchased by commercid insureds
and not sold by licensed insurers (eg., high-risk liability coverages). Other dterndive
market mechaniss such as risk retention groups and captive insurance companies are
subject to some regulation in their state of domicile, dthough it tends to be less intensve
than that for traditiond licensed insurers.

Insurance producers or intermediaries (i.e, agents and brokers) also are subject to
date regulation. Producers must be licensed to sdl insurance in each date and must
comply with various laws and regulations governing their activities Sate 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 fals to comply. Multi-date
intermediaries dso incur extra costs because of this date-based regulatory system,
prompting efforts to facilitate multi- tate licenang which have yet to satisfy the indudtry.

Regulation dso affects internationd trade in insurance occurs. The sde of insurance
to individuds and smdl busnesses by nonU.S. insurers is the most redtricted.
Higoricdly, nonU.S. insurers have been encouraged to establish U.S. branches or buy
U.S. companies for these markets. Large commercid buyers face fewer impediments to
purchasing insurance oversess. Sll, nonU.S. insurers complain about the regulatory
barriers that must be scaled in each date to broaden ther market penetration. This will

continue to be an issue as internationd trade agreements are implemented. U.S. insurers

insurer can claim credit for reinsurance on its balance sheet, which is conditioned on whether the reinsurer
meets certain financial and/or trust requirements.
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dso complain that their regulaion by the states compromises their ability to compete

internationaly.

C. Regulatory Resour ces

The adequacy of date insurance department resources has been a subject of
consderable discusson a least since the late 1980s. Members of Congress and the
General Accounting Office (GAO) expressed concerns that the dtates lacked sufficient
experienced daff to effectivey police the industry. These concerns receded somewhat
when the dates dgnificantly increased the funding of insurance departments, but funding
and gaffing issues are likely to be revisted in the new environment for financid services.
The dtention to the number of daff and the amount of funding is underdandable, yet
somewhat misdirected. Arguably, how gaff is used isjust asimportant as their number.

The gze of insurance depatments varies dgnificantly depending on the sze of ther
markets and other factors. In 1998, the number of dtate insurance department personne
ranged from 25 in South Dakota and Wyoming to 1,118 in Cdlifornia (see Table 111.1).”
The insurance departments in the four U.S. territories have smaler daffs than the dates.
Totd full-time equivdent daff for al depatments combined amounted to 10,368, in
addition to 2,157 contract daff. Insurance depatment saff includes actuaries, financid
examings and analyds, rates and forms andysts, market conduct examiners, consumer
savice personnd, atorneys, fraud investigators, and sysems andydsts. In 1998, there

were 1691 depatment/contract financid examine's and  andysts and 303

" Unless indicated otherwise, figures on state insurance departments were obtained from the NAIC's
Insurance Department Resour ces Report 1998.
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department/contract actuaries. The raio of financid and actuarid personnd to insurance
companiesisroughly 1to 3.

For fiscd year 2000, dtate depatment budgets ranged from $1.3 million in South
Déakota to $129.9 million in Cdifornia, with a tota combined budget for al depatments
of gpproximately $852.7 million. The sze and budget of State insurance departments tend
to vary with the volume of business that they regulate, athough there is not a perfect
corrdation. States that have more domiciliary companies, that regulate more intensvely,
or that provide specid services (e.g., in-house liquidators) tend to have larger saffs and
budgets. Public and legidative support for insurance regulation dso affects department
resources. Smaler dates can be a a disadvantage in performing certain regulatory
functions

As noted above, the dates have dgnificantly incressed the resources devoted to
insurance regulation in recent years. From fisca year 1988 to fisca year 2000, funding
for state insurance departments has more than doubled, which is three times the pace of
inflation over this same period (see Figure 111.2). The increased funding has been used
primarily to raise daffing levels, boost sdaries to attract and retain more qudified saff,
and improve office automation to enhance daff productivity. Full-time equivaent
department staff has increased 31 percent over the period 1988-1998, with the greatest
increeses in financid examiner/andyst and consumer sarvice personne.  Depatments
dso have dgnificantly enhanced ther use of computers and upgraded their information
sysdems. The increase in daff and enhanced automation has dlowed regulators to
subgtantidly boost the qudity and intendty of therr financid oversght of insurers as well

as expand consumer protection activities. Redlocation of daff from unnecessary market
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regulatory functions (eg., prior gpprova of rates) to more criticd financid oversight

functions could further contribute to effective regulation.

D. The National Association of Insurance Commissioners (NAIC)

Role and Structure

The dates have used the Nationd Association of State Insurance Commissioners
(NAIC) to coordinate their regulation of this diverse nationd and international industry.®
The NAIC is a private, non-profit association of the chief insurance regulatory officias of
the 50 dtates, the Didtrict of Columbia, and the four territories. It was established in 1871
to coordinate the supervison of multi-date companies within a date regulatory
framework, with specid emphass on insurers  financid condition. It expanded its
activities to include market regulatory issues as these issues became more prominent. The
NAIC functions both in an advisory capacity, as wel as a service provider for date
insurance departments.

Some critics of date insurance regulation have pointed out that the NAIC is a
voluntary organization and cannot compe states to adopt its modd laws or take any other
action for that matter. Other critics argue that the NAIC operates as a quasi-governmenta
entity that exercises too much influence. The redity is that the NAIC is the Saes acting
collectively to protect consumers. In other words, the NAIC smply provides a vehicle by
which the individud d<ates can coordinate the exercise of their gpecific regulatory

authorities.

8 The NAIC website, at www.naic.org, is a valuable source of information on regulation and also provides a
link to the website for each state insurance department.
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Commissioners use the NAIC to pool resources, discuss issues of common concern,
and dign ther oversght of the industry. Collective action can enhance as wel as
condran the power of individud dates. The credence given to NAIC policy postions
and its ability to organize its members are subgtantid levers that help to dandardize
insurance regulatory policy across the country where standardization is deemed to be
beneficid. The NAIC deveops modd legidation and coordinaes regulatory policy
through a system of committees, task forces and working groups that functions much like
a legidature. The NAIC dso works with the federd government and other organizations
of date officids, such as the Nationa Conference of State Insurance Legidators
(NCOIL).? For example, the NAIC played a major role in representing state insurance
regulators in the negotiation of GLBA and is leading date efforts in responding to the
legidation. At the same time, given its voluntary nature, the NAIC is rdativey
circumspect with regards to when and how it uses its levers Ultimaely, each date
determines what actions it will take as only the dates have the regulatory authority to
govern insurers and insurance markets.

The future role of the NAIC will be a mgor topic of discusson in the coming years.
Given the disparate views on the dedrability of federd insurance regulation, many will
look to the NAIC to help overcome some of the perceived deficiencies of state regulation.
Higtoricdly, many dates and insurers have been rductant to imbue the NAIC with any
forma regulatory authority. However, they may view this as a preferable dternative to
federal regulation. On the other sde, groups interested in greater nationd uniformity may

be willing to accept an empowered NAIC as afirst or second best option.

° Interactions between the NAIC and NCOIL are particularly important in achieving consensus on
legislation that must be enacted at the state level.
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Sarvices to Insurance Departments

State regulators are able to achieve consderable efficiencies by pooling resources
through the centrdized facilities provided by the NAIC. This is a point that is often
missed by those who focus on the diseconomies of date regulation. For example, it is
much more efficient to have one centra repository of insurer financid data than for every
department to capture the same data from the same insurers. The objective is to dlow
dates to focus thelr resources on regulation of ther markets and the solvency of their
domiciliary companies, relying on support services from the NAIC. The NAIC has a daff
of approximately 350 and an annud budget of approximately $40 million. Almost hdf of
NAIC revenues come from fees paid by insurers with mogt of the remainder coming from
the sde of daabase products, publications and meeting regidration fees. Insurance
departments dso pay member fees to the NAIC proportionate to the premiums written in
ther jurisdictions.

The NAIC supports date regulatory effortsin a number of ways, including:

mantaning an extensve insurance database and computer network linking dl
insurance departments;

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 financid regulaion
standards;

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

assigning credit quality designations and valuing securities held by insurers,
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andyzing and ligting non-admitted dien insurers;

deveoping uniform datutory financid daements and accounting rules for
insurers,

conducting education and training programs for insurance department steff;

devdoping modd lavs and coordinating regulatory policy on  Sgnificant
insurance issues, and

conducting research and providing information on insurance and its regulaion to
date and federd officias and the generd public.

The NAIC financia database serves as the core of the solvency survelllance and other
andyds activities of date insurance regulators and the NAIC. State regulators and NAIC
daff access the financid database through a variety of gpplication sysems. Increasingly,
date insurance departments have relied on the NAIC as ther primary financid data
source, avoiding the cost of duplicative data entry systems. In addition, the insurance
database is available to non-regulators.

Two adjunct offices within the NAIC perform important services reated to solvency
regulation. The NAIC's Securities Vaduation Office (SVO), based in New York City,
determines  uniform accounting values and credit qudlity desgnaions of insurers
investments which include government, municipa, corporate bonds, and dructured bonds
and common and preferred stocks. A separate rating organization for insurer securities
was established because many of them are private placements that were not rated by the
public rating agencies when the SVO was created in the early 1900s.

The Internationd Insurers Depatment (formerly titled the NortAdmitted Insurers
Information Office) maintains a Quarterly Liding of Alien Insurers that dates may utilize

to determine surplus lines carriers digible or gpproved to operate in ther jurisdiction. To
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qudify for the liging, an dien company mugt submit finencid informetion, pass a
financid and operationa review, meet cetan capitd and surplus requirements, and

egablish aU.S. trust fund.

E. The Federal Government

Tensgon between the federa government and the dates over the regulation of
insurance dates back to the mid-1800s (see Kimball and Heaney, 1995).2° This tension is
cregted by the interdate operation of many insurers and ther dgnificant presence in the
economy. On numerous occasions, the federa government has sought to exert greater
control over the industry and the states have fought back aggressvely to hold on to their
authority. The primacy of the dtates authority over insurance was essentidly affirmed in
various court decisons until the Southeastern Underwriters case in 1944. In that case, the
U.S. Supreme Court ruled that the commerce clause of the U.S. Condtitution 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 McCarran-Ferguson Act in 1945 that
delegated regulation of insurance to the dates, except in indances where federd law
specificaly supersedes sate law.

The federd government has affected dtae insurance regulatory policy and inditutions
in a number of ways. In severd ingtances, Congress has indituted federal control over
certain insurance markets or aspects of insurers operations that were previoudy
delegated to the dates. In other cases, the federa government has established insurance

programs, which are essentidly exempt from date regulatory oversght. Even the threst

10 See also Meier (1988) and Advisory Commission on Intergovernmental Relations (1992) for a review of
various attempted federal interventionsinto insurance regulation.
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of such interventions has spurred the dates to take actions to forestal an eroson of their
regulaory authority.**

In a few ingances, the federa government has st regulatory standards, which the
sates are expected to enforce (eg., hedth insurance and Medicare Supplement
Insurance). In the GLBA legidation, the Congress provides for a nationd licensng
sysem for insurance intermediaries. The legidation permits the NAIC and the dates to
develop this sysem, but if they fal to do so then an industry sdf-regulatory organization
will be used &in to NARAB. Additiondly, Congress has dgnificantly condtraned date
regulatory control over certain 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 dae oversght. Findly, federd policies
in a number of other areas such as antitrus, international trade, law enforcement, taxation
and the regulation of banks and securities have sgnificant implications for the insurance
industry and gtate regulation.

The bifurcation of governmentd authority over insurance can lead to some incentive
conflicts. Congress is motivated to step in and impose regulatory redtriction on certain,
high-vishility areas such as hedth insurance and managed care. This may play wel with
voters but the federd government is not held responsble for the effective enforcement of

the laws it imposes nor market outcomes. The states are expected to enforce the federa

1 For 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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sandards, as well as maintain the viability of insurance markets? Hence, state regulators
are forced to ded with the market distortions and solvency problems crested by federa

lavs while the Congress takes credit for so-called “consumer protection” legidation.

V. Financial Regulatory Activities

Protecting policyholders and society in genera againgt excessve insurer insolvency
risk should be the primary god of insurance regulation. Regulators protect policyholders
interests by requiring insurers to meet certain financid standards and to act prudently in
managing ther affars Solvency regulation polices a number of aspects of insurers
operations, including: 1) capitdization; 2) pricing and products, 3) investments, 4)
reinsurance; 5) reserves, 6) asset-liability matching; 7) transactions with afiliates, and 8)
management.

U.S insurance regulators take a prescriptive approach towards overseeing insurer
solvency. State laws and regulaions impose an extensve and dealed lig of
requirements and redrictions on insurers financia structure and transactions. Monitoring
and enforcing insurers compliance with these requirements and redtrictions occupies a
ggnificant portion of regulators time. This gpproach contrasts with a prudential
regulatory mode, as employed in the U.K. and the EC, in which datutory limits provide
greater flexibility to insurers. At the same time, regulators exercise greater authority and
discretion in close working relationships with insurers to promote proper business and

financid risk management. In the U.S, insurance regulators have been tentatively

12 Federal insurance laws typically provide for default enforcement by a federal agency if a state refuses to
enforce a law. However, historically federal agencies have been unprepared to establish the infrastructure
necessary to perform regulatory tasks that come to them by default.
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moving to a more risk-based approach in financid oversight, but they have a way to go in
teems of matching U.S. banking regulators and satisfying progressve minded insurance
experts. This difference in regulatory approaches is one of the chalenges that insurance

and banking officiads face in coordinating their repongibilities.

A. Financial Requirements

Capitd Standards

Capitd dandards ae a criticad requirement in solvency regulation. Capitd and
aurplus provide a cushion againgt unexpected increases in ligbilities and decreases in the
vaues of assets. Capitd dso is intended to fund the expenses of a rehabilitation or
liquidation of an insurer with minima losses to policyholders and clamants. Insurers are
required to have a certan amount of capitd and surplus to edablish and continue
operaions. When an insurer’s capitd and surplus fdls below the minimum gsandard, it is
consdered to be legaly impaired When an insurer’s liabilities exceed the vdue of its
asts, i.e, its capitd and surplus is negative, it is insolvent. Regulators dso may seize a
company if they can show that it is in hazardous condition and will ultimady be unable
to meet its obligations to policyholders’® The sates have fixed minimum capitd and

surplus requirements as well as risk-based capital (RBC) requirements.

13 All states have a battery of laws and regulations similar to NAIC model acts that authorize the insurance
commissioner to take action against companies deemed to be in hazardous condition. Regulators have been
criticized for moving too quickly in some instances and not quickly enough in others. The appropriate
nature and timing of regulatory intervention is a complex issue that does not lend itself to a simplistic, ex
post evaluation.
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Fixed Minimum Capital and Surplus Requirements

State fixed minimum capitd and surplus requirements for sock companies range
from $500,000 to $6 million depending on the state and the lines that an insurer writes
(Table 1V.1). Initid capitad and surplus standards for new insurers are often higher than
mantenance standards for insurers that have been in business for severd years. Multi-
line insurers are generdly required to hold more capitd than mono-line insurers. Capita
requirements dso tend to be higher for insurers writing casudty lines. The typical Sate
fixed minimum cgpita reguirement for a multi-line insurer isin the area of $2 million.

Fixed minimum capitd requirements have been generdly intended to ensure that a
company has adequate surplus to initiate operations and fund receivership expenses in the
event of insolvency. As insurers have grown over time and incurred increasing risk, it
became agpparent to regulators that fixed minimum requirements were inadequate to
provide an adequate cushion for most insurers. Some states responded by increasng their
fixed capitd requirements when insolvencies increased in the late 1980s. However, the

most important development has been variable risk-based capital (RBC) requirements.

Risk-Based Capital

The concept of risk-based capital recognizes that insurers range widdy in Sze and
the types of risks they assume which make fixed minimum capita Standards inadequate
for many companies. In practice, regulators can and do take action against troubled
inaurers before they fdl bdow the minimum dandard, but such actions are subject to
legd chdlenges and regulators must convince a court that an insurer is in unsafe

condition. The NAIC adopted mode minimum RBC requirements for life-hedth insurers
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in 1992 and for property-ligbility insurers in 1993, which are intended to partidly correct
the deficiencies of fixed standards. The NAIC developed RBC requirements specific to
hedth insurance in 1997. An insurer is required to meet the greater of its RBC standard
or the fixed minimum capita requirements of the daes in which it is licensed to do
business.

RBC is intended to be a minimum regulatory capita standard and not necessarily the
amount of cgpitd that an insurer would want to hold to meet its safety and compstitive
objectives. The dated objectives of the NAIC RBC requirements are to provide a
standard of capitd adequacy that: 1) is related to risk; 2) raises the safety net for insurers;
3) is uniform among dates, and 4) provides authority for regulatory action when actud
capitd fdls beow the sandard.

The NAIC's life-hedth RBC formula encompasses four mgor categories of risk: 1)
aset risk; 2) insurance or pricing risk; 3) interest rate risk; and 4) business risk. The risks
addressed by the NAIC's property-ligdility formula differ in some repects and include:
1) asset risk; 2) credit risk (uncollectible reinsurance and other receivables); 3)
underwriting (pricing and reserve) risk; and 4) off-balance sheet risk (e.g., guarantees of
parent obligations, excessve growth). The hedth insurance RBC requirements developed
by the NAIC are intended to provide more refined RBC amounts that reflect the relative
risks involved with different types of hedth insurance.

The RBC formulas agpply factors to various amounts reported in (or related to) the
annual datement to determine RBC charges for each type of risk. A covariance
adjusgment is made to the accumulated RBC charges to account for diverdfication in

maor risk categories. The resulting adjusted totd RBC amount is compared to an
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insurer's actud total adjusted capital (TAC) to determine its RBC position.'* Insurers
are required to report ther RBC and TAC in their annual statements, but the detals of
their caculations are filed in a confidentia report.

Under the RBC modd law, certain company and regulatory actions are required if a
company’s TAC fals bdow a certain level of risk-based capita. Four RBC levels for
company and regulatory action are established with more severe action required at lower
levels, as indicated in Box 1V.1. An insurer fdling between the highest (Company Action
Levd - CAL) and second highest (Regulatory Action Level - RCL) thresholds is required
to explain its financid condition to the insurance commissoner and how it proposes to
correct its capitd deficiency. When an insurer dips beow the second leve, the
commissoner is required to examine the insurer and inditute corrective action, if
necessary. Between the third (Authorized Control Level -ACL) and fourth (Mandatory
Control Levd - MCL) thresholds, the commissioner is authorized to rehabilitate or
liquidate the company. If an insurer's capitd fdls beow the Mandatory Control Leve,

the commissioner is required to seize control of the insurer.

Box V.1
RBC Action Levels

Action Level Per cent of ACL Requirements
Company Action 200 Company mugt file plan.
Regulatory Action 150 Commissoners must examine insurer.
Authorized Control 100 Commissioner authorized to seize insurer.
Mandatory Control 70 Commissoner required seizing insurer.

1 n the life/health formula, certain reserves (asset valuation reserve, voluntary investment reserves, and 50
percent of its dividend liability) are added to reported capital and surplus to determine an insurer's TAC. In
the property-liability formula, any discount of loss and loss adjustment expense reserves reflected in
Schedule P is added back to reported capital and surplusto calculate TAC.
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It is far to say that the NAIC set the bar rdatively low when it adopted its RBC
formulas’® Most insurers, as indicated in Figure V.1, have TAC that exceeds their RBC
requirement. Among property-casudty insurers in 1999, only 15 fdl beow the
mandatory control level. Nine fdll between the MCL and ACL, 25 fell between the ACL
and RCL, and 25 fdl between the RCL and the CAL. Among life-hedth insurers in 1999,
only one fell bedow the mandatory control level. Four fell between the MCL and ACL,

saven fdl between the ACL and RCL, and 17 fdl between the RCL and the CAL.

Resarve Reguirements

Life-Health Insurers

In addition to cepitd requirements, insurers are subject to other regulaions with
respect to ther financid structure and operations. Insurers are mandated to set aside
reserves for future benefit payments and potentid losses on investments. Higoricdly, life
insurers were required to maintain mandatory reserves for potentia losses on stocks and
bonds based on regulatory vduations and credit designations (i.e., the Mandatory
Security Vduation Reserve (MSVR)). No mandatory cushion for losses existed for other
magor investments, which became a problem when the economy soured.

These requirements were dgnificantly enhanced with the adoption of the Asst
Vduation Reserve (AVR) and the Interest Maintenance Reserve (IMR) requirements,
which became effective in 1993 for the 1992 reporting year. The AVR extended and

refined reserve requirements for al mgor asset classes including red estate and mortgage

15 See Cummins, Harrington and Klein (1995) for an evaluation of the RBC formula for property-casualty
insurers and a discussion of issues related to its design.
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loans. The IMR dso requires insurers to amortize interet-related gains and losses over
the remaining life of a disposed assat. Insurers are required to file specid schedules
detailing the calculations of these reserves.

Insurers are further required to maintan adequate reserves for ther liabilities for
future dams and benefit payments. The levd premium method of pricing for multi-year
and permanent life insurance policies requires insurers to build significant policy reserves
in the early years of a block of policies that are needed in later years when benefit
payments exceed premium receipts. Higoricaly, the rules for life insurers reserves have
tended to be reatvely prescriptive based on dandard actuarial procedures and
assumptions.  Increesing insurer and regulatory attention to asset-ligbility matching hes
encouraged actuaries to employ more dynamic methods in sgtting reserves and managing
various financid risks (Swiss Re, 2000b).

It is one thing to solicit support for this concept, it is another to obtain consensus on
how it should be implemented. This is reflected in the controversy over the NAIC's
adoption and revison of the infamous “Triple X” actuarid guiddines for vauing life
insurance policy resarves. The quiddines affect insurers  practices with respect to
determining “deficiency reserves’ when the premiums guaranteed by an insurer ae
substantialy lower than guarantees sipulated by law. In 1995, the NAIC adopted a
model regulation intended to close a loophole, which some insurers used to avoid
establishing deficiency resarves for multi-year term life insurance policies. However, the
1995 regulation was criticized for being overly restrictive and few dates adopted it. A
revised regulation was adopted in 1999, which had broader state and industry support.

The revisons offered some advantages to insurers sdling more consarvatively priced
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shorter-term (i.e, 15 years or less) and whole life policies, while retaining higher reserve
requirements for longer-term policies. The ultimate objective is to get al States to adopt

the new regulation to establish uniform reserve guidelines nationwide.

Property-Liability Insurers

With the exception of dautory formulas for workers compensation reserves, the
requirements governing property-lidhility are less prescriptive. The primary chdlenge for
property-lidbility insurers is to determine reserves for clams that have been incurred but
not yet paid. The factors affecting property-liadility insurers obligetions for future dams
payments tend to vary and are more subjective (than for life insurers), particularly for
long-tail lines where clams obligations can extend many years beyond the termination of
policy. The increased danger of large catastrophes aso has required insurers to use
sophisticated modeling techniques to manage the risk of low frequency, high-severity
loss events, which may indude seting asde additiond capitd.’® Regulators must
evauate the financid datements and actuarid opinions filed by property-ligbility insurers
to assess whether insurers are establishing adequate reserves’ If regulators believe than
an insurer is shorting its reserves, they may require the insurer to increasse its reserves or

take other action.

16 Under current U.S. regulatory and tax law, there is no specific provision for catastrophe reserves. The
NAIC and some insurers have been working on proposed legislation that would provide favorable tax
treatment for catastrophe reserves. The political prospects for enactment of this legislation are uncertain.
See Russell and Jaffee (1997) and Davidson (1996) for discussions of catastrophe reserves.

17 One way regulators can assess the accuracy of an insurer’s reserves, is to examine reserve development
patterns reflected in the insurer's financial statement. If regulators determine that an insurer’s initia
estimates of its reserves are significantly and consistently below its ultimate claims payments, they will be
more likely to force the insurer to increase its reserves.
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Investment Regtrictions

The hightrisk invesment drategies of some insurers and the casudlties that occurred
when the junk bond and red estate markets declined in the early 1990s have led
regulators to intendfy their overdght of insurers invetments Hidoricdly, date laws
regulding insurers  invesments were relaxed over the years to dlow insurers to take
advantage of high-yidd investments to support new products. This changed when the
asst problems of Executive Life and several other insurers prompted the NAIC, in 1990,
to adopt a modd law redtricting an insurer to no more than 20 percent of its assets in non
investment grade bonds, with additiona redrictions on the proportions of assets in the
lower-rated categories. Severd dates adopted the modd lav or similar redtrictions on
junk bonds. This was accompanied by the refinement and strengthening of the process for
assgning SVO credit desgnations or categorization of insurers bonds and preferred
stocks.

Yet, regulators were ill concerned about other high-risk assets and investment
divergfication issues. In 1996, the NAIC adopted a comprehensve modd law covering
dl insurer invesments. This modd law, labded the “saed limits’ investment law, is a
good illudration of the prescriptive gpproach to financia regulaion. Its intended
objectives are to: preserve principa; assure reasonable diversfication; and to require
inaurers to dlocate investments prudently to meet obligations to insureds and maintan
aufficient financid dtrength to cover reasonably foreseeable contingencies. The modd
law seeks to attain these objectives through reaively detailed and specific limitations on
and requirements for various types of assats. These include certain limits on the amounts

or relative proportions of different assets that insurers can hold to ensure adequate
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diverdfication and limit risk. These provisons vay somewha between life-hedth and
property-ligbility insurers, recognizing differences in  ther lidbility <ructures and
invesment needs.

The fird modd invetment model law prompted criticisms that it was too prescriptive
and arbitrary. Severd states persuaded the NAIC to adopt a second investment modd law
that utilizes what is known as the “prudent person” approach. Conceptualy, this approach
dlows insurers greater discretion in terms of their dlocation of invesments if they can
demondrate that they have a sound investment plan and that they adhere to that plan.
Regulators are authorized to intervene if an insurer fals to meet this more generd
requirement. The dtates are adopting one or the other NAIC modds, or something in-
between.

Continuing innovation in insurance products and financid ingruments will chalenge
insurance regulators, particularly those usng a prescriptive gpproach, to keep pace with
new types of invetments. The regulatory and accounting trestment of derivatives is one
of the more complex aress that regulators and the industry are negotiating. Few argue
with the need for regulatory oversight and some caution, but there are concerns that the
regulatory structure lags behind financid innovations and hampers their effective use by
inaurers. Financid convergence will increese pressure for mantaining a leve playing

field among different financid inditutions with respect to asset management.

Other Financia Reguirements

Other datutes and regulations pertain to different aspects of insurers operations.

Holding company laws regulae transactions between affilisted companies, including the
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payment of dividends from a subddiary to a parent. Insurers are prohibited from
improper delegation of authority to managing generd agents (MGAS) in the areas of
pricing, underwriting and paying cams. Ddegation of these functions to MGASs without
proper oversght has contributed to a number of insurer insolvencies. In generd,
insurance company managers are required to act prudently in protecting policyholders
interests and regulators are authorized to seize control if management actions thresten a
company’s solvency.

The regulation of reinsurance transactions was drengthened in the late 1980s In
1989, the NAIC adopted a mode law that tightened requirements for insurers to receive
financia credit for ceded reinsurance. In order for the ceding insurer to receive credit, the
reinsurer must be authorized or post security to @ver its obligations, should it fal. To be
authorized, a reinsurer must be licensed in at least one state and have capitd and surplus
of a leest $20 million as well as meet other requirements. The credit that a ceding carrier
receves aso is reduced for uncollectible and overdue reinsurance payments. Modd
regulaions prohibiting “surplus reief” schemes and limiting fronting arrangements were
adopted by the NAIC in 1991 and 1993, respectively. Additiona models were adopted
that regulate the activities of reinsurance intermediaries and managing producers.

Increesng use of securitization as an dternaive or complementary risk transfer
device has required the dates to consder the regulatory and accounting trestment of
Securitizaetion transactions vis a vis traditiond reinsurance (Klein, Grace and Phillips,
2000). At least two sets of issues arise. One is how to dlow insurers “credit” on their
badance sheets and other financid reporting for securitization transactions that effectively

trandfer risk. A second st of issues involves the federd income tax treatment of
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securitization transactions that are effected through Specid Purpose Vehicles. Mogt of
these transactions have been conducted outside of the U.S.,, which has tax advantages, but
some U.S. insurers would like to achieve the same benefits with onshore transactions.
White-callar fraud in the management of insurers and scams involving excessive or
illega clams has been a pervasve and vexing problem. The dates and the NAIC have
sonificantly boosted anti-fraud efforts by establishing fraud sections within many larger
insurance departments, tracking companies and individuas of potentid concern, and
increasing coordination with federal law enforcement authorities. States are able to access
specid databases at the NAIC dectronicaly to obtain information on regulatory actions
and persons involved in questionable activities. Stringent insurance fraud provisons
developed by the NAIC were enacted as part of the federal omnibus crime bill in 1994.
The provisons edtablish tough pendties for fdse financid reporting, embezzlement, theft

and misappropriaion of insurance company funds.

B. Solvency Monitoring

Regulaory requirements are of little vadue if there is no mechanism to monitor
insurers  financid risk and regulatory compliance. Fundamentaly, the objective of
solvency monitoring should be to ensure tha insurance companies meet regulaory
sandards and dert regulators if actions need to be taken againgt a company to protect its
policyholders.  Higoricaly, this monitoring has focused on nomind compliance with
regulations but there is a strong need to progress to a focus on financia risk. Solvency
monitoring encompasses a broad range of regulatory activities including financid

reporting, early waning sysgems, financid andyss and examinations. The annud and
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quaterly financid datements filed by insurers serve as the principd source of
information for the solvency monitoring process. Regulators receive other confidentia
reports and they may compe insurers to provide other information as necessary to assess
their financia condition.*®

Insurance departments typicaly subject financia tatements to review by an in-house
financd andys or examiner who andyzes the financid condition of the insurer and
determines whether regulatory action is warranted. The NAIC adso scrutinizes insurers
financd daements and disseminates financid ratio results to insurance departments.
Additiondly, as noted above, the NAIC has a specid financid andyss divison and
regulatory working group that monitor larger, multigate insurers and communicate with
the states regarding companies that may be in financid difficulty. The NAIC's Financid
Andyss Handbooks (2000d), one for property-casualty insurers and the other for life-
hedth insurers, prescribe a process consgting of severa levels. Questions and anomdies
that arise a higher levels should lead to more in-depth andysis and evauation.

Regulators monitor indicators of excessve financid risk and hazardous financid
condition to mitigate the causes and cogs of insolvency. Studies indicate that the most
common causes of property-ligdility insurer falures ae deficient loss reserves,
inadequate rates and rapid growth (A.M. Best, 1991). Other factors involved in property-
ligbility insolvencies include fraud, overstated assats, dgnificant changes in busness,

reinsurance fallure and catastrophe losses. The most frequent causes of lifelhedth insurer

18gtate laws authorizing the insurance commissioner to conduct examinations of insurers generally
authorize the commissioner to look at all books and records of a company at any time. For example,
Section 4 of the NAIC's Model Law on Examinations requires that insurers provide examiners with “free
access to all books, records, accounts, papers, documents, and any or all computer or other recordings
relating to the property, assets, business and affairs of the company being examined.”
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falures have been inadequate pricing and rapid growth, followed by problems of
affiliates, oversated assets, fraud, and sSignificant changes in business, reinsurance falure
and new management (A.M. Best 1992; ACLI, 1990).

Some of these factors will continue to play a role in insurer insolvencies. However,
regulaiors aso must be attuned to new thrests to insurers financid viability. GLBA will
increase the importance of monitoring transactions between afiliates and the effect of
subgdiaries risk on a holding company and vice versa Obvioudy, communication

among the different regulatory authorities will be criticd.

Statutory Accounting

Insurance regulatory accounting is a unique animal. Insurance companies are required
to file financid datements with insurance regulators in accordance with what are cdled
datutory accounting principles (SAP), which differ somewhat from Generdly Accepted
Accounting Principles (GAAP). Statutory accounting seeks to determine an insurer’s
ability to satidy its obligations a dl times wherees GAAP measures the earnings of a
company on a going-concern basis from period to period. Under SAP, most assets and
ligbilities ae vadued consarvaivey and certan nontliquid assets, eg., furniture and
fixtures, ae not admitted in the cdculaion of an insurer’s surplus. Statutory rules aso
govern such areas as how insurers should establish reserves for invested assets (life
insurers only) and clams and the conditions under which they can cdam credit for
reinsurance ceded.

Statutory accounting has been criticized over the years for reliance on amortized book

or higoricad cost vaues rather than market values for bonds. Proponents of market
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vauation argue that it would provide regulators, policyholders and others with a more
accurate picture of the true risk and net worth of an insurer (Cummins, Harrington, and
Niehaus, 1995). It dso is argued tha market value accounting would improve insurer
investment decisions, which are distorted by historical cost accounting.’® Regulators have
tended to oppose a move to market vaue accounting because of concerns about the
potentid difficulty in edimaing the maket vaues of some securities as wdl as
ligbilities. In 1993, the Financid Accounting Standards Board (FASB) adopted market
vaue reporting requirements for bonds for purposes of GAAP financid datements.
While this has increased pressure on insurance regulators to reconsder the SAP
approach, they are reluctant to implement any changes until there is grester consensus on
alowing insurers to discount liahilities to present value.

It ds0 should be noted that insurance regulators tend to assess solvency a an individua
company leve, even among companies afiliated within a group or holding company, while
other financid regulators have tended to focus on consolidated statements for an entire
holding company structure.

The datutory accounting rules for insurance companies are fairly smilar among the
dates but there are differences, which further confound andyss. Hidoricdly, stautory
accounting principles have not been aticulated in a way that consgently claifies ther
interpretation and application on a comprehendve bass. In addition, many dates have
Satutes that require accounting practices that differ from those promulgated by the NAIC.

Consequently, an insurer’'s compliance with SAP sometimes can be a matter of

19A historical cost system induces insurers to sell (hold) assets when market values are greater (less) than
book values to improve their reported financial position (Cummins, et. al, 1995).
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interpretation and can vary among the states depending on the practices permitted by each
state.

Recognizing the need to clarify Statutory reporting requirements, in 1991, the NAIC
embarked on a project to codify SAP so that insurers, regulators, and independent auditors
would have comprehensve datutory accounting guidance. The project is intended to
gandardize accounting guiddlines across the states as wdl as provide definitions where they
have been lacking heretofore®® In 1994, the NAIC adopted a Statement of Concepts to
provide guidance on the codification project. The datement uses GAAP as a generd
framework and addresses objectives exclusve to SAP. The intention is to utilize the
extensve guidance avalable in GAAP when it is conggent with insurance regulatory
objectives and provide comprehensve guidance for datutory principles that differ from
GAAP.

The NAIC vetted a series of gpproximately 100 papers that address numerous technica
accounting issues. Many of the papers have been revised and adopted but some issues
remain to be resolved. The NAIC's adoption of the accounting requirements contained in
the issue papers effectively establishes a set of codified statutory accounting principles. The
new guiddines are intended to supplement each da€'s financid reporting requirements.
They ae dedgned to improve uniformity and expand disclosures in financid reporting
while maintaining the states’ authority over statutory accounting.

Stll, the differences between SAP and GAAP and the insurance regulatory focus on

solvency and the banking regulatory focus on risk will likely generate continued debate. It

The NAIC publishes several references that provide some information on statutory reporting
requirements: the Annual Statement Blanks, the Annual Statement Instructions; the Accounting
Practices and Procedures Manual; and the Examiners Handbook. There are separate volumes of the
annual statement and accounting practices materials for the different types of insurers.
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should be noted that efforts to develop a consgtent form of international GAAP accounting
dandards for insurance has met resstance. Ultimately, the convergence of financid and
globa markets will pressure the presiding authorities to concede to a more common set of
accounting principles.

In generd, insurance financid reporting requirements in the U.S. have been gresatly
expanded in recent years to provide more detailed and accurate information to assess
insurers  financial condition. Schedules dedling with reinsurance, bonds, red edate and
mortgage loan invesments and loss reserves have been dgnificantly  enhanced.
Statements of actuarid opinion (property-liability insurers) and asset adequacy andyss
(lifelhedth insurers) and independent CPA audit requirements dso have been indituted.
Regulators have used these mechaniams to increase the depth and scope of their
monitoring activities and better detect excessve financid risk and emerging solvency
problems. They will be chdlenged to continue to keep pace with industry changes. Also,
cregting, processing and verifying the massve amount of financid information thet
insurers are required to report is becoming unwieldy and may eventudly prompt more

efficient means of monitoring insurers financia data

Financid Andyds and Early Warning Sysems

Saes typicaly prioritize the review of ther domicliary companies and any

companies that require expedited scrutiny. Most depatments utilize some system of

21 To elaborate, the format for insurer financial reporting and related information systems is still paper-
driven and rooted in the mid-19" century. Consequently, exhibits continue to be added and expanded that
manipulate the same core information in numerous ways. The NAIC has implemented an €electronic
reporting system but it is still based on a paper-oriented framework. A new framework for reporting that is
based on electronic information technology could yield substantial efficiencies.
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financid ratios or other tools to screen and prioritize insurers for andyss. Regulators dso
utilize NAIC financd informaion sydems incduding the Insurance Regulaory
Information Sysgem (IRIS), which includes the Fnancd Andyss Solvency Tools
(FAST) sysem, and other reports. Various additional sources of information may be
tapped including: Securities and Exchange Commisson (SEC) filings dams-paying
aoility ratings; complaint ratios;, market conduct reports, correspondence  from
competitors and agents; news articles; and other sources of anecdota information.

Regulaiors have enhanced their solvency monitoring activities to facilitate more
timely regulatory action againg troubled insurers. One of the objectives of this effort is to
take “bad” companies out of circulation more quickly to lower insolvency costs. This has
the advantage of focusing regulatory sanctions againg insurers that attempt to “go for
broke’ or tha ae smply unlucky, incompetent or fraudulent without imposing
unnecessary  redrictions on the activities of financdly sound companies. Effective
monitoring aso increases insurers  incentives to comply with regulatory  requirements
and avoid excessve financid risk.

Since the early 1970s, the NAIC and the states have utilized IRIS to monitor insurers
financid condition a a ndiond leved and identify those insurers requiring further
regulatory attention. Companies financia data are first processed through a datisticd
phase condging of a series of 12 financia ratios (which differ among property-casudty
and life-hedth insurers) (see Box 1V.2), as wdl as a series of additiond screening

criteria?® Companies deemed to be "first priority" are followed up by the NAIC's

22 popular myth, perpetuated in the academic literature and elsewhere, isthat the “failure” of four or more
IRIS ratios targets companies for further regulatory scrutiny. In actuality, 15 different screening criteria are
used to select property-liability companies and 12 different criteria are used to select lifefhealth companies
for further detailed analysis by the NAIC. These criteria are not made public but generally encompass
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Examination Oversght Task Force, which takes action if the domiciliary date fals to do
0. Insurers IRIS ratio results (and unusua value parameters and priority status) also are

avallable to regulators over the NAIC network. Ratio results and unusud vaue

factors such as an insurer’s regulatory status in prior years, particular financial results, results for specific
IRIS ratios, and other financial information. The detailed analysis then determines the insurers targeted for
further regulatory attention. The NAIC publishes manuals every year, Using the NAIC Insurance
Regulatory Information System, for the different types of insurers.
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Box 1V.2
IRIS Ratios

Property/Casualty

1.

Gross Premiums Written to Policyholders Surplus

1A Net Premiums Written to Policyholders Surplus

© O N gk Wb

Change in Net Writings

Surplus Aid to Policyholders Surplus

Two Year Overdl Operating Ratio

Investment Yield

Changein Policyholders Surplus

Ligbilitiesto Liquid Assats

Gross Agents Baancesto Policyholders Surplus

One Y ear Reserve Development to Policyholders Surplus

10. Two Y ear Reserve Development to Policyholders Surplus
11. Edtimated Current Reserve Deficiency to Policyholders Surplus
Life/Health

1.

Net Change in Capital and Surplus

1A. Gross Change in Capitd and Surplus

8.
9.

N oo M WD

Net Income (including Redlized Capital Gains and Losses) to Totad Income
Adequacy of Invesment Income
Non-admitted to Admitted Assets

Red Edate & Mortgage Loansto Cash & Invested Assets
Totd Affiliated Investments to Capital and Surplus
Surplus Relief
a > $5 million capitd/surplus
b. < $5 million capita/surplus
Change in Premium
Change in Product Mix

10. Changein Asset Mix
11. Change in Resarving Ratio

300
33
15

100
10
50

105
40
20

900
10

30
100

30
10
50

20

-33

4.5
-10

-10
-10

125

-99
-10
-10

-20
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parameters are avalable to the public through a published report but insurers priority
gatusis not published.

The IRIS ratios continue to be refined over time based on regulators  experience with
troubled insurers. In 1990, IRIS was expanded to encompass a new solvency-screening
model and an andyticd process to facilitate peer review of the domiciliary regulation of
"nationdly dgnificant” insurers and to asss insurance departments in prioritizing their
financid analyss. The objective of the NAIC's peer review process, as exercised through
its Financid Anayss Working Group (FAWG), is to ensure that domiciliary regulators
are taking effective action with respect to larger, multistate insurers that are may be in
financid difficulty. Currently, nationdly sgnificant insure's are deemed to be those
companies that write business in 17 or more states and have gross premiums (direct plus
assumed) written in excess of $50 million for lifelhedth companies and $30 million for
property-ligaility insurers

The NAIC's Financid Anadyss Divison subjects insurers financid Statements to a
computerized analytical routine, FAST, which prioritizes companies for further andyss.
FAST condsts of a series of gpproximaely 20 financia raios based on annud and
quarterly statement data (see Box 1V.3), but, unlike the origind IRIS rdtios, it assigns
different point values for different ranges of ratio results. A cumulative score is derived
for eech company, which is used to prioritize it for further andyss. Annua and quarterly
scores are computed and reviewed. Certain companies are classified as priority based on
their score and a specified cut-off point. Like the IRIS ratios, the FAST ratios continue to

be refined over time.
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The second mgor component of the FAST system is a st of annud and quarterly
profile reports, which anadlyze various aspects of an insurer’s financia datement over a
five-year period. Andysts can use the FAST ratios or specify other screening criteria to
sdect insurers for profile reports. They aso can generate customized reports and
worksheets to evauate areas of specid interest indicated by the ratio anaysis and five-
year profiles These and other tools have been integrated into a Financid Anadys
Workbench gpplication available to dl state regulators.

Separate FAST sysems exist for life, hedth and property-liadility insurers. FAST
utilizes some IRIS ratios but it adso includes a number of additional ratiostests not
encompassed in IRIS. For example, there are FAST-only property-ligbility varigbles for
increases in gross premiums, the ratio of short-term invested assets to surplus, negative
cash flow, concentration in long-tail lines and managing producer exposure.

While the specifications of the IRIS ratios have been public knowledge since their
inception, and companies ratio results have been public snce 1989, information about
the FAST sysem and companies FAST results generally have not been available outsde
the regulatory community. The reason for this is tha FAST has been used primarily to
focus intensve regulatory dtention on insurers of particular concern. Because FAST
effectively prioritizes insurers according to the need for regulatory review, there is a
greater potentid for public misunderstanding and misuse of a company’s FAST reaults.
As with any financid screening modd, the FAST reaults for a given company may not
provide an accurae indication of its financid condition relative to other companies.
While regulators can use further andyss to sort out “fase postive’ scores, agents and

consumers do not have that same capacity and could be mided by anomaous FAST
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results. The FAST monitoring system aso is less subject to “gaming” by insurers if they
do not have complete information about the system.

Empirical research on the FAST system indicates that it is a reasonably effective
system for ealy waning purposss. 2 Grace, Harrington and Klein (1998a, 1998b)
performed the firsd study of FAST and found that it identified approximatey 80 percent
of insurers that would fail in three years usng a cutoff point that offers a reasonable
tradeoff between fdse podtive and fase negative indications. At the same time, they
noted some improvements could be made to FAST to increase its accuracy as well as the
inherent limitations of any datic ratio sysem usng dSautory accounting data A
subsequent study by Cummins, Grace and Phillips (1999) demondrated that predictive
accurecy could be further improved with a sysem combining FAST ratios, financid
grength ratings and dynamic financid modeling to identify troubled insurers.

With respect to peer review, the Financid Anayss Working Group examines the
andyss peformed by the NAIC's Fnancid Andyss Divison and identifies those
insurers that it will subject to further study. For these insurersy, FAWG queries the
domiciliary dtate on various aspects of the insurers financid condition and regulaory
actions taken. If FAWG determines that the domiciliary regulaior has teken the
gopropriate actions, then FAWG may close the file or continue to monitor the company.
If FAWG determines that further messures are desrable, it will recommend the

appropriate corrective action to the domiciliary date. If the domiciliary regulator fails to

23 Some comments are appropriate in evaluating the implications of this research for regulatory monitoring.
First, the evaluation of FAST ratios is biased somewhat in that they are one of the factors used in
regulators decision to seize a company. Second, they are based on historical contributors to the
insolvencies that are also used to test their effectiveness. See Grace, et. a. (1998a, 1998b) for a discussion
of these and other methodol ogical issues.
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Box 1V.3
FAST Ratios

Property-Casualty

1. Investment Yield Devidtion 12. Reservesto Surplus
2. Changein Combined Retio 13. Two Year Reserve Development to Surplus
3. Gross Expenses and Commissions to Gross 14. Affiliated Investments to Surplus
Premiums Written
4. Changein Gross Expenses and Commissions 15. Affiliated Receivables to Surplus
5. Gross Premiums Written to Surplus 16. Miscellaneous Recoverables to Surplus
6. Net Premiums Written to Surplus 17. Non Investment Grade Bond Exposure
7. Changein Gross Premiums Written 18. Other Invested Assetsto Surplus
8. Changein Net Premiums Written 19. Changein Liquid Assats
9. SurplusAid to Surplus 20. Change in Agents Baances
10. Reins. Recoverable on Paid Lossesto Surplus 21. Cash Flow From Operations
11. Reins. Recoverable on Unpaid Lossesto Surplus 22. Change in Policyholders Surplus
Life
1. Changein Capitd & Surplus 10. Grp. Surr. to Grp. Prem./Grp. Dep. Type Funds
2. Surplus Relief 11. Changein Liquid Assts
3. Chng. in Net Prem./Ann. Cons./Dep. Type Funds 12. Aff. Investments/Receivables to Capita/Surplus
4. A&H Bus. to Net Premiums and Annuity Cons. 13. Non Inv. Gr. Bonds & S. Inv. to Cepita &
& Deposit Type Funds Surplus& AVR
5. ChangeinDir. & Ass. Annuities & Deposit Type 14. Collaterdized Mortgage Obligations to Total
Funds Bonds
6. Stockholder’s Dividendsto PY Capita & Surplus 15. Problem Real Estate and Mortgages to Capita &
Surplus& AVR
7. Changein Net Income 16. Sch. BA Assetsto Capita & Surplus& AVR
8. Trending of Net Income 17. Totd Real Edtate and Mortgagesto Cepita &
Surplus& AVR
9. Surrendersto Premiums & Deposit Type Funds
Health
1. Changein Cgpitd & Surplus 9. Changein Net Income
2. Surplus Relief 10. Trending of Net Income
3. Gross A&H Premiumsto Capitd & Surplus 11. Comm. & Incurred Exp. to Prem. & Ann. Dep.
4. Net A&H Premiumsto Capitdl & Surplus 12. Changein Liquid Assats
5. Gross A&H Res. to Capitd & Surplus 13. A&H Reservesto Liquid Assets
6. A&H Reserve Deficiency 14. Affiliated Investments & Receivablesto Capita
& Surplus
7. Changein Net Prems. & Annuity Cons. and 15. Sch. BA Assatsto Capitad & Surplus & AVR
Deposit Type Funds
8. Stockholder’s Divs. to Prior Year Capitd & 16. Total R.E. and Mortgages to Capitd & Surplus &
Surplus AVR
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folow FAWG's recommendation, FAWG will det other dates accordingly and
coordinate their actions againgt the troubled company.

There is little doubt that this peer review process can gpply substantial leverage on
domiciliary dates. It forces the decison on the appropriate degree of regulatory
forbearance to consder the interests of al the states in which an insurer does business,
not jus the domiciliary date. Excessve forbearance by a domiciliary dtate can be
countered by review and pressure by other states®* Non-domiciliary states can exert
pressure on the domiciliary date by threatening to redtrict an insurer's ability to write
busness. This is a desth-knell for an insurer, not only in terms of its ability to grow (or
bring in cash), but dso in terms of what it sgnas to the market about its finencd
condition. If non-domiciliary dates restrict a troubled insurer’s activities, the domiciliary
regulator is compelled to take appropriate actions. The collective resources and expertise
of the various date insurance departments and the NAIC dso ae more efficiently
coordinated and focused on a troubled company through this process. Indeed, peer review
isone of the inherent strengths of the state insurance regulatory system.

As much as financid satements have been expanded and basic solvency tools have
been enhanced, regulators have recognized that there are inherent limits to these devices.
Not dl factors affecting an insurer’s financid condition can be incorporated into financid
datements and the impact of certain actions on an insurer’s financid results may take
some time to become apparent. Hence, as noted above, regulators are continualy looking

for other sources of information to supplement standard financid reporting in order to

24 Arguably, with a single regulator there would be the danger of that regulator failing to take timely action
without the checks provided by other regulators with overlapping responsibility. Of course, one might
argue that the regulation of some banks is subject to a certain peer review with the overlapping authority of
more than one federal agency, including the FDIC.
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more quickly detect problems that may jeopardize a company’'s long-term viability. An
increese in consumer complaints, for example, may reved that an insurer is ddaying the
payment of clams because of financid problems. A department's rate andyds can advise
its financid section if an insurer’s pricing appears to be overly aggressve and potentialy
inedequate or if it enters into a new line of budness. Consequently, insurance
departments have made greater efforts to coordinate information from their market and
olvency units® The NAIC has assisted the sates in accessing and  anayzing
supplementary information through its mainframe, LAN-based and CD-ROM dectronic

systems.

Examinations

Examinations are a fundamental component of the solvency monitoring process.
Higoricdly, in insurance regulaion, primary reliance had been placed on the
comprenengve triennid examination, dthough regulators have had the authority to
examine companies whenever they deem necessary. Some insurers may need to be
examined more frequently than every three years while others may need to be examined
less frequently. State regulators are increesng their reliance on the use of targeted
examinaions which are limited in scope and which may be cdled because of specid
cdrcumglances or in lieu of a regular comprehensve examinaion. The NAIC further
encourages the use of "asociation” or "zong' examindions in which various dates

participate to consolidate efforts and avoid duplicative and redundant examinations of the

25 A recent study by PricewaterhouseCoopers and Georgia State University of market conduct regulation
reveals that financial and market conduct units are increasing their coordination to identify troubled
insurers.
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same company. The NAIC's Financid Condition (EX4) Subcommittee dso may
encourage nortdomiciliary dates to cdl a gpecid associaion examindion if an
examindion conducted by a company’s domiciliary is inadequate or if the domiciliary
date fals to conduct an examination when financid retio results or other information
indicate the need.

In 1990, the NAIC conducted a comprehensive review of the examination process. It
concluded that periodic examinations should be supplemented by limited scope or
targeted examinaions of insurers based on wdl-defined sdection criteria It dso
recommended a number of measures to enhance the efficiency of examination conduct
and to improve the traning and qudifications of examiners. Gregter emphass on pre-
examination preparation, financid anadysis and risk-based examinations, which focus on
paticular areas of concern, is being encouraged. The NAIC subgtantidly revised its
Examiners Handbook to incorporate the new recommendations. State examingrs are
trained in the new examination and analysi's methods.

One important component of improved examination procedures is the use of
automated or EDP-asssted examinations. The NAIC helped to develop automated exam
systems and provides consulting support to assst dtate examiners in the pre-examindion
and on-dte phases. Specid audit software is used a the company to retrieve, check and
andyze information from its eectronic files. The software dlows the examiner to test for
a paticular condition for every policy or transaction. This substantidly expedites the
examingion and dlows the examingr to conduct more in-depth andyss of important

areas.
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Independent audit requirements dso represent a significant development designed to
improve the qudity of financid reporting and monitoring. Annua Statement indructions
require dl insurers to have an annud audit performed by an independent certified public
accountant and file an audited financia report as a supplement to ther annud Satement
on or before June 1 for the preceding cdendar year. The required audited financid report
must cover the financid pogtion of the insurer and the results of its operations, cash
flows and changes in cepitd and surplus in conformity with dSatutory accounting
principles. If the independent auditor determines that the insurer has materidly misstated
its financid condition, as reported to its date of domicile, or does not meet the minimum
capitd and surplus requirement of its domiciliary date, the auditor is required to report
this finding to the insurer’s board of directors. The board of directors must forward this
report to the domiciliary commissoner and, if it fals to do so, then the auditor is
compelled to file the report with the commissoner. The auditor dso is required to notify
the domicliay commissoner of ay dgnificant defidencies in an insurer's internd
control sructure. This independent audit requirement is an important adjunct to periodic
regulatory examinaions and hdps to ensure the veracity of insurers annud financid

reporting and the effectiveness of the solvency monitoring process.

C. Intervention and Guaranty Associations

Intervention and Receaiverships

The nature of the appropriate regulatory action for a troubled insurer varies depending
on the circumstances but the essentiad purpose is to prevent or minimize losses and to

protect policyholders. Regulators first seek to rehabilitate troubled insurers if possble,



and <l or liquidate them if rehabilitation is not feasble or unsuccessful. There are two
levels of regulatory actions 1) actions to prevent a finandaly troubled insurer from
becoming insolvent; and 2) ddinquency proceedings againgt an insurer for the purpose of

rehabilitating or liquidating the insurer (NAIC, Troubled Companies Handbook, 1989).

Actions within the fird caegory indude hearinggconferences, corrective plans,
regtrictions on activities, notices of impairment, cease and desist orders, and supervision.
Some of these actions may be conducted informaly, others require forma measures.
Smilaly, some actions agang companies may be confidentid and others may be
publicly announced. Sdles or mergers of troubled insurers are often negotiated by
regulators to avoid market disruptions. Regulators indicate that a large number of
troubled insurers subject to regulatory action are never publicly identified because their
problems are resolved before more dragtic action is required.

However, if preventative regulatory actions are too late or otherwise unsuccessful and
an inurer becomes severdy impaired or insolvent, then forma ddinquency proceedings
will be indituted. These measures can encompass saizure of assets, rehabilitation, and
liquidation. For many insurers, these actions are progressive. A regulator may first seek
to rehabilitate a company to maintain availability of coverage and avoid adverse effects
on policyholders and clamants, as wdl as lower insolvency cods. For example, it is
often possble to sdl a troubled life insurer’s book of business to another insurer, which

decreases insolvency costs. However, the regulator may ultimately be forced to liquidate
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the company if rehabilitation does not prove to be feasble. Regulators typicaly need
court gpprova for such actions, which may be challenged by the troubled insurer.?®

State insurance regulators have been criticized for exercisng excessve forbearance in
saizing troubled insurers (eg., Misson Insurance Company), which ultimately inflates

the cogt of the insolvency when an insurer is liquidated (see Failed Promises, 1990; GAO,

1991; and Hall, 1998). However, it can be codly for a commissoner to initite an
insolvency action, paticularly if the insurer fights the action in court, and there is no
guarantee that the commissoner will prevail. Regulators dso face some uncertainty about
the prospects for a troubled insurer given different courses of regulatory intervention.
Precipitous regulatory action could creste an unnecessary run on the company. The
regulatory chdlenge is to determine an agppropriate intervention draegy given the
circumgiances surrounding the insurer, the information avalable and the condrants
present at the time regulators must make a decison. Idedly, regulaors will follow an
optima intervention drategy that may not prove to be successful in every single case, but
that, on average, minimizes insolvency costs plus cogs aisng from unnecessary or
premature regulatory action.

At the same time, it would be naive to imply that political economy does not play a
role in regulatory intervention. The owners or managers of an insurer often have strong
paliticad influence in the date where the insurer is domiciled. Also, the insurer may be a
mgor employer in the date, which can further discourage quick regulatory action.

Further, there is an externdity problem. As explaned beow, the costs of unfunded

ZFor example, the liquidations of Security Casualty Company (Washburn v. Dyson, 127 IIl. 2d 434) and
Main Insurance Company (Schacht v. Main Insurance Company, 122 Ill. App. 3d 826) in Illinois were
contested by the owners of these companies.
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cdams asociated with a particular insolvency are shared among dl the daes in which an
insurer does business, while the economic and politica gains from regulatory forbearance
may be more concentrated in the domiciliary state. Recognition of these problems played
a role in the NAIC's decison to establish a forma peer review process for multistate

insurers.

Guaranty Associations

State guaranty associations have been established to protect policyholders, clamants
and bendficiaries agang financid losses due to insurer insolvencies. While most
dakeholders support some form of insolvency guaranties, some experts criticize the
curent sytem for creging a dgnificant mord hazard problem. Fundamentdly, the
pupose of an insolvency guaranty law/association is to cover an insolvent insurer’s
financid obligations, within datutory limits to policyowners, annuitants, beneficiaries
and third-paty damants®>’ Most states limit coverage of property-lighility daims and
desth benefits to $300,000. Hedth insurance dams and cash vaues on life insurance
policies and annuities are typicdly limited to $100,000. There are no limits on workers
compensation clams. All licensed insurance companies are required to be members of
the date guaranty association. However, most dates exclude HMOs from guaranty

association participation.

?"Most states have separate property-liability and life/health guaranty associations although several states
have combined associations with separate assessments. Klein (1992) provides an overview of the structure
and provisions of and key policy issues affecting state guaranty funds. Current information on property-
liability guaranty funds can be obtained from the National Conference on Insurance Guaranty Funds
(NCIGF) and information on life/health funds can be obtained from the National Organization of Life and
Health Guaranty Associations (NOLGHA).
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Guaranty associdions are financed by assessments on member insurers  premiums
written in covered lines of busness in a date subject to an annud cap (usudly one or two
percent of premiums). With the exception of New York's property-lidbility guaranty
fund, assessments ae made after an insolvency occurs to cover the clams of the
insolvent insurer. New York has a pre-insolvency assessment property-lidility guaranty
fund. Assessments dso are made to cover the adminidrative expenses of guaranty
associations. The burden of guaranty association assessments are ultimately shared by: 1)
al policyholders through higher insurance rates, 2) taxpayers because of dtate premium
tax offsets (in some dates) and deductions for federa income taxes, and 3) owners of
insurers (Barrese and Nelson, 1994).

Viewed over a long period, guaranty association assessments represent a smal
fraction of industry premiums, less than 0.5 percent. However, as shown in Figure 1V.2,
there have been periods when guaranty associations have spiked and imposed a more
substantial burden on various stakeholders. Concerns have been raised about the capacity
of the system to accommodate a large increase in insolvency costs and the disincentives
to control these costs. The capacity issue is complex and debatable. Capacity concerns
have been misdirected towards the nomina Statutory limits on assessments in each date,
which can be rased by the legidature if necessary. More ggnificant is the fracturing of
capacity between dates, which could pose a problem if subgtantial insolvency costs were
concentrated in one or severd jurisdictions. The most sgnificant threet is a large industry
loss shock or other adverse economic event, such as a severe naturd disaster, which

private and public risk bearing entities have not adequately diversfied. However, the
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scope and resolution of this problem extends beyond the guaranty association system per
se.

What is more pertinent to the dructure of insolvency guaranties is the concern that
they promote excessive risk taking and insolvency cods. Guaranty associations have been
criticized for diminishing buyers incentives to avoid high-risk insurers. Proper incentives
from the buyers persgpective could be maximized by totdly removing guaranty
association protections but there is no political support for such a move. The fact that
even an optimd regulatory scheme will Hill result in a resdud number of insolvencies
might be offered as a rationde for retaining some sort of safety net for policyholders.
Some have suggested, however, that safety incentives could be improved by having
policyholders share a greater portion of insolvency costs or by imposing some form of
risk-based assessment scheme on insurers if such a system proved to be feasble (see
Cummins, 1988; Feldhaus and Barth, 1992; and Feldhaus and Kazenski, 1998). This idea
will continue to resurface, especidly if insolvency codts incresse due to indusry
restructuring and “go-for-broke”’ behavior by insurerslosng the race.

The sysem for adminigering insurer receiverships dso has been criticized for its
inefficiency. Bohn and Hal (1995) found that the cost of insurer insolvencies were three
times the cost of kank insolvencies. Economies of scde are an issue here as recaeverships
required specidized expertise tha many dates cannot afford to maintan in-house.
Consequently, outside contract recevers are often used. This practice is not inherently

flawed, but regulators may fail to provide proper oversight of contract receivers.
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D. Financial Regulation Standards and Accreditation

The growing interdependence of the dtates in regulating multistate insurers, coupled
with the varying quality of regulation among the dtates in the face of increased insurer
financia risk, prompted the NAIC to develop a cetificaiion program for insurance
departments. The god of the program is to ensure that a state€'s solvency regulation meets
certan minimum requirements o that other jurisdictions can have a degree of confidence
in the daes oversght of its domiciliay companies. The NAIC Policy Statement on
Financid Regulaion Standards, adopted in June 1989, articulated a comprehensve set of
dandards designed to edablish conggent and effective regulaion of the financid
condition of insurance companies. The standards go beyond modd laws by establishing a
composte lig of legidative and adminidtrative prerequisites for an effective solvency
regulatory program in three areas 1) laws and regulations, 2) regulatory practices and
procedures, and 3) organizational and personnel practices 2

In order to provide guidance to the dstates regarding the minimum standards and an
incentive to put them in place, the NAIC adopted a formd accreditation program in June
1990. Under this plan, each dtat€'s insurance department is reviewed by an independent
review team whose job it is to assess that department’'s compliance with the NAIC's
Financid Regulaion Standards. Depatments meeting the NAIC dandards are publicly
acknowledged, while departments not in compliance are given guidance by the NAIC on
how to bring the department into compliance. If a Sate is unaccredited, some of its

domiciliary companies may consder redomestication to an accredited State.

2 nitially, it was contemplated that this would serve as a significant incentive for states to become
accredited. In practice, it is difficult to prove as amost al states have become accredited. Still,
accreditation will play an important role in initiatives to diminish redundant regulation by multiple states.
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The accreditetion program has dgnificant implications for the effectiveness and
efficiency of dae solvency regulation of insurance companies. By certifying that a date's
regulatory program meets certan minimum requirements, there is greater assurance that
its overdght of its domedtic insurers is adequate. This promotes efficiency by dlowing
esch date to focus more of its resources on its own domiciliary insurers, which improves
the qudity of that regulaion while avoiding duplicative andyds and examinations of
insurers by non-domiciliary dates. Efficiencies dso are achieved by usng the NAIC as
an accrediting body as it would be costly for each date to independently review and
certify the regulatory quality of every other date.

As the accreditation program matured and concerns were expressed that its
requirements remain reasonable, the NAIC initiated an in-depth review of the rdevance
and effectiveness of the standards and accreditation program in 1995. In 1997, the NAIC
adopted revisons to the financid regulaion standards and accreditation process to better
diginguish those laws and other dandards that it believes to be critical to effective
solvency regulation.

It is difficult to quantify the impact of the NAIC accreditation program but there is
evidence to suggest that it has had ggnificat effects on the infrestructure for date
solvency regulation. Every dtate has enacted a legidative package designed to achieve
compliance with the NAIC gtandards. As discussed above, insurance department budgets
and daffing have increased at a fast pace despite dtate fisca condraints. There dso is
consderable anecdota evidence that a number of insurance departments have improved
their interna procedures and increased the sophidication of their andyds tools in order

to past muster under the NAIC's accreditation program. As of September 2000, 48 dtates
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and the Digrict of Columbia were accredited. Only two states and the four U.S. territories
were unaccredited. The chalenge will be to mantan a srong and relevant st of

gtandards as the requirements for effective regulation change.

V. Emerging Issues and Regulatory Responses

The insurance indudtry's increasing complexity, risk and geographic scope place
additiona demands on regulators. GLBA and indusry redtructuring will add to this
pressure. Regulators mugt try to limit insolvency risk while ill dlowing insurers to
continue to innovate and compete. Industry developments have forced public officids to
reassess this baance and modify regulatory indtitutions. Most insurers appear t0 possess
aufficient competence and incentives for safety so that they do not pose a sgnificant
solvency risk. The problem lies with insurers that do not possess the requisite skills or
incentives to survive in the marketplace.

The greater complexity of insurance products and investment drategies increases the
opportunity for mismanagement, excessve risk teking and fraud that can lead to cosly
insolvencies. Consumers, with limited incentives for safety because of guaranty fund
protection, are faced with greater difficulty in discerning the riskiness of insurers. The
expanding geographic scope of insurer operations and insurance markets aso makes date
regulators oversght job more difficit and increases the need for coordination among
dates Subgtantid restructuring of the industry will force many insurers to merge, sl or
go out of business, preferably without imposing insolvency costs on the public.

These developments and others have required regulators to become more

sophigticated in policing insurers financid sructure and activities to protect consumers
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and promote the public interest. These developments aso have increased consumer and
industry politicd support for more effective solvency regulation, qudified by many
insurers desre to retan flexibility in developing new products and adjusing their
investment Srategies.

This section reviews some of the more ggnificant emerging developments affecting
the insurance industry and its financid regulation. It is difficult to predict exactly what
will happen but it is possible to discuss the generd direction of important trends and ther
implications. Insurers and regulators need to keep an eye to the future in restructuring
their inditutions and operations to take advantage of new opportunities and respond to
new chalenges. Specificaly, the developments addressed in this chepter are industry
growth, consolidation and increesng financid risk; integration of financid services
markets, globdization of markets demographic trends and public opinion; information

technology and electronic commerce; and regulatory initiatives.

A. Industry Growth, Consolidation and Financial Risk

As discussed above, a wide variety of insurance products and services have appeared
on the market to respond to a rapidly growing and diverse economy. This increases the
demand on regulatory resources as regulators must police a larger market, as wel as
more complex products, transactions and investments. Regulators will need to find ways
to peform their functions more efficiently as wel as increase their resources when
necessary to respond to this chdlenge. The redtructuring of the industry may require

regulators to refocus their energies and technology on core regulatory responghilities,
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such as solvency and abusive trade practices, and rely more heavily on competition and
market forces to increase market efficiency in terms of prices and products.

Industry consolidation is evidenced by the continuing dedine in the number of
property-ligdility and life-hedth insurers that began in the late 1990s. Indeed, as shown in
Figure V.1, 1998 was a banner year with 565 insurance-rdated acquisitions and mergers
worth $165.4 hillion (Insurance Information Ingtitute, 2000). The emergence of fewer,
larger insurers presents both advantages and disadvantages to regulation. To the extent
that less efficient and wesker insurers are culled from the market, regulators will be
respongble for monitoring a smdler group of more sophisticated insurers. These insurers,
presumably, will require less oversght with respect to preventing smple management
errors and will have more capita to sustain short-term fluctuations in operating results.

At the same time, these insurers may il be highly leveraged and are likdy to have
more complex financid dructures. Consequently, the risk of insolvency will ill be
present with higher potential losses because of insurers grester Sze. Hence, regulators
may wish to incresse the depth and sophidtication of their monitoring activities with an
emphasis on asessng the overdl financid risk of a company, rather than seeking to
enforce detailed rules governing every transaction and investment. This gpproach would
be more akin to the “prudentid solvency regulation” modd employed in some foreign

countries with more concentrated markets.

B. Integration of Financial Services Markets
There is a ddfinite trend towards increadng integration of insurance with other

financid sarvices markets Recognition of this economic imperative prompted GLBA



that, in turn, will speed market convergence. Financia services companies are seeking to
provide a broad aray of financid services, including banking, credit, investments, and
insurance. These companies perceive sgnificant economies of scope in cross-marketing
various financid products to their customers. Some insurance companies adso would like
to sl other financid services to their customers. Whether these services are sold by one
company or multiple companies, there is no doubt that consumers percelve certan
insurance products and invesments as subgtitutes or complements and could value “one-
stop shopping’, creating competition between the providers of these services.

Hence, economic forces are driving the integration of financid services markets,
whether aided or impeded by federa and date lawvs. The recent merger of Travelers
Insurance Group and Citicorp is a harbinger of things to come. Higoricdly, in the U.S,
the GlassStegd Act, had created walls between the sdling of various financia services
by the same firm. GLBA has dgnificantly diminished these bariers Fnancid holding
companies are emearging that own various subsdiaries sdling different financia services,
induding insurance. Under GLBA, regulétion is intended to be structured on a functiona
bass, meaning that insurance regulaors will regulate insurance transactions, Securities
regulators will oversee security transactions, eic., regardiess of the type of inditution thet
isengaging in these activities.

This will have ggnificant implications for dae insurance regulation. The daes will
be required to regulate the sde of insurance by norrinsurance companies or insurers that
are owned by large financid holding companies. There will be atempts to cross-market

products, eg., banks will attempt to sdll insurance to their banking customers. Consumer
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privacy and the sharing of cusomer information among effiliates is one of the more
contentious issues on which deliberations continue.

Competition between insurers and other financid service companies will increase and
there will be more mergers between insurers and other financid service providers. State
regulators will be pressured to maintain a level playing fied, so that no entity, regardless
of whether it a licensed insurer or not, is disadvantaged in its efforts to sdl insurance
products. At the same time, the attempt to tie the sde of other products with insurance, to
the potential detriment of consumers, will need to be policed. Insurance regulators aso
will have to regulate the insurance transactions of entities that will not be subject to the
full scope of their authority in maiters such as financid solvency. Clearly, there will need

to be cooperation and coordination between the various regulators of financia services.

C. Globalization of Markets

Many insurers will continue to expand the geographic scope of their operaions and
competition from foreign insurers will increese as trade bariers are reduced. Foreign
companies are making increasing inroads into the U.S. domestic market. Large European
financid holding companies, bolsered by regulatory reforms, are becoming formidable
competitors and increasing their penetration in foreign markets, including the U.S. At the
same time, some U.S. insurers are edtablishing a sronger presence oversess. Domestic
insurers  have sought reduction of U.S. regulatory bariers to increase ther
competitiveness with foreign insurers. The potentid Sze of some developing markets,
such as China and Lain America, will breed large financid conglomerates that will be

able to market an aray of services Figure V.2 provides estimates of the import and

66



export of insurance in the U.S. While exports have increased, imports of insurance into
the U.S. have grown at amuch fagter rate.

The extenson of insurers operations across date and internationad boundaries has
increased the interdependence among regulators in carying out their responghilities.
This interdependence among regulators creates vulnerabilities as wel as potentid levers
to induce different jurisdictions to do a good job in regulating. It is more difficult for state
regulators to control the activities of insurers domiciled outsde the U.S. Although dien
insurers must meet a number of requirements to operate on a licensed or authorized non
admitted basis in the U.S, this does not prevent U.S. citizens and firms from purchasing
insurance from dien companies on a direct bass Such transactions are not subject to
U.S. regulatory protections, nor guaranty association coverage. As more insurers extend
their operdaions internationdly, we are likey to see more of these types of transactions
with increased potential for market abuses. Use of the Internet for digitd commerce in
insurance will greatly facilitate internationd transactions.

Idedlly, the regulators in various countries will increase thelr cooperation and
coordination to support the gppropriate supervison of internationa insurers. This would
fecilitate internationa trade in insurance that would work to the advantage of insurance
buyers and hdp to prevent unscrupulous insurers from taking unfar advantage of
consumers. The Internationd Association of Insurance Supervisors (IALS) is playing a

leading role in helping to upgrade and harmonize international insurance regultion.
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D. Information Technology and Electronic Commerce

Technology is an important catdyst for change Devedopments in information
technology are having dgnificant effects on the insurance industry, which is based on
information. In theory, improved information technology should benefit both consumers
and insurers, but the changes will raise issues for regulators. Insurance transactions over
the Internet, i.e, dectronic or digitd commerce, are of great importance to regulation.
Worldwide, agpproximately 115 million people use the Internet and its use as a medium of
commerce in insurance is growing exponentidly (see Figure V.3). EC is paticulaly wel
auited for the sde of many insurance products, particularly products with standardized
contracts such as term life, auto, and home insurance. Many insurers have established
web dtes on the Internet to provide information and severa vendors are developing
electronic marketplaces for insurance. Consumers will be able to shop and buy insurance
in these eectronic marketplaces from various insurers.

The emergence of EC raises some interesting issues and chalenges for dtate insurance
regulaion.®® Traditionaly, the states have exercised ther authority over insurance
through the geographic location of insurance transactions. However, the geography of
commerce loses its traditiond meaning when transactions are conducted over a
worldwide €ectronic network. How, for example, will the insurance commissoner
regulate the purchase of an auto insurance policy by a resdent in a given date over the
Internet from an insurer based in Belgium? While the dtates may seek to police such
transactions as they have other direct marketing activities, the redity is that this will be

very difficult to do in a world of éectronic commerce. Consequently, consumers who
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purchase insurance over the Internet will need to take grester responshility in becoming
informed and avoid abuses. State regulators will need to increase ther information
sarvices to consumers and coordinate with regulators in other jurisdictions to address
problems that may arise with insurers and intermediaries sdling and servicing insurance

over the Internet.

E. Regulatory Initiatives

Since 1985, date insurance regulation has progressed through two waves of reforms
and is now entering a third. The fird wave was the drengthening of solvency laws,
policies and inditutions articulated in the NAIC's “Solvency Policing Agenda’. The
second, characterized as “Regulatory Reenginegring” and beginning in the mid-1990s,
focused on improving the efficiency of financid and market regulatory activities The
third wave, labeled “Modernizing Insurance Regulation” or “State Regulation 20007, has
emerged out of the second as a more intendve effort to enable regulators and the
insurance indudry to remain vigble in the new financa economy. This section briefly

summarizes the second wave initiatives and discusses the third wave in grester detall.

Regulatory Reenginesring

Deding with 55 different market regulatory requirements in the various dates and
territories is cogdly for multigtate insurers and agents. With the implementation of many
solvency reforms and a change in the politicd dimate, the NAIC moved its focus to

greamlining regulatory processes and diminating unnecessary  impediments to  market

29 The NAIC established a special Internet Working Group to examine these issues. In 1997, the working
group issued a report and delegated various EC-related issues to the appropriate NAIC committees,
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transactions. These initiatives were intended to make it eeser for agents and insurers to
operate on a multigate bass while preserving individua dsate regulatory authority. State
insurance commissioners understood that these reforms would be necessary to retan
industry political support for date-based regulation in light of the economic trends
discussed above.

The NAIC crested a Committee on Regulatory Re-Engineering that identified severd
aess of atention, including: company admisson/licenang; specid depost requirements,
countersgnature requirements, regulation of commercid lines rate and form review; and
other measures to improve the regulatory services received by insurance consumers. The
committee compiled regulatory re-engineering idess from the various states and the NAIC
sarves as dearinghouse for this information. The committee issued a white paper in 1998
presenting its andyss and recommendations for further action by the rdevant NAIC
committees and the individua States.

The most important developments to emerge from these efforts was the “deregulation”
of rates and forms for commercia insurance, expedited insurer licensing processes, and
progress on cregting a nationa sysem for agent licenang. A number of dates have
implemented reforms in these areas as well as others to streamline regulatory processes. At
the same time, some States have dragged their feet and the pattern of reform has been
uneven among the dates. State-based industry interest groups have resisted reforms that
would ease multi-gate transactions. Disgppointment in the redization of the vison of
regulatory reengineering and the GLBA has prompted a renewed effort to promote a more

ambitious and comprehensve set of regulatory initiatives. The objective are to fit insurance

according to their areas of responsibility.
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into the new scheme for financid and regulation and to “speed” insurance products and

services to the marketplace.

GLBA and Modernizing Insurance Regulation

Financid services modernization and the GLBA ae compdling insurers and their
regulators to adjust to a new inditutiona and market framework. Insurance regulation must
be integrated with the other areas of financid regulation to implement the functiond scheme
envisoned in GLBA. Also, insurers and other financid indtitutions that sdll insurance, face
increased competition, both domegticaly and internationaly. The new market environment
increases the opportunity cost of certain state-based regulatory requirements for insurers and
intermediaries. This is pressuring the NAIC and the states to adopt a number of efficiency-
oriented reforms that will enable insurers to remain viable compstitors.

The NAIC has made this reform program its top priority with an aggressve agenda and
nine high level working groups to focus on different initiatives. Some of these initidives are
directly driven by provisons in the GLBA tha dlow the NAIC and the dates the
opportunity to establish certain indtitutions that will meet the requirements of the Act; if they
fail to do so then the Act provides for dternative industry-based or federd entities to achieve
the desired objectives. Other NAIC initiatives are not required by the GLBA per se, but are
recognized as needed components of a comprehensive reform program. It should be noted
that Congress did not adopt al of the amendments favored by the NAIC. Hence, the NAIC
program aso seeks to address perceived deficienciesin the GLBA.

The GLBA-directed issues being addressed by the working groups include:

the definition of insurance under the GLB Act and determining wha is an
insurance product;
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bank and insurance company affiliations,

agent licenang;

consumer protection rules;

the interaction of date law with the federd rules issued pursuant to the GLB Adt,
and the 13 safe harbors for state consumer protection rules directed at bank sales
of insurance; and

the GLBA''s privacy requirements.

The NAIC further established an Implementation/Functional Regulation Coordingting
Working Group to oversee date activities related to GLBA and coordination with federa
regulators. This is an important addition as past NAIC initigtives have often been
undermined by the failure of the States to adopt them Here, the states mutud interests
are more critical as the falure of some dates to cary out their pat could doom the
authority of al dates. As noted above, regulating inditutions and new products that
combine insurance, banking, and securities will require communication and cooperation
among the agencies respongble for supervisng each of these different indudtries. The
NAIC peforms an important liaison role between dsate insurance regulators and the
Federd Reserve Board, the Office of Thrift Supervison (OTS), and the Office of the
Comptroller of the Currency (OCC).

However, the NAIC efforts extend beyond what is expressly required by the GLBA.
This is reflected in its adoption of a Satement of Intent to Modernize Insurance
Regulation in March 2000. The Statement reeffirms the regulatory god of consumer
protection but aso recognizes “that consumers as well as companies are well served by
efficient, market-oriented regulation of the busness of insurance” The additiond

initiatives embodied in the Statement and working groups  agenda include:;
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goeeding products to market by removing unnecessary agpprova requirements,
making state standards more uniform, and giving greater deference to approval of
an insurers multistate products by its domiciliary regulator;
commercid lines deregulation;
market conduct regulation reform;
facilitating insurance eectronic commerce; and
_exploring reforms tha could esse dae licensng impediments for multistate
insurers.

V1. Concluding Observations

State insurance regulation is a a citical juncture and its ability to saisfy various
dakeholders and interest groups will determine its future. It is true that some insurers and
other interest groups prefer a federd regulatory sysem. However, there is a suffidently
large condituency that continues to favor state regulation or would be willing to support
date regulation if dedred reforms are implemented. Congress dso is not enthusiagtic
about a complete federd assumption of insurance regulaion at the present time if it can
be avoided. Hence, the states and the NAIC have a window of opportunity in which to
restructure and preserve gate insurance regulation, at least for the foreseeable future.

Of course, as with any compromise, the objective is to achieve sufficient politica
support among groups with different interests and preferences. The need to build
consensus among the different groups will chdlenge the NAIC as it deliberates on the
gpecific detals of the initiatives described above. For example, dngle-state insurers and
agents will likdy resst changes that would effectivdly create a uniform or nationd
regulatory sysem. On the other Sde, large multistate insurers and agents will throw ther

support to federad regulation if the dates fal to remove dgnificat impediments to
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interstate commerce. It is reasonable to expect that some reforms will be adopted and
implemented. Whether the NAIC and the gtates will move far enough and fast enough to

retain their regulatory authority over insurance remains to be seen.
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No. of Companies

Assets ($M)

Revenues ($M)

Net Premiums Written (%)

Investment Income (%)

Market Share of 10
Largest Insurer Groups (%)

Premiums/Surplus (%)

Return on Net Worth (%)

Property-Liability Insurance Trends

Table Il.1

1960-1998

[ 1960 | 1970 | 1980 | 1990 | 1995 | 1998 |
na 2,800 2,953 3,899 3,358 3,319
30,132 55,315 197,678 556,314 765,230 908,767
15,741 36,524 108,745 252,991 296,637 321,433

95.1 94.3 89.6 86.9 87.6 87.6

4.9 5.7 10.4 13.1 12.4 12.4

34.4 36.8 38.2 40.3 40.0 43.9

125.5 210.2 183.4 157.6 113.0 84.5

na 11.6 13.1 8.5 9.0 9.2

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

82



No. of Companies

Assets ($M)
% 10 Largest Insurer Groups

Income ($M)

% Life Insurance Premiums
% Annuity Considerations

% Health Insurance Premiums
% Investment Income

% Other

Reserves ($M)
% Life

% Annuities
% Health

Table 1.2

Life-Health Insurance Market Trends

1950-1998
[ 1050 | 1960 | 1070 | 1080 | 1990 | 1995 |
649 1,441 1,780 1,958 2,195 1,715
64020 119,576 207,254 479,210 1,408,208  2.143.500

na 62.4 57.7 52.5 36.7 36.1

11,337 23,007 49,054 130,888 402,200 512,198
55.1 52.1 44.2 31.2 19.1 19.3

8.3 5.8 7.6 17.1 32.1 31.2

8.8 17.5 23.2 22.4 14.5 15.7

18.3 18.7 20.7 25.9 27.8 27.4

9.5 5.8 4.4 3.3 6.5 6.4
54,946 98,473 167,779 390,339 1,196,967 1,812,325

na 71.9 68.8 50.7 29.1 28.2

na 27.2 29.1 46.5 68.1 68.3

na 0.9 2.1 2.8 2.8 35



Number of Failure:

Figure Il.1
Insurance Company Failures

1976-1999
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Figurelll.l
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Table I11.1

Insurance Department Resources in 1998

Number of Insurers Direct
Licensed Premiums FY 2000 FTE
State Domestic| Non-Domestic Written Budget Staff
Alabama 75 1,254  $11,139,322,622 $11,039,247 66
Alaska 9 1,095 1,617,972,760 4,396,600 50
American Samoa na na 2,517,242 na na
Arizona 487 1,554 13,604,633,296 5,290,000 140
Arkansas 76 1,442 5,543,918,491 7,552,008 106
California 242 1,276 77,345,881,811 129,896,000 1,178
Colorado 92 1,465 13,039,313,971 8,169,980 93
Connecticut 138 1,020 17,662,092,363 17,637,698 172
Delaware 148 1,429 2,974,490,000 4,729,400 68
District of Columbia 23 1,307 9,257,443,005 6,990,000 65
Florida 655 1,886 52,008,793,320 64,421,273 1,072
Georgia 111 1,487 19,486,879,342 16,811,314 167
Guam na na 83,868,264 na na
Hawaii 88 965 4,444,459,000 7,713,700 52
Idaho 29 1,459 2,668,144,277 5,246,500 65
lllinois 474 1,499 43,547,704,642 26,786,500 383
Indiana 207 1,670 15,142,253,474 5,332,810 89
lowa 226 1,399 8,857,417,765 6,701,010 92
Kansas 55 1,566 7,512,079,709 8,267,487 165
Kentucky 70 1,450 9,717,020,368 14,639,500 181
Louisiana 167 1,507 15,051,535,298 18,406,095 275
Maine 32 881 3,855,107,322 5,943,055 79
Maryland 97 1,397 12,818,998,667 17,032,484 244
Massachusetts 103 1,169 30,158,119,849 9,590,307 167
Michigan 149 1,348 36,994,775,841 17,399,300 127
Minnesota 206 1,246 14,245,267,794 9,626,370 107
Mississippi 87 1,459 4,877,260,256 6,751,690 114
Missouri 293 1,851 16,927,880,413 13,037,820 220
Montana 27 1,419 1,826,993,777 2,544,488 43
Nebraska 130 1,449 4,895,942,754 6,415,187 93
Nevada 35 1,446 4,503,294,741 4,673,194 65
New Hampshire 53 799 2,743,706,781 4,034,492 65
New Jersey 108 1,066 24,777,652,883 58,745,000 286
New Mexico 22 1,505 3,787,211,000 3,911,200 81
New York 531 850 50,667,679,957 98,521,000 903
North Carolina 111 1,221 22,381,823,966 33,003,249 394
North Dakota 50 1,388 2,044,371,833 2,906,647 46
Ohio 291 1,485 33,267,631,835 24,972,049 274
Oklahoma 121 1,486 10,378,235,946 8,222,872 118
Oregon 117 1,515 9,281,034,202 7,024,181 97
Pennsylvania 348 1,338 50,404,023,949 20,092,000 298
Puerto Rico 52 329 4,156,882,000 5778000 93
Rhode Island 33 1,097 3,728,143,425 3,416,180 49
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South Carolina
South Dakota
Tennessee
Texas

U.S. Virgin Islands
Utah

Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming
Total

Mean

51
60
121
559
10
52
357
85
80
23
353
4
8,123
153

1,450
1,442
1,536
1,526

197
1,484

857
1,371
1,324
1,264
1,490
1,234

1,314

7,738,315,185
2,003,700,597
16,301,451,760
55,403,894,350
178,786,474
5,415,816,123
1,915,156,479
18,673,950,428
15,022,140,915
3,580,803,121
17,626,613,027
1,111,283,088

7,109,525
1,295,371
6,181,100
47,428,757
1,844,393
4,622,900
4,621,865
16,298,961
13,136,000
4,483,578
10,688,900
1,303,843

$824,401,691,758 $852,683,080

$14,989,121,668

Source: NAIC 1998 Insurance Department Resources Report
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$16,088,360

108
25

90
1,003
16

70

50
195
159
72
112
25
10,366
196



Budget ($M)

Figurelll.2

Insurance Regulatory Expenditures
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Table IV.1
State Fixed Minimum Capital-Surplus Requirements
Multiple Line Stock Companies (New Insurers)

1997
Property- Life-

State Casualty Health
Alabama 1,250,000 2,000,000
Alaska 6,000,000 2,500,000
Arizona 1,500,000 600,000
Arkansas 1,500,000 1,000,000
California 600,000 5,000,000
Colorado 2,000,000 1,500,000
Connecticut 4,000,000 3,000,000
Delaware 750,000 550,000
District of Columbia 600,000 1,500,000
Florida 5,000,000 2,500,000
Georgia 1,500,000 1,500,000
Hawaii 3,750,000 3,750,000
Idaho 2,000,000 2,000,000
Illinois 2,000,000 2,000,000

Indiana 1,750,000 1,400,000




Number of Insurel

Ratio of TAC to ACL RBC in 1999

Figure IV.1
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Assessments ($Millions)
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Figure IV.2

Insurance Guaranty Association Assessments
1979-1998
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Figure V.2
International Transactions U.S.

1990-1995
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Figure V.3

Forecast of Internet Insurance Sales
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